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Abstract

Shariah audit is an essential key function to ensure Shariah compliance in Islamic banking institutions. Shariah audit
complements existing functions of conventional internal audit, which is lacking in providing adequate assurance on
Shariah compliance. Hence, there is a need to incorporate Shariah audit function to existing corporate governance
framework of Islamic banks (IB). However, there is not much guidance that auditors could refer to in order to
perform comprehensive Shariah audit procedure. The current study intends to provide in-depth explanation on the
process of internal Shariah audit, particularly on the planning, execution and reporting, also follow up phases. If
focuses on the application of risk-based internal audit (RBIA) approach in the practices. The study adopts a
qualitative approach of single case study in an attempt to achieve its objectives. By providing detailed explanation on
practices of internal Shariah audit in Islamic banks, findings are expected to contribute in supplying valuable in-
depth information for Islamic banks, as well as other Islamic institutions. This information is especially important for
in strategizing internal Shariah audit practices as an important control and monitoring strategy in their business
operation.
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1. Introduction

Islamic banking industry (IBI) is developing drastically in the 21* century due to factors such as liberalization
policy to foreign banks and introduction of Islamic banking subsidiaries. The development of this industry has also
seen changes on regulatory requirements and product innovations that might involve complicated accounting
treatments (Islamic Banker Asia, 2014). This recent situation hence requires Shariah compliance functions in IBI to
be upgraded to become more relevant for the industry. There are many studies conducted on Shariah compliance
function. For example, Kasim et al. (2009) had studied on the gap between expected and actual Shariah audit
practices of Islamic finance institutions, while Yaacob and Donglah (2012) had explained about postgraduate
students’ perceptions on Shariah audit. Further, DeLorenzo (2010) and Mohiuddin (2012) had explained on how
auditing should be performed by referring to Islamic principles. Yaacob and Donglah (2012) and Yahya and Mahzan
(2012) had discussed on issues and challenges of Shariah audit in Islamic financial institutions which include
requirements of knowledge and specified Shariah audit framework. Another study by Shafii et al. (2013) had
discussed on Shariah auditor’s knowledge and competency. Yahya (2018), preliminary study on Shariah auditing
practices found that external auditor questioned whether internal Shariah audit should use risk-based audit in the
practices. The assessment of risk is important in ensuring risk is being managed by the institution. It is found that
limited in-depth analyses of Shariah audit practices. The analysis includes how is the practice of the internal Shariah
audit in the Islamic banking institution without availability of specific guidance on the practices. In view of this gap,
this study intends to provide in-depth explanation on practices of internal Shariah audit as one important control and
monitoring strategy for the business. The explanation includes the process of Shariah audit planning, execution,
reporting and follow up audit.

2. Literature Review

2.1. Shariah Audit in Islamic Banks
According to Shariah Governance Framework (SGF) (Bank Negara Malaysia, 2011), 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 Islamic Financial Institution’s (IFI) business operations, with the main objective of
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ensuring a sound and effective internal control system for Shariah compliance and be performed
by internal auditors”. (Bank Negara Malaysia, 2011)

SGF also stipulated that internal auditors from internal audit department should conduct Shariah audit, hence
they should be competent with respect to Shariah knowledge. Internal audit department performs its role as the third
line of defence in an institution. As such, attachment of Shariah audit function to internal audit department will not
jeopardize the issue of independence since Shariah audit findings are directly reported to audit committee of the 1B
(Shafii etal., 2013).

Further, in terms of Shariah audit execution, it should be conducted before, during, and after the execution of
any financial transactions. This is known as ex-ante and ex-post examination (Bangash, 2012; DeLorenzo, 2010;
Rahman, 2008). Rahman (2008), explained that ex-ante Shariah compliance is basically Shariah Advisory Councils’
(SAC) supervision, monitoring and control tasks that take place upon and during implementation of bank’s dealings.
These activities include ensuring that banks and financial institutions comply with Shariah rules and guidelines
during designing of contracts and agreements; during the process of transactions; during conclusion and execution of
contract; up to the implementation of contract terms and liquidation.

Meanwhile, ex-post Shariah compliance process requires thorough and comprehensive Shariah audit to review
and examine transactions that takes place after execution of contracts. Ex-post Shariah compliance is basically
performing random samples of completed transactions to ensure that these transactions conform to requirements of
Shariah. Earlier supervision and control may save costly legal fees that may be required at a later stage if elements of
proposed business/contracts need to be modified to comply with Shariah principles and precepts (DeLorenzo, 2010).

However, Rahman (2008) also stated that very few institutions undertake ex-post Shariah compliance process.
As this finding was revealed before the issuance of SGF, recent study should be undertaken to discover current
implementation of ex-post Shariah compliance practices. Generally, IFls tend to emphasize on ex-ante processes,
which are strictly monitored by regulators. However, problems of non-compliance often starts in support functions,
which are generally left to the individual IFIs to be implemented and monitored (Hussan et al., 2013).

3. Shariah Audit Process and Methodology

3.1. Audit Planning

Audit plan should be properly documented to include sample selection criteria and sizes, taking into
consideration complexity and frequency of transactions. There are certain aspects of audit fieldwork which require
sampling techniques. More detailed examination of documentations would be necessary whether or not sampling
methodology is used (Bangash, 2012; Rahman, 2008).

Preparation of audit plan has shifted from control assurance on cyclical or routine audit plans to control
assurance based on risk-based internal audit plan (RBIA) (Pricewaterhousecoopers, 2007). In planning each audit
engagement, adoption of risk-based approach is correlated positively with entity size. Internal auditing is more
proactive in the implementation of Enterprise Risk Management (ERM) in smaller organizations, and is more
important in the finance industry and private sector (Castanheira et al., 2010).

Audit program will be able to identify key auditing processes which need to be undertaken, objectives of each
activity and techniques that will be used (including sampling techniques) to achieve each audit objective (Onagun
and Mikail, 2013). A study on effectiveness of SGF found that most of their respondents (89.6%) have specific
planning or schedule for Shariah audit exercise (Hassan et al., 2014).

Development of Shariah audit program is important to ensure that exact procedures for each product in IFI are
being followed (Rahman, 2008; Shafii et al., 2010). It consists of Shariah audit procedures, policies and processes
when offering Islamic financial services; also standard operating procedures which includes accounting, regulatory
requirements and other necessary requirements. The program also includes audit techniques to be used, including
examination of papers, interviewing, benchmarking, surveys, case studies, flow charting and others. This plan should
consider all available resources, while at the same time being effective and able to cover pre-determined scope and
objectives. It must be properly documented with consideration of sample criteria and sizes, as well as contemplating
complexity, frequency of transactions into this consideration. It should be adequately developed to be capable of
auditing Islamic Bank’s operations (Bangash, 2012).

Research by Yahya and Mahzan (2012) revealed a situation where Shariah audit program in IFls are shared with
conventional audit program, which in some extent this audit program involves certain modifications that needs to be
adopted when it is applied to Islamic banking products and operations. The use of conventional audit program or any
other standards is acceptable, as long as it does not contravene with Shariah principles. It is recommended be the
study to apply international internal auditing standards and to be consistent with Islamic jurisprudence standards of
accounting (Al-Sharairi and Alsharayri, 2012).

3.2. Audit Execution

IFls should systematically undertake comprehensive Shariah audit to ensure proper Shariah compliance. In
absence of proper guidelines to undertake Shariah audit, many IFls have difficulty in properly planning, executing
and reporting Shariah audit (Rahman, 2011). During the examination stage, Shariah auditor would identify and
deploy proper audit techniques to gather sufficient and reliable evidences. This is so that reasonable conclusions can
be reached on Shariah compliance. The Shariah audit execution process involves an understanding of the
management’s awareness, commitment and compliance control procedures to adhere with Shariah; reviewing of
contracts, agreements and transactions in accordance to Shariah; also ascertaining whether transactions are made for
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products authorized by Shariah. Some information and reports such as circulars, financial reports, policies and
procedures, observations, as well as recommendations over transactions have been found to be against Shariah or do
not adhere to Shariah rules and regulations (Bangash, 2012). To overcome this issue, Shariah compliance for
operations which is based on these documentations can be attested against various sources ranging from regulations,
Shariah guidelines, also accounting and auditing standards from regulators such as Accounting and Auditing
Organization for Islamic Financial Institution (AAOFI). Rosly (2010), argued that there are four approaches that
must be applied simultaneously in determining Shariah compliance status to avoid costly errors that might lead to
litigations and loss of competitiveness in Islamic financing business. These approaches are agad, financial reporting,
legal documentation and objective of Shariah.

3.3. Reporting and Follow up Audit

In order to ensure that the internal audit report is presented independently, the report should be presented,
reviewed, and endorsed by the Board Audit Committee. The competency of the individual performing the audit is of
little value if he or she is biased in the accumulation and evaluation of the evidence. The audit report must be
presented to the SC to resolve the issue (Hassan et al., 2014; Rahman, 2011; Shafii et al., 2013; Triyanta and Rusni,
2011).

The content of the report should be objective, clear, constructive and timely, and include the purpose, scope,
findings, opinion, recommendations, corrective actions, feedback from the reviewers, and any dispute relating to the
Shariah interpretation to be resolved by the SC (Rahman, 2011; Shafii et al., 2010). If there are any disputes or
differences of opinions between the management and the internal Shariah auditors on the matters relating to Shariah,
the interpretation and final decision will be referred to the SC of the respected IFIs (Rahman, 2011). The Shariah
aspects in the report are the distinctive features which differentiate the Islamic banking from the conventional
banking as the Islamic bank has to comply with the Shariah principles in all operations and products (Triyanta and
Rusni, 2011).

The Shariah audit reporting can be prepared and published alongside the financial auditor’s report in the annual
report. It can be used to determine whether the auditor able to gain access to all financial records and documents in
exercising the auditing duties and states whether the balance sheet and the profit and loss account were in
compliance with the Islamic law (Rahman, 1998). As an institution in a fully regulated industry, it should comply
with all regulatory requirements. In Malaysia, the IFIs should follow the BNM GP8-i guidelines. All internal audit
and internal control activities should be included in the Statement of Corporate Governance and audit report that
include the opinion whether the institution complies with all the Shariah requirements (Bank Negara Malaysia, 2005)
besides the reporting requirements from AAOIFI. It is found that some of IFls chose to follow the specimen
provided by AAOIFI or with slight modifications.

The Shariah auditor has to perform the follow-up audit to ensure that all the necessary actions were taken. The
auditor has to follow-up the corrective action and recommendations so that the actions are rectified besides
preventing the recurrence of non-compliance (Shafii et al., 2010). The follow-up process follows the requirements
in the SGF in which the audit process involves providing recommendations on the rectification measures and
ensuring the implementations by the IFIs (Bank Negara Malaysia, 2011). The reporting requirements and follow-up
activities intended to avoid the non-compliance in Shariah. This study will explain the process of reporting and
follow-up by the internal Shariah audit.

4. Research Methodology

This study adopts a qualitative approach with interpretive paradigm and single case study method, bounded by
the scope of IFIs (Yin, 2003); (Creswell, 2012). Analysis was done inductively during and after data collection
process in order to establish patterns or themes. This is done as the researcher becomes the main research instrument
in this qualitative approach (Creswell et al., 2007). Inductive analysis is conducted in parallel with data collection
process to enable for identification of any new emerging issues, also to continuously plan for research process of the
current study. Transcriptions from interviews were prepared and analysed using non-mathematical procedure.
Further, data analysis was conducted with the help of the latest computer software, ATLAS.ti.

This study begins with a preliminary study, in which its findings were used to select the main case study and
develop interview questions for the main case study. This study has chosen a full-fledged Islamic banking institution
as it focuses on the internal Shariah audit without interference with conventional and operational internal audit. It is
a well-established bank that is considered an extreme case, and obtaining the information of an unusual case is
especially good (Flyvbjerg, 2006; Yin, 2003). The internal Shariah audit was practiced before the issuance of SGF.
The bank’s internal Shariah audit applied acceptable internal audit methodology such as the use of RBIA and
Committee of Sponsoring Organisations of the Treadway Commission (COSO) framework. These are the
distinguishing characteristics of the bank.

Participants for preliminary study include Legal Advisor, Manager of Internal Shariah Audit, Head of
Compliance and Control Department, Advisor, Chief Internal Auditor, Head of Shariah Audit, Member of SC and
Manager of Internal Shariah Audit Department of several Islamic banks in Malaysia. In the main case study, there
were two phases of interviews being conducted, whereby the first phase had focused on the understanding of Shariah
audit practices while phase two had focused on refining all the data that have been collected. Purposive sampling
was used in the current study, as it is effective when data review and analyses are done in conjunction with data
collection. Subsequent participant selection was selected via snowball sampling. Selections of participants ended
when the current study reaches a saturation point, where major themes have been identified. A saturation point is
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also reached as there is no new information that can be added into the list of theme or to details for existing themes.
Participants of interviews include General Manager, Member of Shariah Committee, Chief Internal Auditor, Head of
Shariah, Head of Shariah Audit, Shariah Auditor, Head of Shariah Review, Risk Management Manager and Branch
Manager. Findings of this study include information on Shariah audit process, which consists of planning, execution,
reporting and follow up audit.

5. Findings and Discussion

This study chooses single main case study as its research approach based on its extreme criteria as being among
the earliest Islamic bank in Malaysia and outstanding achievements over the years. This bank plays a pivotal role in
building viable Islamic banking system that would function in parallel with conventional banking. Preliminary study
findings had revealed that Shariah audit personnel have already been appointed even before the announcement of
SGF. In addition, the bank has gone through many changes since its establishment, which includes its Shariah
governance. Findings from preliminary study have also found that internal Shariah audit function of the bank applies
International Professional Practices Framework (IPPF) issued by the Institute of Internal Auditor (I1A). The Council
of Malaysian Institute of Accountants (MIA) had approved the adoption of IPPF as a guide for members who are
involved in internal audit work. Internal control is designed to assist institutions in achieving their objectives.
Internal Shariah audit function is also guided by the Committee of Sponsoring Organizations (COSQO). The bank’s
Shariah audit function also uses RBIA as a methodology that links internal auditing to the bank’s overall risk
management framework. Participants of this study are referred to as Participant A, B and C accordingly.

5.1. Shariah Audit Planning

Shariah audit planning is important to ensure Shariah compliance many aspects, especially on high-risk audit
areas. As conventional internal audit is currently adopting risk-based audit, identification of high, medium, and low
risk for every audit area is considered to be crucial. With this respect, high-risk activity includes the process of
preparing product manuals, as well as preparation of legal documentation and marketing activities. Preparation of
Shariah audit plan requires proper risk assessment process. Shariah risk is defined by SGF to be as follows:

“Shariah risk is possible failures to comply with Shariah principles/requirements or in other
words possible incidences of Shariah non-compliance ”(Bank Negara Malaysia, 2011).

Proper risk assessment is hence important to assist the preparation of Shariah audit plan. An audit plan will be
able to guide auditors on the focus area of audit. Participant B has highlighted the importance of Shariah audit
planning, stating that:

“The important part is planning. We need to make it clear on what our focus is. What is the most
critical? Failure at the planning part of audit will contribute to the failure of site visit”.
(Participant B)

In order to determine the focus area during audit execution, the Bank develops two types of Shariah audit plan.
The first plan, Annual Audit Planning is prepared in the last quarter of financial year end, while Audit Assignment
Planning is performed prior to the execution of individual audit fieldwork/assignment.

The process of annual audit planning begins with Shariah risk assessment on audit universe or audit centres,
clients or departments. After the identification of audit universe, Shariah auditor will identify Shariah requirements
to determine Shariah risk profile. These include all relevant rulings, such as rulings and decisions of Shariah
Advisory Councils of Bank Negara Malaysia (BNM) and Securities Commission of Malaysia; guidelines issued by
BNM and Securities Commission e.g. Shariah parameter; also other relevant and applicable pronouncement issued
by BNM.

After that, Shariah risk profile will be grouped together according to their common risk area. Shariah risk areas
include Agad execution (touch-point), product structure, product development, product documentations and dress
code.

Participant A had explained in detail on Shariah risk profile. He stated that:

“We identify audit universe, department and processes to check. We also identify Shariah
requirements and rulings. Then | will group the risk profile into common risk area. And then, |
will match those requirements with audit universe, I prioritize the audit centre”.

(Participant A)

Determination of audit area prioritization would depend on the assessed risk. The focus of auditor will be placed
more on high-risk areas. Consequently, the auditor’s decision is justified and the selection of area is done
specifically. After assessment of Shariah risk and development of Shariah risk profile, Shariah auditor will next
prepare Shariah audit program for each audit universe. Participant A mentioned that:

“We will develop risk profile together with Shariah audit program. We will write audit program
based on profiling”.
(Participant A)

Shariah auditor will then determine the number of audit assignment that needs to be conducted throughout the
next 12 months (based on risk factors and audit resources available) after the development of audit program.
Afterwards, the audit assignment is tabled to Audit Committee and SC for approval and adoption. As mentioned by
Participant A:

“We determine the number of assignments for next twelve months and then we table it to Audit
Committee and Shariah committee ”.
(Participant A)
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The second type of Shariah audit plan is Audit Assignment Planning. It begins with reassessment of Shariah risk
on each audit centre to be audited. Next, auditors would determine an area of audit to be prioritized, in addition to
the type of resources and expertise required to carry out the audit exercise. Later, audit fieldwork period and scope of
Shariah audit are determined. Finally, the auditor would obtain authorisation from the Chief Internal Auditor. The
number of assignments planned for a year has to take into consideration the resources available to the auditor. As
Participant A has commented, the Bank conducts approximately six assignments in six months.

“Normally, one assignment takes about a month”.
(Participant A)

In the process of preparing audit plan, Shariah auditor would also obtain advice from other internal party, such
as Shariah risk department and Shariah review department. The team will also obtain information from operational
auditor in order to prepare their audit plan so that proper coverage is done on all necessary areas or branches. In
addition, there are also informal communications with regards to the audit area between auditors with other
functions, such as Shariah review procedures.

As previously explained, audit planning process shows that audit is performed more frequently to high-risk area.
It is clear that an evolution towards higher levels of risk-based auditing is absolutely needed if internal auditors seek
to play an important role in risk management (Hawkamah, 2011; Sarens and De Beelde, 2006). Three main
components in risk-based Shariah audit methodology are critical with regards to Shariah risk exposure, quality
adequacy control and risk mitigation. This is confirmed by Participant A as below:

“We look at three components. One, criticality of Shariah risk exposure. Later, after we know the
risk, we will look at the quality adequacy control and risk mitigant. How they manage that risk
and then how management of risk is in totality to minimize potential loss .

(Participant A)

Participant A further explained that:

“We use risk-base. What we do is we analyse risk first. Department with risk from the risky audit
universe is considered as having higher risk. We will perform audit more frequent than less risky
department”.

(Participant A)

Preparation of audit plan and audit program is justified using risk-based approach. The focus is placed more on
areas that have higher risk. It also takes into consideration elements in COSO internal control components, such as
control environment, risk assessment, control activities, information and communication, as well as monitoring.

Application of risk-based approach is also applicable in operational audit. However, in Shariah audit function;
there are differences in terms of objectives, requirements and the assessed risk. A clear objective of Shariah audit is
required to give assurance as to whether all activities are in compliance to Shariah. Compliance to Shariah is the
ultimate objective for IB. This objective is different as compared to operational audit objectives. Therefore, all
actions involved in the planning process and preparation of audit program must be developed accordingly to achieve
Shariah compliance. Despite that, there are still some similarities found in terms of tools and methodology used.

Participant B had explained that there are not much difference between Shariah audit activities and other audit
activities, such as compliance, operations, credit and management. All these activities share the same methodology.
This is similar to IIA’s professional discipline, which allows for quick assimilation of professional auditors to cross
over and carry out effective Shariah audit. Because of this, the Bank is moving forward in adopting international
auditing standards with implementations of Shariah audit. Adaptation of international standards, which are based
from conventional practices, is considered to be acceptable by the Bank.

5.2. Shariah Audit Execution

There are two types of Shariah audit which are executed in the Bank. The first is executed on “standalone"
basis, while the second one is jointly executed with operations, credits, head office and subsidiary audit. Audit
execution on standalone basis means that one audit execution is conducted for one whole department. Participant A
stated that:

“Stand alone means staff that specialises in Shariah will do Shariah risk assessment. We go to one
department. We will review the whole process. We identify risk and then we come out with risk
profile and audit program”.

(Participant A)

In the Bank, operational auditor does not perform Shariah audit. Similarly, operational audit does not include
any audit on Shariah regulations. For subsidiaries however, the two audits are jointly executed. If by any chance
non-compliance is detected during audit, both operational and Shariah auditors will take action on it. When
operational auditor finds any Shariah non-compliance while performing their tasks, they will inform Shariah auditor
to take further action. Similar action is taken when Shariah auditor finds any issues on operational aspects, in which
they will inform the operational auditor. Their objective is hence to ensure compliance towards all rulings that have
been set beforehand. Participant A had further explained on “subsequent audit” as follows:

“We use workforce of branch auditors to help us do the checking. But, we will guide, give
checklist and training”.
(Participant A)

If there is a need to perform audit on more complex issues, Shariah auditor will go and perform the audit. Audit

sampling is hence done randomly, depending on available audit resources. As stated by Participant A:
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“We choose randomly, the tramsactions. Regardless of a million transactions or hundreds
transactions, one thousand, we take accordingly to our capacity.”
(Participant A)

In terms of the use of audit tools and methodology, Shariah audit uses similar tools with operational audit, as
practised in the bank. This is mentioned by Participant C as follows:

“It is recommended to use industrial international practice. Actually, it is already available. So,
we use that as a basis of our audit tools and methodology. It is because it is accepted
internationally”.

(Participant C)

These audit tools and techniques include examination of documents, interviews, observations, questionnaires,
walkthroughs and data mining. In the execution of Shariah audit practices, the bank applies COSO in internal audit
practices. All participants realize the benefit of COSO as an effective audit methodology as it covers all aspects in
ensuring effective internal control of the bank. Application of COSO in Shariah audit methodology also helps in
achieving good risk management of the Bank. Shariah risk management is part of ERM for the bank. Shariah audit
function in the third line of defence contributes to the effectiveness of the bank’s ERM when they perform audit
execution. Audit function needs to appreciate the availability of new method, which will be able to enhance its roles
and responsibilities.

5.3. Shariah Audit Reporting and Follow-up Audit

Audit findings are discussed with respective auditees for further clarification and justification. This is important
for auditees so that they are able to plan for any remedial actions. Furthermore, in order to deal with any state of
discomfort or disagreements with auditees, Participant A explained:

“When I give recommendations, they will accept, discuss and come out with solution”.
(Participant A)

In terms of reporting, there are separate reports prepared for operational audit and Shariah audit. Each report is
prepared according to its own objectives. The objectives of Shariah audit report includes among others; (i) to report
Shariah non-compliance or potential Shariah non-compliance events/activities/transactions, (ii) to highlight causal
factor that leads to Shariah non-compliance, (iii) to assess the degree of risk and its impact to the bank as a whole,
(iv) to recommend corrective actions and improvements, (v) to suggest timelines for rectifications, and (vi) to
conclude the state of internal control system and risk management process.

Shariah audit report can be used as a reference for SC to conclude on Shariah compliance of the bank. Shariah
audit report would also benefit Shariah risk management, especially in situations where auditors need to prepare
their Risk and Control Self-Assessment (RCSA). Participant D indicated that:

“Shariah audit report and Shariah review report. These two reports will be used when we want to
prepare RCSA.”
(Participant D)

Shariah audit report can also add value to existing practices. Participant E explained that the quality of report is

improving as compared to the report that has been prepared previously. He said that:
“Previously, I think too finding oriented. Now, we are more value added”.
(Participant E)

With these improvements, reports need to be carefully prepared by auditors to ensure the quality and reliability
of internal Shariah audit work. This is consistent with Khalid et al. (2017), who argued that there is positive
relationship between internal Shariah audit work performances (including communicating results) and internal
Shariah audit effectiveness. Auditor should use his knowledge and understanding in providing his report because the
report is going to be used by SAC for further deliberation and action. All related evidences must be carefully
examined with reference to all relevant standards and guidelines. The nature of incompliance must be studied to
determine the impact of identified risk to the maslahah or public interest. This hence requires auditors to be
competent and qualified.

Preparation of Shariah audit report follows the guidelines provided in SGF. SGF states that the process of
Shariah audit includes communicating results of any assessment or findings arising from Shariah audit to the Audit
Committee and SC. Shariah audit report is then tabled to the Audit Committee. The report is later extended to SC
for deliberation and further action. Any deliberation indicating corrective actions to risk management efforts is
extended to the Head of respective audit centre for further action. This is in line with requirements of Shariah non-
compliance reporting in Islamic Financial Services Act (IFSA) 2013. Section 28 (3) of IFSA 2013 explains on the
action that should be taken by the bank when there is any occurrence of Shariah non-compliance event. SGF further
states in Section 2.17 that:

“In the event the management becomes aware that certain operations are found to be carrying out
businesses which are not in compliance with Shariah, or against the advice of the SC or the
rulings of SAC, the management shall immediately notify the board and SC as well as Bank
Negara Malaysia.”

The last step in Shariah audit process is the follow-up audit. Shariah auditor would continuously perform the
audit until the arising issue is fully resolved. It begins with tracking rectification efforts from Shariah Non-
Compliance Tracking Report. Afterwards, SC or sub-committee and risk control function would oversee the
rectification effort. Shariah audit function will perform follow-up audit on monthly basis to ensure that the
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concerning issue is fully resolved. Auditors would allocate certain timeframe for the auditee to make rectification
and follow-up audit in order to ensure Shariah compliance.

6. Conclusion

Empirical data in this case study had presented four internal Shariah audit processes, namely planning,
execution and reporting and follow-up. It can be concluded that audit process of internal Shariah audit practices is
similar to operational audit process and methodology. The differences are the objectives and type of risk ascertained.
Internal Shariah audit function of the studied Bank uses RBIA and COSO. Three interrelated main components of
RBIA include criticality of Shariah risk exposure; quality or adequacy of controls and risk mitigant in place; as well
as management of Shariah risk in minimizing potential loss. Examination on those three components had enabled
auditors to perform comprehensive and effective audit examination as more focus is given on high-risk areas. It is
also important to have comprehensive audit which covers end to end process of audit. Moreover, Shariah audit
function should consider an analysis beyond written and established criteria from authoritative bodies, such as
achievement of Magasid al Shariah or objective of Shariah. Notably, audit objectives and assessed risks are different
in comparison to operational audit practices. Any decisions made on Shariah issues would depend on deliberation of
the highest Shariah authority in the bank, which is SC. This is where independence and credibility of SC is essential,
as stakeholders will rely on their report on Shariah compliance for decision-making purposes.

Finally, it is also interesting for future researches to examine whether stakeholders of IBs are able to identify the
difference between full scope audits and limited scope audits by the way they are currently reported and presented.
Findings from this research suggest that very often the scope of Shariah audit is limited only to Shariah product
compliance. In addition, unstructured procedures and non-uniformity in audit process in many IBs may result to the
inability to make comparisons of the Shariah compliance report by stakeholders. This may hinder sound decision-
making by them. It would therefore be useful for future researches to also examine on communication value, as well
as the content and format of Shariah audit reports.
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