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Executive summary 

Islamic finance has experienced a double-digit growth in the last decade in terms of assets, 

customers, net wealth and number of institutions. It now encompasses retail, corporate and 

investment banking as well as asset management and takaful components, making Islamic 

finance an important segment of the global financial system. The so far fast-paced growth of this 

segment may face a temporary slowdown due to various geo-political and economic factors, but 

economists predict that the expansion of Islamic finance will continue to exhibit approximately 

14% CAGR to achieve a US$ 2 trillion mark by 2020 from the current US$ 1 trillion. The 

phenomenal growth of Islamic finance and the changing market dynamics have tremendously 

affected the stakeholders’ expectations. Not only have the expectations changed but the degree 

of regulator supervision has also enhanced during the last few years. For example, regulators 

expect more detailed disclosures, and increased transparency and consistency amongst 

institutions. Consequently, we have observed heightened compliance with standards or in other 

words, sound and functional Shari’ah governance framework is what the regulators and 

stakeholders expect. Introducing a third eye in the form of external Shari’ah compliance audit to 

attest the soundness of Shari’ah governance framework is what Shari’ah compliance audit is all 

about.  

We all know that adherence to Shari’ah is the primary differentiator between conventional 

banking and the operations of IFIs. This compliance relies on the Shari’ah governance framework, 

comprising of three fundamental components, namely Shari’ah Supervisory Board (SSB), internal 

Shari’ah review (ISR) function and internal Shari'ah audit (ISA) function. While some 

jurisdictions have introduced Independent external Shari’ah compliance audit as a fourth 

component, with the objective of enhancing and strengthening the Shari’ah governance 

framework within individual institutions, other jurisdictions are in advanced stages of bringing 

about regulatory change with respect to mandating external Shari’ah compliance audit, such as 

the Central Bank of Bahrain. 

Shari’ah governance framework  

The Shari’ah governance framework is a combination of controls and the overall corporate 

framework established within an IFI to ensure effective oversight of Shari’ah compliance over its 

activities. The Shari’ah Governance Framework addresses the overall control environment 

through policies, practices, procedures, Shari’ah Reviews, oversight and compliance and controls 

over product development and product execution. It also encompasses oversight over 

transactions, investments, contracting, disclosures, customer management including maintaining 

compliance with standards, industry benchmarks and regulatory stipulations over operational 

aspects like segregation of duties, financial reporting, training, corporate social responsibility and 

institutional charity function.  

Hence, to summarise, the four pillars of the Shari’ah governance framework are depicted below: 
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Salient features of Shari’ah governance framework from around the globe 

To better understand the requirements of Shari’ah governance framework, we have sought 

guidance from the Shari’ah governance frameworks available in Central Bank regulation of 

Oman and Pakistan and by practical experiences drawn through interactions with Islamic 

Institutions in Oman, Pakistan, and Malaysia. We have also consulted with the representatives of 

AAOIFI and the Central Bank of Bahrain especially by looking at the consultation paper on 

Shari’ah governance framework issued by the Central Bank of Bahrain (issued in October 2016). 

The common objectives or salient features of these regulatory frameworks are as follows: 

To introduce an effective mechanism for the BOD oversight of the IFI’s Shari’ah compliance 

environment. 

Accountability of executive management in implementation of the framework. 

An independent and effective Shari’ah Board appointed as per Fit and Proper Criteria (FAPC) as 

set out in the framework. 

A Shari’ah Compliance Department to assist the SSB and to serve as a conduit between the SSB 

and the management of the IFI. 

Shari’ah compliance review mechanism to assess the operative effectiveness of the framework 

introduced by the SSB and BOD. 

An independent Internal Shari’ah Audit Unit (ISAU), which may be a part of internal audit 

department or an independent unit depending on the size of the IFI. 

An independent Internal Shari’ah Advisory department comprising of Shari’ah advisory officers 

and staff technically reporting to the SSB and administratively reporting to the CEO to ensure its 

independence. 

External Shari’ah Audit to be undertaken along with the annual audit of the IFI. 

Shari’ah Supervisory Board (“SSB”) 

The SSB is an independent body of specialized jurists in Fiqh al Mua’malat who also understand 

banking and finance issues faced by an IFI. The SSB is been entrusted with the duty of directing, 

reviewing and supervising the activities of the IFI in order to ensure that they comply with 

Shari’ah principles. The Fatwa rulings are binding on the IFI’s. The ultimate responsibility 
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however to comply with Shari’ah rests on the management of any IFI. AAOIFI’s Governance 

Standard No. 2 “ Shari’ah Review”  (issued in 1998) provides guidance as to how the SSB should 

discharge its responsibilities with respect to conducting their regular Shari’ah reviews. 

Internal Shari'ah Compliance 

Shari’ah compliance in business transactions and operations is the fundamental assurance offered 

by an IFI to its investors and stakeholders. Accordingly, it is imperative for an IFI to monitor its 

activities in order to ensure a stable functioning system in accordance with the requirements of 

Shari’ah. Internal Shari’ah compliance department facilitates the management in ensuring 

compliance with Shari’ah and Islamic banking stipulations of the regulator on a day-to-day basis 

in all its business activities, operations and transactions.  

Internal Shari’ah Audit 

The objective of an internal Shari’ah audit / review is to ensure that the management of an IFI 

discharges its responsibilities in relation to the implementation of the Shari’ah rules and 

principles as determined by the IFI’s SSB, related regulations and market standards. 

The scope of work of internal Shari’ah audit includes the examination and evaluation of the 

adequacy and effectiveness of the IFI’s system of Shari’ah compliance and the quality of 

performance in carrying out assigned responsibilities. The scope of internal Shari’ah audit 

shall cover all aspects of the IFI’s business operations and activities, including review of the 

products, processes, agreements and systems for assessing the extent of implementation of 

the Shari’ah guidelines and Fatawa issued by the SSB. AAOIFI’s governance standard No. 3 

“Internal Shari’ah Review” (issued in 1999) provides guidance pertaining to the conduct of 

such internal Shari’ah audits. 

Independent External Shari’ah Audit 

The external Shari’ah auditor’s responsibility is to form an independent conclusion on the IFI’s 

Shari’ah compliance and on the design and operating effectiveness of controls implemented to 

achieve such compliance. 

What is an Independent external Shari’ah audit engagement?  

A key pillar of the Shari’ah governance framework is the independent external Shari’ah 

compliance audit function. The Shari’ah compliance engagement is conducted by a 

multidisciplinary team, which includes assurance practitioners and subject matter (Shari’ah) 

experts.  

The auditors must be professionals who are well versed in AAOIFI Shari’ah standards and the 

regulatory requirements of the jurisdiction. The external audit team should look to include at 

least one scholar who fulfills the fit and proper criteria and who can assist in the review and 

training of the team. This will be particularly useful in complex transactions, where 

understanding Shari’ah principles is critical and which in turn will give confidence to the SSB 
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members that the auditors have the relevant Shari’ah expertise to analyze these complex 

transactions. 

The external Shari’ah compliance auditor’s responsibility is to form an independent conclusion 

on the IFI’s Shari’ah compliance and on the design and operating effectiveness of controls 

implemented to achieve such compliance. In other words, the auditor assesses the extent to which 

Shari’ah compliance has been institutionalized within the day to day functioning of the IFI. An 

independent external Shari’ah audit is typically performed by the IFI’s external auditor and in 

accordance with ISAE 3000.  

This standard requires that the independent external Shari’ah auditor should plan and perform 

procedures to obtain reasonable assurance about whether, in all material respects, the Shari’ah 

related controls are suitably designed and are operating effectively for the achievement of the 

IFI’s approved control objectives. The scope of the external Shari’ah auditor’s work includes the 

following: 

Suitability of design of the governance structure and control framework put in place to ensure 

compliance with Fatawas as issued by the SSB and related central bank regulations; 

Operating effectiveness of controls over transactions, contracts and earnings in accordance with 

the Shari’ah rules and principles as set out by the SSB and related central bank regulations; and 

Operating effectiveness of controls over allocation of profits and charging of losses to investments 

in line with Shari’ah rules and principles as set out by the SSB and related central bank 

regulations. 

After the completion of fieldwork procedures, the auditor should review the audit results with 

process owners and address any questions or concerns. A draft audit report is sent to the 

management to obtain their action plan or a risk mitigation response for all identified issues. The 

external Shari’ah audit report should be ready before the annual SSB report on the IFI’s Shari’ah 

compliance, and is one of the important inputs in shaping the SSB opinion. 

Benefits of an independent external Shari’ah compliance audit 

The IFI can engage either its external auditors or a different team of auditors to conduct the annual 

Shari’ah Compliance Audit. The need for such an audit is been felt due the phenomenal growth 

of Islamic Finance Industry and varied practices amongst management of Islamic financial 

institutions. We all understand that these institutions manage the public funds. Majority of the 

customers of such institutions faithfully deal with these institutions on the premise that 

adherence to Shari’ah is by default inbuilt in these institutions. However, the increased 

commercialization of financial institutions do call for enhanced accountability of all the elements 

the Shari’ah governance framework. Independent Shari’ah Compliance audit provides that 

comfort as of now regarding strict compliance of SSB’s fatwas as well as compliance to the 

principles of Shari’ah Governance Framework.  
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      Such independent Shari’ah audits also adds credibility to the internal Shari’ah audit of the IFI 

through an independent endorsement. This is also aimed to enhance public confidence in the 

Shari’ah legitimacy of the IFI. 

An IESA is similar in scope to an internal Shari’ah audit. It is not meant to provide an opinion on 

the Shari’ah legitimacy of the SSB’s decisions. It only assesses the extent of implementation of the 

decisions by the IFI’s management and the implementation of the related policies and procedures 

of the SSB to achieve Shari'ah compliance as per the SSB guidelines and directives. 

Independent external Shari’ah auditors submit their report on control procedures relating to 

Shari’ah compliance and governance structure to the Board of Directors of the IFI and the central 

bank, with a copy to the SSB, audit committee and management of the IFI 
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Responsibility of External Shari’ah Auditor with regard to Shari'ah Compliance 

The external Shari’ah auditor’s responsibility is to form an independent conclusion on the IFI’s 

Shari’ah compliance and on the design and operating effectiveness of controls implemented to 

achieve such compliance. In the absence of an auditing standard by AAOIFI, this engagement is 

conducted in accordance with ISAE 3000 which states that the external Shari’ah auditor must 

comply with ethical requirements and plan and perform procedures to obtain reasonable 

assurance about whether, in all material respects, the Shari’ah compliance is achieved by the IFI 

and the controls are suitably designed and operating effectively. The procedures selected depend 

on the judgment of the external Shari’ah auditor.  

Execution of external Shari’ah audit procedures 

After the completion of all preliminary planning activities, the next stage of the external Shari’ah 

audit involves the execution of planned procedures. There are six different types of procedures 

that the auditor will undertake during execution, including testing controls on Shari’ah 

governance, testing transaction level controls, testing product level controls, testing investment 

controls, testing controls on employee training and awareness and testing other controls. The 

following section details these types of procedures and provides examples for each.  
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Types of external Shari'ah audit procedures 

 

Controls on Shari’ah governance within an IFI 

It is the responsibility of the IFI to establish and maintain a robust and functioning Shari’ah 

governance structure with appropriate controls. These controls are designed and implemented 

under the supervision of its SSB, keeping in mind Shari’ah rules and guidelines and related 

regulations. The following are examples of procedures, which an external Shari’ah auditor can 

perform to assess the effectiveness of an IFI’s controls on Shari’ah governance: 

Ensure that a that a Shari’ah compliance function headed by a suitable official has been entrusted 

by the management in consultation with SSB, and / or Shari’ah compliance unit; 

Evaluate the functions of an IFI’s Shari’ah Review Unit to assess whether it facilitates 

management in ensuring compliance with Shari’ah (as manifested in the guidelines and Fatwas 

issued by its SSB) and local banking regulations on a day-to-day basis in all business activities, 

operations and transactions; 

Through an examination of the internal Shari’ah audit report, evaluate the functionality of the 

IFI’s Internal Shari’ah Audit Unit and assess how it assists the SSB in forming or expressing an 

opinion on the extent of the IFI’s operational compliance with Shari’ah through an actual audit 

of business transactions.  

Through a review of the IFI’s policies and procedures manual and product programs, ensure that 

they are up to date and approved by the SSB. A list and descriptions of products and services that 

have been approved by the SSB should also be reviewed; and 

Review the minutes SSB to ensure that they meet periodically to review and approve key 

decisions relating to Shari’ah matters, also ensuring that these minutes are circulated to all SSB 

members. 

 

 

Transaction level controls 

Transaction level controls are implemented by an IFI at an overall operation level to ensure that 

Shari’ah compliance is observed throughout its day-to-day activities such as the launch of a new 

product in the market, documentation of executed transactions or necessary segregation of duties. 

The following are several procedures, which an external Shari’ah auditor can perform in the given 

order, to assess transaction level controls: 

Ensure that only SSB-approved products and services are offered to customers. For this purpose, 

a list of approved products is circulated to the IFI’s employees and included in the IFI’s procedure 

manual. Employees are required to refer to the list at the time of initiating transactions and tick 

the appropriate product on the respective application form; 

Ensure that adequate segregation of duties is in place for review and approval of transactions; 
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Identify and review that authority matrices relating to Shari’ah matters clearly define the 

transaction review and approval limits. The authority matrix must be approved by the SSB;  

On a sample basis, review documents provided by customers and verify their authenticity. 

Individuals verifying such documents are required to stamp, initial and date the documents to 

evidence verification. Also review that only standard templates approved by the SSB are used for 

initiating and executing transactions;  

Ensure that a list of daily transactions exceeding a stipulated monetary limit is sent to the internal 

Shari’ah reviewer for review; 

Ensure that the income statement and sources of income including contracts made with 

counterparties are periodically reviewed by the internal Shari’ah reviewer; 

Ensure that the IFI is operating within the parameters defined and approved by the SSB; 

Determine whether any portion of income generated is Shari’ah non-compliant and perform 

corrective actions (such as setting aside such income for charity purposes); and 

Ensure that the internal Shari’ah reviewer reviews all agreements / contracts / forms prior to 

execution. This may include templates to be used for employee contracts, rental agreements, 

account opening forms, etc. 

Product level controls 

Product level controls are also implemented by IFIs. The following are examples of procedures, 

which an external Shari’ah auditor can perform in order to assess product level controls.  

Murabaha 

A Murabaha contract template approved by the SSB is used for Murabaha transactions; 

A checklist containing the minimum requirements to be complied with for Murabaha transactions 

is available to the IFI’s employees. The checklist is approved by the SSB; 

Staff executing Murabaha transactions are required to enter the following information in the 

system before a transaction can be processed: 

Purchase price of the underlying commodity and associated costs; 

Sale price of the commodity; and 

IFI’s profit margin. 

A list of commodities that the IFI is authorized to engage in for Murabaha transactions is 

approved by the SSB and made available to the IFI’s employees; 

Documents that confirm legal title and ownership of the underlying asset(s) in the name of the 

IFI are obtained and maintained on file; and 
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Where the standard Murabaha contract template is not used, the amended contract is reviewed 

and approved by the internal Shari’ah reviewer to confirm inclusion / exclusion of appropriate 

clauses necessary to ensure the contract is Shari’ah compliant. 

Mudaraba 

A Mudaraba contract template approved by the SSB is used for Mudaraba transactions; 

A checklist containing the minimum requirements to be complied with for Mudaraba 

transactions is available to the IFI’s employees. The checklist is approved by the SSB; 

Mudaraba calculations for profit and loss sharing are reviewed and approved by the internal 

Shari’ah reviewer; 

An investment memorandum is prepared for investments under Mudaraba transactions. The 

investment memorandum is reviewed and approved by the internal Shari’ah reviewer; 

A list of activities and types of investments that can be financed under Mudaraba finance is 

approved by the SSB and made available to the IFI’s employees; and 

Where the standard Mudaraba contract template is not used, the amended contract is reviewed 

and approved by the internal Shari’ah reviewer to confirm inclusion / exclusion of appropriate 

clauses necessary to ensure the contract is Shari’ah compliant. 

Musharaka 

A Musharaka contract template approved by the SSB is used for Musharaka transactions; 

A list of activities/projects/sectors where the IFI’s equity stake under Musharaka transactions can 

be invested is approved by the SSB and made available to the IFI’s employees; and 

Where the standard Musharaka contract template is not used, the amended contract is reviewed 

and approved by the internal Shari’ah reviewer to confirm inclusion / exclusion of appropriate 

clauses necessary for a Shari’ah compliant transaction. 

Ijarah 

Ijarah contract templates for various asset classes (such as motor vehicles or houses) are approved 

by the SSB and made available to the IFI’s employees; 

Where standard Ijarah contract templates are not used, amended contracts are reviewed and 

approved by the internal Shari’ah reviewer to confirm inclusion / exclusion of appropriate clauses 

necessary for the contract to be Shari’ah compliant; and 

Documents that confirm legal title and ownership of underlying asset in the name of the IFI are 

obtained and maintained on file. 

Salam 

A Salam contract template approved by the SSB is used for Salam transaction; 
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Where standard Salam contracts are not used amended contracts are reviewed and approved by 

the internal Shari’ah reviewer to confirm inclusion / exclusion of appropriate clauses necessary 

for the contract to be Shari’ah compliant; 

A checklist containing the minimum requirements to be complied with for Salam transactions is 

available to the IFI employees. The checklist is approved by the SSB; 

A list of commodities that the IFI is authorized to engage in for Salam transactions is approved 

by the SSB and made available to the IFI’s employees; 

The underlying commodity is readily replaceable in the market; and 

Documents that confirm legal title and ownership of the underlying asset(s) in the name of the 

IFI are obtained and maintained on file. 

Istisna’a 

An Istisna’a contract template approved by the SSB is used for Istisna’a transactions; 

Where standard Istisna’a contracts are not used amended contracts are reviewed and approved 

by the internal Shari’ah reviewer to confirm inclusion / exclusion of appropriate clauses necessary 

for the contract to be Shari’ah compliant; 

A checklist containing the minimum requirements to be complied with for Istisna’a transactions 

is available to the IFI’s employees. The checklist is approved by the SSB; 

A list of commodities / types of projects that the IFI is authorized to engage in for Istisna’a 

transactions is approved by the SSB and made available to the IFI’s employees; 

The underlying asset is a uniquely identifiable manufactured item; and 

Documents that confirm legal title and ownership of the underlying asset(s) in the name of the 

IFI are obtained and maintained on file. 

Investment controls 

Investments are executed only after being approved by the SSB; 

The SSB reviews and approves investment acquisitions and exits to ensure compliance with 

Shari’ah principles. Matters subject to review and approval may include preliminary deal 

analysis, deal structuring and financing, legal documentation, private placement memorandum 

and deal exit strategy. 

For each investment, the IFI’s SSB will issue a certificate of approval signed off by members of 

the SSB. The certificate evidences the review and approval by the SSB. It also indicates the SSB’s 

satisfaction that the investment structure and associated documentation are in compliance with 

Shari’ah principles; 

Investments are reviewed by the internal Shari’ah reviewer post acquisition to ensure that they 

adhere to investment structure approved by the SSB; 
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The internal Shari’ah reviewer reviews short term investments in inter-bank market (such as 

Murabaha, Mudaraba or Wakala) to ensure that these are made in line with the IFI’s approved 

Shari’ah principles; 

The internal Shari’ah reviewer prepares a periodic report on reviews conducted. The report is 

circulated to the Treasury and Operations department and the SSB. As a minimum the report 

contains:  

Details of investments reviewed; 

Instances of non-compliance identified; 

Corrective actions required; and 

Recommended controls for future prevention of non-compliance (where applicable). 

Site visits may be conducted as and when deemed appropriate depending on the type of 

investment. A site visit report will be prepared and signed off by the staff of internal Shari’ah 

review unit conducting the visit. In this regard: 

A site visit plan is prepared at the start of the year which is updated during the year to account 

for new investments; 

The frequency of site visits for respective investments will be determined to ensure each 

investment is reviewed at a reasonable interval after considering factors such as expected holding 

period, financial value of investment, observations from previous visits, etc.; and 

The scope of site visits is pre-defined in the form of a site visit checklist, which lists down the 

minimum areas for inspection. 

Controls on employee training and awareness  

An IFI shall develop a training plan to address the training needs of its employees and SSB 

members. These trainings must be planned, appropriately structured and evaluated. Employees 

and SSB members who are not adequately trained in certain areas can make misinformed 

decisions which may adversely affect the performance of the IFI. The following are examples of 

procedures, which can assess the IFI’s controls on employee training and awareness: 

Review the profile of senior management to assess whether they have adequate understanding, 

knowledge, qualification and experience in Islamic finance and Shari’ah; 

By reviewing the human resource manual ensure that the hiring processes are well defined and 

the required competence in Shari’ah matters is defined in these criteria; 

Ensure that the IFI conducts training sessions for its new and existing staff on topics such as 

product structuring, Shari’ah principles and guidelines, business ethics, Islamic banking and 

finance, etc. An annual training plan must be in place to facilitate the training needs of an IFI’s 

employees; 
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Ensure that the IFI has maintained a database containing Fatwas and Shari’ah guidelines issued 

by its SSB. This database should be accessible to staff members who are engaged in the IFI’s 

operations and any other employee who asks for it. The database is kept up to date at all times; 

Ensure seminars are conducted for employees to keep them up to date on new products and 

services approved by the IFI and amendments to existing products and services. 

Other Controls 

The Shari’ah Supervisory Board reviews and approves the IFI’s annual Zakah calculations; 

The SSB reviews the IFI’s HR policies and procedures, code of conduct / ethics to ensure they are 

in line with Shari’ah principles; and 

Tools for obtaining customer feedback and complaints are implemented (suggestion drop box, 

email, phone, etc.). The internal Shari’ah review unit reviews customer feedback / complaints 

received to ensure matters relating to Shari’ah compliance are adequately addressed. 

The IFI’s control objectives as approved by the IFI’s Shari’ah Supervisory Board are provided 

below:  

Overall Control Objective 

Ensure that the IFI’s activities are conducted in a Shari’ah compliant manner. Achievement of this 

objective requires compliance with Shari’ah guidelines/directives issued by the IFI’s SSB and any 

other related guidance issued by the relevant regulatory authority. 

Specific Control Objectives 

The IFI’s transactions, contracts and earnings are in accordance with Shari’ah principles as set out 

by the SSB and any other guidance by the relevant authorities; 

Employees are appropriately and adequately trained to possess knowledge on Shari’ah 

products/services offered by the IFI; 

Revenues, collections and income that do not comply with Shari’ah principles are adequately 

segregated and appropriately treated; 

Allocation of profit and charging of losses to investment accounts conform to the basis approved 

by the SSB; and 

Management does not override or compromise Shari’ah principles to enhance the IFI’s 

performance. 
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Major experiences from around the globe 

This section discusses the status of external Shari’ah audit in Pakistan and Oman, where the 

respective regulators have made external Shari’ah compliance / audit mandatory, along with 

views from major Islamic finance players, namely Bahrain and Malaysia.  

Oman 

The Islamic finance industry in Oman has grown significantly since the issuance of the Islamic 

Banking Regulatory Framework (IBRF) in 2012 by the Central Bank of Oman. Currently, there are 

two full-fledged Islamic banks i.e., Alizz Islamic Bank and Bank Nizwa; while there are 5 Islamic 

windows i.e., Meethaq Islamic (Islamic banking window of Bank Muscat), Muzn Islamic Bank 

(Islamic banking window of National Bank of Oman), Al Yusr Islamic banking unit (Islamic 

Banking window of Oman Arab Bank), Maisarah Islamic banking services (Islamic banking 

window of Bank Dhofar), Sohar Islamic (Islamic banking window of Bank Sohar) and Al-Hilal 

Islamic banking services (Islamic banking window of Ahli Bank). As of March 2016, the Islamic 

banking market share stood at 7.1% of the overall financial assets in the Sultanate.  

Issues identified in IESA 

As per the Islamic banking regulatory framework, all licensed Islamic financial institutions are 

required to formalize and establish both internal and external Shari’ah audits. It is mandatory for 

the Islamic financial institutions to engage an independent third party to conduct independent 

external Shari’ah compliance audit, on an annual basis. In particular, the framework provides for 

the independent external Shari’ah compliance audit findings to be reported to the Board of 

Directors and the Central Bank, with a copy being issued to the SSB and management of the bank. 

The industry practitioners have identified the following issues: 

 

Regulatory issues 

Some banks are of the view that the scope of independent external Shari’ah auditor seems to 

overlap with that of internal Shari’ah auditor. The IBRF explains the scope of internal Shari’ah 

auditor in the following manner: 

“The scope of work of internal Shari’ah audit shall encompass the examination and evaluation of the 

adequacy and effectiveness of the Licensee’s system of Shari’ah compliance and the quality of performance 

in carrying out assigned responsibilities. The scope of internal Shari’ah audit shall cover all aspects of the 

Licensee’s business operations and activities, including review of the products, processes, agreements and 

systems for assessing the extent of implementation of the Shari’ah guidelines and Fatawa issued by the 

SSB”.  

Since the scope of Independent External Shari’ah auditor has not been addressed, both parties 

share the same scope of work in essence. Inevitably, the independent external Shari’ah auditors 

will be duplicating the work of internal Shari’ah auditors.  
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On the other hand, this is not the case in conventional financial audit, which has a clear scope and 

distinct roles and responsibilities that distinguish between the external financial auditor and the 

internal auditor. Conventional external financial auditors focus on financial statements and 

reporting, and their scope of work is planned to obtain assurance that the financial statements 

provide a true and fair view. In contrast, internal auditors have a far wider scope than financial 

reporting and their work is planned and agreed with management based on an assessment of 

risks being faced by the organization.  

Commercial awareness 

 

One of the reasons behind mandating external Shari’ah audit is to have an extra set of eyes on the 

governance structure of the IFI in order to provide comfort to the customers that the bank is 

operating as it purports to. The problem with this is that the IFIs do not publish the external 

Shari’ah auditors report in the annual report. Lack of public disclosure diminishes the potential 

of one of the perceived benefits of IESA – enhancing public confidence in the Shari’ah legitimacy 

of IFIs. 

Pakistan  

Islamic banking industry started in Pakistan around four decades ago. Major work started in 2001 

when SBP issued its first Islamic banking policy, which set out the promotion of Islamic banking 

alongside conventional banking. Subsequently, the SBP’s Islamic Banking Department (IBD) 

issued circulars and guidance to regulate Islamic financial institutions (IFIs), and early 

deliberations around IESA took place in 2009. In April 2014, the SBP issued IBD Circular No. 03 

of 2014 wherein the Shari’ah Governance Framework for Islamic Banking Institutions was 

notified.  

Issues of IESA in Pakistan 

As per the Shari’ah governance framework issued by State Bank of Pakistan in 2015, all licensed 

Islamic financial institutions are required to have external Shari’ah audit engagements 

performed. After the first year of external Shari’ah audit, the industry practitioners identified the 

following issues: 

Contracting issues 

More than one Shari’ah contract was present in Diminishing Musharaka (DM). It was 

noted that there were clauses included in Musharaka contract stipulating that customer 

shall enter into a rental contract with the IFI after execution of Musharaka contract, which 

is a major Shari’ah non-compliance pertaining to the Diminishing Musharaka. 

In another instance, it was noted that bifurcated amounts of Musharaka units purchase 

and rental payments were not mentioned in the payment schedule. Although this is not 

a direct non-compliance of Shari’ah rules and principles, the amount of each contract 

should be disclosed separately as best practice in order to ensure complete independence 

of DM contracts. 
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With regard to the Murabaha transaction, it is a Shari’ah requirement to have complete 

descriptions of subject matter that are nature, quality and quantity of the items. In some 

transactions, it was noted that description was unclear. 

In some cases, the correct sequence of Murabaha transaction was not followed by the IFI 

and the customer. In addition, it was unclear whether the customer consumed the subject 

matter before or after the offer and acceptance.  

Commercial awareness issues 

A common concern raised by industry experts in Pakistan is that the external Shari’ah 

auditors lack adequate knowledge and understanding of Shari’ah rules and principles.  

Lack of public disclosure diminishes the potential of one of the perceived benefits of 

IESA – enhancing public confidence in the Shari’ah legitimacy of IFIs. However, it is 

recognized that IESA (and to an extent the Islamic finance industry) is at a nascent stage 

with neither external Shari’ah auditors nor IFIs yet ready to report publicly. In addition, 

there is a risk that public disclosure of any auditor recommendations could be 

misinterpreted by the public, resulting in an adverse reaction to that IFI in particular 

and to the development of IFIs and the Islamic finance industry in general.  

Nonetheless, the industry needs to advance and improve. This means that external 

Shari’ah auditors must develop the capability to provide value-added comments and 

that IFIs must be open to acknowledge and respond to valid criticisms and 

recommendations. 

Regulatory issues 

The Shari’ah governance framework issued by State Bank of Pakistan sets out the scope of IESA, 

various stakeholders still express their confusion. Following observations were identified:  

The scope should be limited to reviewing products and ensuring compliance with an IFI’s SSB 

rulings and other guidelines.  

The scope of an external auditor’s function requires clarification as it is not clear if external 

Shari’ah auditors should only be concerned with compliance or if they should consider other 

issues related to finance, IT, operations, etc.  

The aim should be to provide absolute assurance, and the external auditor should be performing 

third-party verification.  

How should the Shari’ah auditor audit the overall compliance / control environment. 

This critical point must be addressed since without adequate knowledge and understanding of 

Islamic banking operations, the external auditor will be limited in developing audit programs 

that mitigate the risks associated with different products. Additionally, the external auditor’s 

reliance on the auditee to obtain necessary information inherently trigger risks related to 

independence and accuracy of information. This could result in audit procedures being neither 

designed nor executed effectively. 
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Governance issues  

 

It was revealed during the IESA that some major positions such as Head of Shari’ah 

Monitoring and Review Unit, Manager Shari’ah Audit, Shari’ah Risk Management, 

were vacant. 

In addition, for some of the Islamic windows, resources were being shared between 

conventional and Islamic division. This is a major Shari’ah non-compliance especially if 

there is no cost sharing mechanism or policy in place.  

Furthermore, the staff of Islamic banks were using incorrect documentation e.g. in case 

of Diminishing Musharaka for under-construction assets, the documentation for ready 

to use assets was used. Guidelines for ready to use and construction property are 

different from one another.  
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Bahrain and Malaysia 

Bahrain and Malaysia are leading established global hubs for Islamic finance. Both these markets 

have yet to mandate external Shari’ah audit on IFIs. On 1 September 2016, the Central bank of 

Bahrain (CBB) issued a consultation paper titled ‘Shari’ah Governance Module’. The proposed 

module has six chapters, with chapter 5 relating entirely to ‘independent external Shari’ah audit’, 

details of which are given below: 

Source: CBB Shari’ah Governance Module, Consultation Paper (2016) 

Furthermore, a committee, consisting of representatives from the big four and other practitioners, 

was formed by CBB. The committee discussed the need for a standard or revision in the current 

auditing standard of AAOIFI in order to address independent external Shari’a audit. This need 

has arisen due to a lack of comprehensive guidelines for the practitioners, who are currently using 

ISAE 3000 to conduct independent external Shari’ah audit in markets like Oman and Pakistan. It 

was also discussed that the standard should address all stages of an independent external 

Shari’ah audit, namely; planning, risk assessment, execution and conclusion & reporting.  

On the other hand, Malaysia is one of those Islamic finance jurisdictions that rigorously 

emphasize legal and regulatory frameworks to ensure structured development of the industry. 

From in-depth discussions with selected bankers and academicians, varying views of IESA were 

noted.  

Current practice in Malaysia focuses primarily on internal Shari’ah audit, which has taken time 

to evolve to its current stage. Numerous challenges, including the limited availability of qualified 

Chapter: SG-5  
Independent External Shari’ah Compliance Audit  

SG-5.1 Principle  

SG-5.1.1 Bahraini Islamic bank licensees must appoint, on an annual basis, an independent external 

Shari’ah compliance auditor (IESCA) approved by the CBB. 

SG-5.2 Roles and Responsibilities of Independent External Shari’ah Compliance Audit  

SG-5.2.1 The IESCA must conduct an annual independent external Shari’ah compliance audit, to be 

completed before the issuance of the annual SSB Report. 

SG-5.2.2 IESCA must assess the existence of relevant controls and their effectiveness in 

implementation by the Bahraini Islamic bank licensee’s management of the policies, 

procedures and decisions of the SSB to achieve Shari’ah compliance.  

SG-5.2.3 The independent external Shari’ah compliance audit report must be guided by International 

Standards on Assurance Engagements 3000, Assurance other than Audits or Reviews of 

Historical Financial Information. 
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resources, have been encountered. It is felt that the resource constraint is currently too great to 

allow successful implementation of IESA.  

Existing practice by Bank Negara Malaysia (BNM) includes a robust annual Shari’ah inspection 

of all IFIs. Global jurisdictions vary in the scope and frequency of their regulatory checks on 

Shari’ah compliance of IFIs. Accordingly, the industry experts are of the view that within the 

Malaysian market there is a robust third-party Shari’ah compliance check being carried out by 

the BNM. Although the results of the audit are in normal circumstances not communicated 

publicly. 
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Conclusion  

 

IESA is an emerging trend, with jurisdictions such as Oman, Pakistan and Bahrain issuing or 

actively considering regulatory guidance mandating IESA as part of the overall Shari’ah 

governance frameworks. It is anticipated that this trend will progress with time, with multilateral 

standard setting bodies such as AAOIFI also recognizing the importance of IESA.  

Based on our market research conducted across several jurisdictions, a number of common issues 

and challenges have been identified.  

Firstly, there is an ambiguity with regard to the scope of IESA. Most IFIs expect the external 

Shari’ah auditor to independently review, discuss and report any Shari’ah non-compliances. In 

contrast, selected regulators deem the external Shari’ah auditor’s role to be one of compliance 

check – not to evaluate the fatwas of Shari’ah scholars but to check the institution’s compliance 

with those fatwas. An effective and fully functioning central Shari’ah board is a key prerequisite 

and enabler for a controls-based IESA approach.  

Secondly, there is an absence of any requirement pertaining to public disclosure of the IESA 

report. This leads to ineffectiveness of IESA as a result of a lack of transparency, which reduces 

its ability to enhance stakeholder confidence. Currently, the market practice does not provide for 

public disclosure of IESA report. Although there are potential risks and conflicting views as to 

whether such a provision should exist, the fact remains that the full benefit of IESA can only be 

realized once a consistent and effective standard of public reporting is introduced.  

Finally, there exists an inherent challenge for the effective execution of an IESA, which requires a 

combination of audit skills and a certain degree of Shari’ah knowledge of Islamic finance. 

Composing a team of qualified auditors who are up to the task poses a challenge, along with 

facing a need to train staff on Shari’ah rules and principles.  

Conclusively, in addition to the issues highlighted above, structural considerations such as the 

lack of a professional body for Shari’ah scholars in Islamic finance and stipulation of specific 

qualifications for external Shari’ah auditors (leading market qualifications in Islamic finance) 

remain cause for concern and warrant attention. 

 

 


