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ABSTRACT

This research examines the critical role of internal Sharia audits in ensuring compliance with
Sharia principles within Islamic banks, focusing on Gulf Cooperation Council (GCC) countries.
While Islamic banks operate under both conventional corporate governance and Sharia
governance frameworks, most previous studies have focused on the Sharia Supervisory
Committee, which oversees compliance but is not involved in day-to-day operations,
potentially leading to gaps in accurately assessing the Sharia compliance of Islamic banks. This
study shifts attention to the underexplored internal Sharia audit department, responsible for
providing assurance to the Sharia Supervisory Committee and other stakeholders on whether

Islamic banks adhere to Sharia principles.

Through semi-structured interviews with 14 practitioners, significant gaps in internal Sharia
audit practices across the GCC were identified. Additionally, interviews with a senior
representative of the Accounting and Auditing Organization for Islamic Financial Institutions
(AAQIFI) and a GCC regulatory advisor provided deeper insights into these shortcomings. The
research also used documentary analysis, applying an index based on AAOIFI’s internal Sharia
audit standard to assess regulatory requirements for internal Sharia audit. The results revealed
that no Sharia audit regulatory requirements in the GCC fully adhere to AAOIFI internal Sharia
audit standard, with scores ranging from 7 to 17 out of 25. This points to a need for stronger
regulatory enforcement, particularly as some GCC countries exhibit more significant

deficiencies.

Key findings highlight that the internal Sharia audit is often viewed as a cost centre rather than
a value-adding function, contributing to compliance weaknesses. Interviews with regulatory
experts reinforce the need for a more robust regulatory approach to Sharia audits, akin to the
European corporate governance model. The research suggests that regulators should treat
Sharia compliance as seriously as other regulatory concerns, such as fraud or money

laundering, to enhance Sharia governance and protect stakeholders.

The study offers recommendations for improving internal Sharia audit practices, with
implications for regulators, Islamic banks, and standard-setting bodies, ultimately aiming to

strengthen internal Sharia audit and integrity in the Islamic banking sector.
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CHAPTER 1: INTRODUCTION

1.1 INTRODUCTION

This chapter outlines the research framework, beginning with the thesis chapters overview,
followed by the background of Islamic banking and its significance. It details the research
problem, motivation, and objectives, followed by the main research questions. The chapter
also highlights the importance of internal Sharia audits, discusses the scope of the study, and
presents the methodology used to explore audit practices in the GCC region. Finally, it
addresses the limitations and challenges associated with the research and concludes with a

conclusion.

1.2 THESIS CHAPTERS OVERVIEW
The research will include the following chapters:

Chapter One: Introduction - This chapter presents the research framework, the research
problem, objectives, and main questions. It discusses the study's scope and methodology, and

addresses limitations and challenges encountered.

Chapter Two: Corporate Governance and Audit in Banking: A Conventional Perspective - This
chapter reviews corporate governance and audit practices in banking, emphasizing banks' role
as financial intermediaries. It highlights the necessity of a governance framework to safeguard

the interests of stakeholders, including management, shareholders, and depositors.

Chapter Three: Sharia Governance in Islamic Banking - This chapter consists of two sections:
the first covers foundational aspects of Islamic finance, including key principles, contract types,
and the need for a governance framework. The second section details specific components like
the Sharia Supervisory Committee, compliance department, internal audit, and external audit,

concluding with a summary of key findings on Sharia governance.

Chapter Four: The Internal Sharia Audit in Islamic Banking - This chapter examines the internal
Sharia audit in Islamic banking, highlighting its essential role in ensuring compliance with Sharia
principles. The chapter outlines AAOIFI's standard for Sharia audit functions, aiming to enhance

stakeholder confidence, and is divided into five sections covering various related topics.



Chapter Five: The Regulatory Framework of The Internal Sharia Audit in The GCC - This chapter
analyses the regulatory framework for internal Sharia audits in the GCC, emphasizing both
practical applications and theoretical insights. It underscores the regulatory requirements for

Islamic banks to implement the internal Sharia audits practices.

Chapter Six: Research Methodology and Methods - This chapter presents the research
methodology and methods used in this study, addressing gaps in previous research on internal
Sharia audits in Islamic banking. It highlights the originality of this empirical investigation in the
largest Islamic banking market, offering new interpretations of data that provide valuable

insights for stakeholders.

Chapter Seven: Perceptions of the Sharia Auditors: Interviews Analysis - This chapter examines
Sharia auditors' perceptions of the internal Sharia audit function in Islamic banks, highlighting
its importance for ensuring compliance with Sharia principles. It explores industry
practitioners' views on audit practices, challenges, regulatory frameworks, departmental roles,

and operational procedures.

Chapter Eight: Analysis of the Regulations of The Internal Sharia Audit in The GCC - This chapter
analyses the regulations governing internal Sharia audits in GCC countries, highlighting
variances and misalignments with AAOIFI standards. The chapter aims to evaluate the
harmonization of GCC regulatory requirements with AAOIFI internal Sharia standard and rank
the countries based on their internal Sharia audit regulations' robustness, supported by library

research.

Chapter Nine: Enhancing Sharia Audit Standards in Islamic Finance - This chapter addresses
practitioners' concerns about AAOIFI’s internal Sharia audit standard. Perspectives from senior
AAOIFI Governance Committee members and a regulatory advisor highlight the benefits of

these standards, including alignment with Sharia principles and standardization.

Chapter Ten: The Findings and Conclusion - This chapter offers an overview of research findings
and actionable recommendations to improve internal Sharia audit practices in the GCC.

1.3 RESEARCH BACKGROUND

Islamic banking, which emerged in the mid-1970s (Damak, 2022), has experienced rapid global

growth, with the Islamic finance industry encompassing various sub-sectors, including Islamic
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banking, Islamic insurance (Takaful), microfinance firms, Islamic bonds (Sukuk), and Sharia-
compliant funds (Abbas, 2015). Islamic banking, representing the largest sector, contributes to
69% (USD 1.992 trillion) of Islamic finance assets and encompasses over 500 Islamic banks

worldwide, accounting for 6% of global banking assets (Mordorintelligence, 2022).

Islamic banks must comply with Sharia principles and the distinct feature of Islamic banking is
the Sharia governance framework, which ensures compliance with Sharia principles and serves
as the foundation for Islamic financial institutions (Sani and Abubakar, 2020). This framework
enhances accountability, transparency, and risk management, thereby instilling confidence in
investors, customers, and bank management that the Islamic banks are in line with Sharia

principles (Ahmed and Bin Mohamad, 2019).

When Chong and Liu, M.-H. (2009) investigated the disparity between Islamic banking and
conventional banking, they discovered that Islamic banking is theoretically believed to have
significant differences from conventional banking. However, in practice, they found that the
difference is not major. Therefore, while any bank can claim to be Sharia compliant, without a
proper Sharia governance framework and controls, these banks may not truly be Sharia

compliant.

To standardise and harmonise operations, the Accounting and Auditing Organisation for
Islamic Financial Institutions (AAOIFI) was established in 1991, issuing Sharia, accounting,
Sharia auditing, and governance standards (Al-Sulaiti, Ousama and Hamammi, 2018). AAOIFI
has developed 61 Sharia standards, 40 accounting standards, and 13 auditing and governance

standards, setting guidelines for the industry.

While some Islamic banks claimed to be fully comply with AAOIFI’s standards (AAOIFl.com,
2020b), these standards are not binding in many countries. Nevertheless, all Islamic banks are
licensed and authorised to offer Sharia-compliant products and services, but there is no
harmonisation in the way they provide assurance to their customers about their compliance
with Sharia. Therefore, not providing proper assurance of compliance with Sharia principles
means that Islamic banks are misleading customers, not treating them fairly, and indirectly that

should be consider as a breach to regulatory requirements.

While there’s been a fair amount of research into Sharia governance frameworks and Sharia

Supervisory Committee, the internal Sharia audit hasn't received as much attention. For



example, Hasan (2011) took a comparative look at Sharia governance in Malaysia, GCC
countries, and the UK, pointing out various deficiencies and areas needing improvement.
Hamza (2013) explored how Sharia compliance intersects with the effectiveness of governance
structures. On the other hand, Abdul Rahim (2011) noted a significant gap in understanding

current Sharia audit practices and the challenges they face in the Islamic banking sector.

The AAOIFI highlights the importance of the internal Sharia audit department. This department
is crucial for ensuring that the products, services, and activities of Islamic banks align with
Sharia principles (AAOIFI, 2020c). A solid internal Sharia audit is not just a regulatory formality;
it addresses the concerns of stakeholders such as the shareholders, customers, or regulators

about Sharia compliance.

1.4 RESEARCH PROBLEMS AND MOTIVATIONS

An additional risk is associated with the functional model of Islamic banks as opposed to
conventional banks. Islamic banks must comply with the current regularity system and require

additionally to comply with Sharia rules and principles.

The Islamic banking industry has developed rapidly over the past 50 years, with the oldest
Islamic bank, Dubai Islamic Bank, established in 1975 (Amaroh & Masturin, 2018). While
governments worldwide have supported the growth of this sector, considerable progress
remains to be achieved, particularly when compared to the conventional banking system. For
instance, the oldest bank still in existence, Banca Monte dei Paschi di Siena, was established in
1472 in Italy, which show a gap of over 500 years between the oldest conventional bank and
the oldest Islamic bank. This significant time gap highlights the need for continued efforts to

enhance and develop the Islamic banking industry and its compliance with Sharia.

This thesis will focus on a critical aspect of the Sharia governance framework: the internal
Sharia audit, particularly in the GCC (Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the
United Arab Emirates). These countries collectively account for 44% of the global Islamic
banking assets (Research and Markets, 2021). In some countries, such as Saudi Arabia, the
Islamic finance industry is not regulated differently from conventional banking, and no

additional requirements are legally mandated to be licensed as an Islamic bank (Dewar, 2021).



Conversely, in the UAE, there are specific regulatory requirements that any bank must comply

with if it claims to be an Islamic bank (AAOIFI Secretariat, 2020).

Due to the differing practices among significant contributors to the Islamic finance industry,
this research aims to investigate and analyse the current practices of internal Sharia audits in
the GCC. The study seeks to identify the challenges, gaps, and issues associated with internal
Sharia audits and to propose valuable guidelines and recommendations to main stakeholders

for an effective internal Sharia audit framework.

Addressing this research problem will enhance the understanding of the current landscape of
internal Sharia audit practices and provide insights into the challenges faced by Islamic banks
in different GCC countries. This understanding will contribute to the development of a more
harmonisation and robust framework for internal Sharia audits, ensuring consistency and

reliability across the region.

1.5 OBJECTIVES AND RESEARCH QUESTIONS

This thesis aims to conduct an in-depth analysis of the existing practices of internal Sharia audit
and examine the compliance of Islamic banks with AAOIFI’s Internal Sharia audit standard by
analysing the regulations and practices of internal Sharia audit in the GCC (Bahrain, Kuwait,
Oman, Qatar, Saudi Arabia and the United Arab Emirates) through the views and opinion of
the practitioners and available documents. From the findings, the thesis attempts to highlight
any needed improvement and to propose from the practices valuable guidelines and

recommendations for an effective internal Sharia audit framework.

This thesis will be divided into several chapters, each containing essential information that will
pave the way for a comprehensive understanding of the primary purpose of this thesis. The
upcoming chapters will begin by examining corporate governance and auditing in conventional
banking, followed by an exploration of Sharia governance and internal Sharia auditing in Islamic
banking. Additionally will explore the regulatory framework of internal Sharia audits in the GCC.
These chapters aim to provide a solid theoretical understanding and background of Islamic

banking and its implementation in the GCC.



Then, it will propose the design structure of the semi-structured interview questions aiming to
explore the current internal Sharia audit practices and the implementation of AAOIFI’s internal

Sharia audit standards at the GCC Islamic banks.
The following objectives will be accomplished in order to achieve the thesis’s aims:

- Toanalyse and assess existing internal Sharia audit practices in Islamic banks across the
GCC.

- To study the regulatory requirements associated with internal Sharia audit in the GCC's
Islamic banking industry.

- Toexamine the roles and responsibilities of the internal Sharia audit department within
the GCC'’s Islamic banks.

- To evaluate the levels of independence, competency, and confidentiality maintained
by the internal Sharia audit department.

- Todetermine if internal Sharia audits comply with any ethical standards or have quality
assurance measures in place.

- To critically examine the existing internal Sharia audit approach and operational
procedures employed by the GCC’s Islamic banks.

- To present valuable guidelines and recommendations to key stakeholders, based on
the study's observational findings, that can be considered to strengthen internal Sharia

audit practices.
The objectives of this research will be accomplished by addressing the following questions:

1. How do the regulatory frameworks and internal practices of internal Sharia audit differ
among Islamic banks in the GCC countries?

2. What are the current practices, roles and responsibilities of the internal Sharia audit
department within the Islamic banks in the GCC?

3. What measures are in place to ensure the competence, independence, confidentiality,
ethical compliance, and quality assurance of the internal Sharia audit department
within the Islamic banks of the GCC?

4. What would be the most suitable and effective approach to internal Sharia audit for

Islamic banks in the GCC?



1.6 SIGNIFICANCE OF THE RESEARCH

Islamic banks operate within a unique environment where they face the dual challenge of
complying with regulatory requirements and adhering to Sharia principles. Failing to uphold
Sharia principles can expose these banks to significant risks, both in terms of reputation and
finances. Instances of Sharia non-compliance risk have been observed in the Islamic finance

industry, highlighting the critical role played by robust internal Sharia audit practices.

For example, the case of Dana gas brought attention to the potential consequences when
Sukuk issuers attempted to avoid payments to Sukuk holders by declaring the Sukuk as
unlawful due to non-compliance with Sharia principles, despite being approved by well-known
Sharia scholars (Croft, 2017). Likewise, in South Africa, a prominent Sharia scholar resigned
from the Sharia board of PSG Melrose Arch after the institution failed its periodic Sharia audit
(Zawya, 2016). Also, the U.S. Securities and Exchange Commission charged Wahed Invest with
misleading clients, breaching fiduciary duty, and compliance failures in its Sharia advisory
business, resulting in financial penalty of $300,000 (U.S. Securities and Exchange Commission,
2022). These cases underscore the importance of effective regular internal Sharia audit in
upholding Sharia compliance even in non-Muslim countries, protecting stakeholders, and

promoting the integrity and sustainable growth of the Islamic finance industry.

Although some studies have explored Sharia governance and Sharia audits, such as the
research by Khalid and Sarea (2018), Mohamad Puad et al. (2020), and Khalid et al. (2017),
these investigations have primarily focused on specific aspects of Sharia audits and have not
provided a comprehensive review of internal Sharia audit practices in the largest region
offering Islamic banking. Additionally, the existing literature acknowledges limitations in
research concerning Sharia audits, as highlighted by Shafi et al. (2014), Aribi et al. (2019),
Muhammad and Mustafa (2017), Yazkhiruni et al. (2018), and Zakaria et al. (2019).

The findings of this research are expected to have significant implications for various
stakeholders. Firstly, the comprehensive understanding of the regulatory frameworks and real
practices of internal Sharia audit in the GCC will empower stakeholders to gain insights into the
existing systems. This knowledge will enable them to identify areas for improvement within

the Islamic banking sector and implement measures that enhance compliance and



transparency. By addressing these aspects, the research aims to strengthen the overall

integrity of Islamic banks operating in these countries.

Secondly, the study will attempt to highlight any needed improvement and to propose from
the current practices valuable guidelines and policy recommendations for an effective internal
Sharia audit framework. The recommendations will provide a standardised and effective
framework for ensuring Sharia compliance across different institutions. By offering practical
guidance to the industry, the research aims to facilitate the adoption of best practices and

enhance stakeholders' confidence in the Sharia compliance of Islamic banks.

Thirdly, this research fills a notable gap in the academic literature on Islamic banking and
internal Sharia audit in the GCC. While extensive research have been done on the overall Sharia
governance framework and the conventional internal audit practices, the niche area of internal

Sharia audit in the GCC remains under-explored.

The ultimate goal of this research is to contribute to the sustainable growth and development
of the global Islamic banking industry. By bridging the existing research gaps and providing
valuable insights, the study aims to create an environment of trust and accountability within
the Islamic banking sector. This will benefit shareholders, Islamic banks” managements,
customers, Sharia auditors, and regulators, as well as the overall reputation and stability of

Islamic banks worldwide.

1.7 SCOPE OF RESEARCH

The research is focused on investigating the internal Sharia audit practices specifically within
Islamic banks operating in the GCC. The GCC region is chosen due to its significant role in the
global Islamic finance industry and the presence of a substantial number of Islamic banks that

operate under varying regulatory and cultural contexts.

The study will include a diverse range of Islamic banks in the GCC to capture a broad spectrum
of internal Sharia audit practices. Also the study will consider the role of regulatory bodies and
standard-setting organisations, such as AAOIFI, in shaping and influencing Sharia audit
practices. However, other types of Islamic banking institutions such as Islamic investment

banks, Sharia compliance insurance, and external Sharia audit are not included in this thesis.



By analysing the results, the research aims to gain insights into the extent of internal Sharia
audit implementation in the largest Islamic banking market. The findings will offer valuable
recommendation for establishing robust and efficient internal Sharia audit departments in

Islamic banks globally.

1.8 OVERVIEW OF THE RESEARCH METHODOLOGY

This research uses qualitative methods, including semi-structured interviews and documentary
analysis, to explore internal Sharia audit practices in GCC Islamic banks. Semi-structured
interviews with internal Sharia auditors provide diverse insights on audit practices across the
region. Additionally, documentary analysis examines relevant regulations, such as AAOIFI
governance standards, to understand their impact on current practices. Interviews with senior
AAOIFI members and advisors to GCC regulators offer further perspectives. By combining these
approaches, the study aims to propose recommendations for an effective internal Sharia audit

framework in GCC Islamic banks.

1.9 LIMITATIONS AND DIFFICULTIES

The research, while aiming to contribute valuable insights to the field, is subject to certain
limitations that provide opportunities for future researchers to address. Firstly, it is important
to note that the data collected will be limited to Islamic banks, and will not include investment
banks or other types of Islamic financial institutions, such as Takaful companies (Islamic
insurance). This exclusion is necessary due to a different approach required for conducting
internal Sharia audit reviews in these institutions. Therefore, future studies could focus on

investigating the internal Sharia audit practices within these specific contexts.

Secondly, the recommendations and findings generated from this research will be primarily
applicable to Islamic banks in the GCC region. While these findings may hold relevance for
implementation in other Islamic banks across different countries, their generalisability may be
limited due to different regulatory requirement in other countries. Further studies are
encouraged to explore the transferability of these recommendations to a broader international

context.

Furthermore, the use of quantitative approaches, like employing a survey questionnaire, has

been excluded in this study due to the limited number of Islamic banks operating within the



GCC region. Many of these banks have either a sole internal Sharia auditor or none at all.
Recognising the potential lack of participants for the survey and the potential limitations on

the level of insights possible, this research is constrained to qualitative research methods.

Lastly, it is important to acknowledge that this thesis does not specifically focus on the external
Sharia audit, as it is not widely practiced within the Islamic finance industry yet and many
countries lack regulatory requirements for its enforcement. Consequently, the research

findings and recommendations primarily relevant to the internal Sharia audit domain.

Overall, these limitations serve as opportunities for future researchers to explore additional
contexts, expand the generalisability of the findings, explore the external Sharia audit domain,
and ensure unbiased information disclosure in the field of internal Sharia audit within Islamic

banks.

1.10 SUMMARY

This chapter provided a comprehensive overview of the research background, problems, and
motivations related to internal Sharia audit practices in the Islamic banking industry in the GCC.
The chapter also emphasised the importance of AAOIFI in standardising and harmonising
operations within the Islamic banking industry. It outlined the research objectives and research

questions that aim to address this gap.

Overall, this chapter has set the foundation for the subsequent chapters by providing a solid
theoretical understanding and background of Islamic banking, Sharia governance, and the
importance of internal Sharia audit. The following chapters will explore further into the specific

aspects of internal Sharia audit practices and explore the research objectives in detail.
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CHAPTER 2: CORPORATE GOVERNANCE AND AUDIT IN BANKING: A
CONVENTIONAL PERSPECTIVE

2.1 INTRODUCTION

Banks' role in the economy is to work as financial intermediaries, collecting deposits from
customers and using the funds to finance economic activities for other customers (Hopt, 2021).
Protecting the interests of all stakeholders for banks is not an easy task without a proper

framework (Wells, 2004, 29).

To address the separation between management and stakeholders, corporate governance was
introduced. It ensures transparency, accountability, and a balance of interests among all

stakeholders (F. Davis, 2005).

Based on the aforementioned aspects, this chapter provides an overview of the concept of
corporate governance, its models and theories, the Basel Committee, the three lines of

defence, types of controls, risk management and compliance, and the definition of auditing.

2.2 CORPORATE GOVERNANCE MODELS AND THEORIES

Cambridge English dictionary defines corporate governance as “how a company is managed by
the people who are working at the highest level in it.” According to Rouf (2011), corporate
governance supports and increases the value of the company. The board of directors manages
the public companies and provides the business plan and leadership to protect the shareholder

value and interest.
Osei (2014) argues that corporate governance is founded based on the following reasons:

e The shareholders may have different interests.
e The segregation between the ownership and the company's control might raise a
conflict of interest.

e Afull review of the company’s activity is expensive and cannot be done quickly.

There are numerous corporate governance models and theories associated with the field of

corporate governance.
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2.2.1. Corporate Governance Models

There are many corporate governance models such as the Anglo-Saxon model, the German
model, the Confucian model, the Japanese model, the European model, and the Latin model
(Nwanji and Howell, 2007). However, the most common ones in banking are the Anglo-Saxon

model and the European model (Ahmad and Omar, 2016).
2.2.1.1. Anglo-Saxon Model

Supporters of the Anglo-Saxon model, also known as shareholder value model, highlight that
this model is the best for institutions because the most important stakeholders for institutions
are the shareholders. Other stakeholders have different means of protection: employees are
protected by trade unions, customers can be protected by the regulators, while shareholders
are not protected if management does something wrong (Charreaux, 2008). This corporate
governance model was designed primarily to protect the interests of shareholders (Clark,

2009).
2.2.1.2. European Model

The supporters of the European model, also known as stakeholder-value model, approach
argues that institutions should fulfil a social role within the community and protect the
interests of all stakeholders, such as employees, customers, shareholders, and regulators.
Therefore, this model suggests that institutions should balance the interests of all stakeholders

rather than focusing solely on maximizing profits for shareholders (Charreaux, 2008).

A systematic review of corporate governance systems highlighted that while the shareholder
model is implemented in Anglo-Saxon countries, the stakeholder model is prevalent in
European countries and Japan. The latter is more suitable for banking institutions, as it
considers both external and internal stakeholders, not just shareholders (Ahmad and Omar,

2016).

The emergence of various corporate governance models can be attributed to differing theories

on human nature and corporate governance.
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2.2.2 Corporate Governance Theories

The following are the two main theories associated with the Anglo-Saxon and European

corporate governance models:
2.2.2.1. Agency Theory

This theory addresses the relationship between shareholders and executives within an
institution. It is based on the concept that the shareholders give the authority to manage the
institution to the executives which eventually will create conflict of interest. The main issue in
this theory is the potential for agents (the executives) to prioritize their own interests over
those of the principals (the shareholders), leading to agency problems (Jensen and Meckling,

1976).

The theoretical aspect of this theory is based on the assumption that both the shareholders
and the executives are rational, with the possibility that the executives are aiming to take
personal benefits that may not be in line with the shareholders interest. To manage this risk
for shareholders, many governance mechanisms are recommended in this theory such as

performance-based bonus and independent board oversight (Fama and Jensen, 1983).

The criticism of this theory is that it focuses mainly on the relationship between the principal
(the shareholders) and the agent (the executives) which eventually may neglect the interest of
other stakeholders such as the employees and the regulators (Hill and Jones, 1992). However,
despite this criticism, this theory remains a dominant framework in corporate governance

where Anglo-Saxon model is implemented (Shleifer and Vishny, 1997).
2.2.2.2 Stakeholder Theory

This theory presents an important framework in corporate governance, where companies are
expected to take into account the interests of all stakeholders, not just the shareholders
(Freeman, 1984). This theory contrasts with the Anglo-Saxon model and more relevant to
European corporate governance model (Jurgens et al., 2010). On the other hand, this theory
expects institutions to consider the interests of all stakeholders, including employees,

customers, regulators, and the wider community (Donaldson and Preston, 1995).

Freeman (1984) highlighted that by focusing only on the interest of the shareholders,

institutions may neglect critical relationships that could lead to long-term difficulties, including
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reputational damage, regulatory fines, or operational inefficiencies. Also, according to Jones
(1995), taking into account the interest of all stakeholders can improve the decision-making

processes, increased trust, and ultimately, improved the work of the institutions overall.

However, the stakeholder theory has faced criticism for being too difficult to be implemented.
Critics argue that attempting to balance the interests of all stakeholders can lead to conflicts

and ambiguity in decision-making (Jensen, 2001).

Despite the criticism of the stakeholder theory, the theory has gained considerable traction,
particularly in European countries and Japan, where it has influenced the development of
corporate governance models that emphasize broader responsibilities (Ahmad and Omar,
2016). The theory has also been reflected in international guidelines, such as those from the
Basel Committee, which integrate aspects of both shareholder and stakeholder perspectives

to create a more balanced approach to corporate governance (Charreaux, 2008).

2.3 CORPORATE GOVERNANCE IN BANKING

When it comes to banking, the primary parties involved with banks are the management, the
shareholders, the depositors/customers, and the regulatory authorities. The management
controls the bank's day-to-day activities and is interested in taking additional risks to increase

the short-term profit to get a better bonus (Chiu and Mckee, 2015, 1-9).

On the other hand, the shareholders' main interest is increasing the dividend and having better
share prices. Contrarily, the depositors' or customers' fundamental interest is to get paid the
return and protect their deposit. Lastly, the regulators' interest is to protect the whole
economy and the financial system (Chiu and Mckee, 2015, 1-9). Therefore, a corporate
governance framework must be in place to protect all stakeholders' interests (Chiu and Mckee,

2015, 1-9).

14



Figure 1: The interest of different stakeholders in a bank
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After the mass financial crisis, the governance systems have been strictly reviewed by the
regulators and supervisors. The new mandate requires banks to organise their governance
transparently. All banks must have an effective process to identify, assess, manage, and
monitor all risk types (Battaglia and Carboni, 2018). On top of that, banks must have robust

internal controls for audit, compliance, and risk management (Battaglia and Carboni, 2018).

Charkham (2003:15) points out that banks' strong corporate governance system is crucial
compared to other companies. The bankruptcy of one bank might have a domino effect on

other banks and might collapse the whole economy.

D. Hill (2012, 193 — 197) points out that the management of a bank is responsible for
conducting and managing day-to-day operations, while the board of directors is responsible
for setting the bank’s objectives and strategy and providing leadership and supervision for the
management and report to shareholders on their stewardship of the bank. The board of
directors conducts its responsibilities by creating committees to inspect the performance of
the management. Usually, these committees consist of the remuneration, nomination, and
audit committee. Each of these committees will have its chair oversee part of the corporate

governance and report directly to the board of directors (D. Hill, 2012, 193 — 197).

The audit committee is responsible for helping the board of directors achieve its overseeing
responsibilities related to the financial reporting, control system, risk management framework,
and internal and external audit functions. According to Asiriuwa, Joshua Aronmwan, Uwuigbe,
and Ranti Uwuigbe (2020), the audit committee was obligatory before 1987. The audit

committee is one of the mechanisms of corporate governance, and it is the arm of the board
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of directors. It is accountable directly to the board and is responsible for ensuring reporting

accuracy and managing the agency obstacle between the management and the shareholders.

Figure 2: The board of directors and the audit committee’s accountability relationship
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Braiotta, Gazzaway, Colson and Ramamoorti, 2010, 33

According to Braiotta, Gazaway, Colson and Ramamoorti, 2010, 4, the audit committee (which
should include a non-executive director) will achieve its goals by concentrating on the following
areas: (1) accurate accounting skills and integrity of the management (2) reviewing the internal
and external controls, (3) enough resources for all committees, and (4) awareness about the

economics of every transaction.

Based on the above, appropriate corporate governance would probably protect all
stakeholders' interests by providing policies, procedures, and rules for managing the company.
Corporate governance is essential in banks compared to other companies to protect the
interest of depositors, and failure in one bank might lead to a collapse in the whole financial

system.
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Each bank must have a board of directors responsible for protecting the interest of all
stakeholders. To perform the duty well, the board of directors will appoint an independent
audit committee to ensure the accuracy of the reporting and disclosures, suitability of the
internal and external controls, oversight of the risk management framework, and work closely

with internal and external auditors.

To ensure everyone in the bank fulfils their duties effectively, the audit committee and the
management will nominate some roles to coordinate effectively and efficiently among
everyone in the bank. These roles might be risk managers, regulatory compliance managers,
and internal and external auditors. Each of these roles will work in a specific line of defence to

improve controls' effectiveness and enhance the risk management framework.

2.4 THE BASEL COMMITTEE

The Basel Committee on banking supervision was formed in 1974 as an international platform
by the central banks (Amayrah & Al-Afeef, 2022). Its main goal is to bolster global financial
stability by establishing international standards, including corporate governance norms, for
banking regulations and supervisory practices. These guidelines are highly regarded and

adopted by central banks and financial regulators worldwide (Miljkovic¢ et al., 2013).

The Basel Committee places strong emphasis on the importance of having strong and effective
corporate governance in banking. They believe that good governance plays a crucial role in
ensuring that financial institutions are well-managed and stable. It starts its 2015 Guidelines
on Corporate Governance Principles for Banks with the phrases: “Effective corporate
governance is critical to the proper functioning of the banking sector and the economy as a

whole” (BCBS, 2015).

The guidelines of the Basel Committee related to corporate governance started to become
more important after the global financial crisis in 2007, as there have been efforts to
strengthen corporate governance in banks. These efforts include better board oversight,
rigorous risk management, strong internal controls, and improved engagement between
boards and management (BCBS, 2015). This is crucial because, in practice, banks are
recognised as unique entities compared to non-banking institutions. The unique characteristics

of banks include their relatively low capitalisation, complex and unclear business activities,
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fundamental reliance on trust, and their critical macroeconomic function in the overall
economy. These attributes lead to extensive legislation and state regulation affecting banks,
often resulting in recurring banking crises and the perception of being "too big to fail" or "too

interconnected to fail.

Early studies, mainly in the US, focused on the principal-agent dilemma, but more recent
empirical research has shed light on the unique governance challenges specific to the banking
context. Research conducted by Fahlenbrach and Stulz (2011) reveals that bank CEOs who
prioritise shareholder interests tend to achieve worse results. Similar findings by Beltratti and
Stulz (2012) indicate that banks with shareholder-friendly boards also experience significantly
poorer outcomes. Several studies have shown that the composition and characteristics of bank
boards have notable effects, with boards having higher shareholder representation being more
willing to take greater risks. Based on these studies, it is clear that the management and the
shareholders might share the same financial goal of increasing profitability. However, this goal

might not be in line with the goals of the depositors and the regulators.

It appears that bank boards’ often steer their decisions in line with the preferences of
shareholders, particularly when shareholders have diverse holdings and are more open to
embracing risk compared to other stakeholders like a bank's creditors. As a result, the notion
that poor corporate governance significantly contributed to the financial crisis has been

supported by Beltratti and Stulz (2012).

To improve the corporate governance framework at banks, the 'three lines of defence' model
was recommended and highlighted in the Basel Committee's Guidelines on Corporate
Governance Principles for Banks. Additionally, the board and senior management are expected
to define conduct risk based on the bank's business context and set the tone at the top to
foster a sound corporate and risk culture (BCBS, 2015). Written codes of ethics or conduct are
also encouraged to promote honesty and accountability for the benefit of customers and
shareholders (BCBS, 2015). Based on these requirements, the Basel Committee improved
corporate governance for banking by incorporating the best aspects of both Anglo-Saxon and

European corporate governance models, as well as agency and stakeholder theories.
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2.5 THE THREE LINES OF DEFENCE

In line with the corporate governance requirements, the board of directors will delegate their
responsibilities to the CEO and senior management. After this delegation, the management's
job is to maintain leadership and provide guidance to all staff within the company regarding
appropriate controls, risk management, and the approved risk appetite (D. Hill, 2012, 193 -
197).

According to the internal auditors' institute, the company's three lines of defence will ensure
the effectiveness and efficiency of the company's risk management framework. The three lines
of defence differentiate between three parts of risk management (figure 3). The first line
includes departments that provide internal controls and manage risks, and the second includes
departments that oversee risks. In contrast, the third line contains the independent assurance
that everything is working correctly and in line with the policies and procedures (Chartered

Institute of Internal Auditor, 2019a).

Figure 3: The three lines of the defence model
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Three lines of defence model from the institute of internal auditors
As shown in the above figure, the first line of defence represents the "boots on the ground" or

the business unit that conducts the day-to-day operations. This line manages the risk by
ensuring adequate controls are in place, and everyone in this line follows the standard
procedure (such as sales, IT, and marketing departments). The second line of defence includes

risk and compliance functions. Their responsibility is to build processes and procedures to
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ensure controls are implemented correctly in the first line of defence. The third line of defence
is an internal audit department. This department reviews all departments' controls and risk
management procedures in the second and the first lines. This department is independent and

reports the findings to the audit committee and senior management (Lim, 2017, 160).

Accordingly, the management's responsibility is to create and ensure controls are in place for
every process and activity. If all rules are implemented and working correctly 100%, there
would be no need for the second and third defence lines. However, according to Weatherford
and P. Ruppert (2016), the first line of defence has historically been less than 100% effective
and efficient. Hence, the board of directors and the management must ensure the first line is

working as required.

2.6 RISK MANAGEMENT AND COMPLIANCE

For each process related to the first line of defence, there must be internal control to mitigate
the risk associated with the relevant process. Internal control is usually documented in the
processes, guidelines, and procedure manuals that include the managers' responsibility and
the team responsible for the relevant process. These processes, guidelines, policies, and
procedure manuals must be updated regularly as these documents' efficiency and
effectiveness are fundamental to the risk manager, compliance officers, and auditors (king and

R Khan, 2012, 161).

Risk defines as “the possibility of incurring misfortune or loss,” and risk management is “the
sum of all the actions taken by the organisation to manage the risk that could occur (BPP, 2015,
157 - 180).” The risk management function works in the second line of defence and does not
aim to eliminate the risk, but it pursues highlighting the potential risks and providing controls
to manage these risks. Several types of risks may face banks. These risks could be credit,
market, liquidity, reputational, regulatory, operational, and Sharia non-compliance risks for

Islamic banks (BPP, 2015, 157 - 180).

One of the main risks that banks may face is the regulatory non-compliance risk. It is the risk
of material loss and reputational damage arising from failure to comply with the rules and

regulations (Ghirana and Bresfelean, 2012). The term compliance means obeying or working
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per rules, standards, and regulations. In banking, non-compliance is a type of risk and will

adversely impact the shareholders and the whole economy (P. Ramakrishna, 2015, 67 - 84).

The compliance department's goal (the head of compliance usually reports directly to the Chief
Risk Officer) is to prevent, detect, and provide resolution of violations of rules and regulations.
Therefore, the responsibility of a compliance department in a bank is to collect and evaluate
the laws and regulations, determine the risk, provide efficient control and proactively manage
the risk, and report any breaches to the management and/or regulators when needed (P.

Ramakrishna, 2015, 67 - 84).

According to the Basel Committee on banking supervision, compliance with regulations starts
at all management levels, particularly at the top, where the board members and the executives'
team lead by example (Basel Committee on Banking Supervision, 2005). The committee defines
the regulatory compliance risk as “the risk of legal or requlatory sanctions, material financial
loss, or loss to reputation a bank may suffer as a result of its failure to comply with laws,
reqgulations, rules, related self-requlatory organisation standards, and codes of conduct
applicable to its banking activities.” Therefore, by having a compliance department, the bank
ensures that they are an excellent corporate citizen in the country they are operating in, avoids
exposure and liability, and protects the bank, employees, assets, and revenue (Basel

Committee on Banking Supervision, 2005).

To summarise, banks may face many types of risks, including credit, capital, market,
reputational, and regulatory risk. Banks usually have a compliance department responsible for
ensuring all bank activities are compliant with the rules and regulations to mitigate regulatory
risk. The compliance department works in the second line of defence and reports directly to
the Chief Risk Officer. The non-compliance issues will be reported to the management and the
regulators when needed. However, the compliance department focuses mainly on regulatory
non-compliance risk and is not designed to review the bank’s internal controls environment,

which is the audit function's responsibility.

21



2.7 AUDITING IN THE BANKING SECTOR

The compliance and audit functions may seem similar at first glance, as both work
cooperatively to ensure the bank's effectiveness and efficiency. However, they have distinct

roles and responsibilities.

The concept of audit was utilised in many ancient countries and can be traced back to
Mesopotamia, where signs were used to count shipped goods and authenticate financial deals
(ClAa, 2017, 14). In ancient Rome, the term "audit" originated from the Latin word "auditus,"
meaning a hearing. During that era, an auditor's role involved listening to and verifying the
accounts read by an accountant. Over time, auditors' responsibilities evolved and gained

recognition from shareholders, the board of directors, and management (ClAa, 2017, 14).

Currently, audits serve various purposes, including reviewing financial information, ensuring
compliance with regulations, assessing the processes and procedures of operational
departments, evaluating information technology, and managing risk and control (ClAa, 2017,

14).

The auditors in a bank report directly to the audit committee, which is an integral component
of corporate governance. The audit committee serves as an objective intermediary between
management, auditors, shareholders, lenders, and regulators. Its responsibilities include
assisting the board of directors in overseeing financial reporting, internal controls, compliance
with regulations, and reviewing the results of both internal and external audits (Braiotta,

Gazzaway, Colson, and Ramamoorti, 2010, 57).

Both internal and external auditors are essential monitoring tools, ensuring the effectiveness
and efficiency of banks' operations. Proper communication between internal and external
auditors, including joint planning and coordination, has been argued to significantly enhance

the audit's effectiveness and efficiency (Pilcher et al., 2011).

The Institute of Internal Auditors (II1A) defines the internal audit as: “An independent, objective
assurance and consulting activity designed to add value and improve an organisation’s
operations. It helps an organisation accomplish its objectives by bringing a systematic,
disciplined approach to evaluate and improve the effectiveness of risk management, control,

and governance processes (International Professional Practices Framework, 2019)”.
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On the other hand, external auditors verify to the internal controls based solely on the bank's
financial reports and information. These auditors are not employees of the bank, and
therefore, they have no vested interest in the bank's activities (CIA, 2017, 1). According to the
Association of Certified Fraud Examiners, the external auditors' role is to review the bank's
accounting records and assess whether the information in the financial reports is accurate and
fair. The main differences between internal and external audits are illustrated in table 1.

Table 1: The distinct roles of internal and external audit
[tems Internal audit External audit

Objective Internal auditors provide | Provide an extra assurance to the
additional assurance to the board | shareholders that the financial
of directors and management | reports are accurate and fair

regarding  the  critical  risks
associated  with  management
activities. They also offer advice to
the management to assist them in
fulfilling ~ their ~ duties  and

responsibilities

Purpose To evaluates the activities of the | To review and verify the financial
bank and provide controls for | reports of the bank

improvement

The report The audit report will go to the | Board of directors, shareholders,

audit committee and senior | investors, regulators. Their report

management will be part of the company’s annual
report.
Employment Internal auditors are employees of | From outside the bank (third party),

the bank and appointed by the | they are appointed by the
management, and report directly | shareholders (or the board of
to the audit committee or the | directors) and report directly to

board of directors shareholders.

The frequency | Ongoing Annually

of the audit
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Timing Present/future, ongoing Past, pointin time

Responsibility | Essential None
for

improvement

Independence | Independent as they report | An independent 3™ party conducts
directly to the audit committee. | the audit for the bank
However, the internal auditors are

salaried employees of the bank

Outcome Help the bank to improve its | Opinion on financial statement
controls and accomplish its

objectives

Note: Adopted mainly from (Chartered Institute of Internal Auditors, 2020)

In brief, the internal and external audits share a common word in their names, but they are
different and work well together. Both functions are independent and involve reviewing and
checking numerous transactions. However, internal auditors provide an opinion on the
efficiency of the risk system, the effectiveness of internal controls, and the capability of the
governance process. In contrast, external auditors aim to express an opinion on the actual

value of the financial accounts.

2.8 SUMMARY

This chapter has provided a foundational understanding of corporate governance and its
models, theories, components. The core elements of corporate governance in banks
encompass the board of directors and essential committees, such as the audit committee. The
Basel Committee emphasises the importance of strong governance in ensuring well-managed

and stable financial institutions.

Furthermore, effective risk management is crucial for all banks, necessitating the
establishment of three defence module lines. The first line involves internal control
departments responsible for managing various risks across departments. The second line
comprises departments overseeing daily business operations and risk management, ensuring

continuous review and regulatory compliance. Lastly, the third line comprises independent
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assurance departments, like the internal audit function, providing objective evaluations to the

board of directors and executive committee.

By understanding these principles, the next chapter will explore the Sharia governance

framework at Islamic banks.
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CHAPTER 3: SHARIA GOVERNANCE IN ISLAMIC BANKING

3.1 INTRODUCTION

The Sharia governance framework is vital for Islamic financial institutions to effectively and
efficiently manage Sharia non-compliance risk. This extra layer of governance enhances the
accountability and transparency of Islamic banks to shareholders, regulators, customers and
help the management to manage associated risks related to Sharia non-compliance (Ahmed

and Bin Mohamad, 2019).

This chapter aims to provide an overview of Sharia governance in Islamic banks. To this end,
the first section provides a basic understanding of Islamic finance and banking. It gives an
overview of the banking Sharia rules and principles, the types of Islamic contracts and
instruments available in the market, and the components of the Islamic finance industry. It
further explores the supporting institutions for Islamic finance and the need for the Sharia

governance framework.

The second section discusses the Sharia governance framework. It covers the Sharia
governance component that includes the central Sharia Supervisory Committee, the Sharia
Supervisory Committee at the institutional level, the Sharia compliance department, the

internal Sharia audit, and the external Sharia audit.

3.2 BANKING SHARIA RULES AND PRINCIPLES

3.2.1. Sharia and its Objectives

In linguistic terms, Sharia refers to the straightforward, well-trodden path of water where
people come to drink from it and fill their buckets (Lisaan Al-Arab 8.175). In legal terminology,
Sharia refers to the Islamic law where God has defined and explained what is permitted (Halaal)
and prohibited (Haraam) for the Islamic religion's followers. Therefore, Sharia includes the
rules and principles governing all Muslim people's behaviours, from their relationship to the

global Muslim community (Alashari, 2019).

The primary sources of Sharia are the Quran (the holy book of Islam) and Sunnah (sayings and
actions of the Prophet Muhammad PBUH) (Rowley, 2014). Derived from these two sources,

Muslim scholars developed the secondary sources that include the Ijmaa (the consensus
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amongst the Muslim scholars), the Qiyas (analogical reasoning or estimating something in
terms of another), and the ijtihad (the individual interpretation of a scholar) (Abdelaal, 2012:
156). AUF (2016) argues that these five sources of Sharia regulate all aspects of Muslims’ lives.
These aspects can be divided into three main realms: the political governance of the state,
legal, and economical.

Figure 4: The five sources of Sharia
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Abbas (2015) points out that the outcome of any financial transaction must achieve Magqgasid
al-Sharia. Maqasid al-Sharia refers to the Sharia principles' purpose, aim, and objective.
According to Imam Al-Ghazali, Maqgasid al-sharia is to protect the welfare and the health of all
humans, which includes the preserve their faith (din), their life (Nafs), intellect (Aqgl), posterity
(Nasl) and wealth (Mal) (Chapra 2000, p.118). Therefore, the protection of faith and wealth are
one of the main objectives of Sharia principles. The Islamic economic system principles have

been studied by many researchers (Lewis and Algaoud, 2001; Abdul-Gafoor, 1999; Igbal, 1997).
The fundamental principles of the Islamic economic framework encompass:

3.2.1.1. Avoidance of Riba

Most Muslims commonly known Riba as “usury” or “interest”; however, its literal meaning is
“to grow” or “expand” or “increase”. From a Sharia perspective, any contract that includes an
element of Riba is considered a void contract and not allowed for Islam followers. Elasrag
(2010) asserts that, in accordance with Sharia, currency serves as a unit of valuation rather
than a trade commodity. Based on that, money in Islam can be used only as a medium of
exchange, not as a commodity by itself, and the profit generated must be based on Profit and
Loss Sharing (PLS). Figure 5 below illustrates the Riba in an exchange contract:

Figure 5: The Riba in an exchange contract
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3.2.1.1.1. Riba al Nasiyah (Nasiyah means ‘defer’ or ‘wait’)

It is also known as Riba al-Quran, and it is considered the primary form of Riba. This type of
Riba is identical to the additional money paid to lenders to compensate them for waiting to get
their money back. Most Sharia scholars agree that this type of Riba is similar to the current
interest charged by banks. The prohibition of this Riba is stated mainly in the Quran and

Sunnah.
Qur’an 2:278-279:

“O you who believe, fear Allah and give up what remains of your
demand for Riba if you are indeed believers. If you do it not, take notice
of war from Allah and His Messenger.” Also, the Prophet PBUH said:

“Every loan that draws interest is Riba.”

3.2.1.1.2. Riba al-Fadl (it is also known as Riba al-Hadith)

This type of Riba is more related to commodities. The Prophet Mohammad PBUH said:

“Gold for gold, silver for silver, wheat for wheat, barley for barley, dates
for dates and salt for salt, the like for the like, hand to hand (i.e.,
immediate sale), (but) if the kinds differ, then sell as you may like it from

hand to hand.”
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Therefore, the above commodities' exchange can differ in characteristics (like gold with silver).
Otherwise, the exchange of these commodities with itself (such as gold for gold) must be equal
in the type, quantity, quality, and at spot price. It is prohibited to exchange these commodities
in differing amounts to stop and avoid the hidden Riba. That to not allow one party to get
unjustifiable benefits under the name of the sale (Ashraf Usmani, 2020). More evidence about

the prohibition of Riba in the Quran and Sunnah is highlighted below.

Figure 6 illustrates the differences between Riba al-Naseeyah and Riba al-Fadle and the

conditions to avoid both kinds of Riba:

Figure 6: Riba al-Naseeyah and Riba al-Fadle
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Siddigi (2004) argues that usury includes taking extra money from needy people without
compensation. Therefore, this type of contract results in injustice to the borrower, and the
wealthy party will get richer while the poor party will get poorer. Also, the party charging usury
will earn money without going out to work. Also, when charging money on the money, the
lender is not generating anything new in the economy. The consequences will be corruption in

society and negative growth in the whole economy.

El-Gamal (2003) argues that most Sharia scholars agree that interest charged and paid by banks

is prohibited. However, very few scholars argued that banks' interest paid and charged is not
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identical to the Riba mentioned in Quran and Sunnah. As the ex-grand Mufti of Egypt (Sheikh
Mohammed Tantawi) issued a Fatwa (Sharia certificate), the fixed interest rate offered by
conventional banks on deposit is permitted and not the same as the Riba prohibited in the
Quran Sunnah. However, Fatwa contradicted most Islamic scholars' consensus that all types of

interest rates offered by banks are forbidden under Sharia.

In 1965 a conference was held in Egypt, and it included eighty-five Sharia scholars from thirty-
five countries; and they resolved in that conference the following “Lending money with Riba is
forbidden, and no need nor necessity makes it permissible; borrowing money with Riba is also
forbidden, and its sin not removed unless there is a necessity for it” and during that conference,
they stated that “Banks’ interest on deposits is a form of Riba that forbidden in the Quran and
Sunna” (Alsalous et al., 2010, p.94).

Also, the first international conference on Islamic economics held in Saudi Arabia in 1976 and
attended by more than 300 Islamic scholars and financial experts concluded that the interest

paid by banks was prohibited under Sharia (Hasan, 2016).

Likewise, the Pakistan council of Islamic ideology which held in 1980, and concluded its report
the following: “The term Riba encompasses an interest in all its manifestations irrespective of
whether it relates to loans for consumption purposes or productive purposes, whether the loans
are of a personal nature or a commercial type, whether the borrower is a government, a private
individual or a concern, and whether the rate of interest is low or high” (See the Council’s

Report, 1980, p.1).

Additionally, the Riba or interest is confirmed to be prohibited in the following years: a
statement from the International Islamic Figh Academy in 1985, a decision of the Council of
the Islamic Figh the Muslim World League held in 1986, a report from many Azhar Sharia
Scholars about the in 1991 (Alsalous et al., 2010, p.27).

The Sharia scholars reach their decision about the prohibition of Interest (Riba) from Quran

and Sunnah:

a- Evidence from Quran
e That is because they say, "Trade is [just] like interest." But Allah has permitted

trade and has forbidden interest. Quran 2:275
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o Allah destroys interest and gives increase to charities. And Allah does not like
every sinning disbeliever. Quran 2:276

e you who have believed, fear Allah and give up what remains [due to you] of
interest if you should be believers. And if you do not, then be informed of a war
(against you) from Allah and His Messenger. Quran 2:278

e O you who have believed, do not consume usury, doubled and multiplied, but
fear Allah that you may be successful. Quran 3:130

b- Evidence from Sunnah

e The Messenger of Allah (PBUH) cursed the one who accepts Ar-Riba (the usury)
and the one who pays it [Muslim, Book 18, Hadith 105].

e Jabir said that Allah's Messenger (PBUH) cursed the accepter of interest and its
payer, and one who records it, and the two witnesses, and he said: They are all
equal it [Sahih Muslim 1598].

e Onthe authority of his father: | heard the Messenger of Allah (PBUH) say in the
Farewell Pilgrimage: "Lo, all claims to the usury of the pre-Islamic period have
been abolished. You shall have your capital sums deal not unjustly, and you shall
not be dealt with unjustly [Sunan Abi Dawud 3334].

e |t was narrated from lbn Mas'ud that the Prophet (PBUH) said: "There is no one
who deals in usury a great deal (to increase his wealth), but he will end up with

little (i.e., his wealth will be decreased)." [Book 12, Hadith 2365].

Based on the above, in Islam, the concept of money differs from conventional views. It is
considered to have no intrinsic value and is primarily utilised as a store of value rather than
being treated as a commodity in its own right. This perspective leads to a unanimous
agreement (Ijma) among Sharia scholars that the charging of interest, known as Riba, is strictly
prohibited. The Quran emphasises the seriousness of dealing with interest, as it attracts severe
consequences. Muslims are urged to approach this matter with great caution, as it is
considered in Quran as an act of defiance against God and His messenger, prompting a

declaration of war.

In summary, Islamic principles guide the perception and use of money, rejecting the notion of
money being a commodity and strictly forbidding the practice of charging interest to ensure a

just and ethical financial system in accordance with Islamic teachings.
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3.2.1.2.The prohibition of Gharar

"Gharar" literally means "deceit," "fraud," "cheat," or "uncertainty". In financial contracts, it
refers to elements that are unclear or contain errors, leading to uncertainty about the outcome
(Usman, 2022). Therefore, for any contract to be considered valid from a Sharia point of view,

its outcome must be clear, fair, and not misleading.

According to Akther (2015), Gharar can be divided into two types: substantial Gharar, which
involves buying a house with a price specified in the future, and minor Gharar, which may be
acceptable in a contract — for example, buying a property and its furniture without knowing
the exact condition of the furniture yet. Gharar is prohibited in the Quran, although it is not
explicitly mentioned in any verse. It is also discouraged in the Sunnah, and many Sharia scholars

agree that Gharar is a form of Maysir (gambling).
The Quran:

“Eat not your property among yourselves unjustly by falsehood and
deception, except it be a trade amongst you by mutual consent (Al-

Bakarah, 2:188).

Additionally, in the Sunnah, the Prophet Muhammad (peace be upon him) mentioned that it is
not allowed to purchase the unborn animal in the mother's womb or sell the milk in the udder
without a measurement (Rahman, 2010; p.71). The well-known Sharia scholar, Zamakhshari,
argues that the following actions are forbidden from a Sharia perspective: theft, dishonesty,

gambling, and Gharar.

Gharar might be present in the subject matter (when the specifications of the asset or service
are unknown), in the price (when a financial transaction takes place without mentioning the
price), and in the time (if the payments are deferred for an unknown period). Accordingly,
there are three conditions under which the contract will be invalid due to Gharar. First, when
the Gharar is substantial. Second, when the Gharar occurs in a bilateral agreement. Third, if it

is affected by the subject matter (CISI, 2013: 40 - 41).

Likewise, Maysir (literally meaning gambling) is also prohibited. It is translated as "games of
chance in which one of the parties might make substantial gain without any effort or suffer a

total loss based on mere luck only" and includes substantial Gharar (Maysir has an element of
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Gharar, but not every Gharar is Maysir) (Vogel and Hayes, 1998). According to Brenner (1990),
gambling is done by the anticipation of gaining money based on luck. In financial transactions,
speculation, conventional insurance, and derivatives are considered prohibited due to the

element of Maysir in these transactions.
The Maysir prohibited in the Quran and Sunnah

“they ask you about wine and gambling. Say: 'In them, both lies grave
sin, though some benefit, to mankind. But their sin is more grave than

their benefit.” Quran 2:219.
Narrated Abu Huraira: The Prophet said:

"Whoever swears saying in his oath. 'By Al-lat and al-Uzza should say,
‘None has the right to be worshipped but God, and whoever says to his
friend, 'Come, let me gamble with you,' should give something in

charity."Sahih Bukhari, Book 78 (Oaths and Vows), hadith 645.
The following table summarises the types of Gharar and how they compare with Maysir:

Table 2: The differences between Gharar and Maysir
Type Outcomes Conditions Sharia position

Maysir Win-lose, lose-win No mutual gain Unacceptable

Major Gharar Win-win, win-lose Win-win is  not | Unacceptable
dominant
Win-lose is

significant

Minor Gharar Win-win, win-lose Win-win is dominant | Acceptable
Win-lose is

insignificant

Based on the above, Islamic banks should be clear, fair, and not misleading their customers.

Otherwise, these banks will not be in line with Sharia principles.

3.2.1.3.The investment in ethical activities
Sharia-compliant banks were established with the aim of promoting ethical outcomes for all

involved parties. Their funding sources and transactions must align with Sharia principles,
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ensuring that they adhere to ethical standards. As a consequence, Islamic banks are restricted
from investing in businesses related to alcohol, casinos, pornography, tobacco, weapons, pork,
and other activities considered unlawful according to Sharia rules and principles (Usdeldi et al.,
2021). Additionally, they steer clear of engaging in future trading, short selling, and options, as

these practices are viewed as extremely risky and are outright prohibited (Chenguel, 2014).

Given these three prohibited elements, they are safeguarded under the concept of protecting
wealth in Magasid al-sharia. Consequently, any financial transactions conducted by Islamic
banks are deemed permissible from an Islamic perspective as long as they avoid Riba (interest),
Gharar (uncertainty), and non-ethical investments. Upholding ethical and moral values is

ingrained in all aspects of Islamic banking operations.

3.2.2 ELEMENTS OF THE ISLAMIC FINANCE SECTOR

The primary constituents of the Islamic finance sector comprise Islamic banking, the Islamic
capital market, Takaful (Islamic insurance), and Islamic asset management, as outlined by

Abbas (2015).

Figure 7: Components of the Islamic finance industry
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The banking system serves as the lifeblood of the modern economy, acting as an intermediary
between savers and investors. Its primary functions include aggregating funds, investing
money, generating profits, and providing various services to customers (Khaki and Sangmi,
2011). One of the foundational principles of the current banking system is the charging and

paying of interest. However, as stated in this section, the interest is strictly prohibited in Islam,
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which means that a banking system in accordance with Islamic principles cannot be based on
interest (Khaki and Sangmi, 2011).
This thesis primarily focus on Islamic banks and their approach to internal Sharia audit to assess

and oversee the products and activities offered by these banks.

3.2.3 TYPE OF ISLAMIC CONTRACTS AND INSTRUMENTS

The consequences of the prohibition of interest (Riba) entail that the generation of wealth or
profits must be directly tied to actual economic activities, such as selling or manufacturing a
product. As a result, Islamic banks employ various contracts and instruments to adhere to
Sharia rules and principles. The primary nature of these contracts is based on assets-based
financing (like Murabaha and ljarah), profit and loss sharing financing (such as Musharaka and
Mudaraba), and capital market financing (like Sukuk) (Hanif, 2016).

An overview of the contracts and instruments utilised by Islamic banks is provided briefly in

Table 3 below.

Table 3: The most used contracts and instruments in Islamic finance
Contract name Definition Application in the industry
Mudarabah (a | It is a form of partnership in which one | Savings accounts

special type of | party supplies the capital (referred to as | Financing projects
partnership) the Rab al-Mal or the investor). The | Sukuk
other party provides the expertise (the

Mudarib or the business manager).

Wakalah (agency) | It is an agency agreement in which one | Saving accounts
party designates another to perform a | Sukuk
specific task, typically for a pre-agreed

fee.

Qard Hassan | It is an interest-free contract signed by | Current account,
(benevolent loan) | a lender and a borrower based on | Credit cards

benevolence. Therefore, the borrower
should return the same initial value of

the loan without anything extra or less.
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Murabaha  (cost | It is a sale contract at cost plus an | Trade finance,
plus a mark-up) additional profit. The seller should | Working capital finance,
disclose both the cost and the profit | Sukuk

margin to the buyer.

Musharakah It is a joint venture contract where two | Home finance,
(partnership) partners or more share the profit and | Commercial finance,
loss and contribute capital to establish a | Sukuk

company or project.

ljarah (lease) It is a usufruct contract whereby the | Home finance,

lessee pays rent to the lessor over an | Car finance,

agreed period. Sukuk
Sukuk (Islamic | It is a Sharia-compliant with equal value | Sharia-compliant ~ bonds
bonds) certificate that links to ownership of | alternative

commodities or assets. The Sukuk
holder gets returns generated from the
commodities or assets based on a pre-

agreed profit ratio.

Based on the above, each of the products offered by Islamic banks must be structured based
on an Islamic contract or instrument. To structure the products, Islamic banks must obtain
guidance and advice from Sharia scholars, and regular review and internal Sharia audits must
ensure continued compliance with Sharia principles. Further details about the Sharia scholars

and the internal Sharia auditors are covered in the next section.

36



3.2.4 PRIMARY DISTINCTIONS BETWEEN ISLAMIC AND CONVENTIONAL BANKS

As indicated above, the avoidance of interest, Gharar (uncertainty), unethical investments, and

the requirement to adhere to Sharia principles in structuring Islamic banking products have

shaped the main differences between Sharia-compliant and conventional banks. To clarify

these differences, Table 4 below provides a summary of the key distinctions

Table 4: The difference between Islamic and conventional banks

Conventional Banks Islamic Banks
Operating Based mainly on human-made laws | Based on Sharia rules and principles
models
Aim Maximise profit without any | Also, aim to maximise profit, however,
restrictions must be in line with Sharia principles
Risk Transferring risk from one party to | Based on sharing risk between all
another parties
Functions Based on lending and borrowing | Based on participation in partnership
relationship  and must charge | business and must avoid charging
interest interest
Relationship Lenders and borrowers Could be as:
The most important aspect is the - Partners
creditworthiness of the customers - Seller and buyer
- Investor and trader
The most important aspect is the
feasibility of the project
Guarantee Fixed interest rate and the return is | The return is not guaranteed
guaranteed
Transparency Do not have ethical requirements to | Must treat all customers fairly.
treat its customers fairly. Must inform their customers how they
They do not explain to customers | invest their money
how they invest their money
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Late payment | Any penalty charges will apply to the | Any penalty charges above direct cost
charges profit. They take benefit from | must be donated to charities (if any)

customers suffering

Corporate They do not have an ethics/Sharia | Must  have  Sharia  supervisory
Governance committee, Sharia  compliance | committee, the Sharia compliance

department, and they do not do | department and must do Sharia

Sharia compliance audit review compliance audit review
Use of | They do not have any restrictions, | Cannot invest in the following
customers and money can be invested in | businesses: alcohol, casinos,
deposits anything if they can generate an | pornography, tobacco, weapons, pork,
income and any other activities consider

principles

unlawful under Sharia rules and

Note: Adopted mainly from Abdul Aris et al., (2013)

As can be seen, one of the main differences between the Islamic and conventional banks when
it comes to corporate governance is the existence of the Sharia Supervisory Committee, the
Sharia compliance department, and the internal Sharia audit. They are the Islamic finance
industry's safety valve, and without a proper Sharia governance framework, the whole Islamic

finance industry might collapse.

3.2.5 SUPPORTING INSTITUTIONS FOR ISLAMIC FINANCE

Like other conventional banks, Islamic banks are authorised and regulated by the same
authorities in the country where they are incorporated. Nevertheless, on the other hand, many
Islamic standards-setting bodies were established to ensure the integrity and stability of Islamic
financial institutions and assist these organisations in safeguarding the concerns of every party

involved.
5.2.5.1. The Accounting and Auditing Organisation for Islamic Financial Institutions (AAOIFI)

AAOIFI is an independent not-for-profit organisation based in Bahrain and founded in 1991. It
is responsible for issuing global standards in Sharia, accounting, auditing, ethics, and

governance (Abdallah & Bahloul, 2022). These standards encourage the harmonisation of
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Islamic financial institutions, improve auditing practices' quality, and increase transparency and
ethical practices in financial reporting. AAOIFI published so far more than 100 standards
(including five auditing standards) and is supported by all types of Islamic financial institutions

from over 45 countries (AAOIFl.com, 2020a).

AAOIFI Sharia standards and accounting standards are followed in the following countries:
Afghanistan, Bahrain, Iraq, Jordan, Kyrgyz Republic, Lebanon, Libya, Mauritius, Nigeria, Oman,
Palestine, Pakistan, Qatar, Sudan, Syria, UAE, and Yemen. On the other hand, AAOIFI auditing,
governance standards, and code of ethics are followed fully, partially, or as guidance in the
following countries: Bahrain, Jordan, UAE, Kyrgyz Republic, Mauritius, Nigeria, Qatar, Oman,

Pakistan, Sudan, and Syria, and Yemen. (AAOIFl.com, 2020b).

El-Halaby and Hussainey (2016) argued that it should be compulsory for all members of AAOIFI
to follow the standards, and regulators should encourage adopting AAOIFI standards where
Islamic banks incorporated. On the other hand, it turns out that the adoption of AAOIFI
standards severely impacts the Islamic banks' image. These banks will have competitive
advantages when implementing these standards when announced their compliance to their

customers.

Al-Abdullatif (2007) highlighted the lack of knowledge and awareness about AAOIFI in one of
the GCC countries. This led to a delayed implementation of these standards and regulations.
Despite this lack of knowledge and delay, the majority of practitioners favour using AAOIFI
standards. Additionally, participants show support for harmonising standards in Islamic banks

to enhance the comparability of Islamic banks.

AAOIFI, in some essence, is similar to the Basel Committee as both play important roles in the
financial industry. While both issue standards related to governance, AAOIFI focuses on Sharia
governance framework for Islamic banks, while the Basel Committee promotes stability in the

global banking system, encompassing both Islamic and conventional banks.
5.2.5.2. The Islamic Financial Services Board (IFSB)

IFSB is an independent not-for-profit organisation based in Malaysia and founded in 2002. It is
responsible for issuing standards to enhance the soundness and stability of Islamic financial

institutions. So far, IFSB has issued 32 standards, guidance, and technical notes for all types of
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Islamic financial institutions, such as banking, capital market, and insurance (Takaful)
companies. In addition, the IFSB works closely with the Basel Committee on Banking
Supervision, the International Organisations of Securities Commissions, and the International
Associations of Insurance Supervisors. IFSB consists of 184 members, such as regulatory
authorities, inter-governmental organisations, and other market payers (such as professional

firms and financial institutions) (IFSB.org, 2020).

Ullah, Khanam, and Tasnim (2018) concluded that non-compliance with AAOIFI standards and
IFSB guidelines could increase the operational risk for Islamic financial institutions. The
difference between compliance with these standards and guidelines between countries may
be because of the regulatory differences between countries. However, compliance with these
standards and guidelines gives a clear message to all stakeholders (including customers) that
the financial institution takes the Sharia compliance very seriously and managing the Sharia

non-compliance risk effectively and efficiently.

In 2022, the IFSB and AAOQIFI issued a Sharia governance framework for institutions offering
Sharia-compliant products. The joint IFSB-AAOIFI standard aims to provide a sound and
practical Sharia governance framework, with the internal Sharia audit being one of its main
components (IFSB, 2022). However, the IFSB has not issued specific standards related to
internal Sharia audit. Therefore, IFSB standards and guidelines will not be used as benchmark
in this thesis, considering they do not have a standalone standard or guidelines related to

internal Sharia audit to be used in the assessment.

3.2.6 THE NEED FOR SHARIA GOVERNANCE FRAMEWORK AT ISLAMIC BANKS

Based on the above, the need for an additional governance framework is crucial due to the
specific requirements that apply to these banks. Such a framework is essential to ensure
transparency, accountability, and adherence to Islamic principles. Islamic banks must ensure
that no interest payments are charged, no Gharar (uncertainty) is involved, investments are
conducted ethically, and products are based on Sharia principles (such as Musharaka or
Mudaraba). These requirements make the operations of Islamic banks distinct not only in their
terminology but also in their contracts, operations, procedures, and Sharia-compliant training

for staff.
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Therefore, these Islamic banks require an additional layer of governance to protect the
interests of all stakeholders. This includes appointing qualified Sharia scholars, establishing
supervisory bodies, and developing policies and procedures aligned with Sharia principles. A
crucial aspect of this framework is the internal Sharia audit, which plays a vital role in regularly

assessing and ensuring compliance with Sharia principles

3.3 SHARIA GOVERNANCE FRAMEWORK

3.3.1 Introduction

The previous chapter provided an in-depth exploration of corporate governance structures, its
models and theories, within banking, highlighting its role in overseeing operations and
balancing the interests of various stakeholders, such as shareholders, management,
depositors, and regulators. Corporate governance frameworks typically include mechanisms

such as the board of directors and the audit committee to manage risk and ensure compliance.

In the context of Islamic banking, this conventional governance structure is complemented by
a distinct Sharia governance framework. This framework addresses Sharia non-compliance risk,
a unique challenge for Islamic banks, which must adhere to both regulatory and Sharia
principles (IFSB, 2005; Calder, 2020). As such, Islamic banks must have an additional layer of
governance to ensure that all products and services comply with Sharia principles, maintaining

stakeholder confidence and safeguarding the integrity of the Islamic finance industry.

3.3.2 Sharia Governance Framework and Corporate Governance Models

Islamic financial institutions are expected not just to comply with legal and regulatory
requirements but also with the very important additional aspect of Sharia compliance, which
might be important for some stakeholders and not at all for others. Therefore, when
integrating Magasid al-Sharia with conventional corporate governance models and theories,
many aspects are involved, particularly when it comes to ethical behaviour, accountability, and
social responsibility, which could share important aspects with the Anglo-Saxon and European

models and their associated theories.
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3.3.2.1 Anglo-Saxon Model and Sharia Governance

The Anglo-Saxon corporate governance model's focus on shareholders and the profit
maximization can be aligned with the Magasid al-Sharia objective of preserving wealth (mal)
(Shleifer and Vishny, 1997). However, Maqgasid al-Sharia extends this objective beyond mere
profit maximization, also focusing on the ethical use of wealth and the protection of

stakeholders' rights (El-Hawary, Grais, & Igbal, 2004).

Agency theory, which is align with this model, addresses conflicts between shareholders
(principals) and executives (agents), advocating for mechanisms such as performance-based
incentives and independent board oversight to align interests (Jensen and Meckling, 1976).
The principle of Hisbah (accountability and oversight) in Islamic governance can complement
agency theory by providing an Islamic ethical dimension to the monitoring and control of

management activities (Igbal & Mirakhor, 2007).

Based on the above, while the Anglo-Saxon model’s focus on shareholder interests aligns with
the principle of financial aspects, it is complemented by the Sharia governance framework’s
requirement to ensure compliance with Sharia principles. This dual focus creates a complex
governance environment where Islamic banks must balance shareholder interests with
adherence to Sharia. The Sharia governance framework incorporates additional mechanisms,
such as the Sharia Supervisory Committee, to ensure that the Islamic bank’s operations are in
compliance with both shareholder expectations and Sharia requirements (Ahmed and Bin

Mohamad, 2019).
3.3.2.2 European Model and Sharia Governance

As seen in the previous chapter, the European corporate governance model often emphasizes
a stakeholder approach, incorporating the interests of a broader group, including employees,
customers, and the community (Ahmad and Omar, 2016). The requirements of this models are
also aligned with Magasid Al-Sharia related to preserving life (nafs), intellect (agl) and posterity

(nasel).

This model aligns with stakeholder theory, which argues that institutions should consider the

needs of various stakeholders beyond just shareholders (Freeman, 1984). The integration of
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Magasid al-Sharia into stakeholder theory can enhance corporate governance practices by

emphasizing the ethical obligation to protect and promote the welfare of all stakeholders.

The Sharia governance framework also comply with this stakeholder-focused perspective, as it
requires Islamic banks to consider not only shareholder interests but also the broader
community and societal values as dictated by Sharia principles. By incorporating additional
layers of governance such as the Sharia supervisory committee, Islamic banks ensure that their
operations align with both the stakeholder-centric approach of the European model and the
ethical mandates of Sharia (Donaldson and Preston, 1995). This alighment supports ethical
business practices and social responsibility, reflecting the holistic approach found in European

corporate governance models.

3.3.3 The Three Lines of Defence for Islamic Banks

As seen in the previous chapter, banks acted as fiduciary trustees with customers’ funds and
confronted numerous risks such as liquidity, capital, credit, regulatory, etc. Therefore, banks
have many controls to ensure everything is conducted as agreed in the plan and is compliant
with the rules and regulations. Each bank has three defence lines to ensure the effectiveness
and efficiency of controls and the risk management framework. The first line of defence
includes departments that provide internal controls and manage the risk associated with their
activities (such as sales, IT, and marketing). Internal control is a continuous process established
to offer acceptable assurance that the management can accomplish the bank’s mission,

targets, and objectives.

The second defence line includes departments that oversee the risks (such as the risk
department and regulatory compliance department). The departments in this line aim to
eliminate the risk but highlight the potential risks and provide controls to manage the risks.
The risk department helps to protect the bank from all types of risks. The compliance
department helps protect the bank from regulatory risk by ensuring all activities align with the
rules and regulations (P. Ramakrishna, 2015, 67 - 84). Finally, the third line of defence includes
the internal auditors responsible for providing independent assurance about the departments'

activities in the first and second lines of defence (Lim, 2017, 160).

The situation is the same for Islamic banks, they face the same types of risks, and they must

have a corporate governance framework and three lines of defence to protect all stakeholders'
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interests. However, Islamic banks must have an additional system and controls to manage the

Sharia non-compliance risk (Ahmed and Bin Mohamad, 2019).

The Sharia non-compliance risk is "the risk that arises from the bank's failure to comply with
the Sharia rules and principles determined by the relevant Sharia regulatory councils (IFSB,
2005). Sharia compliance is the "raison d'etre" of any Islamic bank, and it is as essential as
regulatory compliance (Calder, 2020). Therefore, Islamic banks' products and activities must

comply with the rules, regulations, and Sharia principles highlighted in the previous section.

Consequently, Islamic banks have an additional layer of Sharia governance framework and dual
board structure (IFSB, 2005, 33). Over the last few decades, Islamic finance standards-setting
bodies such as AAOIFI and IFSB (both discussed in the previous section) issued many standards

and guidelines on the Sharia governance framework (Sheikh Obid and Naysary, 2014).
From a Sharia perspective, all human is God’s steward (Khalifa) on this earth. The Qur’an Says:
“I will create a steward on earth” (Quran 2:30).

This verse confirms that God owns everything on this earth, and he entrusted humans with
roles and responsibilities to develop the world by God’s will (Sheikh Obid and Naysary, 2014).
Accordingly, all personal wealth belongs to God, with humans having the “stewardship” to act
and use this wealth. For that reason, Muslims believe that they will be asked on the Day of
Judgment about how they earned and spent their money throughout their entire lifetime

(Haider Naqvi, 2013, 76).

Consequently, in banking, all stakeholders must fulfill their responsibilities as stewards, looking
after the Islamic bank they work for, along with society, the economy, and the environment.
Therefore, the stewardship concept in Islam can be better adopted within the European
corporate governance model and its stakeholder theory, as it emphasizes that all stakeholders
should be considered by everyone working in Islamic banks. However, accountability in this

context is ultimately to God.
The Qur’an says:

“It is not for a believing man or a believing woman, when Allah and His

Messenger have decided a matter, that they should [thereafter] have
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any choice about their affair. And whoever disobeys Allah and His

Messenger has certainly strayed into clear error” (Qur’an, 33: 36).
In another chapter, Quran Says,

“The only statement of the [true] believers when they are called to Allah
and His Messenger to judge between them is that they say, "We hear

and we obey." And those are the successful” (Qur’an, 24: 51).

To ensure compliance with Sharia rules and principles, corporate governance in Islamic banks
has an additional layer of Sharia governance, and it is the backbone of any Islamic bank. The
IFSB-10 defines the Sharia governance system as “the set of institutional and organisational
arrangements through which an Islamic Financial Institution (IFl) ensures that there is effective
independent oversight of Sharia compliance over the issuance of relevant Sharia
pronouncements/resolutions (through Sharia Board or a Central Sharia Authority),
dissemination of information (by monitoring day-to-day compliance with Sharia through a
Sharia compliance department), and an internal Sharia compliance review (by having a Sharia

internal auditor)( (IFSB, 2009, 10).”

Hence, the Sharia governance framework will increase the stakeholders' confidence (including
shareholders, customers, and the public) that all products, services, and activities of the bank
are compliant with Sharia principles. The non-observance of Sharia principles would expose
Islamic banks to Sharia non-compliance risk that leads to operational risk, loss of profit, and

eventually damage to the whole Islamic banking industry.

Haqgqg (2014) points out that the Sharia governance framework is vital in ensuring the Islamic
finance industry's integrity and honesty. He argued that it is crucial for Islamic banks to
harmonise the Sharia governance framework like its counterpart in the conventional corporate
governance framework. The harmonisation will increase trust and enhance transparency for

all stakeholders.

Islamic banks must have a dual governance framework, where the Sharia governance system
complements the usual governance framework, compliance, and controls. To accomplish this
goal, Islamic banks must have a Sharia Supervisory Committee alongside the board of directors

(Farag, Mallin and Ow-Yong, 2017). Islamic banks must also have regulatory compliance and a
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Sharia compliance department to ensure compliance with the regulations and the Sharia
principles in the second line of defence. Finally, in the third line of defence, Islamic banks
should have internal Sharia auditors along with internal auditors (Kasim, Nu Nuhtay and

Salman, 2013).
Therefore, the three lines of defence for Islamic banks will be as follows:

Figure 8: The three lines of the defence model for Islamic banks
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The Sharia governance standards issued by AAOIFI and IFSB highlight five main features of
Sharia governance, some at the global level and others at the national and institutional levels.
The table below outlines the functions that exist for conventional banks and their equivalents

for Islamic banks.

Table 5: The required governance framework at Islamic banks

Functions Key Functions for Typical | Key Functions Exclusive to
Financial Institutions Islamic banks

Standards-setting Bodies at | International Accounting | Accounting and Auditing

Global Level Standards Board (IASB) and | Organisation  for Islamic

Bank  for International | Financial Institution (AAOIFI)

Settlements (BIS)
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and Islamic Financial Services
Board (IFSB)
Regulators at National Level | The central bank and other | Central Sharia Supervisory
authorities Committee
Governance at Institutional | Board of directors Sharia Supervisory
Level Committee
Compliance at Institutional | Regulatory Compliance | Sharia Compliance
Level Department Department
Control at Institutional Level | Internal and External | Internal and External Sharia
Auditors Auditors

Note: Adopted mainly from (IFSB, 2009, 12) and AAOIFI Governance Standards

As seen in the above table, the Sharia governance framework is divided into three levels. The
first one is the global level, which is accountable for issuing industry standards and guidelines
to be implemented by any country worldwide (it consists of AAOIFI and IFSB). The second one
is at the national level, responsible for providing guidance and oversight of all Islamic financial
institutions within the country (the Sharia supervisory committee works within the central
bank). Finally, the institutional level is responsible for issuing fatwas, and providing supervision
and advice to a specific financial institution (this level consists of the Sharia Supervisory
Committee, Sharia Compliance Department, and Internal and External Sharia Audit). These
three levels will provide a sound governance structure, lead to a more robust industry, and

achieve Sharia's objectives.

3.3.4 AAOIFI and IFSB

Both AAOIFI and IFSB were discussed and explained in the previous section. They are not-for-
profit organisations and are based in Bahrain and Malaysia, respectively. They are standards-
setting bodies, issued more than 100 standards and guidelines, and contributed to the Islamic

finance industry's standardisation.

The role of AAOIFI is similar to the International Accounting Standards Board (IASB), with whom
it co-operates closely. The IASB oversees the International Financial Reporting Standards (IFRS
Standards). It is the most widely accepted general financial reporting framework applied by

most financial institutions worldwide (including Islamic financial institutions). Due to the
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differences in accounting treatments and Muslims' information needs (or Sharia-conscious
stakeholders), the AAOIFI issued and developed financial accounting standards to be used by
Islamic financial institutions. Also, AAOIFI issued and developed Sharia, auditing, ethics, and

governance standards (Ansari and Tabraze, 2018).

Both AAOIFI and IFSB play roles similar to the Bank for International Settlements (BIS), and they
maintain a close cooperative relationship with the BIS. The BIS guidelines mainly focus on
several aspects, including the responsibilities of boards of directors, handling conflicts of
interest, the role of auditors, and the involvement of bank supervisors in promoting and

assessing the effectiveness of corporate governance frameworks.

On the other hand, AAOIFI concentrates on governance standards that pertain to the Sharia
Supervisory Committee, the Sharia compliance department, internal Sharia audits, and
external Sharia audits. These elements are crucial for ensuring compliance with Islamic

principles in financial operations (Fakhruddin & Jusoh, 2018).

As for the IFSB, its members consist of central banks and regulators who voluntarily aim to
adopt the IFSB guidelines. These guidelines are not mandatory but serve as a reference for
guiding the practices of Islamic financial institutions. Additionally, the IFSB engages in research
and organises sessions and conferences, providing a platform for regulators and industry

stakeholders to share insights and knowledge (Saidi, 2009).

It's essential to note that neither AAOIFI nor IFSB possess the authority to enforce their
standards and guidelines on Islamic financial institutions. While they play critical roles in setting
best practices and promoting adherence to Islamic principles, the implementation of their

guidelines ultimately relies on the voluntary cooperation of the institutions (Malkawi, 2013).

Ullah, Khanam, and Tasnim (2018) demonstrate that it is essential for Islamic banks to comply
with AAOIFI and IFSB standards. Inadequate compliance with the standards showed higher
Sharia non-compliance risk and higher operational risks. Compliance with these standards will
provide the stakeholders with more information about the bank and thrive the Islamic banks'
image. The best way to increase compliance with the standards is when regulators push for
improving compliance with these standards. Furthermore, the research highlights that specific
legislation should be issued for Islamic banks to make these banks more answerable and

accountable by regulators.
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3.3.5 Central Sharia Supervisory Committee

Due to the rise of conflicting in the opinion and practices of some Islamic banks in the same
country, many regulators and government authorities introduced the concept of Centralised
Sharia Supervisory Committee (Malaysia adopted this concept, Pakistan, Sudan, Bahrain,
Jordan, UAE, and Oman) (AAOIFI, 2018). Two approaches govern Islamic banks' work
worldwide, the Centralised Sharia Supervisory committee alongside the Sharia Supervisory
Committee at the individual institution level and a non-centralised committee with only
individual institutions' Sharia committee (such as the case of Saudi Arabia). AAOIFI encourages
the centralised Sharia Supervisory Committee (but it is not mandatory). The centralised Sharia
Committee will increase the consistency in Islamic banks' products and services and increase
the harmonization and accountability of the Sharia Supervisory Committee at the institutional

level (AAOIFI, 2018).

According to AAOIFI’s governance standards for Islamic financial institutions No.8, the Central
Sharia Board “the Central Sharia Board is a board-level board or a similar body of specialised
jurists in Figh al-Malmalat (Islamic Commercial Jurisprudence) and experts in Islamic banking,
finance, economics, law, accounting, etc. providing guidance and advice on Sharia matters,
with limited supervision, that is established in specific country or jurisdiction for providing
uniformity and harmony in the products and practices concerning Islamic finance through
Fatwas, rulings and guidelines. The Centralised Sharia board decisions are applicable on a

border base in the jurisdiction rather than a single institution (AAOIFI, 2018).”

According to AAOIFI, the board should consist of Sharia scholars and expert members. These
members' responsibilities are to increase the harmony between Islamic banks in the same
country by providing rulings, guidelines, and Sharia standards to Islamic banks. Moreover, the
central Sharia board should validate product structures, and the board should oversight the
work of Islamic banks and have a limited level of supervisory authority. This board can also
advise regulators, advise on the court’s law, and resolve and settle complaints raised by Islamic

bank customers regarding the Sharia aspects of the products (AAOIFI, 2018).

Meshal (2005) argues that the central Sharia supervisory committee is part of the external
controls and supervision system. It reviews the overall suitability of the internal control system

in financial institutions. It also conducts periodic visits to ensure compliance with the Sharia
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principles and Central Bank circulars and to evaluate the adequacy of the internal Sharia

control system in light of the guidelines approved by the Central Bank.

To sum up, having a central Sharia board will create consistency in offering Sharia-compliant
products and services in the same country and help the regulatory authorities supervise and
oversee the activities of Islamic banks. On the other hand, the board will provide consultations
to the regulatory authorities and resolve the disputes related to Sharia principles by acting as
the ultimate arbitrator in Sharia understanding. Overall, the central Sharia board will improve

reliability and raise confidence in Islamic banks' products in the country.

3.3.6 Sharia Supervisory Committee

According to AAOIFI governance standards for Islamic financial institutions No.1, “a Sharia
Supervisory Committee is an independent body of specialised jurists in Figh al-Muamalat
(Islamic commercial jurisprudence). The Sharia supervisory committee is entrusted with the
duty of directing, reviewing and supervising the activities of the Islamic financial institution in
order to ensure that they are in compliance with Sharia principles and rules. The Fatwas and
rulings of the Sharia supervisory board shall be binding on the Islamic financial institution

(AAOIFI, 2010a)”

According to AAOIFI, all Islamic financial institutions must appoint a Sharia Supervisory
Committee, and shareholders should select the committee members based on the proposal
from the Board of directors. The committee should consist of a minimum of three members,
and the committee might request a consultation from experts in finance, law, IT, and others.
The Board should approve the Sharia Supervisory Committee remuneration, and the
shareholders must authorise the dismissal of a member in their general meeting. The Sharia
committee's role covers issuing Fatwas and approving products, ensuring that the products
and services comply with the issued Fatwas, calculating the Zakat and disposing of the non-
Sharia compliant income to relevant charities, and providing advice to the management of the

bank regularly (AAOIFI, 2010).

According to IFSB, the Sharia board member is “jurists specialising in contemporary
transactional jurisprudence, who are well acquainted with and experienced in the Islamic
financial system in particular and the Islamic economic system in general. They issue

binding Sharia pronouncements and recommendations and oversee the task of supervising and
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auditing the institution.” Therefore, the Sharia board must work independently, and they have

the role of oversight of the work of the Islamic bank (IFSB, 2009).

As the Sharia committee members are independent and do not work daily, they have the right
to appoint an internal Sharia auditor (AAOIFI, 2010a). The internal Sharia auditors will report
to the committee about products, activities, and transactions that comply with Sharia
principles (Al-Mahmoud, 2007). Therefore, the Sharia committee can request whatever is

needed to ensure that everything related to the Islamic banks' activities complies with Sharia.

Failure to comply with the Sharia committee's decisions would inevitably lead to severe
consequences such as loss of income due to the transaction is completed not in line with
Sharia, and customers may lose confidence and trust in the Islamic banks. Moreover,
subsequently, they will withdraw their funds and move back to conventional banks (Malkawi,

2013).

3.3.7 Sharia Compliance Department

The Sharia compliance department is one of the core elements of the Sharia governance
framework at Islamic banks. Most of the other parts of the Sharia governance framework in
the Islamic banks (such as the Sharia Supervisory Committee and the internal and external
Sharia audit) are independent of the management. Simultaneously, the Sharia compliance
department works under the management's supervision to ensure regular compliance with
Sharia principles. According to AAOIFI's governance standard No.9, "the Sharia compliance
department is an integral part of an Islamic financial institution's governance and control
structure, catering the certain crucial objectives of the Islamic financial institution related to its

compliance with Sharia principles and rules (AAOIFI, 2020)."

According to AAOIFI, the bank's management is responsible and accountable for ensuring
compliance with Sharia principles and rules. Therefore, as a part of preventive controls, the
management must establish a Sharia compliance department in the second line of defence (it
is concerned with the ex-ante work). That ensures that all products, services, activities, and
documentation (including policies, procedures, guidelines, third-party agreements, marketing

collateral, etc.) are compliant with Sharia principles (AAOIFI, 2020).
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The Sharia compliance department report directly to senior management under the chief risk
officer. The department has other responsibilities, such as reviewing some transactions before
executing and providing Sharia compliance training to all new starters joining the bank. Also,
coordinate with the risk management department to identify, assess, manage, and monitor

the Sharia non-compliance risk related to the banks' activities (AAOIFI, 2020).

On the other hand, IFSB also recommends that Islamic banks have an independent internal
Sharia compliance department separate from the other bank’s departments. The staff of this
department are not Sharia scholars, and therefore they cannot issue a Fatwa. Instead, their
primary responsibility is to support the management in ensuring that the Fatwa issued by
Sharia Supervisory Committee is implemented correctly. Hence, this department is the first
point of reference for Sharia compliance matters, provides advice to the management of Sharia
principles, and manages the relationship between the administration and the Sharia
supervisory committee (the head of Sharia compliance shall be the secretariat for the Sharia

committee) (IFSB, 2009).

3.3.8 Internal Sharia Audit

Despite being subject to various audits and accounting standards, including financial,
management, and regulatory audits by relevant governmental institutions, the internal Sharia
audit remains underdeveloped in the Islamic banking market. Even in countries where
regulations do not mandate it, the lack of progress in implementing the Sharia compliance
audit poses significant challenges. A study by Yaacob and Donglah (2012) revealed that
improvements are necessary in this area, as Islamic financial institutions worldwide have not

adequately prioritised the enhancement of the Sharia audit.

According to the AAOIFI Governance Standard No. 11, the internal Sharia audit function is "a
function as a part of the governance organs of an Islamic financial institution with a primary
objective to ensure that the management of the Islamic institution discharges its responsibilities
in relation to the implementation of the Sharia principles and rules." This function's objective is
to assure the adequacy of the Sharia governance structure, the strength of internal Sharia
controls, and to ensure the soundness of the Sharia non-compliance risk management system.
The internal Sharia audit function must be independent of the management and have

unrestricted access to all documents, records, etc. The internal Sharia audit function should
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not conduct any operational activities independent of product development and Sharia

compliance functions (AAOIFI, 2020c).

According to AAOIFI, the audit committee should provide its input and oversee the internal
Sharia audit performance. The head of the internal Sharia audit should report directly to the
audit committee. On the other hand, the head of the internal Sharia audit should have a
dotted-line reporting to the Sharia supervisory committee, and the committee should provide
input when needed. Both the internal sharia audit and the sharia compliance department are
essential and practical components of a robust Sharia governance framework. However, both
functions should be separated from each other. The internal Sharia audit should ensure the
overall Sharia controls periodically. Simultaneously, the Sharia compliance department
provides an ongoing assurance and provides feedback to the management on a day-to-day

basis about compliance with Sharia principles (AAOIFI, 2020c).

Unlike AAOIFI, the IFSB does not offer extensive information about the internal Sharia audit
department. Consequently, this research did not include IFSB in the analysis and did not assess
the bank's compliance with its guidelines. As per IFSB's requirements, all Islamic financial
institutions are mandated to establish an internal Sharia audit function. This department is
responsible for verifying compliance with Sharia principles and reporting any instances of

Sharia non-compliance to both the management and the Sharia committee.

A study conducted by Ghani and Abdul Rahman (2015) revealed that in Malaysia, the
establishment of an internal Sharia audit function is mandatory for all Islamic banks to ensure
an effective internal control system for Sharia compliance. However, this is not the case in the
GCC countries. The study also highlights that most Islamic banks in Malaysia have well-
established Sharia audit objectives, Sharia governance structures, and audit processes.
However, some Islamic banks lack clear specifications for the internal Sharia audit scope and

charter.

In another study conducted by Ahmed and Khatun (2013), it was pointed out that none of the
Islamic banks in Bangladesh are fully compliant with the Sharia governance framework of
AAOIFI. This deficiency is primarily attributed to the absence of an internal Sharia audit. The
research suggests the need to enhance Sharia compliance levels across all banks by

implementing measures to ensure uniformity and transparency in the Sharia report.
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Based on the above, the Sharia compliance audit serves as a cornerstone for Islamic banks, as
it reinforces the trust and confidence of stakeholders. Its absence could lead to a crisis of
confidence, prompting customers to withdraw their funds or terminate their contracts with
Islamic banks. This, in turn, could create difficulties for all Islamic financial institutions and

hinder the growth and development of Islamic finance on a global scale.

3.3.9 External Sharia Audit

According to the AAOIFI Governance Standard No.6, “the external Sharia audit is a firm having
professional knowledge and competence of auditing and relevant Sharia principles and rules,
duly fulfilling the fit and proper criteria laid down by the respective requlator (the central Sharia
board if applicable) for appointment as an external Sharia auditor, who, at the request of the
Islamic financial institution, provides an independent assurance report on the state of
compliance by an Islamic financial institution with the ‘Sharia principles and rules’. The external
auditor may also be appointed as the external Sharia auditor of the Islamic financial

institution.”

The external Sharia auditors' objective is to provide reasonable assurance that all activities of
the Islamic banks are compliant with Sharia principles. In addition, the external Sharia auditors
should review and assess the effectiveness of the Sharia governance framework, including but
not limited to the work of the internal Sharia audit department, the Sharia compliance
department, and the independence of the Sharia Supervisory Committee (AAOIFI, 2019). On
the other hand, the IFSB mentions in their guidelines that the external Sharia audit should be

conducted but does not discuss any aspects of this type of audit.

Yasoa et al. (2021) argue that given the current underdeveloped state of the Islamic finance
industry, the industry is not ready to enforce external Sharia audit practices and it is not widely
practiced. This conclusion is based on the fact that external Sharia audits would require
additional costs to be paid by management without providing any additional actual benefit,
especially since that external Sharia audit is not a regulatory requirement. Additionally,
management might be concerned about the reputational risk to the institution if Sharia
breaches are identified and leaked to customers. Therefore, considering that external Sharia
audits are not widely implemented in Islamic banking, the focus of this research will be solely

on internal Sharia audits.
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According to IFSB, there is no one-size-fits-all model that all Islamic financial institutions can
implement. If it is not mandatory by regulation to follow the AAOIFI and IFSB standards or

guidelines, each institution may develop its own Sharia governance framework (IFSB, 2009).

The following figure illustrates the industry's Sharia governance model, prepared by the

researcher based on the standards issued by AAOIF| to date
Figure 9: Industry Sharia Governance Model
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There is no one-size-fits all model for the IFls. The above functions might report directly
to Sharia Supervisory Committee, the Audit Committee or to the CEO

The table below also prepared by the research which provides a comparative analysis

between AAOIFI and IFSB based on their issued standards and guidelines.

Table 6: Comparative analysis between AAOIFI and IFSB
No. | Discussion AAOQIFI IFSB

1 Definition of the Sharia | Not provided Provided

Governance Framework

2 Central Sharia Supervisory | Discussed and issued a | Discussed

Board designated standard

3 Sharia Supervisory Committee | Discussed and issued a | Discussed

designated standard

4 Sharia Compliance | Discussed and issued a | Discussed

Department designated standard
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5 Internal Sharia Audit Discussed and issued a | Discussed

designated standard

6 External Sharia Audit Discussed and issued a | It should exist but is
designated standard not discussed in any
guidelines

Note: Adopted mainly from AAOIFI governance Standards & IFSB guidelines, 2009

3.4 SUMMARY

This chapter has provided an extensive overview of the key aspects of banking Sharia rules and
principles, emphasising the prohibition of Riba (interest) in the Quran and Sunnah. It has also
highlighted the differences between Islamic and conventional banks, with a focus on avoiding

Riba and other non-compliant practices in financial transactions.

Moving on to the subsequent section, the chapter covered corporate governance and the
Sharia governance framework. Islamic banks must have a Sharia supervisory committee
reporting directly to shareholders, in addition to the standard corporate governance
framework that includes relevant committees like remuneration, nomination, and audit
committees. The establishment of three defence module lines is essential to ensure effective

risk management within banks.

At the national level, the central Sharia board serves as the highest Sharia authority for Islamic
financial institutions within the country. Meanwhile, the Sharia Supervisory Committee
operates at the institutional level and plays a vital role in advising banks on Sharia principles
and ensuring compliance. Various departments, including the Sharia compliance department
and both internal and external Sharia auditors, also function at the institutional level to uphold

Sharia compliance.

Crucially, Islamic banks must establish an independent internal Sharia audit department, which
forms an integral part of their governance structure. This department's primary objective is to
provide assurance to all stakeholders—management, the board of directors, the Sharia
Supervisory Committee, shareholders, and customers—regarding the bank's compliance with
Sharia principles. In the forthcoming chapter, more detailed insights into the internal Sharia

audit will be explored.
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CHAPTER 4: THE INTERNAL SHARIA AUDIT IN ISLAMIC BANKING

4.1 INTRODUCTION

As seen in the previous chapter, the Sharia governance framework for Islamic banks
necessitates an additional function, which is an internal Sharia audit, aimed at ensuring Sharia
compliance. However, in the absence of mandatory laws in most countries to enforce AAOIFI's
governance standards, Islamic banks have innovatively introduced their own structure of
Sharia governance, which may not always operate in the right way or manner and in line with

the best industry practice.

As per AAOIFI's Sharia governance standards, every Islamic financial institution is mandated to
establish a Sharia audit function. The primary objective of this internal Sharia audit is to foster
confidence in stakeholders, particularly customers and shareholders, by ensuring the
compliance of all products, services, and activities with Sharia principles. However, it is
important to note that the regulators do not treat the standards issued by AAOIFI in the same

way they treat the standards issued by the Basel Committee for conventional banking.

With the objective of highlighting an overview of the internal Sharia audit and its related
standards issued by AAOIFI, this chapter is organised into five sections, including an
introduction, auditing from a Sharia perspective, a review of the literature on the Sharia audit,

analysis of AAOIF!I's internal Sharia audit standard, and a conclusion.

4.2 AUDITING FROM A SHARIA PERSPECTIVE

The terminology "Sharia audit" is not explicitly mentioned in Sharia's primary or secondary
sources. However, the concept of audit aligns with the principles of Hisbah, which
encompasses "enjoining good and forbidding wrong" in Islam (lbrahim, 2018). Historically, the
person responsible for performing Hisbah was known as the Muhtasib. The Muhtasib was
remunerated by the government and operated independently of the market. The scope of
Hisbah extended beyond just the economic aspect, aiming to guide Muslims in their worship

of God and safeguard the society (Khalid, Haron, and Msron, 2018).

During the early days of Islam, Hisbah served as a governmental institution that enlisted

individuals known as Muhtasibs to encourage virtuous behaviour within the community and
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discourage wrongful actions. The Muhtasib's role was an official appointment by the
government or ruler, entrusted with the responsibility of overseeing the proper

implementation of Hisbah in Islamic society (Yaacob, 2012).

The Hisbah was supported in both Quran and Sunnah:

In the Quran, there are verses that ask Muslims to encourage the right actions and prevent the

bad ones. E.g. from Quran:

"Let there arise out of you, a band of people, inviting to all that is good, enjoining what

is right, and forbidding what is wrong: They are the ones, to attain felicity, "3:104

Also,

"I...] So take what the Messenger assigns to you, and deny yourselves that which he

withholds from you. And fear Allah; for Allah is strict in punishment." 59:7

E.g. from Sunnah:

The prophet Muhammad (PBUH) said:

Whosoever among you sees an act of wrongdoing should change it with his hands. If he
is not able to do so, then he should change it with his tongue. If he is not able to do so,

then with his heart, and this is the weakest of faith.

Also, prophet Muhammad (PBUH) acted as Muhtasib himself:

The Messenger of Allah (PBUH) appointed a man in charge of Sadaga (i, e. authorised
someone to receive Sadaqa from the people on behalf of the State. When he returned
(with the collection), hesaid: This is for you and (this is mine as) it was presented to me
as a gift. The narrator said: The Messenger of Allah (PBUH) stood on the pulpit and
praised God and extolled Him. Then he said: What about a State official whom | give an
assignment and who (comes and) says: This is for you and this has been presented to
me as a gift? Why didn't he remain in the house of his father or the house of his mother
so that he could observe whether gifts were presented to him or not. By the Being in

Whose Hand is the life of Muhammad, any one of you will not take anything from it but
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will bring it on the Day of Judgment, carrying on his neck a camel that will be growling
or a cow that will be bellowing or an ewe that will be bleating. Then he raised his hands
so that we could see the whiteness of his armpits. Then he said twice: O God, | have

conveyed (Thy Commandments). (Sahih Muslim 1832a)
Also, the prophet used to go to the market to conduct an audit for the market:

God's Messenger (PBUH) once came upon a heap of grain, and when he put his hand
into it his fingers felt some dampness, so he asked the owner of the grain how that came
about. On being told that rain had fallen on it he said, "Why did you not put the damp
part on the top of the grain so that people might see it? He who deceives has nothing

to do with me." (Mishkat Al-Masabih 2860)

After the time of the Prophet Muhammad (PBUH), the role of the Muhtasib was upheld by all
Caliphates. The first Caliph after the Prophet, Abu Bakr, followed a similar approach of
overseeing actions, behaviours, and the market. When some individuals refused to pay Zakat
(one of the pillars of Islam), he declared war against them to ensure its collection (Al-Madani,
1990). During the era of the second caliph, Umar Ibn Al-Khattab, the Islamic territory expanded,
resulting in increased resources and expenditures. To ensure accountability in the
marketplace, Umar appointed someone to review transactions, and he explicitly prohibited

hoarding in the market (Al-Madani, 1990).

Moreover, Umar emphasised the necessity for all traders to possess knowledge of Islamic
financial transactions before participating in any selling activities within the market. He firmly
declared, "no one should sit in our market without learning the Islamic jurisprudence" (akhrajah
al Tirmizi). Umar personally conducted audits of the market and implemented corrective
measures as required, including admonishing a merchant who was selling raisins at an

undervalued price, thereby safeguarding the interests of all traders (Malik Ibn Anas, p. 432).

During the 7t century, Imam Abu Hanifa stressed the significance of the Sharia audit by
advocating that every merchant should be accompanied by a Sharia advisor to avoid any non-
compliance issues related to Sharia principles in financial transactions (Al-Madani, 1990). This
highlighted the need for auditors to support merchants, given the complexity of Islamic

financial transactions that demanded specialised knowledge.
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The concept of Sharia audit continued to evolve over the years, leading to the establishment
of the first Islamic bank in Dubai in 1975. To ensure strict adherence to Sharia principles, Dubai
Islamic Bank established a department to review its products and activities (Amaroh &

Masturin, 2018).

Subsequently, in 1991, the AAOIFI (Accounting and Auditing Organization for Islamic Financial
Institutions) was founded, and in June 1999, it introduced Governance Standard No. (3)
Internal Sharia Review. The primary objective of this internal Sharia review was "to ensure that
the management of an Islamic financial institution discharges their responsibilities in relation
to the implementation of the Sharia rules and principles as determined by the institution's

Sharia committee" (AAQIFI, 1999).

In 2019, AAOIFI issued a new standard, GS11 Internal Sharia Audit, superseding GS3 "Internal
Sharia Review." This change in terminology was intended to maintain consistency among

newer standards and align with industry practices, regulations, and governance standards

(AAOIFI, 2019).

AAOIFI's GS11, titled "Internal Sharia Audit," stands as the latest and most pertinent Sharia
audit standard. This standard represents a culmination of efforts to establish comprehensive
guidelines for conducting internal Sharia audits within Islamic financial institutions, aiming to

ensure effective adherence to Sharia principles and practices.

4.3 SHARIA AUDIT: A REVIEW OF LITERATURE

Upon conducting an extensive review of the academic literature on the subject, it became
evident that there is a notable dearth of research specifically dedicated to the internal Sharia
audit. Instead, the majority of existing studies primarily concentrate on the broader Sharia
governance framework, with limited attention given to the intricacies of the internal Sharia
audit itself. An intriguing observation is that none of the prior research has emphasised the

significance of harmonising the internal Sharia audit, an area that warrants deeper exploration.

Moreover, the absence of analyses pertaining to the extent of compliance with AAOIFI's
internal Sharia audit standards and the regulatory requirements governing the internal Sharia

audit in the GCC countries is noteworthy. These crucial aspects have been overlooked in past
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research efforts, resulting in a significant research gap regarding the comprehension and
examination of essential components of the internal Sharia audit within the context of the GCC,
where Sharia-based banking assets represent a substantial portion of total banking assets
(Akkas, 2017). To gain a comprehensive understanding of how the internal Sharia audit

operates in this particular region, it is imperative to address this research gap.

A survey undertaken by Mara et al. (2013) in both Malaysia and Indonesia aimed to investigate
the scope of Sharia auditing practices in Islamic financial institutions. The findings of the survey
revealed that Malaysia exhibits a more advanced level of development in Sharia audit
compared to Indonesia. The study emphasises that Indonesia has considerable ground to cover
to catch up with Malaysia's progress in Islamic finance, particularly in the realm of auditing

practices.

The findings we have discussed highlight a crucial point: the compliance and development of
the internal Sharia audit can vary significantly from one country to another. Each country may
have its own unique approach to implementing the internal Sharia audit function within its
Islamic banks. As a result, some countries may need to make significant improvements to

strengthen their internal Sharia audit mechanismes.

In simple terms, different countries have different levels of progress when it comes to their
internal Sharia audit practices. Some may already have robust systems in place, while others
may need to work on enhancing their audit processes within Islamic banks. This emphasizes
the importance of tailoring the internal Sharia audit to suit the specific context and regulatory
environment of each country. By doing so, we can ensure better adherence to Sharia principles

and bolster the overall governance framework in Islamic financial institutions.

On the other hand, Grais and Pellegrini (2006) argue that an independent and properly
functioning internal Sharia audit is indispensable for any Islamic financial institution. The
financial performance of the institution relies heavily on the trust and confidence of
stakeholders, and any loss of such confidence may lead to customers withdrawing their funds

and seeking alternative providers.

This research brings to light the vital significance of maintaining the independence of the

internal Sharia audit function within Islamic banks. It underscores how crucial it is for the audit
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process to be free from any external influences, ensuring objectivity and reliability in its
assessments. By upholding this independence, Islamic banks can instigate greater confidence
in their stakeholders, assuring them that the audit process is carried out with integrity and

without any bias.

Also, Sheila Ainon (2013) identified that the weakness in the Sharia compliant was attributed
to the lack of established internal Sharia audit frameworks. Additionally, Yazkhiruni &
Nurmazilah (2012) discovered that the internal Sharia audit has not been effectively
implemented in Islamic banks due to misconceptions among Sharia auditors regarding the

proper conduct of Sharia audits.

These findings are incredibly important as they bring to light significant weaknesses in Sharia
compliance resulting from the absence of an internal Sharia audit function. The first study
highlights the critical role of having this audit function in place within Islamic institutions to
closely monitor and enforce adherence to Sharia principles. Without such a mechanism, there
is a risk of non-compliance, which can compromise the institution's reputation and

trustworthiness in upholding Sharia standards.

Moreover, the second study raises a noteworthy concern, emphasizing that merely having an
internal Sharia audit function doesn't automatically guarantee full compliance with Sharia
principles. The effectiveness of the audit process relies on how well it operates, and this can
be influenced by misconceptions and misunderstandings among auditors about the actual
purpose and goals of the Sharia audit. Such misconceptions can hinder the audit's
effectiveness, leading to potential oversights or inadequate identification of non-compliant

practices.

In another study conducted by Ahmed and Khatun (2013), it was pointed out that none of the
Islamic banks in Bangladesh are fully compliant with the Sharia governance framework of
AAOIFI. This deficiency is primarily attributed to the absence of an internal Sharia audit. The
research suggests the need to enhance Sharia compliance levels across all banks in Bangladesh

by implementing measures to ensure uniformity and transparency in the Sharia report.

The research findings reveal a concerning state of affairs in the Islamic banking sector of

Bangladesh. According to the study, none of the Islamic banks in Bangladesh are in compliance
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with the AAOIFI governance standards. This means that each bank has its own unique structure

for handling the internal Sharia audit function, leading to a lack of consistency among them.

What's even more troubling is the fact that none of the Islamic banks in Bangladesh have
established an internal Sharia audit function. This is a significant oversight, as the internal
Sharia audit plays a crucial role in ensuring compliance with Sharia principles and maintaining

the banks' ethical integrity.

Another issue that the research highlights is the lack of uniformity and transparency in the
Sharia reports of Islamic banks in Bangladesh. The inconsistent and unclear presentation of
Sharia compliance information makes it difficult for stakeholders to assess the banks'

adherence to Sharia principles accurately.

Another scholarly endeavour undertaken by Kantakji et al. (2018) has identified several
significant challenges within the current Sharia governance framework in Malaysia. These
challenges include the absence of standardisation and harmonisation, insufficient Sharia audit
practices, and the concentration of Islamic banks on a limited number of Sharia Scholars who

control numerous Sharia committees.

This research holds significant importance as it effectively highlights the lack of harmonisation
and standardisation concerning the internal Sharia audit within the Islamic banking sector in
Malaysia. The absence of standardised practices becomes comprehensible in the absence of
reputable institutions issuing explicit guidelines and standards for the internal Sharia audit

function.

However, the striking aspect emerges when we consider the existence of robust standards,
such as AAQIFI, and yet none of the Islamic banks in Malaysia demonstrate compliance with
these prescribed benchmarks. This raises a notable question mark, inviting further scrutiny into
the factors contributing to this non-compliance and the implications it may hold for the overall

governance framework within the Islamic banking industry.

Furthermore, as highlighted by Hassan and Haridan (2019), the existence of an imbalance in
competency among Sharia Scholars and the absence of a proper Sharia audit framework within
the governance structure often lead Sharia committees to delegate their Sharia audit

responsibilities to the Sharia audit division. Consequently, the outcomes of the Sharia audit are
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submitted to them for approval. This passive approach observed among Sharia scholars raises
valid concerns pertaining to the independence of Sharia members and, consequently, poses
the risk of compromising the credibility and assurance provided by the Sharia audit to
stakeholders. The mere Sharia certificate of products by Sharia scholars within Islamic financial

institutions is inadequate to assert the bank's overall compliance with Sharia principles.

A more proactive approach is necessary, wherein an individual on the ground actively works as
the eyes and ears of the Sharia scholars, which is the role of the internal Sharia auditors. These
Sharia auditors ensure diligent oversight and verification, thereby guaranteeing the practical
implementation of the stipulations outlined in the Sharia certificate. This collaborative effort
between the scholars and Sharia auditors becomes imperative to fortify the credibility and
effectiveness of the Sharia audit, instilling greater confidence among stakeholders regarding

the institution's adherence to Sharia principles.

Recent research by Rahim et al. (2023) investigates the level of Sharia governance disclosure
among Islamic banks in Malaysia and the GCC, as well as its impact on financial performance.
Their findings suggest that Malaysian Islamic banks exhibit a higher degree of Sharia
governance disclosure compared to their counterparts in the GCC. This study highlights the
Sharia committee as the most significant determinant of financial performance, followed by
transparency and disclosure. These results underscore the importance of implementing
effective Sharia compliance practices to improve the financial outcomes of Islamic banks.
Rahim et al. (2023) emphasise the practical necessity for Islamic banks to enhance their Sharia
governance disclosure, particularly by incorporating certified Sharia auditors and increasing
transparency. The authors argue that these improvements not only align with Sharia principles
but also reinforce internal controls, enhance brand reputation, and improve accounting

practices within these institutions.

Kamaruddin et al. (2024) examine the issues and challenges in implementing Sharia audit
practices across various Sharia-based sectors in Malaysia, including the Islamic financial sector,
Islamic Capital Market, Islamic cooperatives, and public Sharia-based entities. The study
highlights the distinct challenges faced by each sector due to differing Sharia governance and
assurance practices. Through a series of focus group discussions involving 124 participants
from 76 Sharia-based institutions, the authors identify key issues hindering the effective
implementation of Sharia audit practices. Based on their findings, they propose three main
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strategies to enhance Sharia audit practices: nurturing Sharia governance and assurance,
developing sector-specific Sharia audit scopes, and enhancing the professionalisation of Sharia
auditors. This pioneering study contributes to the literature by providing a comprehensive
understanding of the challenges in Sharia audit practices across diverse sectors and offering

actionable strategies for improvement (Kamaruddin et al., 2024).

In another significant contribution, Abdullahi et al. (2024) explore the independence of Sharia
auditors in Islamic banks, focusing on its crucial role in ensuring the accurate application of
Islamic law. The study identifies the inherent challenges faced by Islamic banks, notably the
potential compromise of Sharia auditors' independence. Abdullahi et al. (2024) assert that the
Sharia audit process cannot be fully effective unless auditors are free from the influence of
senior management, particularly in regard to employment conditions and compensation
structures. The study advocates for enhancing auditor independence by enabling their
appointment and dismissal through state or Sharia supervisory bodies, such as Dar Al-Fatwa,
and by adhering to standards set by AAOIFI. These measures are essential to maintaining the
integrity and proper execution of Sharia compliance within Islamic banks, ensuring that audits

are conducted impartially and in accordance with Sharia principles.

The review of existing literature reveals several notable gaps in the field of internal Sharia audit.
First, there is an absence of comprehensive studies examining the current practices and
effectiveness of internal Sharia audit departments in the context of GCC countries. Most
research has focused on the Sharia Supervisory Committee, leaving a gap in understanding the
operational role of internal Sharia auditors. Second, the literature lacks an in-depth analysis of
the alignment between regulatory requirements in the GCC and international standards, such
as those set by AAOIFI. Third, there is limited exploration of the challenges faced by internal
Sharia auditors and recommendations for main stakeholders to improve internal Sharia audit

practices.

This study aims to bridge these gaps by providing a detailed assessment of internal Sharia audit
practices, evaluating the regulatory requirements of internal Sharia audits using the AAOIFI
internal Sharia audit standard as a benchmark, and offering recommendations for enhancing

the effectiveness of internal Sharia audits within GCC Islamic banks.
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4.4 AAOIFI's GS 11 - THE INTERNAL SHARIA AUDIT (ISA)

In December 2019, the Governance and Ethics Board of AAOIFI issued the AAOIFI’s Internal
Sharia Auditor Standard for Islamic Financial Institutions, replacing the previously issued GS 3
“Internal Sharia Review” from 1999. This standard was presented in Malaysia, Bahrain, and
Pakistan, and it provides guidance on the Sharia governance framework, handling conflicts of
interest, defining the audit scope, objectives, documentation, competency of internal Sharia

auditors, stages of the internal Sharia audit, and reporting requirements (AAOIFI, 2020).

Although AAOIFI's Internal Sharia Audit Standard is available, not all Islamic banks fully
implement it (Ahmed and Khatun, 2013). Some countries use it only as guidance, and the
standard is followed either fully, partially, or as guidance in several countries such as Bahrain,
Jordan, UAE, Kyrgyz Republic, Mauritius, Nigeria, Qatar, Oman, Pakistan, Sudan, Syria, and
Yemen. However, some countries do not consider this standard, and there is no harmonisation

between Islamic banks (AAOIFl.com, 2020b).

According to AAOIFI's GS11 standard, the internal audit department plays a crucial role in the
Sharia governance framework of Islamic financial institutions. It encourages compliance with
Sharia principles and provides an independent review to strengthen internal control and

manage Sharia non-compliance risk, thereby increasing stakeholders' trust.

AAOIFI's GS11 provides a framework for Islamic banks to effectively implement Sharia audit
alongside other functions in the Sharia governance framework, including Sharia compliance,

Sharia non-compliance risk management, and external Sharia audit.

AAOIFI defines the Internal Sharia Audit Department as "a functional part of the governance
organs of an Islamic financial institution, being independent of management, with a primary
objective to provide assurance to those charged with governance and the Sharia Supervisory
Committee in relation to the Islamic financial institution's adherence to Sharia principles and
rules." The Internal Sharia auditors are defined as "the individuals who perform the activities of

the internal audit department" (AAOIFI).

The distinction between the Internal Sharia Audit Department and the Sharia Compliance

Department is evident in AAOIFI's definition. The Internal Sharia Audit Department assesses
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the adequacy and effectiveness of intended controls to ensure adherence to Sharia guidelines,
while the Sharia Compliance Department is not independent function and it provides an
ongoing process of monitoring the bank's overall activities and Sharia compliance

environment.

It is important to note that the internal audit function is a different function to normal internal
audit. In the study conducted by Shetu and Karim (2020), it was emphasised that internal Sharia
auditors differ from regular auditors due to their heightened sense of accountability to all
stakeholders, including Allah (SWT), as Muslims believe in the concept of Muragabah, wherein
their actions are constantly observed by God. Consequently, Sharia audit assumes a significant
role in providing assurance to stakeholders regarding the Islamic institution's compliance with
Sharia principles. Despite facing certain challenges during its implementation, the study
suggests that these issues can be effectively addressed through the development of an

appropriate Sharia governance framework (Shetu and Karim, 2020).

The objective of the Internal Sharia Audit standard is to establish a framework for the internal
Sharia audit, facilitating proper and consistent Sharia audit practices in Islamic banks (Abdul

Rahim, 2011).

The AAOIFI's GS11 standard encompasses various aspects of Sharia audit:

4.4.1 Compliance, quality control and ethical requirements

According to the Internal Sharia Audit Standard set forth by AAOIFI, financial institutions
cannot claim compliance with the standard unless they fully implement all its requirements.
The standard mandates that internal Sharia auditors must adhere to the "Code of Ethics for
Accountants and Auditors of Islamic Financial Institution" issued by AAOIFI and the "Code of
Ethics" issued by the Institute of Internal Auditors (I1A). Additionally, the standard emphasises
the importance of quality control, requiring internal Sharia auditors to comply with the lIA’s

Quality Assurance and Improvement Program (QAIP).

As per the standard, the internal Sharia audit department is required to undergo regular quality
assurance and improvement assessments. These assessments must be carried out by an
independent team to ensure that the function operates in accordance with its designated

duties and responsibilities.
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From the perspective of religious legitimacy, Sharia scholars strongly advocate the
implementation of Sharia audits quality assurance as a means of providing assurance that
Islamic financial institutions' operations indeed adhere to Sharia principles, as asserted by Syed
Alwi in 2009. This quality assurance ensures the appropriate and correct conduct of Islamic
financial institutions' Sharia-compliant activities, as emphasised by Nawal et al. in 2009.
Furthermore, Sharia audits are instrumental in evaluating the procedures associated with each
product to ensure compliance with Sharia principles, as indicated by Zurina et al. in 2010.
Lastly, the quality assurance of Sharia audits plays a critical role in assessing the effectiveness
of Islamic financial institutions' internal control systems, as emphasised by Zurina and Supiah

in 2010.

AAOIFI's Sharia audit standard also emphasises the need for independence and objectivity in
the internal Sharia audit function. The objective is to ensure the function remains independent
from the executive team while remaining aligned with the institution. Consequently, the
internal Sharia audit function should refrain from engaging in operational activities related to
the first and second lines of defence and should have unrestricted access to all necessary

documents.

Alam et al. (2022) emphasised that the internal Sharia audit department in their research in
Bangladesh confronts significant challenges related to their independence and decision-
making authority while conducting Sharia audits. In this research the Sharia auditors encounter
limitations in addressing practical Sharia audit issues without interference and typically report
to the institution's management. This reporting structure restricts them from expressing

independent opinions without prior authorisation from the management.

Consequently, it is important to note that the mere presence of an internal Sharia audit
department within a financial institution does not automatically guarantee the independence
and effective functioning of the function. The findings from Alam et al. (2022) research
underscore the critical importance of addressing these challenges to ensure the integrity and

effectiveness of the internal Sharia audit.

Based on the above, The AAOIFI's Internal Sharia Audit Standard sets strict requirements for
financial institutions to claim compliance, mandating adherence to specific codes of ethics and

emphasising quality control through the internal audit's quality assurance program. Also,
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addressing the challenges related to independence is crucial for strengthening the internal

Sharia audit effectiveness.

4.4.2 Independence and objectivity

According to AAOIFI's GS11, the internal Sharia audit function is expected to operate with a
high degree of independence and objectivity. To achieve this, the function should have
complete and unrestricted access to all relevant documents and information within the
organization. In order to strengthen the independence of the internal Sharia audit, it is crucial
for both the audit committee and the Sharia committee to provide their unwavering support
to the function. Effective and open communication channels should be established between

the Sharia auditors and the management to facilitate a seamless flow of information.

Furthermore, the internal Sharia audit function must refrain from engaging in operational
activities. Its primary responsibility lies in conducting thorough and impartial audits, and the
auditors should report their findings based on the work performed in an objective manner.
This ensures that the conclusions drawn from the audits are based on rigorous assessment and

adherence to Sharia principles, without any influence from operational or managerial affairs.

Mautz and Sharaf (1961) noted that independence, in its essence, encompasses two facets:
independence of mind, which pertains to the auditor's mental disposition and capacity to
exercise autonomy in audit planning and execution, and independence in appearance, which
refers to stakeholders' perceptions regarding the auditors' autonomy. Therefore, it is
imperative that internal Sharia auditors preserve their full independence without bias towards
the audited entity and project an appearance of impartiality to improve trust among those

reliant on the Sharia audit outcomes.

4.4.3 Internal Sharia audit: objectives and organisational structure

According to AAOIFI internal Sharia audit standard, the main goal of the internal Sharia audit is
to provide assurance to all stakeholders of the Islamic financial institution regarding
compliance with Sharia principles. Additionally, the internal Sharia audit aims to assure the
suitability of the Sharia governance framework, the adequacy of internal Sharia controls for
managing Sharia non-compliance risk, and the acceptability of Sharia non-compliance risk

assessment criteria.
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In the comparative analysis between internal audit and internal Sharia audit, Roszaini (2010)
highlights distinct goal for each. The internal audit function serves to offer assurance that the
overall operations of Islamic banks are functioning efficiently and effectively. On the other
hand, the internal Sharia audit is specifically designed to provide assurance that the entirety of

processes within the Islamic bank aligns with the principles of Sharia.

The standard also stipulates that the audit committee of the Islamic financial institution has
the responsibility of overseeing the internal Sharia audit function and ensuring its
effectiveness, with input from the Sharia Supervisory Committee on an as-needed basis. The
internal Sharia audit function can operate as a separate department, or be integrated into the
internal audit department, or be outsourced. However, the head of the internal Sharia audit
should report directly to the audit committee with a dotted-line reporting relationship to the

SC.

According to AAOIFI, the aforementioned reporting lines will empower internal Sharia auditors
within the institution and ensure their independence. Isa et al. (2020) highlighted various
significant concerns in the practice of internal Sharia audit in Malaysia, including the lack of an
independent Sharia audit report, the absence of a standalone Sharia audit framework, and the
shortage of competent Sharia auditors. However, the study also revealed a promising outlook
for Sharia audit as a potential marketable career in the future in the Malaysian market. Based
on the findings of this research, it is regrettable that not all internal Sharia auditors currently

operate independently from the management within their respective institutions.

According to AAOIFI, the head of internal Sharia audit is also responsible for developing a Sharia
audit plan, drafting policies and procedures for the Sharia audit team, and ensuring the
efficient and effective functioning of the internal Sharia audit. In a study conducted by Rahman
et al. (2018) in Malaysia, it was observed that Sharia audit is often limited to Sharia product
compliance. Additionally, the absence of structured Sharia audit documentations and
standardisation in the auditing process across various Islamic banks can create challenges for
stakeholders in comparing Sharia compliance reports. As a result, this situation may hinder

informed decision-making on the compliance with the Sharia principles.
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4.4.4 Human resources for internal Sharia audit

As per AAOIFI GS11, the audit committee holds the responsibility of ensuring the presence of
a competent and qualified head of the internal Sharia audit department. This entails selecting
an individual with appropriate qualifications and experience in Sharia auditing. Subsequently,
the appointed head of Sharia audit assumes the responsibility of assembling a capable team
for the department and ensuring that its members receive regular and relevant training. The
training provided should primarily focus on audit techniques and Islamic financial transactions.
Moreover, the staff members should possess the necessary knowledge, skills, and

competencies required to effectively conduct routine internal Sharia audits.

Previous studies have highlighted multiple factors contributing to the inadequate
implementation of internal Sharia audit practices in Islamic banks. One significant reason is the
insufficient understanding among internal Sharia auditors regarding the appropriate
methodologies to conduct Sharia audits (Yazkhiruni & Nurmazilah, 2012). Moreover, it has
been observed that certain Islamic banks experience weakened Sharia governance
frameworks, resulting in insufficient training being provided to their internal Sharia audit
teams, as documented by Sheila Ainon (2013). These factors collectively underscore the
importance of addressing knowledge gaps and enhancing the overall effectiveness of internal

Sharia audit practices in the Islamic banking sector.

4.4.5 Principal procedures

The AAOIFI’s internal Sharia audit standard delineates the duties of the Head of internal Sharia
audit in formulating an internal Sharia audit charter, an internal Sharia audit manual, and
periodic Sharia audit plans. The Sharia audit charter encompasses four key elements: the
statement of purpose and objectives, a concise summary of the internal Sharia audit's scope
and responsibilities, the structure and reporting line, and the procedural framework for the

internal Sharia audit, along with reporting expectations.

On the other hand, the internal Sharia audit manual should incorporate a minimum of five
components, including the internal Sharia audit process, tools and methodologies employed

during the internal Sharia audit, the mechanism for reporting and rating criteria, a risk matrix
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and summary of controls, and lastly, the ethical and professional requirements governing the

internal Sharia audit activities.

The AAOIFI's GS11 standard emphasises the significance of having a Sharia audit charter and a
Sharia audit manual, outlining the required titles for both documents. However, the standard
falls short in providing concrete examples of these documents. This lack of practical
illustrations may indicate that even the AAOIFI itself may not possess a fully crystallised vision
of the specific content and structure of these documents. As a consequence, this dearth of
detailed guidance could lead to inconsistencies and discrepancies in the practices of internal
Sharia auditors across various institutions. Standardising these documents with specific
examples could enhance harmonisation and promote a more unified approach to conducting

internal Sharia audits within Islamic financial institutions.

In the context of Sharia audit practices within Islamic financial institutions are mainly in
Malaysia, and the existing literature has predominantly focused on examining various aspects
such as the scope, competency, working methodologies, and the prevailing framework
employed to conduct Sharia audits (Nawal et al. 2009; Nik Shahrizal 2012; Yazkhiruni &
Nurmazilah 2012). Nevertheless, it is noteworthy that there is a dearth of research studies
pertaining to Sharia audit practices in the GCC countries. As of the current literature review,

no relevant studies have been identified that specifically address this subject in the GCC region.

In accordance with AAOIFI's internal Sharia audit standard, the formulation of systematic
annual and periodic plans is the responsibility of the Head of Internal Sharia Audit. These plans
necessitate approval from both the Sharia Supervisory Committee and the audit committee.
The standard mandates that the internal Sharia audit be conducted at least on an annual basis,
aligning with the approved plans to ensure the regular assessment of Sharia compliance within

the Islamic financial institution.

Shahar et al. (2018) emphasise the significance of maintaining documentation of Sharia audit
department and implementing a comprehensive Sharia audit control system to achieve the
objective of continuous and sustainable performance enhancement. Moreover, according to
Shahar et al. (2018), the continuous improvement of Sharia audit practices and

documentations is essential to foster greater accountability, transparency, and
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trustworthiness among Sharia auditors. This approach ensures a higher level of confidence in

the integrity and reliability of Sharia auditing processes.

The findings of this study reveal a significant relationship between the presence of proper
documentation and the level of confidence in the integrity and reliability of the internal Sharia
audit. The availability of comprehensive and well-maintained documentation plays a crucial
role in instilling trust among stakeholders in the accuracy and effectiveness of the internal
Sharia audit process. This relationship underscores the importance of maintaining robust
documentation practices as a means to enhance the credibility and assurance provided by the

internal Sharia audit function within the Islamic financial institution.

4.4.6 Engagement audit - process flow

The AAOIFI’s internal Sharia audit standard outlines a twelve-step Sharia audit cycle, which

includes the following stages:

1. Planning: The Head of internal Sharia audit should identify the auditors and allocate
time for each Sharia audit. They should determine the scope, required documents, and
checklists, and review relevant materials like meeting minutes, Sharia standards, and
Fatwas from previous audits.

2. Risk assessment: The Head of internal Sharia audit should conduct a risk assessment
for each audited area.

3. Materiality assessment: This assessment should consider incidents that could
significantly impact stakeholders' decisions.

4. Sampling: The internal Sharia audit team must select an appropriate sample that
encompasses critical areas.

5. Internal Sharia controls assessment: The internal Sharia audit team evaluates the
effectiveness and stability of existing controls, gathering sufficient evidence.

6. Internal Sharia controls testing: The internal Sharia audit team assesses employees'
knowledge of Sharia principles, observes processes, asks relevant questions, and tests
controls.

7. Evaluation of main observations: The internal Sharia audit team evaluates observations

and may expand the sample size if necessary.
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8. Assessing residual risk: The Islamic financial institution should maintain a zero-
tolerance policy for major Sharia non-compliance risks. Therefore, the internal Sharia
audit team evaluates any remaining Sharia non-compliance risk after their efforts to
identify and mitigate significant risks.

9. Implementing detailed procedures: The internal Sharia audit team considers
developing detailed procedures in audited areas to address Sharia non-compliance
risks.

10. Closing meeting: Significant observations are discussed with relevant departments to
agree on an action plan to resolve audit issues within a specific timeframe.

11. Reporting audit observations: The draft report is shared with the auditee to incorporate
their official action plan to close audit issues.

12. Issuance of final reports and audit ratings: After receiving the auditee's action plan, the
internal Sharia audit issues the final audit report with their recommendation for the

rating. The final rating is reviewed and approved by the Sharia Supervisory Committee.

Through a review of the existing literature, it becomes evident that a comprehensive process
to enhance stakeholders' confidence in the adherence of Islamic banks to Sharia principles is
noticeably missing. This gap raises concerns regarding the potential risk of non-compliance
with Sharia principles faced by Islamic banks. Such non-compliance could have a substantial
impact on the credibility of these banks as institutions committed to upholding the rules and
principles of Sharia (Nik Shahrizal, 2012). This highlights the pressing need for harmonisation
approach to internal Sharia audit to strengthen Sharia audit and ensure compliance within

Islamic banks.

4.4.7 Documentation and tools

As per the AAOIFI's internal Sharia audit standard, it is essential for all documentation,
evidence, and policies to align with international best practices. Sufficient and appropriate
documentation should be maintained in connection with the internal Sharia audit to enable
auditors to draw sound conclusions. All relevant evidence, conclusions, comments from the
Sharia Supervisory Committee, and management's action plan should be thoroughly
documented in the audit report. Additionally, AAOIFI advocates the use of relevant software

to enhance and support the internal Sharia audit function. Regarding the rating mechanism,
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AAOIFI recommends that the internal Sharia audit function collaborates with the Sharia
Supervisory Committee to establish a rating system that evaluates the institution's compliance

with Sharia principles.

Upon examination of the aforementioned points, it is evident that AAOIFI's GS11 lack specificity
in defining the concept of "internal best practices," leaving room for interpretation among
practitioners. Additionally, their recommendation to utilise relevant software to enhance the
Sharia audit does not provide any specific software suggestions, leading to uncertainty in
implementation. Furthermore, the absence of a recommended rating system for the internal
Sharia audit adds to the unclear requirements, potentially hindering practitioners'
understanding and execution of the process. These ambiguities in the guidelines may not
adequately assist and support practitioners in the market, emphasising the need for clearer
and more detailed guidelines in these areas to enhance the effectiveness and standardisation

of the internal Sharia audit process.

In the research conducted by Shafii et al. (2010), it was emphasised that internal Sharia audit
plays a significant role in addressing Sharia non-compliance risk in Islamic banks. The Sharia
supervisory committee is responsible for issuing a Sharia certificate before the Islamic banks
can offer any products. However, the committee heavily relies on the information provided by
the internal Sharia auditor to assess the actual compliance of the Islamic banks. This evaluation
encompasses various operational aspects, such as documentation, reporting, policies,

procedures, and meeting minutes.

Based on the above study, in order to furnish stakeholders with more comprehensive
information, it is essential that Sharia auditors possess a clear understanding of best practices,
utilise appropriate software for conducting the internal Sharia audit, and have a well-defined
recommended rating system. Addressing these factors will enhance the effectiveness and
reliability of the internal Sharia audit process and further bolster stakeholders' confidence in

the Sharia compliance of Islamic banks.

4.4.8 Reporting

As per AAOIFI's GS11 standard, the internal Sharia audit report should be submitted to both

the audit committee and the Sharia Supervisory Committee, evaluating the institution's
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adherence to Sharia principles, at least annually. The contents of the “internal Sharia audit
report” are specified by the standard, encompassing elements such as the title, addresses of
the recipients, the overall scope of the internal audit department, the Sharia auditor's opinion
on the institution's compliance with Sharia principles, and a concise summary of completed
engagements since the last report, including key observations with ratings for each
engagement. The report should also include an assessment of the Sharia governance
framework and the Sharia non-compliance risk, a brief on the internal Sharia audit

department's performance, and any updates to the Sharia audit plan.

In addition to the audit report, the internal audit report should provide an “engagement
report” to the audited entity, containing elements such as the title, addresses of the recipients,
the scope and period covered in the audit, the Sharia auditor's opinion on compliance with
Sharia principles in the audited entity, the audit rating, a summary of key observations, and
updates on previous Sharia audit issues, along with management's and the Sharia Supervisory

Committee 's comments, if applicable.

Based on the above, the internal Sharia auditor is required to prepare two distinct reports,
each serving a specific purpose. The first report is intended for the Sharia Supervisory
Committee and the audit committee, providing them with detailed insights into the findings
and outcomes of the Sharia audit process. The second report is designated for the audited
entity, conveying relevant information pertaining to the audit outcomes specific to the

department/function under review.

Although the AAOIFI offers guidelines on the content of these reports, it lacks concrete
examples toillustrate their format and actual content. Consequently, this limited guidance may
result in inconsistencies between the internal Sharia audit reports produced by different
Islamic banks. The absence of comprehensive exemplars may lead to variations in reporting
practices, potentially hindering comparability and standardisation across the industry. To
address this concern, it would be beneficial for the AAOIFI to provide more detailed and
illustrative examples of both types of reports, facilitating greater consistency and

harmonisation in internal Sharia audit reporting practices among Islamic banks.

In study conducted by Puad and Rafdi (2015) to compare the Sharia audit report in Malaysia,

Pakistan and Bahrain highlighted that the utilisation of different guidelines for Sharia audit
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reports leads to diverse presentations and disclosures. To enhance public confidence in Islamic
banking and effectively achieve Sharia compliance goals, there is a crucial need for ensuring
the disclosure of pertinent information. The research further indicates that the
implementation of a comprehensive Sharia audit framework can play a significant role in
accomplishing these objectives. Ultimately, prioritising transparency through enhanced
disclosures holds the potential to benefit stakeholders and positively impact the Islamic

banking industry.

According to AAOIFI’'s GS11 standard, the management and the Board of directors are
accountable for guaranteeing adherence to Sharia principles within financial institutions and
resolving all outstanding audit issues within agreed-upon timelines. Prior to commencing any
new engagement, the internal Sharia auditor should engage with the entity to review and

discuss prior audit observations.

By clearly delineating roles and responsibilities, the management and board of directors
assume primary accountability for upholding Sharia compliance within the Islamic bank. The
internal Sharia auditor, in turn, plays a pivotal role in ensuring that any historical Sharia none
compliance concerns are rectified before conducting subsequent Sharia audit activities. This
distinct allocation of responsibilities helps to reinforce the effectiveness of the Sharia audit

process and promotes a robust adherence to Sharia principles within the institution.

4.4.9 Fit and proper criteria

According to AAOIFI’'s GS11 standard, the individual leading the Internal Sharia Audit
Department preferably possess over a decade of experience along with a university degree or
relevant professional qualifications, preferably in accountancy audit, internal audit or Sharia
audit. The head of the department is expected to have an understanding of Islamic finance and
understanding of Islamic financial transactions (Figh al-Muamalat). Approval from the
institution's Sharia Supervisory Committee and, if applicable, from the regulator is necessary
to ensure that the appointed individual possesses the necessary expertise and skills to fulfil

their responsibilities effectively.

It is important to note that AAOIFI's GS11 standard presents certain ambiguities regarding the

requirements for the head of the internal Sharia audit. The standard uses the term "preferably"
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when referring to the desired qualifications and years of experience, without providing a
definitive mandate for these prerequisites. Moreover, concerning the understanding of Islamic
financial transactions, the standard merely mentions a general level of understanding of Figh
al-Muamalat, leaving room for interpretation and potential variations in the expected

proficiency.

Shafii et al. (2014) highlights shortcomings in Sharia audit within Islamic financial institutions,
leading to dissatisfaction among the public and Islamic bank customers. To address this, they
propose providing formal Sharia audit training for auditors and enforcing the requirement for
the Certified Sharia Advisor and Auditor credential from AAOIFI. These measures aim to
improve Sharia audit quality and enhance stakeholders' confidence in Islamic financial

products and services.

It is noteworthy that AAOIFI's GS11 standard does not make any specific reference to Certified
Sharia Advisor and Auditor qualification, nor does it mandate that the head of the internal
Sharia audit possess this credential. Despite the recognition of the importance of such a
qualification by Shafii et al. (2014), the GS11 standard does not explicitly require it for the
leadership position in the Internal Sharia Audit Department. As a result, this credential remains
optional and not obligatory for individuals serving in the role of the internal Sharia auditors as

per the AAOIFI guidelines.

In a study, conducted by Alam et al. (2017), focused on evaluating the competencies essential
for Sharia auditors within Pakistan's Islamic finance industry. The research findings highlight
the insufficient establishment of the necessary knowledge regarding Sharia audit. Additionally,
the study uncovers a notable proportion of Sharia auditors who lack the appropriate

experience and qualifications in the fields of Sharia audit and Islamic banking.

The situation of auditors lacking adequate experience and qualifications may be attributed to
the lack of clarity regarding the requirements for internal Sharia auditors outlined in the AAOIFI
standards. According to AAOIFI's GS 11, any individual engaged in regular auditing can assume
responsibility for conducting Sharia audits, provided they possess a basic understanding of
Sharia and are approved by the institution's Sharia committee. The ambiguity in the standard's

requirements may have led to the inclusion of individuals without specialised expertise and
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experience in Sharia audit, which, in turn, could explain the identified issues in the competence

and qualifications of Sharia auditors reported in the study by Alam et al. (2017).

Furthermore, the Islamic banking industry is facing a challenge in nurturing a new generation
of internal Sharia auditors, as highlighted in a study conducted by Khalid et al. (2019). The
research explored the awareness of internal Sharia audit among undergraduate students in
Malaysia. The study findings revealed that accounting students exhibited a limited
understanding of Sharia audit; however, they displayed a strong desire to enhance their
knowledge in this area. The students stressed the significance of having qualified auditors with

ample expertise in Sharia to effectively conduct internal Sharia audits.

The research findings presented by Khalid et al. (2019) demonstrate that possessing knowledge
in accounting does not guarantee an individual's ability to comprehend and effectively conduct
internal Sharia audits. The complexities and specificities involved in Sharia compliance

necessitate specialised expertise and training beyond generic accounting knowledge.

In an alternative academic investigation undertaken by Islam and Abdullah (2015), the focus
was on determining the knowledge and skills essential for conducting internal Sharia audits.
The study emphasised that The Holy Qur'an and Hadith (the primary sources of Sharia as they
explained in the second chapter) can be invaluable sources for guiding audit practices,
especially when integrated with traditional auditing knowledge. Moreover, it highlighted the
necessity for comprehensive efforts, involving devout individuals, to develop a specialized
compilation based on selected Qur'anic verses, Sunnah, and divine messages. Initiatives aimed
at cultivating a God-fearing mind-set among stakeholders and the implementation of divine
message-based course curricula in diverse domains, including accounting and auditing, were

also underscored.

Also, in the study conducted by Khalid et al. (2017), a significant and positive correlation was
found between competency, work performance, and the effectiveness of internal Sharia audit.
The research emphasised that possessing professional certification and skills emerged as the
key competency factor influencing effectiveness. Additionally, the availability of sufficient
information for Sharia auditors to form a sound opinion was identified as another important

contributor to the effectiveness of Sharia audit. These findings underscore the importance of

79



both competency and access to pertinent information in ensuring the successful execution of

internal Sharia audit practices.

4.5 SUMMARY

This chapter undertakes a comprehensive analysis of AAOIFI's governance standard number
eleven, which relates to the internal Sharia audit. The exploration commences with a historical
inquiry into the Sharia audit from a Sharia perspective. While the primary and secondary
sources of Sharia do not explicitly mention the Sharia audit, its origins can be traced back to
the practices of Prophet Muhammad (PBUH) and the subsequent caliphates. Rooted in the
concept of Hisbah, signifying "enjoining good and forbidding wrong," the Sharia audit evolved
over time, finding culmination with the inception of the first Islamic bank in Dubai in 1975.
Tasked with ensuring adherence to Sharia principles within the Dubai Islamic Bank, the role of

the Sharia auditor emerged.

Subsequently, in 2019, AAOIFI introduced a revised internal Sharia audit standard, supplanting
the earlier internal Sharia review standard. This new standard designates the internal audit
department as a crucial component within the Sharia governance framework of any Islamic
financial institution, entrusted with fostering Sharia compliance and furnishing an independent

assessment.

Upon closely examining AAOIFl's GS 11 standard, it becomes evident that despite its
emergence as a replacement for the outdated internal Sharia review standard, it retains areas
necessitating improvement. For instance, the standard introduces concepts such as the
internal Sharia audit manual, internal Sharia audit charter, internal Sharia audit report, and
engagement Sharia audit report. However, it restricts itself to prescribing the titles of these

documents without providing concrete exemplars or templates.

In light of the aforementioned analysis, while AAOIFI's standard represents a commendable
starting point for Islamic banks to comprehend the foundational requisites of the internal
Sharia audit function, it does reveal room for enhancement. The subsequent chapter will delve
into an assessment of the regulatory framework governing the internal Sharia audit in the GCC,

a region of paramount significance in the realm of Islamic banking.
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CHAPTER 5: THE REGULATORY FRAMEWORK OF THE INTERNAL SHARIA
AUDIT IN THE GCC

5.1 INTRODUCTION

The previous chapter cantered on an examination of prior scholarly investigations pertaining
to internal Sharia audit, coupled with an analytical assessment of AAOIFI's internal Sharia audit
standard. Nonetheless, the previous chapter primarily underscored theoretical aspects,
neglecting exploration of practical applications. In accordance with the standards set forth by

AAOIFI, it is obligatory for all Islamic banks to establish an internal Sharia audit function.

Given the variation in regulatory frameworks and stipulations on a global scale, a
comprehensive evaluation of the regulatory structure governing Sharia audit becomes
essential to check its compatibility with the internal Sharia audit standards published by
AAOIFI. An optimal choice for this assessment lies within the GCC region, where the alignment
between regulatory framework and internal Sharia audit standards can be effectively
investigated. This regional focus is particularly suitable considering that the GCC countries
collectively command a substantial share, exceeding 40%, of the global Islamic banking assets
(REFINITIV, 2022). This unique positioning makes the GCC region a key and influential area for

studying the interaction between regulatory norms and internal Sharia audit practices.

This chapter aims to highlight the regulatory landscape related to banking, the Sharia
governance framework requirements, and the requirements related to the internal Sharia
audit in the GCC region. The primary objective is to offer the researcher and readers a clear
understanding of how the internal Sharia audit function for Islamic banks operates within the

GCC.

5.2 GCC COUNTRIES

The GCC is a political and economic alliance of six countries in the Middle East: Saudi Arabia,
United Arab Emirates, Kuwait, Qatar, Bahrain, and Oman. It was established on May 25, 1981,
with the goal of fostering cooperation and coordination among its member states in various

fields, including economics, defence, security, and culture. The GCC is headquartered in
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Rivadh, Saudi Arabia, and operates through various institutions, including the Supreme Council,

Ministerial Council, and Secretariat General (GCC, 2021).

Economically, the GCC member states are major oil and gas producers, and the GCC has been
instrumental in promoting economic integration and coordination among its members. The
GCC has implemented various economic initiatives, such as the Gulf Common Market, which
aims to remove trade barriers and promote the movement of goods, services, and capital
among member states. The GCC also launched a unified currency initiative, known as the Gulf
Monetary Union, with the goal of establishing a single currency for the member states, but it

has not yet been implemented (Kechichian, 2018).

Based on Refinitiv's analysis, the year 2021 witnessed a significant presence of Islamic banking
within the domain of Islamic finance, constituting a substantial proportion of the overall assets.
The estimated value of approximately USS2.8 trillion accounted for about 70% of the total
Islamic finance assets. Notably, the GCC region emerged as a prominent force, representing
43% of the global Islamic banking assets. This noteworthy concentration of assets within the
GCC region underscores the robustness of its Islamic banking infrastructure and underscores
its pivotal role as a key contributor to the growth and development of the broader Islamic

finance industry (REFINITIV, 2022).

While the GCC countries share a common goal of regional economic cooperation, they have
distinct financial systems and regulatory frameworks. Each GCC country has its own regulatory
requirements, monetary agencies and financial authorities. For example, Saudi Arabia has the
Saudi Arabian Monetary Authority (SAMA) as its central bank, which is responsible for
monetary policy, issuance of currency, and regulation of the banking sector. The United Arab
Emirates (UAE) has the Central Bank of the UAE, which performs similar functions as SAMA.
Other GCC countries like Kuwait, Qatar, Oman, Bahrain, and Qatar also have their respective

central banks or monetary agencies.

In addition to central banks, each GCC country has its own financial regulatory authorities, such
as the Capital Market Authority (CMA), Insurance Authority, and other regulatory bodies that
oversee specific sectors of the financial industry within their jurisdictions. These regulatory

authorities are responsible for ensuring compliance with Sharia requirements for Islamic
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financial institutions, financial regulations, supervising financial institutions, and safeguarding

the stability and integrity of the financial systems in their respective countries.

When it comes to Sharia principles, the Sharia is applied primarily in the areas of family law,
inheritance law and criminal law. For example, in Saudi Arabia, Islamic law is used to enforce
strict punishments for certain crimes, such as amputations for theft and floggings for alcohol
consumption (Alhaidan et al, 2022). However, the Sharia is not fully applied to the financial law
as in Sharia, as highlighted in chapter 2, it is strictly prohibited to deal with interest and many
banks in the GCC, including Saudi Arabia, are authorised and regulated by the government to

charge and pay interest.

Also, in Qatar, conventional banks are generally not allowed to offer Islamic banking products,
as according to the Qatar Central Bank (QCB) there is a clear distinction between conventional
banking and Islamic banking due to Sharia principles. Conversely, the Central Bank of Oman
(CBO) has established a regulatory framework for Islamic banking, and this framework allows
conventional banks to offer Islamic banking products and services alongside their conventional
banking activities, provided they obtain the necessary approvals from the Central Bank of

Oman and comply with the applicable regulations.

Based on the above there may be similarities in the regulatory frameworks and financial
systems among the GCC countries, but there are also differences in terms of specific
regulations, laws, and practices in each country for Islamic banks. Therefore, it is essential to
understand the specific regulatory environment for the internal Sharia audit in each GCC

country before conducting any interviews with the practitioners.

5.3 BAHRAIN

5.3.1 Banking Regulation overview

Bahrain, a small island nation in the Middle East, is recognised as a prominent financial centre
in the Gulf region, with a well-established and robust banking sector. The country has
implemented a comprehensive regulatory framework to ensure the stability, transparency,

and growth of its banking industry, which is overseen by the Central Bank of Bahrain (CBB).
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Bahrain had a stronger influence from the English legal system compared to other countries in
the GCC (Al-Suwaidi, 1993: 292-293). Nevertheless, after gaining independence in 1971,
Bahrain underwent significant legal development, enacting substantive and procedural laws
while also recognizing Sharia as a principal source of legislation, as explicitly stated in Article 2
of its Constitution (page 148). Article 76 of the 1987 Commercial Law in Bahrain expressly
permits the levying of interest charges on commercial loans. Nevertheless, it stipulates that
the interest rate must be established by the Bahrain Monetary Agency, as stipulated by the
legislation (Al-Suwaidi, 1993: 292).

The banking regulation in Bahrain is governed by several key laws, including the Central Bank
of Bahrain and Financial Institutions Law (CBB Law). The CBB plays an important role in
regulating and supervising the banking sector in Bahrain. It operates as the primary regulatory
authority responsible for granting licenses to banks and financial institutions, setting prudential
regulations, conducting on-site and off-site inspections, and enforcing compliance with
applicable laws and regulations. The CBB also issues guidelines and circulars on various aspects
of banking operations, risk management, capital adequacy, and customer protection, among

others (Laws & Regulations, 2023, Central Bank of Bahrain).

5.3.2 Islamic Banking Regulation overview

Islamic banks in Bahrain are subject to regulatory requirements that align with conventional
banks, but also encompass specific obligations related to Sharia compliance. The Central Bank
of Bahrain (CBB) has established the Centralised Sharia Supervisory Board (CSSB), an
independent body responsible for ensuring Sharia compliance among Islamic banks (CBB,
2015). This board consists of renowned Sharia scholars who provide expert guidance and

review the banks' operations, products, and services to ensure adherence to Sharia principles.

The Sharia governance requirements for Islamic banks in Bahrain, as outlined in the CBB

Rulebook Volume 2: Islamic Banks, include:

1. Sharia Supervisory Committee (SSC): Islamic banks must establish an independent
Sharia Supervisory Committee composed of Sharia scholars to ensure compliance with

Sharia principles.
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Internal Sharia Audit: Regular and independent Sharia compliance audits of the banks'
operations, products, and services must be conducted by the Sharia Supervisory
Committee or an approved external Sharia audit firm.

Sharia Governance Framework: Islamic banks must establish a robust Sharia
governance framework that clearly defines the roles and responsibilities of the Sharia
Supervisory Committee, internal controls, and reporting mechanisms.

External Sharia Audit: Islamic banks are required to undergo regular Sharia audits by an
approved external Sharia audit firm to assess compliance and provide independent
assurance.

Compliance with AAOIFI Standards: Islamic banks in Bahrain must adhere to the

governance standards set by AAOIFI, as mandated by the CBB (CBB, 2014).

Taking the aforementioned into consideration, the Sharia governance requirements have been

established to ensure that Islamic banks operate in accordance with Sharia principles and

maintain the integrity of the Islamic financial system. These requirements have been put in

place to ensure the credibility of the internal Sharia audit and to enhance public trust in the

legitimacy of Islamic banks.

5.3.3 Internal Sharia audit

In 2017 the CBB issued the Sharia Governance Module (Module SG) containing rules related to

Sharia governance for licensed Islamic banks in Kingdom of Bahrain (CBB, 2017). The internal

Sharia audit requirements in the Sharia Governance Module include the following:

1.

2.

Every Islamic bank in Bahrain is mandated to establish an internal Sharia audit
department that directly reports to the Sharia committee and holds administrative
accountability to the CEO.

The management, in collaboration with the Sharia Committee, is responsible for
devising the guidelines, procedures, and manual for the internal Sharia audit
department. All of these components must secure approval from the board of
directors. Per SG-4.1.2 of the CBB, these documents must incorporate various
elements, including a declaration of purpose, authority, and responsibilities. It should
be explicitly outlined that the internal Sharia audit staff do not wield executive powers

over the processes they review.
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3. The chief of the internal Sharia audit is tasked with ensuring that the respective Islamic
bank complies with Sharia principles, abides by the Fatwas issued by the Sharia
committee, adheres to the Sharia standards set forth by AAOIFI, and follows the Sharia
policies and procedures established by the bank.

4. The appointment of the head of the internal Sharia audit is the responsibility of the
management, with the consent of the Sharia committee and in consultation with the
audit committee. Additionally, in cases where the head of the internal Sharia audit
function departs from the role, whether due to resignation, suspension, or dismissal,
Bahraini Islamic bank licensees are obligated to promptly notify the CBB.

5. Unrestricted access to documents, reports, and related materials is granted to the
internal Sharia audit function.

6. The head of the internal Sharia audit is accountable for preparing the Sharia audit
report, which is then submitted to the Sharia committee, the audit committee, and the
CEO.

7. The Sharia committee must be consulted to resolve any disagreement related to Sharia
matters between the management and the head of internal Sharia audit

8. The internal Sharia audit plan must be approved on annual bases by the Sharia
committee.

9. The internal Sharia audit planning process entails developing an audit program,
gathering background information, defining objectives and scope, acquiring relevant
documents, allocating necessary resources, facilitating communication, conducting

surveys, and creating a risk-based audit plan for a Bahraini Islamic bank licensee.

Building upon the aforementioned points, within Bahrain, adherence to the governance
protocols set forth by AAOIFI is obligatory for Islamic banks, in accordance with directives from
the CBB. Furthermore, in accordance with Bahraini legislation, every Islamic bank operating in
the nation must institute an internal Sharia audit unit, directly answerable to the Sharia
committee and holding administrative responsibility under the CEO. Nevertheless, this
mandate deviates from AAOIFI's governance criterion, which specifies that the internal Sharia
audit division should report directly to the audit committee, while maintaining a secondary

reporting line to the Sharia committee.
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The deviation from AAQIFI's governance standard, where the audit department reports solely
to the Sharia Supervisory Committee without any reporting line to the audit committee, can
result in a lack of enforcement in addressing audit-related issues. This misalighment may
hinder the effective resolution of audit concerns and weaken the overall control and oversight

mechanisms within the Islamic banks.

To ensure robust governance and compliance, it is essential for the internal Sharia audit
department to report directly to the audit committee, in line with AAOIFI's standard. This
reporting structure facilitates independent and objective oversight of the audit function,
enabling a comprehensive evaluation of Sharia compliance and the identification of any
potential non-compliance issues. By adhering to AAOIFI's governance standards, Islamic banks
can enhance their internal control systems, strengthen the implementation of corrective

measures, and bolster the effectiveness of the Sharia audit process

5.4 UNITED ARAB EMIRATES

5.4.1 Banking Regulation overview

The UAE is known for its modern cities, dynamic economy, and rich cultural heritage. The UAE
is comprised of seven emirates, namely Abu Dhabi, Dubai, Sharjah, Ajman, Umm Al Quwain,
Ras Al Khaimah, and Fujairah, each with its unique characteristics and attractions (The United
Arab Emirates' Government portal, 2023). The UAE has experienced rapid economic growth,
driven by its oil reserves, as well as its diversification efforts into sectors such as tourism, real
estate, finance, and logistics. The UAE has a diverse population, with people from various
nationalities living and working in the country. The UAE's cultural landscape is influenced by its
Arab heritage, as well as the presence of expatriate communities from around the world,

making it a vibrant and cosmopolitan society (Papadopoulou, 2022).

Banking regulation in the UAE is a critical component of the country's financial system, which
plays a crucial role in supporting its economy and facilitating international trade and
investment. The UAE has established a robust regulatory framework that governs its banking
sector, ensuring stability, and compliance with international standards. The Central Bank of the

UAE is the primary regulatory authority responsible for overseeing the country's banking
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sector. It has implemented various regulations and guidelines to promote the soundness and

stability of banks operating in the UAE (Ahmed and Hussain Dar, 2022).

Article 7 of the UAE Constitution designates Sharia as a foundational element of legislation and
affirms Islam as the state religion. Additionally, Article 75 of Federal Law No. 10/1973 requires
the Supreme Court to apply Sharia, Federal Laws, and other relevant statutes across the
Emirates, while also considering traditions, natural law principles, and comparative laws that
are consistent with Sharia. In the context of banking and finance, the key regulatory framework
is Union Law No. 10 of 1980, which governs the Central Bank, the Monetary System, and the
Organisation of Banking. This law grants the UAE Central Bank the authority to oversee and

regulate financial institutions.

5.4.2 Islamic Banking Regulation overview

Islamic banking constitutes a significant segment within the financial landscape of the UAE, a
consequence of the nation's substantial Muslim population and its status as a global financial
center. The regulatory structure underpinning Islamic banking in the UAE is firmly established,
encompassing an array of laws and regulations designed to ensure the adherence of Islamic
banks to Sharia tenets and to protect the interests of customers and stakeholders. It is
important to note that Dubai Islamic Bank was the first bank in the world to officially

incorporate Sharia in its overall activities (Igbal and Mirakhor, 2007).

A key oversight authority responsible for Islamic banking in the UAE is the Central Bank of the
UAE, which issues a series of regulations and guidelines governing the establishment, licensing,
and functioning of Islamic banks. The Central Bank of the UAE has introduced a comprehensive
suite of regulations, including the Sharia Governance Framework, delineating the prerequisites
for the management and oversight of Sharia compliance within Islamic banks. This
encompasses aspects such as the selection of a Sharia Supervisory Committee, their roles and
duties, and the procedure for upholding conformity with Sharia principles across products,

operations, and transactions (Central Bank of the UAE, 2020).

During 2018, the Central Bank of the UAE initiated the formation of the Higher Sharia Authority
(HAS), an expert entity established with the purpose of offering direction and decisions

concerning subjects associated with Islamic finance and adherence to Sharia principles. This
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body functions as a central entity for the interpretation and issuance of opinions regarding
Sharia principles applicable to Islamic financial establishments within the UAE. The
pronouncements and directives dispensed by the HAS hold substantial significance as a key
point of reference for Islamic financial institutions engaged in activities within the UAE. As part
of their operations, these institutions are obligated to seek counsel and endorsement from this

Authority, ensuring alignment with Sharia principles (Central Bank of the UAE, 2018).

Some of the key elements of the Sharia Governance Framework for Islamic financial institutions

include:

1. Appointment of Sharia Boards: The regulations require Islamic financial institutions to
establish and maintain a dedicated Sharia board composed of qualified and
independent Sharia scholars. The Sharia board is responsible for reviewing and
approving products, operations, and transactions to ensure compliance with Sharia
principles.

2. Roles and Responsibilities of Sharia Boards: The regulations outline the roles and
responsibilities of Sharia boards, including their function as an independent body that
provides guidance on Sharia compliance, reviews and approves financial products and
services, and ensures ongoing supervision of the institution's activities.

3. Sharia Compliance Review: The regulations require Islamic financial institutions to
conduct regular reviews of their operations and transactions to ensure compliance with
Sharia principles. This include the appointment of internal Sharia auditors or external
Sharia audit firms to assess the institution's adherence to Sharia requirements.

4. Starting from September 1%, 2018, all Islamic banks functioning as independent
entities, as well as the Islamic divisions of conventional banks, and financial companies
providing Sharia-compliant offerings in the UAE, are legally bound to adhere to the
Sharia standards established by AAOIFI (AAOIFI, 2018a). Nevertheless, in the context of
the UAE, Islamic banks are not mandated to adhere to the internal Sharia audit

guideline issued by AAOIFI.

Based on the above, it is vital for Islamic banks to comply with the Sharia governance
requirements, including establishing an internal Sharia audit function, as set by the UAE Central

Bank.
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5.4.3 Internal Sharia audit

According to the Sharia Governance standards for Islamic Financial Institutions set by the

Central Bank of the UAE in 2020, the Internal Sharia audit requirements that Islamic banks in

the UAE must comply with are as follows (Central Bank of the UAE, 2020):

1-

The appointment of the head of the internal Sharia audit division is under the purview
of the Board, necessitating the individual to be of the Islamic faith, hold a university
degree in Sharia, be certified as a Sharia Advisor and Auditor by AAOQIFI, possess a
minimum of ten years of relevant experience, maintain a clean legal record devoid of
court convictions, and possess a proficient command of English as well as a reasonable
grasp of Arabic language skills.

The head of the internal Sharia department is accountable to the Board, with the Sharia
report being submitted both to the Internal Sharia Supervisory Committee and the
Board's audit committee.

Decisions pertaining to the compensation, promotions, bonuses, performance
evaluations, and potential removal of the internal Sharia audit department's personnel
are made by the Board, in collaboration with the audit committee, and in consultation
with the Sharia Supervisory Committee.

The responsibility for assuring that the yearly Sharia report, authored by the Sharia
auditors, undergoes assessment and endorsement by the Higher Sharia Authority at
the Central Bank rests with the Board, prior to being presented to shareholders during
the general assembly.

The members of the internal Sharia audit department must exhibit independence and
abstain from participating in any activities that might fall under their audit purview.
The internal Sharia audit department's duties encompass drafting the audit manual,
formulating the Sharia audit plan, conducting evaluations of the operations and
undertakings of Islamic financial institutions to guarantee conformity with Sharia
principles, evaluating the efficiency of internal Sharia controls, ensuring the compliance
of all elements (products, services, forms, contracts, agreements, activities, and
transactions) within the institution with Sharia, and ultimately producing a report

detailing the outcomes of the internal Sharia audit.
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7- The central banks of UAE made it clear that the internal Sharia audit department should

not be fully outsourced to external companies.

In general, the internal Sharia audit requirements for Islamic banks in the UAE highlight the
significance of adhering to Sharia principles, the autonomy of the internal audit function,
proper documentation and reporting, and the avoidance of outsourcing the function entirely
to external firms. Moreover, many of the regulatory requirements related to the Sharia audit
function are relatively consistent with the requirements of AAOIFI’s internal Sharia audit

standard.

5.5 KUWAIT

5.5.1 Banking Regulation overview

Kuwait, a small country in the Middle East, is known for its rich oil reserves, diverse culture,
and modern architecture. Its history dates back to ancient times, and it gained independence
from British protectorate in 1961. However, Kuwait faced challenges when it was invaded by
Iraq in 1990, leading to the Gulf War. Since then, Kuwait has rebuilt and developed into a
prosperous country with a high-income economy and well-developed infrastructure, largely
driven by its oil production and exportation (Central Intelligence Agency, 2023). The culture of
Kuwait is influenced by its Islamic heritage, with the majority of the population being Muslim

and Arabic being the official language.

Kuwait's legal framework shows significant influences from the French and Egyptian legal
systems, particularly evident in its commercial legislation, such as the Commercial Companies
Law of 1980 and the Commercial Code of 1981 (Gerald, 1991: 322). This influence is reflected
in the constitution, where Article 2 acknowledges Sharia as a key legislative foundation and
Islam as the state religion. This is further illustrated in the Civil Code Law of 1980, which
includes provisions like Article 547, prohibiting interest on loans, and Article 305, which
invalidates such transactions. Nonetheless, in the same year, Kuwait's authorities introduced
regulations exempting commercial transactions from these restrictions (Ballantyne, 1985: 5).
Consequently, the implementation of the Commercial Code of 1981 permits financial

institutions in Kuwait to charge interest on loans (Ballantyne, 1987: 12-28).

91



Banking regulation in Kuwait is overseen by the Central Bank of Kuwait (CBK), which acts as the
country's central monetary authority. The CBK has broader responsibilities, including setting
and implementing monetary policies, regulating and supervising banking activities, issuing
national currency, maintaining the stability of the Kuwaiti Dinar, directing credit policies to
contribute to social and economic progress, serving as a banker and financial advisor to the
government is responsible for issuing and implementing regulations to maintain stability,
transparency, and efficiency in the banking sector, and to safeguard the interests of depositors
and other stakeholders. Kuwait's banking sector caters to both conventional and Islamic
banking services to serve the diverse needs of its population and customer have the option to

choose the type of banking product based on their preferences (CBK, 2023).

5.5.2 Islamic Banking Regulation overview

Kuwait has played a notable role in fostering the expansion of Islamic banking, exemplified by
the establishment of Kuwait Finance House (KFH) in 1977, which ranks among the earliest and
most substantial Islamic banking institutions globally. Section 10 of the CBK Law (Articles 86-
100) encompasses the legal regulations pertinent to Islamic finance, specifically addressing the
regulations and oversight pertaining to Islamic Financial Institutions (IFls). As stipulated by
Article 86, the CBK holds the responsibility of supervising and managing the operations of

Islamic financial institutions within Kuwait.

The characterisation of an Islamic bank is delineated within Article 86 of the CBK Law, defining
it as a business entity engaged in banking activities that must align with Sharia principles. This
comprehensive delineation permits a degree of adaptability in the operations of Islamic banks,
without necessitating specification of every individual contract or transaction in accordance
with Islamic law. This adaptability allows Islamic financial institutions in Kuwait the latitude to
provide a diverse array of Islamic financial services and products, while upholding Sharia

principles.

The CBK has issued comprehensive instructions and regulations to govern the operations of
Islamic banks in Kuwait. These instructions cover areas such as risk management, liquidity,
consumer finance, corporate governance, AML/CFT, the Sharia supervisory Committee, and
more. They ensure compliance with Sharia principles, international best practices, and

regulatory requirements. The instructions emphasise the importance of robust risk
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management practices, internal controls, customer protection, and Sharia non-compliance risk
measures. These instructions play a crucial role in promoting transparency, stability, and
integrity in the Islamic banking sector in Kuwait. The instruction related to the Sharia
supervisory committee includes the requirements of the internal Sharia audit function and
they serve as important references for Islamic banks when they want to establish internal

Sharia audit function (CBK, no date).

5.5.3 Internal Sharia audit

In Kuwait, Islamic banks are obligated to establish an internal Sharia audit mechanism aimed
at verifying their adherence to Sharia principles throughout their operations. Circular No.
(2/1BS/369/2016) issued by the CBK outlines the Internal Sharia Audit as a routine assessment
that evaluates the sufficiency and efficiency of the Sharia Supervisory System. This evaluation
aims to ascertain whether the current system and its adherence offer reasonable assurance
that the bank's management has effectively discharged its duties in ensuring the application of

Islamic Sharia principles and goals, as prescribed by the bank's Sharia Supervisory Board.

The specific requirements for the internal Sharia audit function in Kuwait, pertaining to Islamic

banks, are outlined in Circular No. (2/I1BS/369/2016) of the CBK as follows (CBK, 2016):

- The Internal Sharia Audit Department Manager is expected to actively engage in the
audit committee meetings to provide input and insights on Sharia audit matters.
However, they will not be eligible to cast votes on committee resolutions.

- Anindependent internal department should be established for Sharia Audit, with the
Department Manager being accountable for technical issues to the Sharia Supervisory
Board and administrative issues to the Chairman via the Audit Committee. The
appointment of the Department Manager and Sharia auditors requires approval from
the Board of Directors and the Department operates with maximum independence and
objectivity. Reports are submitted quarterly and annually to the Sharia Supervisory
Board and Audit Committee.

- The Internal Sharia Audit Department and its manager report to the highest
organisational level, separate from Executive Management. Sharia auditors do not
assume executive functions or face restrictions in their audit scope or communication.

Business procedures are applied to all audited departments.
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The Audit Committee appraises the department's performance in consultation with the
Sharia Supervisory Board. The Executive Management cannot remove the department
manager or staff, as that authority lies with the Board of Directors based on the opinion
of the Sharia Supervisory Board and reasons given.

The primary goals of the Internal Sharia Audit Department encompass confirming the
Bank's administration enforces the Islamic Sharia regulations approved by the Sharia
Supervisory Board, while also validating the sufficiency and efficiency of the internal
Sharia audit system in guaranteeing adherence to Islamic Sharia across all transactions.
Any disparities identified are reported for necessary corrective measures.

The functions of the Internal Sharia Audit Department include reviewing the Bank's
operations and ensuring compliance with Sharia Supervisory Board resolutions. This
includes verifying the compliance of activities, products, services, and contracts,
reviewing procedures and instructions, conducting onsite visits, preparing Sharia audit
manuals, programs, and plans, and issuing periodic reports.

The Sharia Audit Manual is prepared and periodically updated by the Internal Sharia
Audit Department. It outlines objectives, plans, policies, selection standards for
auditors, relations with external auditors, audit programs, charter, ethics, and
responsibility for amendments. The manual requires approval from the Sharia
Supervisory Board and the Board of Directors.

The department also collaborates with bank departments, participates in meetings and
seminars, reviews press releases and advertisements, and contributes to creating an
appropriate environment for Sharia supervision, including disseminating awareness
and answering Sharia questions from staff and customers.

The Internal Sharia Audit Department Manager must meet certain qualifications,
including holding a university degree in Islamic Sharia or a related field from a
recognized institution, or obtaining an appropriate degree in economics,
administration or law with a professional diploma in Sharia audit and Islamic banking
from a standardized institution in the Islamic financial industry. The manager must also
have at least five years of experience in Sharia audit, have no history of mistrust or
dishonourable crime, and preferably be proficient in English for effective

communication with bank stakeholders.
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Drawing from the preceding points, the internal Sharia audit mechanism stands as a pivotal
element within the governance structure of Islamic banks in Kuwait. Circular No.
(2/1BS/369/2016), issued by the Central Bank of Kuwait, delineates specific prerequisites and
directives for the setup and perpetuation of the internal Sharia audit function within these
banks. According to this directive, the internal Sharia audit function necessitates leadership
from a capable and seasoned Internal Sharia Audit Department Manager, vested with the
responsibility of overseeing the auditing process while ensuring its alignment with Sharia

principles.

Furthermore, the internal Sharia audit mechanism within Kuwaiti Islamic banks is mandated to
operate under the oversight of the Sharia committee, the audit committee, and the Board. This
arrangement guarantees an independent and impartial audit process, contributing
substantively to the overall governance and risk management framework of the bank. In
essence, the internal Sharia audit function assumes a pivotal role in upholding the operational
integrity and ensuring conformity with Sharia principles in Islamic banks across Kuwait. The
circular delivers clear guidance and prerequisites for the establishment and operation of this
function, serving as an indispensable component of the comprehensive governance and risk

management framework of these financial institutions.

5.6 SAUDI ARABIA

5.6.1 Banking Regulation overview

Saudi Arabia, situated in the Middle East, is renowned for its extensive historical legacy, cultural
heritage, and substantial reservoirs of oil. The nation is host to the Islamic world's two holiest
cities, Mecca and Medina, and possesses a distinctive governance framework grounded in
Islamic principles (CIA World Factbook, "Saudi Arabia,"). As stipulated in article 1 of the Basic
Law of Governance, the Kingdom of Saudi Arabia holds the status of an Arab Islamic nation
with complete sovereignty. Its faith is Islam, with its foundational constitution being the Holy
Quran and the Sunnah of the Prophet, peace be upon him. The Arabic language serves as its

official tongue, and Riyadh stands as its capital city (Basic Law of Governance, 1992).

Based on this basic law, the main source of legislation in Saudi Arabia is the Sharia, which is a

fundamental component of the legal system in Saudi Arabia. The highest body in the judicial
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system of Saudi Arabia is the Supreme Court, also known as the High Court. It is the highest
appellate court in the country and has the authority to interpret and apply Sharia law in legal
and commercial matters. The Supreme Court is responsible for ensuring consistency and
uniformity in the application of Sharia across the country's courts, and its decisions are binding

(Pepper, 1992).

The financial framework of Saudi Arabia operates under the supervision of the Banks Control
System, which was introduced through Royal Decree No. 5 in 1966. However, this legislation
does not explicitly tackle the matter of usury or interest. Consequently, a majority of financial
institutions within the nation have adopted the conventional banking approach of applying
interest to loans and other financial offerings (Sfeir, 1988: 729-759). The National Bank of
Saudi Arabia, established in 1953, holds the distinction of being the inaugural commercial bank
in the country. Since that time, the banking sector has experienced notable expansion, with
the Saudi Arabian Monetary Authority (SAMA) functioning as the central bank and overseeing
the financial system (Hamed, 1979: 167).

5.6.2 Islamic Banking Regulation overview

The progression of Islamic finance within Saudi Arabia follows a clear path, guided by the
regulatory structure of the Banking Control law that governs the financial system. Notably,
despite the influence of the Banking Control Law, Saudi Arabia's legal framework is
fundamentally rooted in Islamic principles, with Sharia serving as the preeminent legal system.
However, this legal framework does not overtly address the concepts of usury or interest,
resulting in the majority of financial institutions operating within the realm of conventional

banking practices (Saudi Arabian Monetary Authority, 1966).

In 2020, The Saudi Arabian Monetary Authority (SAMA) issued a framework to establish an
effective Sharia Governance Framework (SGF) for banks conducting Sharia-compliant banking
in Saudi Arabia. The SGF is designed to complement existing regulations and guidelines,
ensuring that Islamic banking transactions in the country are Sharia compliant. The framework
aims to improve compliance with Sharia principles in banks by defining the roles and
responsibilities of various departments. The framework seeks to enhance the environment for

Sharia compliance in banks by ensuring that key stakeholders are knowledgeable and equipped
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to apply Sharia requirements effectively. The SGF highlight some requirements related to

internal Sharia audit (Saudi Arabian Monetary Authority, 2020).

5.6.3 Internal Sharia audit

The SGF outlines the internal Sharia audit as an unbiased evaluation undertaken to offer
objective assurance, with the objective of augmenting the degree of conformity and value-
enhancing facets of a bank's Islamic undertakings. This role is crafted to establish a resilient
and efficient internal control mechanism for Sharia adherence, with the overarching aim of
upholding the stability and efficacy of the bank's commitment to Sharia principles across its

operations and endeavours.

It also highlighted that the Islamic banks should take into account the following:

- The bankis required to conduct an internal review of Sharia compliance across various
levels of significance, at a minimum of once annually, while taking into consideration
the bank's risk profile. Depending on the risk level and the potential impact of non-
compliance with Sharia principles, Sharia audit can be integrated into specialized
assessments of specific domains.

- The audit committee of the board, in collaboration with the Sharia committee, will
define the projected outcomes or achievements anticipated from the internal Sharia
audit function. These objectives will be harmonized with established auditing
standards.

- The execution of the Sharia audit role should be entrusted to internal auditors who
possess substantial comprehension and training in Sharia principles. During the audit
process, internal auditors may also engage the assistance of the bank's Sharia officer,
provided that the autonomy and impartiality of the audit are maintained.

- The findings and insights resulting from the internal Sharia audit are required to be

communicated to both the board's audit committee and the Sharia committee.

The aforementioned regulatory mandates underscore the significance of comprehensive
internal Sharia audits within Islamic banks in Saudi Arabia. This ensures alignment with Sharia

principles and establishes effective reporting structures for pertinent committees. Conforming
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to these directives can substantially contribute to the efficacy of Sharia governance and risk

management within Islamic banking activities.

It is noteworthy to emphasize that Saudi Arabia appears to lack specific regulatory obligations
that necessitate adherence to AAOIFI's internal audit criteria. This observation is drawn from
an examination of existing regulations pertaining to Islamic banks within the country, which do
not expressly mandate compliance with AAOIFI's internal audit standards. Further investigation
and scrutiny of pertinent regulatory frameworks and industry practices may be imperative to
ascertain the current status of internal audit standards within Saudi Arabia's Islamic banking

sector.

Based on the above, it can be observed that the internal Sharia audit requirements in Saudi
Arabia, as stated, may be considered comparatively less comprehensive in comparison to those
of Bahrain, UAE, and Kuwait. Also, it is worth noting that these requirements were introduced
in 2020, several years after similar requirements were implemented in the aforementioned

countries.

5.7 QATAR

5.7.1 Banking Regulation overview

Qatar, a small peninsula located on the north-eastern coast of the Arabian Peninsula, has a rich
historical legacy that spans thousands of years. Originally a Bedouin society dependent on pearl
diving and trade, Qatar's economy underwent a major change with the discovery of its large
oil and gas reserves in the mid-20th century. As a result, the Qatari economy has experienced
impressive growth and transformation, shifting from a traditional economy to a modern,
diverse one (Planning and Statistics Authority, 2019). Today, Qatar is recognized as one of the
wealthiest nations in the world, with its economy driven by its oil and gas exports, as well as

key investments in finance, real estate, and tourism sectors (World Bank, 2022).

Qatar ratified its first Provisional Constitution on April 2, 1970, which was later replaced by the
Revised Provisional Constitution on April 19, 1972 (Hamzeh, 1994: 83). Article 1 of the 1972
constitution clearly states that Islamic law is the main foundation of legislation and names Islam
as the official state religion. However, there is a mismatch between the constitution and

Qatar's Civil and Commercial Codes regarding the application of Sharia in banking transactions.
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While the constitution recognizes Sharia as an important source of law, the Civil and
Commercial Code treats it as a secondary source, especially in commercial transactions

(Ballantyne, 1985: 9).

This inconsistency has led to the belief that interest-based transactions are allowed within
Qatar's financial sector. It isimportant to note that the establishment of the Qatar Central Bank
in 2006, governed by Decree Law No. 33 of Qatar's Banking Law, has further regulated and
supervised the financial system in Qatar. Meanwhile, civil courts handle disputes related to

commerce, banking, and finance (Ross, 2008: 134).

At the beginning of 2005, the Qatari government started setting up the Qatar Financial Centre
(QFC) as a business and financial hub that provides a supportive environment for international
financial institutions to operate in Qatar. The QFC functions as a separate legal and regulatory
body, with its own laws, regulations, and court system (Qatar Financial Centre, no date). On
the other hand, the government, under Law No. 33 of 2005, created the Qatar Financial
Markets Authority (QFMA) as the regulatory body responsible for overseeing and regulating
the financial markets in Qatar, including securities markets and investment funds (Qatar
Financial Markets Authority, no date). While the QFC aims to attract financial and professional
services companies, the QFMA sets rules, monitors compliance, and enforces laws related to

securities and markets in Qatar.

5.7.2 Islamic Banking Regulation overview

Both the Qatar Central Bank (QCB) and the QFC have released guidelines and protocols
applicable to Islamic banks. In March 2008, the QCB introduced prudential regulations for
banking oversight referred to as Instructions to Banks (IB), with Part Seven presenting
dedicated directives for Islamic banks. In parallel, the QFC introduced distinct regulations
concerning the Sharia governance structure, delineated within the Islamic Finance Rule 2005.
Furthermore, a specialized segment for Islamic banks was incorporated within the Governance

and Controlled Functions Rules 2020 (CTRL).

According to chapter 3 of Islamic Finance Rules 2005 (ISFl), Islamic banks are required to
disclose their status and adherence to Sharia principles to each customer. This includes

informing customers that they are an Islamic financial institution and that their business is
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conducted in accordance with Sharia. Additionally, Islamic financial institutions must disclose
information about their Sharia supervisory board, including the names of the board members,
and provide details on the manner and frequency of Sharia reviews upon customer request

(QFC legislation | rulebook, 2005).

Chapter 5 of the Islamic Finance Rules 2005 stipulates that Islamic banks are obligated to
establish, execute, and uphold a comprehensive policy and procedures manual for their Islamic
financial operations. This manual is required to encompass a range of elements, including
delineating the approach to overseeing compliance in relation to Sharia principles, elucidating
the responsibilities of the Sharia supervisory board in supervising and advising the institution,
documenting and executing fatwas, verdicts, and directives issued by the Sharia supervisory
board, the internal Sharia review process, addressing disputes arising from Sharia compliance
matters between the Sharia board and the management, endorsing internal policies,
procedures, systems, and controls to ensure Sharia compliance, ensuring effective

dissemination of information to investors, and managing instances of conflicting interests.

Chapter 6 of the Islamic Finance Rules 2005 is divided into three distinct segments. The initial
segment encompasses essential prerequisites associated with the appointment and
functioning of a Sharia supervisory board. It covers aspects such as establishing policies for the
Sharia supervisory board, adhering to record-keeping responsibilities, evaluating the
competence of the Sharia supervisory board, underscoring the importance of maintaining the
autonomy of the Sharia supervisory board, fulfilling the obligation of furnishing information
about the Sharia supervisory board to the Regulatory Authority, and the requirement to extend
complete collaboration and support to the Sharia supervisory board. Conversely, the second
and third segments are dedicated to matters concerning Sharia review and internal Sharia

review, respectively.

The above rules are praiseworthy as they serve to uphold transparency and promote

adherence to Sharia principles in the operational framework of Islamic banks in Qatar.

5.7.3 Internal Sharia audit

Part 3 of Chapter 6 of the Islamic Finance Rules 2005 pertains to the internal Sharia review,

which aligns with the Sharia governance standard 3 of AAOIFI that was issued in 1999. AAOIFI

100



had historically utilised the term "review" in lieu of "audit" in this context. However, as stated

in the previous chapter that in 2019, AAOIFI issued the internal Sharia audit standard, explicitly

stating that the "internal Sharia audit" standard supersedes the "internal Sharia review”

standard.

The part 6.3 in the Islamic finance rules of 2005 encompass only three paragraphs, which

address:

The obligation to conduct internal Sharia reviews is incumbent upon Islamic financial
institutions, necessitating a comprehensive assessment of the institution's adherence
to the fatwas (Islamic legal opinions), rulings, and guidelines promulgated by its Sharia
supervisory board. Such reviews serve as a critical mechanism to ensure compliance
and align the institution's operations with the principles of Sharia law within its
governance framework.

The conduct of internal Sharia reviews by Islamic financial institutions must adhere to
the established guidelines outlined in the AAOIFI Standards on Governance (GSIFI No.
3 — which refers to the Internal Sharia Review).

The responsibility for conducting internal Sharia reviews within an Islamic financial
institution lies with ensuring that (a) the internal audit function or compliance oversight
function performs the review, and (b) the individuals or departments entrusted with
this task possess the necessary competence and independence to effectively evaluate

compliance with Sharia principles.

On the hand, the Division 9.3.C of the Governance and Controlled Functions Rules 2020 (CTRL)

refers to the internal Sharia review. The CTRL highlighted the following:

The fundamental aim of performing an internal Sharia review is to verify that the
leadership and senior administration of the Islamic financial entity meet their
responsibilities and commitments in alignment with Sharia principles, as prescribed by
the institution's Sharia supervisory board.

The outcomes of each internal Sharia review, including any identified instances of

noncompliance, must be thoroughly documented. Subsequently, the Islamic financial
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institution is obligated to take appropriate measures to rectify such instances of non-
compliance to the fullest extent possible.

e The entity or function responsible for conducting the internal Sharia reviews within a
given timeframe is required to report its findings in a timely manner for consideration
during the next meeting of the Sharia supervisory board. In the event that no reviews
were conducted by the entity or function during the preceding period, it is incumbent
upon them to notify the board of such omission.

e In accordance with regulatory mandates, an Islamic financial establishment must
provide the Regulatory Authority with a duplicate of the report or reports produced by
the institution's Sharia supervisory board. These report(s) need to be submitted within
a period of three months subsequent to the culmination of the pertinent financial year

of the institution.

In conclusion, the Islamic Finance Rules 2005 and Division 9.3.C of the Governance and
Controlled Functions Rules 2020, provide comprehensive regulations for Sharia governance
and internal Sharia reviews in Islamic financial institutions. These regulations highlight the
commitment of regulatory authorities to ensuring that Islamic financial institutions comply
with industry standards and best practices as set forth by AAOIFI. It is recommended that the
regulatory authority in Qatar consider revising the existing regulations to align with the
updated standard of AAOQIFI Internal Sharia Audit, instead of referring to the superseded
standard 3 of Internal Sharia Review. This update would ensure that the regulatory framework

aligns with the latest industry standards and best practices as set forth by AAOIFI.

5.8 OMAN

Oman, situated within the Middle East and counted among the GCC nations, boasts a history
replete with cultural diversity. With Arabic as its official language and Islam holding sway as the
predominant faith, the country presents a rich tapestry. In Oman, the keystone legal document
dictating the nation's governance structure and outlining the roles and authority of its distinct
governmental branches is the Basic Law of the State. This legal instrument was promulgated
on November 6, 1996, via Royal Decree No. 101/96. A pivotal tenet of the Basic Law is the
affirmation of Islam as the nation's official religion, with Islamic Sharia forming the bedrock of

its legal framework (Ministry of Justice and Legal Affairs, no date).
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According to RD No. 90/1999, Oman's court system designates the Primary Court (Commercial
Circuit) as the principal authority for handling commercial disputes, regardless of whether they
relate to matters of Islamic finance or not. Appeals against decisions made by the Primary
Commercial Court can be taken to the Appellate Court (Commercial Circuit) and the Supreme
Court of Oman. Before the establishment of the Primary Commercial Court, commercial
matters were exclusively adjudicated by the Commercial Court and the Authority for

Settlement of Commercial Disputes.

Although there is no specific court in Oman explicitly designated for resolving Islamic finance
disputes, the Sharia Circuit within the Primary Court addresses personal affairs like marriage,
divorce, and inheritance. Rulings issued by the Sharia Circuit can be appealed to the Appellate
Court (Sharia Circuit) and the Supreme Court, mirroring the process for judgments from the

Primary Commercial Court.

Regarding agreements related to Islamic finance, the parties involved have the option to refer
their disputes to an arbitration tribunal and stipulate the applicable laws and arbitration rules
for the proceedings. If a defendant invokes the presence of an arbitration agreement in
disputes arising from their transaction, an Omani court is required to dismiss a lawsuit brought

before it.

5.8.1 Banking Regulation overview

Effective oversight and regulation of Oman's banking and financial sector holds paramount
importance in bolstering the country's economic advancement and stability. The pivotal role
in attaining these objectives is assumed by the Central Bank of Oman (CBO), a cornerstone
institution. Its establishment in 1974 under the Banking Law has vested the CBO with the
pivotal responsibility of ensuring the robustness and security of Oman's financial framework.
This mandate encompasses the vigilant supervision of banks and other financial entities

operating within the nation, ensuring their adherence to pertinent regulations and directives.

The CBO further wields the authority to grant licenses to banks and financial establishments,
concurrently monitoring their operations to verify alignment with the legal and regulatory
framework of Oman. As of 2016, the banking landscape comprised 16 conventional banks,

including 7 domestically registered and 9 foreign banks. The same year marked the inception
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of two fully-fledged Islamic banks. Furthermore, a network of 70 branches under Islamic
windows of commercial banks, equipped with 72 ATMs and 17 cash deposit machines,

underscored the expanding Islamic finance sector (Mohammed, 2020).

Furthermore, the CBO's purview extended to the registration and licensing of 6 finance and
leasing enterprises. Notably, the country featured 3 specialized development banks focused
on housing, agriculture, and fisheries, namely The Oman Development Bank, The Oman
Housing Bank, and the Oman Bank for Agriculture and Fisheries, as highlighted in the CBO's
Annual Report of 2016 (Mohammed, 2020).

5.8.2 Islamic Banking Regulation overview

The oversight of Islamic banking regulations in Oman, much like the regulations for
conventional banking, falls under the purview of the CBO. However, the introduction of Sharia-
compliant banking in Oman during 2012 generated considerable anticipation as it marked the
final inclusion of an Islamic bank among the Gulf Cooperation Council states. The
implementation of the Islamic Banking Regulatory Framework (IBRF) aimed to establish an
elevated benchmark for Sharia compliance and governance. The CBO is committed to ensuring
transparency, accountability, and alignment with principles of Islamic commercial

jurisprudence, broader Islamic jurisprudence, and ethical and moral Islamic values.

Drawing from both contemporary corporate governance theory and practice, the IBRF seeks
to set a pioneering standard for the global industry. It does so while incorporating careful and

judicious innovation (Morrison, 2015).

The IBRF does not mandate compliance with the AAOIFI’s internal Sharia audit standards.
However, the IBRF does include stringent requirements related to Sharia audit (Central Bank

of Oman, no date).
5.8.3 Internal Sharia audit
According to the Islamic BANKING Regulatory Framework (IBRF):
e [slamic financial institutions that adhere to regulations are required to establish a

Sharia audit unit operating within the framework of the bank's Sharia Governance. This

unit reports to the Internal Sharia Reviewer.
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The primary role of this unit is to aid in forming an assessment of the degree of the
bank's Sharia compliance. It also involves evaluating the bank's Sharia compliance
system and the effectiveness of its performance.

Sharia audit officers are mandated to maintain objectivity, uphold independence, and
exercise due professional diligence in carrying out their responsibilities.

The Internal Sharia Reviewer assumes the responsibility of overseeing the internal
Sharia audit process, commencing from the planning phase.

The charter for the Sharia audit unit is developed by the management, endorsed by the
Sharia Supervisory Committee, and ratified by the Board of Directors. This document is
subject to periodic reviews and updates.

Sharia audit officers enjoy unrestricted access to documentation, reports, and all tiers
of management, including the Internal Sharia Reviewer, Sharia Supervisory Committee,
and external auditors.

Prior to commencing an effective internal Sharia audit, comprehensive background
information about the activities earmarked for audit should be collected. This
encompasses details pertaining to products, services, branches, and divisions.

The audit team must also establish explicit objectives and scope for the audit.
Furthermore, it is vital to procure pertinent guidance and information, such as Sharia
Supervisory Committee Fatwas, directives, and instructions, alongside reports from
previous year's internal and external audits.

According to the IBRF, to carry out a successful internal Sharia audit, several steps must
be followed. Firstly, the necessary resources for the audit must be determined.
Secondly, all individuals relevant to the audit should be informed. Thirdly, a survey
should be conducted to identify areas of emphasis and gather feedback. Fourthly,
internal audit programs should be written. Fifthly, decisions should be made regarding
how and when to communicate audit results. Sixthly, approval from the Sharia
Supervisory Committee for the audit plan should be obtained. Seventhly, the audit
program should be implemented. Eighthly, the draft report should be shared with the
Internal Sharia Reviewer for clarification and rectification. Finally, the audit report

should be finalized for presentation to the Sharia Supervisory Committee. Furthermore,
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the audit results should include any relevant correspondence, including
communication with supervisory and regulatory agencies.

Sharia audit personnel bear the responsibility of collating and recording data that
substantiates their outcomes from internal audits. This encompasses scrutinizing
documents and conducting analytical assessments. The amassed information needs to
be comprehensive, dependable, pertinent, and valuable to ensure the credibility of
audit findings and proposed measures. Thoroughly prepared, reviewed, and
maintained working documents are crucial to substantiating audit conclusions and
suggestions.

The internal Sharia audit team is mandated to deliberate their findings, suggestions,
and determinations with the Internal Sharia Reviewer and relevant tiers of
management prior to issuing the definitive written report. Additionally, they are
obligated to compile a quarterly report, endorsed by the Internal Sharia Reviewer,
which evaluates the Licensee's mechanisms and controls for upholding Sharia
compliance.

In case of any disagreement between management and Sharia audit officers regarding
Sharia interpretation, the matter should be referred to the Internal Sharia Reviewer
and Sharia Supervisory Committee (if necessary). The Sharia Supervisory Committee is
the ultimate authority on Sharia interpretation.

The report from the internal Sharia audit division must be submitted for examination
and suitable action to the Licensee's Sharia Supervisory Committee, while a duplicate
of the report should be furnished to the Board's Audit Committee. This report ought to
be impartial, lucid, productive, and punctual. It should elucidate the objective, extent,
and outcomes of the internal Sharia audit, along with the internal Sharia auditor's
viewpoint. The report should also offer suggestions for prospective enhancements and
remedial measures, and acknowledge commendable performance when pertinent.
Sharia audit officers must ensure that the management takes appropriate action on
their findings and recommendations, as well as follow up on other Sharia-related
suggestions made by external auditors and regulatory agencies. The Internal Sharia
Reviewer is responsible for managing internal Sharia audit and developing plans for its

fulfilment.
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e Sharia audit officers must assist in training the employees of the Licensee and the
Central Bank will include Sharia audit in its annual examination of the Licensee. The
Licensee must also conduct an annual independent Sharia audit by a third-party to
enhance the credibility of the internal Sharia audit and public confidence in the Sharia
legitimacy of the Licensee.

e The Sharia audit encompasses an identical range as the internal audit and is not
intended to provide a verdict on the Sharia validity of Sharia Supervisory Committee's
determinations. The report is conveyed to the Board of Directors, the Central Bank,
Sharia Supervisory Committee, and Licensee management.

e To ensure competence, the internal Sharia audit personnel must possess pertinent
education and training, encompassing a grasp of Sharia principles and Figh al Mu'
amalat. Suitable criteria for this should be defined by the Internal Sharia Reviewer.
Recruitment should focus on individuals who are qualified, experienced, and dedicated,
with management extending support for continuous learning and growth. The Sharia
audit officers ought to sustain technical proficiency, and their performance must be
periodically evaluated based on recommendations from the Internal Sharia Reviewer

and the Sharia Supervisory Committee.

Based on the above, Oman emerged as the final GCC country to regulate Islamic banks, and
adherence to AAOIFI standards is not compulsory for Islamic banks. However, the IBRF
instituted by the Central Bank of Oman seems to be the most robust regulatory framework for
Islamic banking in the GCC region. The IBRF mandates that Islamic banks institute a Sharia audit
unit operating under the bank's Sharia Governance framework, with reporting lines to the

Internal Sharia Reviewer.

Notably, the Internal Sharia Reviewer holds substantial influence within Oman's Islamic banks.
Appointed by the bank's management in consultation with the Sharia Supervisory Committee
and the Board of Directors, the termination of the internal Sharia reviewer necessitates
approval from both the Sharia Supervisory Committee and the Board of Directors. It is
imperative to underscore that Omani Islamic banks are bound to notify the Central Bank of

Oman about any termination or resignation of the internal Sharia reviewer.
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Additionally, if deemed necessary, an exit interview with the Central Bank of Oman must be
arranged. The IBRF places significant emphasis on the roles of the internal Sharia reviewer and
the internal Sharia auditor, as they bear the responsibility of ensuring the bank's adherence to
Sharia compliance. The cessation of their roles could have profound implications for the bank's
overall alignment with Sharia principles. Therefore, the stringent regulations pertaining to the
appointment and termination of the internal Sharia reviewer play a pivotal role in upholding

the integrity and credibility of Islamic banks in Oman.

5.9 SUMMARY

In conclusion, the analysis presented in this chapter underscores the prevailing regulatory
landscape within the GCC, revealing that a majority of the regulations do not explicitly mandate
compliance with the AAOQIFI's internal Sharia audit standard. Instead, internal Sharia audit
practices in these countries are primarily guided by legal and supervisory requirements,
offering Islamic banks the flexibility to align with AAOIFI's standards while ensuring harmony

with the existing regulatory framework.

The implications drawn from the findings point towards a notable need for enhanced
congruence between prevailing regulations and the AAOIFI standard. It is imperative to
emphasise that the absence of robust and effective internal Sharia audit practices, whether
due to regulatory gaps or organisational choices, could potentially hinder the future

advancement of the Islamic banking industry.

Such enhancements are pivotal for reinforcing the trajectory of growth and development in

the realm of Islamic banking.
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CHAPTER 6: RESEARCH METHODOLOGY AND METHODS

6.1 INTRODUCTION

The preceding chapters have provided in-depth explorations of fundamental subjects such as
corporate governance, the Sharia governance framework, internal Sharia audit, the analysis of
AAOIFI's internal Sharia audit standard, and the regulatory framework of internal Sharia audit
in the GCC. It has come to light that the domain of internal Sharia audit remains relatively
unexplored properly in prior research, indicating a need for further development in this area,
which is crucial for instilling confidence among stakeholders regarding adherence of Islamic

banks to Sharia principles.

Building upon these observations, the researcher asserts the originality of this study,
considering its empirical investigation conducted within the expansive realm of the largest
Islamic banking market. This research proffers fresh interpretations of both primary and
secondary data, thereby yielding noteworthy evidence and insights that carry substantial
implications for stakeholders within the Islamic finance industry. The findings of this study hold
the potential to offer valuable insights for stakeholders, aiding in the enhancement of internal

Sharia audit practices in the Islamic banking industry.

This chapter marks an important point in the research effort, as it outlines the complete
research process and the methods used. Through a thorough explanation, this chapter
describes the research design and strategy chosen, clarifying the reasons behind the selected

methods, which all help achieve the research objectives.

6.2 RESEARCH METHODOLOGY

Choosing the suitable research methodology is of utmost importance in achieving the
stipulated research objectives. As articulated by McGregor and Murname (2010), research

methodology can be delineated in the subsequent manner:

“The word methodology comprises two nouns: method and ology, which means a branch of
knowledge,; hence, the methodology is a branch of knowledge that deals with the general

principles or axioms of the generation of new knowledge. It refers to the rationale and the
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philosophical assumptions underlie any natural, social or human science study, whether

articulated or not”.

Also, Bogdan and Taylor (1975: 1) define methodology as:

“The process, principles, and procedures by which we approach problems and seek answers”.

Drawing upon the aforementioned definitions, it can be contended that research methodology
encompasses the array of tools and techniques adopted by a researcher to comprehensively
investigate a specific issue or problem. Optimal methodology is characterised by its efficacy in

aiding the researcher to attain the defined research objectives.

Within the realm of social sciences, a paramount challenge confronting researchers,
particularly those engaged in the study of Sharia governance and Sharia audit, lies in the
judicious selection of a research methodology that engenders credibility in achieving the
research objectives. Research methodology conventionally encompasses two principal

paradigms: quantitative and qualitative methodologies.

Collis and Hussey (2003) assert that the quantitative approach is most pertinent when soliciting
information from expansive samples, subsequently subjected to statistical scrutiny to discern
prevalent trends. Furthermore, Creswell (1994) posits that the quantitative methodology is
tailored to furnish substantiated insights predicated on numerical data. It entails the
meticulous collection of data for statistical analysis, culminating in the presentation of

empirical evidence pertaining to a specific subject matter.

Conversely, the qualitative research methodology is employed when a profound
comprehension of a phenomenon is sought after. This approach places greater emphasis on
linguistic expressions rather than statistical data, as articulated by Boddy (2016). Qualitative
research primarily hinges upon linguistic discourse rather than numerical quantification in the
acquisition of data and the subsequent analysis, adhering to a more naturalistic paradigm, as

espoused by Bryman (2016).

According to Creswell (2005), qualitative research is “a type of educational research in which

the researcher relies on the view of participants, asks broad, general questions, collects data
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consisting largely of words (or texts) from participants, describes and analyses these words for

themes, and conducts the inquiry in a subjective, biased manner (p. 39)”.

The main goal of this research, as explained in the introductory chapter, is to evaluate the
internal Sharia audit practices within the GCC. The investigation then aims to assess the
regulatory requirements related to internal Sharia audits, with the overall purpose of
identifying any obstacles or issues faced by Islamic banks. Based on these findings, the study
seeks to provide recommendations to main stakeholders that not only improves current

practices but also has the potential for widespread adoption among different Islamic banks.

6.3 RESEARCH STRATEGY

In order to effectively achieve the research objectives and provide accurate answers to the
research questions, the researcher will employ a research strategy that establishes a linkage
between the theoretical framework elucidated in the preceding chapters and the data

collected during the study.

Stebbins (2001, p. 6) posits that researchers should embrace a flexible approach when
engaging with information and maintain an open-minded stance in their pursuit of knowledge.
Bryman (2008: 11) outlines that the utilisation of both inductive and deductive methods serves
to establish a cohesive linkage between theoretical constructs and empirical data. The
inductive approach is harnessed in situations where theory exhibits informational gaps,
thereby facilitating the generation of novel conceptual insights. This approach involves
progressing from empirical observations to the development of theories (Blaikie, 2007). In
contrast, as elucidated by Bryman and Bell (2003), the deductive approach seeks to test pre-
existing theories by subjecting them to empirical scrutiny and comparing them with collected

data.

In light of the above, the researcher will adopt an inductive approach to derive insights from
specific observations related to Sharia governance and Sharia audit practices within Islamic
banks operating in the GCC. The research will begin with a thorough examination of the
prevailing practices in the GCC's Islamic banking sector, allowing for the identification of key
patterns and issues. These findings aim to offer valuable insights that can aid stakeholders in

enhancing internal Sharia audit practices across the Islamic banking industry in the region.
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6.4 RESEARCH DESIGN

The research design serves as a strategic framework that guides the researcher in collecting
evidence and addressing research inquiries in an efficient manner. As delineated by Bryman
(2008), the research design functions as a navigational tool, charting the trajectory of the study
towards its destination and objectives. Within the realm of research designs, three prevalent

categories are recognised: exploratory, descriptive, and explanatory.

The exploratory research design finds utility in scenarios marked by ambiguity and a dearth of
prior investigations on the subject matter, as underscored by Saunders et al. (2009: 139).
Conversely, the descriptive approach is engaged when the intention is to elucidate the
attributes of a phenomenon or concept. This mode of inquiry delves into the "what" of the
research domain, relying on historical occurrences while omitting emphasis on causal factors,
as expounded by Sekaran and Bougie (2009: 105). Lastly, the explanatory approach delves into
the causal intricacies underlying a given phenomenon's functioning. Employed in scenarios
wherein relationships between multiple variables exist, this approach seeks to uncover the

"why" behind observed phenomena, as outlined by Saunders et al. (2009: 140).

Evident from the initial chapter of this study, the realm encompassing internal Sharia audit
within the purview of the GCC's Islamic banking sector has, notably, remained a domain with
limited exploration. Moreover, the availability of primary data pertinent to this subject has
proven to be constrained. To address this constraint, a recourse was taken to employ semi-
structured interviews, which facilitated the collection of data and insights directly from

practitioners actively engaged in internal Sharia audit functions in Islamic banking.

Additionally, two interviews were conducted, involving a senior member of AAOIFI and a
regulatory advisor well-versed in the policies of various central banks across the GCC nations.
Recognising the inherent constraints of the semi-structured interview method, we bolstered
our investigative tools. We combined documentary analysis of Islamic banking regulations
across the GCC with the above method, enhancing the robustness of our research outcomes

and reinforcing the rationale behind our findings.

To better understand the development of the regulatory framework for internal Sharia audit,

the researcher created an index framework based on the benchmarks outlined in the AAOIFI
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internal Sharia audit standard. This approach facilitated a thorough grasp of how internal

Sharia audit regulations are different within the GCC.

In summary, a combination of exploratory and descriptive research designs has been used to
clarify and explain the operational environment of internal Sharia audit within the GCC's Islamic

banking sector.

6.5 RESEARCH METHODS

To derive meaningful findings from the research, it is crucial for the researcher to utilise
suitable research methods. It is noteworthy that, analogous to research methodology, research
methods are not inherently binary, being classified as either true or false (Silverman, 2001, 12).
The term "research methods" encompasses a variety of techniques and procedures employed
within a study for the purpose of data collection, analysis, and interpretation (Cohen, Manion

and Morrison, 2007: 47).

Research methods are commonly categorised into two main types: quantitative and
qualitative. The choice of the most suitable methods is contingent upon the research design,
inquiries, and aims. As posited by Yin (1994), a pivotal criterion for selecting research methods

pertains to the nature of the research questions.

Quantitative research finds application within the realm of social sciences, particularly when
extensive datasets are attainable, and the researcher aims to glean numerical insights into
intricate phenomena. This method employs an array of quantitative technigues, encompassing

tools like surveys and statistical correlation analysis (Blaikie, 2003).

Conversely, qualitative research is characterised by its foundation in language and discourse.
In this approach, the researcher assumes an interactive role, serving as a conduit for data
collection by engaging with interviewees to gather their observations and perspectives
(Bryman, 2016, p. 374). Employing open-ended and comprehensive inquiries, the researcher
taps into the interviewees' viewpoints, thus facilitating a nuanced exploration. This
methodology affords a deeper comprehension of the subject matter, as the interviews

encompass emotions, thoughts, personal encounters, and viewpoints (Creswell, 2005).
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Numerous scholars contend that the incorporation of both qualitative and quantitative
methods can yield enhanced insights and more robust outcomes (Bryman, 2016). Reiter (2011)
emphasises the value of employing diverse data collection methods and sources to unravel the
intricacies of complex research subjects. Furthermore, Jack (1979) underscores the potential
of mixed research methodology to furnish researchers with enriched data, engendering
heightened confidence in their findings and conclusions. However, it is essential to
acknowledge that employing a mixed methods approach entails challenges, as it demands
substantial time and effort due to its multifaceted nature, and selecting appropriate samples

for both qualitative and quantitative components can be complex (Denscombe, 2010).

Many researchers, including Denscombe (1998) and Robson (2002: 269), have highlighted
various drawbacks associated with the utilisation of the survey questionnaire as a research
instrument. Despite its widespread recognition, this method is not without limitations.
Notably, participants' ability to express their perspectives or emotions beyond the response
options is restricted. Additionally, challenges arise when participants encounter difficulty
comprehending the posed questions, thereby potentially compromising the integrity of the
data and subsequent outcomes. Lastly, the confidential nature of certain topics may engender
reluctance among participants to provide precise information. These limitations underscore

the need for researchers to use the survey questionnaire as a data collection tool.

The research philosophy underpinning this study is interpretivist, focusing on understanding
the subjective experiences and perspectives of individuals involved in internal Sharia audits
within GCC Islamic banks. Interpretivism posits that reality is socially constructed and shaped
by personal experiences and interactions. This philosophy directly influenced the choice of
qualitative methods, particularly semi-structured interviews, to obtain in-depth insights into
the practices, challenges, and regulatory frameworks of internal Sharia audits. By prioritising
rich, contextual data over numerical generalisations, the interpretivist approach facilitated a
comprehensive exploration of the internal Sharia audit process and its complexities within the

specific cultural and regulatory context of the GCC region.

A quantitative research approach, such as a survey questionnaire, was not employed in this
study due to the limited number of Islamic banks in the GCC (less than fifty) and the small size

of many internal Sharia audit departments, with some banks having only one internal auditor
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or none at all. Given this, the potential sample size would have been too small to yield
meaningful and generalisable data. Moreover, surveys have limitations in capturing the depth
of sensitive and complex issues such as Sharia compliance and audit practices, as they restrict
participants' ability to express their views fully and may lead to incomplete or inaccurate
responses due to confidentiality concerns. Therefore, qualitative methods, including semi-
structured interviews and documentary analysis, were chosen to provide richer, more detailed
insights into the roles, practices, and challenges of internal Sharia auditors, better aligning with

the research objectives and the context of the study.

6.5.1 Data Collection Instruments

Optimal selection of data collection instruments is pivotal for researchers to efficiently and
effectively execute their study. These well-suited tools aid in comprehending the subject of
investigation (Buenechea-Elberdin, 2017). Furthermore, Biggam (2015, P. 110) underscores
the role of the literature review in guiding the choice of data collection instruments and in
addressing research inquiries. Similarly, Creswell and Clark (2007) emphasise the central tenet

of data collection as acquiring information that offers insight into research questions.

In light of these considerations, the researcher will employ semi-structured interviews as the
chosen data collection method to encompass a broad spectrum of information. The research
design is characterised by elements of both exploratory and descriptive approaches. Given the
limited availability of data pertaining to Sharia governance and Sharia audit within the GCC
market, a combination of semi-structured interviews and documentary analysis will be used in

the data collection process.

6.5.1.1 Semi-structured interviews

Interviews constitute widely employed research tools, serving as vehicles for achieving
research objectives and goals. These dialogues facilitate a nuanced comprehension of subject
matters by engaging participants in conversations that elicit their perspectives, sentiments,

viewpoints, and behaviours.

Various interview formats exist, with structured, semi-structured, and unstructured interviews
being the most prominent. Structured interviews entail closed-ended questions, necessitating

consistent questioning across participants. This format, however, restricts participants'
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freedom to expound on their viewpoints. In contrast, semi-structured interviews offer a more
flexible interaction, affording both interviewer and participant greater latitude. Interviewers
can pose additional queries to extract richer insights, while participants can express opinions
freely. Unstructured interviews provide a broad topic guideline, permitting participants to

share insights within its framework (Robson, 2002: 282; Bryman, 2012).

Despite the interview being a famous research tool, it has many advantages and disadvantages.

If possible, the researcher had to avoid managing the weakness when using this research tool.
Robson (2002: 261) and Jankowicz (2000) enumerate several advantages of interviews:

e Interviews yield comprehensive participant insights;
e Researchers can verify information accuracy and validity during the process;

e Interviews necessitate minimal equipment and administrative efforts.

Conversely, challenges include:

e Complicating data extraction from interview transcripts;
e Time-intensive nature for extensive questioning or numerous participants;

e Risk of researcher influence compromising data integrity.

The selected interview method, especially the semi-structured type, offers clear benefits for
this research. It allows for a wide range of information, including participants' opinions,
backgrounds, knowledge, and skills, encouraging detailed responses that suit each person's

unique perspective.
6.5.1.1.1 Semi-structured interviews design

The semi-structured interview questions were carefully designed to address the research
questions presented in Chapter 1. These interviews were conducted with professionals
specializing in internal Sharia audit across the GCC. In order to provide a diverse and
comprehensive perspective that reinforces the research findings, a distinct set of questions
was developed for semi-structured interviews with a senior representative from AAOIFI and an

Islamic finance regulatory advisor provide advices to multiple Islamic banks across the GCC.
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In line with the research questions of this study, the researcher formulated a series of eighteen
questions to guide the interview dialogue with the internal Sharia audit practitioners. These
questions were categorised into six distinct sections. Furthermore, an additional set of six
questions was crafted to steer the discourse during the interview sessions with the senior
representative from AAOIFI and the regulatory advisor. Notably, the majority of these
questions leaned towards an open-ended format, affording participants the option to

articulate their responses according to their individual preferences and perspectives.

The development of the interview questions was influenced by the existing body of literature,
which predominantly focuses on general Sharia governance and the roles of Sharia Supervisory
Committees in Islamic banks. While these studies provided valuable insights into the broader
Sharia governance framework, they offered limited exploration of the specific practices and
challenges of internal Sharia audits. To address this gap, the interview questions were carefully
structured to build upon themes commonly addressed in prior researches about the Sharia
committees and Sharia governance but tailored specifically to investigate internal Sharia audit
practices. This approach ensured that the questions aligned with familiar research themes
while focusing on an area not extensively explored in previous studies, enabling a more

targeted and meaningful examination of internal Sharia audit functions within the GCC region.

The semi-structured interviews with internal Sharia audit practitioners were directed towards

exploring various facets of interest, including:

1. Current practices of internal Sharia audit
The existing regulatory framework in the GCC

Roles played by the internal Sharia audit department

> wonN

Mechanisms ensuring competency, independence, and confidentiality of internal
Sharia auditors
5. A comprehensive evaluation of the internal Sharia audit department

6. Approaches and operational procedures related to internal Sharia audit

Conversely, the semi-structured interviews conducted with the senior representative from
AAOIFI and the Islamic finance regulatory advisor, who provide their advance to numerous

Islamic banks across the GCC, were focused around the subsequent areas:
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Advantages and significance of the AAOIFI's Internal Sharia Audit Standard
Navigating the regulatory landscape within the GCC
Strategies and endeavours fostering the adoption and adherence of AAOIFI standards

Addressing concerns and challenges pertaining to AAOIFI standards

ok e

Prospects for future developments and advancements related to harmonisation and
standardisation
6. Proposals for a harmonised and standardised integrated approach to internal Sharia

audit

The table below shows each research questions with their relevant question from the semi-

structured interview.

Table 7: Research questions and the semi-structured interview
The interview | The questions of

with the internal | the interview
Questions linked to objectives Sharia audit | with AAOIFI and
practitioners the regulatory
advisors
How do the regulatory frameworks and internal
practices of internal Sharia audit differ among | Q4, Q5 Q2,Q3, Q5

Islamic banks in the GCC countries?

What are the current practices, roles and
responsibilities of the internal Sharia audit | Q1, Q2,Q3, Q6 Q1, Q4

department within the Islamic banks in the GCC?

What measures are in place to ensure the
independence, competence, confidentiality, ethical | Q7, Q8, Q9, Q10, | N/A
compliance, and quality assurance of the internal | Q11, Q12, Q13,
Sharia audit department within the Islamic banks of | Q14

the GCC?
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What would be the most suitable and effective
integrated approach to internal Sharia audit for | Q15, Q16, Q17, | Q6
Islamic banks in the GCC? Q18

The complete set of questions is listed in the appendix, while the data collected from the semi-

structured interviews is analysed and summarised in the subsequent chapters.

6.5.1.1.2 Conducting the interviews

The exploration of potential respondents encompassed key roles within the internal Sharia
audit domain, comprising heads of internal Sharia audit departments, internal Sharia audit
managers, and internal Sharia auditors, all actively engaged in Islamic banking in the GCC
countries. Correspondingly, senior representatives from AAOIFI and regulatory advisors
associated with central banks within the GCC were also identified as prospective participants
for the second interview. The outreach to these individuals was facilitated through a variety of

communication channels, including emails, mobile and telephone calls, and LinkedIn messages.

The limited number of Islamic banks in the GCC region, coupled with the small size of many
internal Sharia audit departments, made it impractical to conduct a pilot study. In the GCC,
there are fewer than fifty Islamic banks, and many of these banks have only a small team or
even a single internal Sharia auditor. In some cases, there are no dedicated internal Sharia
auditors at all, which severely restricts the pool of potential participants for the pilot study.
Given these constraints, the feasibility of conducting a meaningful pilot study was
compromised, as the sample size would have been too small to generate reliable preliminary
data. This limitation was one of the key factors in the decision to bypass the pilot phase and

proceed directly with interviews.

Despite challenges inherent to the limited availability of internal Sharia practitioners, the
researcher successfully conducted a total of fourteen interviews with internal Sharia audit
practitioners. Additionally, one interview was conducted with a senior member of AAOIFI, and

another with a regulatory advisor for central banks in the GCC.

The research employed a snowball sampling technique to identify suitable participants. This

method entails initiating the process by identifying and selecting one or more individuals
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possessing pertinent knowledge in the field of internal Sharia audit (Naibaho and Manik, 2022).
Subsequently, recommendations were solicited from these initial participants to identify
further relevant individuals within their professional network. The utilisation of this method
was necessitated by the inherent challenges associated with directly accessing all internal

Sharia auditors across the GCC.

The adoption of snowball sampling was driven by practical considerations, primarily stemming
from the limited availability of information concerning these specific individuals. Unlike Sharia
scholars, whose names are publicly acknowledged within the committees of Islamic banks, the
names of internal Sharia auditors remain less conspicuous. This discrepancy in public visibility
necessitated an alternative approach to participant selection, thus warranting the employment

of the snowball sampling method.

All participants were male, reflecting the gender composition typically observed in senior roles
within the GCC's banking sector. All participants were employed at Islamic banks, aligning with
the research focus on internal Sharia audit practices in these institutions. Their professional
experience exceeded 10 years, providing valuable insights from both strategic and operational
perspectives. The interviews varied in duration, lasting between 30 minutes and 1 hour,

allowing participants to elaborate on their experiences and perspectives comprehensively.

Table 8: Semi-structured interview (profile of interviewees)

Informant code Job title Country Date of interview | Duration
(minutes)
Interviewee 1 Chief Sharia | Bahrain 12 May 2023 41
Officer
Interviewee 2 Head of internal | Bahrain 11™ August 2023 | N/A
Sharia audit The participant

provided written
answers to the

guestions.

Interviewee 3 Assistant Kuwait 8t June 2023 48
general manager

Sharia audit
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Interviewee 4 Senior Shari | Kuwait 9% June 2023 36
auditor

Interviewee 5 Internal  Sharia | Oman 2" JUNE 203 32
audit manager

Interviewee 6 Head of internal | Oman 58
Sharia audit 16™ May 2023

Interviewee 7 Assistant Qatar 8™ May 2023 41
general manager
— Shari audit

Interviewee 8 Sharia audit | Qatar 11t May 2023 59
manager

Interviewee 9 VP — Sharia audit | Saudi Arabia 9*" June 2023 60
manager

Interviewee 10 Head of Sharia | Saudi Arabia 5% June 2023 50
audit

Interviewee 11 Chief Sharia | UAE 2" June 2023 33
Auditor

Interviewee 12 Head of internal | UAE 28" May 2023 35
Sharia audit

Interviewee 13 Internal  Sharia | UAE 2" June 2023 39
audit manager

Interviewee 14 Head of internal | UAE 31 June 2023 45
Sharia audit
division

Given the geographical dispersion of participants, the researcher used diverse platforms such
as Microsoft Teams, Zoom, and phone calls to administer the semi-structured interviews. In
preparation for each interview, participants were provided with the interview questions, a
consent form, and an informative participant information sheet. During the interview, the
researcher introduced themselves and provided an overview of the research's scope,

objectives, and rationale. Consent for recording the interviews was diligently sought and

secured from all participants. Also, detailed notes were taken during the interviews.
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To address the linguistic and cultural context of the participants, some interviews in this
research were conducted in Arabic, based on the request of the interviewees. Given that the
majority of the respondents were based in the GCC countries, where Arabic is the primary
language, conducting interviews in Arabic ensured a more comfortable and effective
communication environment, allowing participants to express themselves more freely and in
greater detail. This approach also helped eliminate potential language barriers that might have
hindered the quality of responses, ensuring that the nuances of their insights were accurately
captured. The English and Arabic versions of the interview questions, which were utilised in
the interviews conducted in the GCC region, can be found in the appendix. However, the
interviews conducted with both the AAOIFI senior member and the regulatory advisor in the

GCC were conducted in English; therefore, only the English version is provided in the appendix.

Upon completion of the interview phase, the recorded interview were securely stored on the
University of Salford's OneDrive platform and subsequently subjected to analysis. This analysis
was underpinned by an interview coding and thematic approach, enabling systematic

extraction of meaningful insights.

To ensure the accuracy and validity of the translations, all interviews conducted in Arabic were
translated into English. The translation process was carried out carefully to preserve the
meaning and context of the participants' responses. Once the translations were completed,
they were carefully reviewed by me and the records were shared with my supervisor, both of
whom are bilingual, to ensure that the nuances and specific terminologies related to Sharia
audit were correctly conveyed. This collaborative process helped maintain the integrity of the
data and ensured that the translated interviews reflected the participants' original

perspectives accurately.

The rich qualitative data garnered from these interviews proved immensely valuable, offering
profound insights of the research topic within the Islamic banking industry. The participants'
perspectives enriched the understanding of internal Sharia audit practices at both the
individual and institutional levels, including the viewpoint of AAOIFI on general internal Sharia

audit practices.
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6.5.1.1.3 Analysis of the semi-structured interviews

The process of analysing the interviews encompasses several intricate research steps. Initially,
the discussions held with the interviewees are transcribed, ensuring an accurate record of the
dialogue. Subsequently, a systematic examination is undertaken to identify the responses
relevant to the research inquiries. This involves a search for specific patterns, distinctive trends,
and noteworthy insights embedded within the transcriptions. Furthermore, a comprehensive
effort is exerted to highlight the themes that exhibit consensus and alignment across multiple
interviewees. This analysis approach contributes to the comprehensive extraction of valuable
insights from the interview data, thus enriching the research outcomes (Blee and Taylor, 2002:

111).

The responses provided by the interviewees summarised in coding process, whereby each
response was systematically categorised and associated with the pertinent research questions.
These questions were thoughtfully structured into six distinct components: Current Internal
Sharia Audit Practices, Regulatory Framework, The Role of the Internal Sharia Audit
Department, Mechanism of the Internal Sharia Audit (encompassing Competence,
Independence, and Confidentiality), General Assessment of the Internal Sharia Audit
Department, and Sharia Audit Approach and Operational Procedure. Drawing upon the semi-
structured interview framework, the researcher proceeded to present the insights about the
internal Sharia audit by the interviewees. Each response was then correlated with a thematic
category that corresponded to the relevant interview question, thus facilitating a coherent and

insightful analysis.

On the contrary, documentary analysis was employed to analysis the interviews conducted
with the senior member of AAOIFI and the regulatory advisor to the regulatory bodies within
the GCC. Following the framework outlined by Sekaran and Bougie (2009), the documentary
analysis process involves three key stages: data reduction, data display, and drawing
conclusions. The interview questions were organised into six distinct components: Benefits and
Importance of the Internal Sharia Audit Standard, Understanding the Regulatory Landscape,
Encouraging Adoption and Compliance, Addressing Concerns and Obstacles, Future Outlook

and Potential Developments, and Integrated Audit Approach.
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6.5.1.2 Documentary Analysis

In response to the limitations inherent in semi-structured interviews, the utilisation of
documentary analysis serves as a helpful approach aimed at reinforcing the research outcomes
drawn from the interviews (Beattie, Mclnners, & Fearnley, 2004, pp. 208—-213), which raised
pertinent queries regarding the regulatory requirements for internal Sharia audit within the

GCC.

Documentary analysis, a qualitative research form, involves the review and interpretation of
accessible documents to yield analytical insights conducive to the study's subject matter
(Bowen, 2009). This research instrument offers an effective means of procuring reliable data,
particularly when certain documents are publicly available, thereby enabling multiple reviews

without susceptibility to researcher influence (Bowen, 2009).

Conversely, this methodology necessitates investigative approach, given that documents are
not tailor-made to suit the research objectives, potentially yielding incomplete data for the
study's purposes. Additionally, the confidentiality of certain documents and potential
inaccuracies therein (Bowen, 2009) underscore the requirement for carful application.
Consequently, this method is deemed less valid when employed in isolation, thereby

prompting its inclusion as an additional tool to the semi-structured interviews.

Documentary analysis facilitates the compilation of essential legislations concerning internal
Sharia audit across GCC nations, subsequently subjecting them to a comparison with the
AAOIFI's internal Sharia audit standard. This approach was vital in offering the researcher
comparative insights and highlighting deficiencies within internal Sharia audit regulations

across the GCC.

The application of documentary analysis was instrumental in evaluating the alignment of
regulatory stipulations with the AAOIFI's internal Sharia audit standard. The analysis of
regulatory requisites for internal Sharia audit within the GCC entailed a systematic process.
Beginning with an assessment of AAOIFI's internal Sharia audit standard, the researcher
created a composite index, segmented into 5 sections. These sections encompass: the
establishment of a comprehensive framework for Sharia governance, the approach and

documentation of Sharia audit, independence and objectivity, quality control and ethical
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standards, and the human resources of internal Sharia audit. This index comprises 25 indicators

that serve as benchmarks.

Subsequently, a comparison was undertaken between the index's requirements and the
regulatory provisions in each GCC country. Assigning scores to each country based on their
adherence to AAOIFI standards follow, culminating in a ranking of their compliance levels. The
resultant analysis provided meaningful insights into the regulatory landscape. The set of 25
indicators proved instrumental in offering both quantitative and qualitative insights into the

realm of internal Sharia audit practices across the GCC.

The degree of regulatory compliance with AAOIFI’s internal Sharia audit standards has been
categorized into five levels: 'underdeveloped' regulations with scores from 1 to 5, 'emerging'
regulations from 6 to 10, 'improved' regulations between 11 and 15, 'good' regulations

between 16 and 20, and 'best' regulations between 21 and 25.

The validity of the created index is strong as it has been established based on the AAOIFI's
internal Sharia audit standard. AAOIFI, which similar to the Basel Committee in conventional
banking, adds credibility to the index's development, as explained in the earlier parts of this

study.

6.6 SUMMARY

As emphasised in Chapter 1, the purpose of this research is to investigate how internal Sharia
audits are conducted by Islamic banks in the GCC. It also examines whether these banks and
countries adhere to the internal Sharia audit standard established by AAOIFI. The study
involves analysing the insights of experts and the regulations within these countries. Based on
the findings, the thesis attempts to highlight any needed improvement and to propose from
the practices valuable guidelines and policy recommendations for an effective internal Sharia
audit framework. To achieve the aforementioned objectives, a robust research methodology
is essential. Thus, this chapter provides an overview of the research methods and tools utilised

in this research.
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CHAPTER 7: PERCEPTIONS OF THE SHARIA AUDITORS: INTERVIEWS
ANALYSIS

7.1 INTRODUCTION

This chapter aims to thoroughly examine viewpoints of the industry Sharia audit practitioners
in six distinct areas: namely current internal Sharia audit practices and the associated
challenges, the regulatory framework, the role of the internal Sharia audit department,
attributes of the internal Sharia audit in terms of mechanisms of competence, independence
and confidentiality, general assessment of the internal Sharia audit department, the Sharia

audit approach and operational procedure.

As outlined in the previous chapter, a series of interviews was conducted during 2023. The
interviews encompassed a total of fourteen participants, distributed across various countries.
Specifically, two interviews were conducted in Bahrain, Kuwait, Saudi Arabia, Qatar and Oman

respectively. The majority of interviews, totalling four, were carried out in the UAE.

The selection of interviewees was carefully tailored to target individuals holding key positions
within their respective banks' internal Sharia audit departments. This included the heads of
internal Sharia audit departments, senior internal Sharia audit managers, and internal Sharia
audit managers who possessed a comprehensive understanding of their banks' internal Sharia
audit approach. By engaging with these knowledgeable professionals, this study aimed to
gather valuable insights and perspectives on the internal Sharia audit practices employed

within their countries.

By conducting these interviews across diverse countries and involving a range of experienced
individuals, this research endeavour sought to capture a comprehensive and representative
understanding of the current state of internal Sharia audits in the selected Islamic banks. The
outcomes of these interviews will serve as a foundation for analysing and evaluating the
internal Sharia audit practices, as well as providing valuable recommendations for

improvement within the context of each respective countries.

126



The chapter is divided into four sections. The first section serves as an introduction. The second
section focuses on the analysis of the interviews conducted in Bahrain, Kuwait, Saudi Arabia,

Oman, Qatar, and the UAE.

The third section entails a comparative analysis, utilising the findings from the aforementioned
six countries. Its purpose is to identify similarities, differences, and notable trends in their
approaches to internal Sharia audits. By comparing these perspectives, a comprehensive
comprehension of the wider scope of internal Sharia audits in the region can be attained.
Lastly, the fourth section provides essential conclusions derived from the interview findings. It
summarises the key points discussed throughout the chapter, emphasising significant insights,

emerging themes, and potential avenues for future research.

7.2 AN ANALYSIS OF THE INTERVIEWS CONDUCTED IN THE GCC

In this section, it is crucial to emphasise the interconnected nature of the findings with the
viewpoints and concerns expressed during the interview section. The richness and depth of
understanding can be fully appreciated when these findings are examined collectively rather
than in isolation. Therefore, it is recommended to approach the analysis by considering the

findings as a cohesive whole.

To enhance clarity and facilitate comprehension, a systematic approach has been employed,
whereby findings are highlighted in a coded and thematic manner. This coding and thematic
structure enable a concise and structured summary of the results, ensuring that the key

themes and patterns are effectively captured.

Furthermore, after presenting the main findings in the tables, a detailed discussion takes place.
The coded analysis is thoroughly examined, exploring the details and challenges shown by the
data. This thorough examination complements the initial findings, providing a deeper
understanding of the underlying factors involved. This methodological framework amplifies the
significance and practical implications of the findings, enabling a comprehensive exploration of
the research objectives. Valuable insights are uncovered, and potential avenues for future
investigation are identified. Ultimately, this approach ensures that the findings are not isolated
fragments but rather integrated contributions that contribute coherently to the overall

research endeavour.
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7.2.1 Current internal Sharia audit practices and the associated challenges

There are three questions within this section. The first helps build a connection between
participants and the interviewer while gaining a general understanding of the internal Sharia
audit within the Islamic bank. The second question aims to determine the primary challenges
encountered by internal Sharia auditors. The third question assesses the adherence of Islamic
banks to AAOIFI's internal Sharia audit standard, seeking insights from practitioners on their
perspectives of this standard. This section is designed to analyse and evaluate the existing

implementation of AAOIFI's internal Sharia audit standard.
Question 1: What Internal Sharia Audit means at your Islamic bank?
Focused coding:

e Coding 1: Ensuring adherence to Sharia principles
e Coding 2: Providing independent assurance to stakeholders

e Coding 3: Everything related to Sharia

Theme: The Internal Sharia Audit across all Islamic banks is an independent function with the
objective of ensuring compliance with Sharia principles and providing confidence to stakeholders

regarding compliance.

Table 9: Interviewees' answers for Question 1

Interviewee Country | Answer

Interviewee 1

Bahrain

It is an independent function that assesses the compliance of all
activities of the bank to provide assurance to stakeholders that the

bank is compliant with Sharia principles.

Interviewee

2

Bahrain

The internal Sharia audit is the third line of defence at the bank from
Sharia perspective. The Sharia audit must cover all aspects of the
bank’s business operations and activities in order to assess the extent

of Sharia compliance requirements.

Interviewee 3

Kuwait

The internal Sharia audit comprises comprehensive processes and
time management to provide assurance about the compliance with
Sharia principles. It is divided into three processes: planning,

execution, and reporting. While some experts include follow-up in
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this process, | consider it a separate step. When the Sharia auditor
submits the report, it signifies the completion of the Sharia audit.

Failure to conduct follow-up does not imply incomplete audit work.

Interviewee

4

Kuwait

In our bank, there is a Sharia compliance function responsible for
overseeing the day-to-day activities of the bank, and an internal
Sharia audit as an independent function provides assurance to

stakeholders regarding the bank's compliance with Sharia principles.

Interviewee 5

Oman

It is equivalent to an internal audit department in its work and
independency, but the difference here is that we have zero tolerance

for Sharia non-compliance issues.

Interviewee 6

Oman

This function ensures the bank's alignment with Sharia principles set
by the Sharia committee and adheres to the central bank's
framework for Islamic banks. The primary objective to provide
assurance about the compliance with Sharia so enable the Sharia

committee to issue the annual certificate upon year-end.

Interviewee 7

Qatar

The Sharia audit is accountable to the Sharia committee, which is
responsible for issuing Fatwas and overseeing their execution within
the bank. When dealing with Sharia audit, it's essential to assess the

scope, implementation authority, and clarity of the mission.

Interviewee 8

Qatar

It signifies the entirety of Sharia principles within the bank. It serves
as the primary contract function between management and the

Sharia Supervisory Committee.

Interviewee 9

Saudi
Arabia

Everything related to Sharia in the bank includes aspects such as
product development, Sharia compliance, and research, along with

Sharia audit procedures.

Interviewee

10

Saudi
Arabia

The function ensures that everything is in line with Sharia after the
activities have been done. It is to give enough assurance to the Sharia

committee that the bank was working in line with Sharia principles.

Interviewee

11

UAE

Itis aninternal control function within the bank that helps ensure the
bank's activities are in line with Sharia principles. This function

ensures that everything related to products is reviewed before being
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offered to customers, while it is offered to customers, and after it is

offered, to ensure the entire process is in line with Sharia principles.

Interviewee

12

UAE

It is a regular process aimed at assessing and evaluating the bank's
compliance with Sharia principles and the effectiveness of the Sharia

governance framework.

Interviewee

13

UAE

A function that must plan its activities annually, collecting the
necessary documents to complete the audit. Once the documents
are gathered, they execute the actual audit to ensure no breaches
have occurred during the year. Any issues found are reported to

implement proper controls to prevent similar issues in the future.

Interviewee

14

UAE

The function responsible for conducting the internal Sharia audit plan
ensures that Sharia non-compliance risk is managed by the Islamic
bank. The internal Sharia audit function derives authority from both

the board and the Sharia supervisory committee.

Analysis of what internal Sharia audit means from the interviewees' perspective.

1- Primary Objective:

Across all responses, the primary objective of internal Sharia audit is consistently emphasised
as ensuring compliance with Sharia principles. This includes assessing the alignment of bank
activities with Sharia requirements and providing assurance to stakeholders, such as the Sharia

committee or board, regulators regarding adherence to Sharia principles.
2- Independence and Accountability:

Many interviewees stress the independence of internal Sharia audit as a critical aspect of its
function. It is portrayed as an independent function accountable to the Sharia committee or

board, similar to internal audit departments in conventional banks.
3- Scope and Processes:

The scope of internal Sharia audit's activities varies across interviewees depend on the country

and in some cases it encompasses all aspects of the bank's operations related to Sharia
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compliance. This includes product development, research, compliance assessment, and

oversight of Sharia-related activities.

It is worth noting that Sharia audit in Qatar and Saudi Arabia is responsible for everything
related to Sharia within the bank, raising questions about the independence of this function
and how this function operates within the second and third lines of defence. Thus, they handle
Sharia compliance and Sharia audit simultaneously, and in some cases, they are involved in

product development.
4- Relationship with Sharia Governance:

Internal Sharia audit is closely linked with the Sharia governance framework of the bank. It
serves as a critical component in assessing the effectiveness of Sharia governance practices

and ensuring that Sharia principles are integrated into all aspects of the bank's operations.
5- Risk Management and Assurance:

Internal Sharia audit is viewed as a risk management function, responsible for identifying and
mitigating Sharia non-compliance risks within the bank. Its role in providing assurance to
stakeholders, including the Sharia committee, board and the regulators, is highlighted as

essential for maintaining trust and confidence in the bank's adherence to Sharia principles.

Overall, the responses highlight the critical role of internal Sharia audit in ensuring Sharia
compliance within Islamic banks. However, there are clear indicators that there are differences

in what Sharia audit means in each bank and in each country.
Question 2: What are the challenges you might be facing in relation to Internal Sharia Audit?

Focused coding:

° Coding 1: Scarcity of qualified Sharia audit professionals

° Coding 2: Limited resources and technological infrastructure

° Coding 3: Lack of standardised approaches and terminology

° Coding 4: Issues related to management perception and support for Sharia audits

Theme: The main challenge faced by Sharia auditors regarding Internal Sharia Audit is the
scarcity of qualified personnel and limited resources, blocking the effectiveness of Sharia audits

and necessitating investment in staffing and technology to meet Sharia audit demands.
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Table 10: Interviewees' answers for Question 2

Interviewee

Country

Answer

Interviewee

1

Bahrain

The main challenge lies with individuals and their limited
understanding of Islamic banking. Additionally, there is a scarcity of
experts in Sharia audit. Currently, if a bank seeks to hire someone for
the Sharia audit function, it is difficult to find a suitable candidate who

possesses knowledge in Sharia, audit practices, banking, and finance.

Interviewee

2

Bahrain

Mainly lack of resources, qualifications and shifting from traditional

way to digitalisation.

Interviewee

3

Kuwait

The resources required to conduct the internal Sharia audit are
crucial; lacking a proper team can render the Sharia audit ineffective,
failing to provide assurance to stakeholders. A strong team is
essential. Another challenge is maintaining a large team in the Sharia
audit department without ensuring their competence to conduct the
audit.

There is a lack of qualified individuals in the field of Islamic banking
and internal Sharia audit. Currently, many staff members are being
sourced from conventional banking backgrounds, and they tend to
apply their previous knowledge. | have been actively searching for a
qualified Sharia audit professional to join my team for six months, yet

have been unsuccessful in finding one so far.

Interviewee

4

Kuwait

Based on my experience, the internal Sharia audit varies across
different Islamic banks, as there is no standardized approach in the
market. Differences are observed in processes, reporting, stages,
results, and terminologies. This difference stems from the fact that
Islamic banking is still evolving as a concept, particularly in the context
of Sharia audit, which lags behind conventional internal audit
practices. Even the reporting lines for internal Sharia audit differ
among Islamic banks, tailored to suit each management's preferences

rather than stakeholders as a whole.
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Furthermore, there is a lack of clear segregation of responsibilities
within the internal Sharia audit function. Currently, in some countries,
a single individual handles Sharia audit, compliance, training, and
product development. While internal auditors adhere to the
International Professional Practices Framework (IPPF) standards
issued by the IlIA, Sharia auditors lack equivalent standards for
conducting Sharia audits. Holding regular conferences among internal
Sharia auditors could foster knowledge sharing and harmonisation of
their practices. Also, There is a lack of consistency in the

terminologies associated with internal Sharia audit.

Interviewee | Oman We do not have many Sharia auditors proficient in the English

5 language, and the contracts of products, especially in treasury, are in
English.

Interviewee | Oman During the Sharia audit process, interactions with the audited

6 department and the presentation of the audit report to management
are key stages. However, challenges often arise in these interactions.
There is sometimes a perception that we are seeking errors, when
our true aim is to enhance processes. Additionally, system-related
challenges are encountered along the way.

Interviewee | Qatar Sharia compliance is not given a serious level of attention by the

7 management, primarily due to the fact that many members of the
management team come from conventional banking backgrounds
and have limited understanding of Sharia principles.

Interviewee | Qatar The main challenge is that the management perceives internal Sharia

8 audit as an expense centre.

Interviewee | Saudi The management did not take the Sharia audit seriously; however,

9 Arabia | this stance was challenged after the central bank issued guidelines on

Sharia governance for Islamic banks. Nevertheless, these measures
are still insufficient, and further enforcement is needed from the

central bank.
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Interviewee | Saudi The management of the bank, in some cases, does not take

10 Arabia | compliance with Sharia as a serious matter as no strong enforcement
to Sharia audit from the regulators.

Interviewee | UAE Not having enough resources and finding the appropriate candidate

11 to do the job.

Interviewee | UAE The main challenge is that we lack a unified approach to conducting

12 internal Sharia audits, and this is a widespread issue across the entire
market, not just in the UAE.

Interviewee | UAE Collecting information and documents from various departments,

13 including any miscommunications related to resolutions issued by the
Sharia committee.

Interviewee | UAE The internal audit function is more welcomed by the board compared

14 to Sharia audit, as they perceive it can improve their processes.
However, the board may view our function as potentially reducing
profits due to non-Sharia compliance or as a police officer who
supported by the regulators to ensure compliance with Sharia.

Analysis of the challenges the internal Sharia auditors facing

1- Human Resources and Expertise:

A common challenge highlighted across multiple responses is the scarcity of qualified

individuals with expertise in both Islamic banking and internal Sharia audit. This scarcity

extends to finding candidates proficient in the English language, which is often necessary for

auditing contracts and documents.

Islamic banks struggle to find suitable candidates who possess the necessary knowledge in

Sharia principles, audit practices, banking, finance, and proficiency in English. This shortage of

qualified personnel weakens the effectiveness of Sharia audits and may lead to reliance on

staff with backgrounds in conventional banking, who may not fully understand Sharia

principles.
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2- Resource Constraints:

Limited resources, both in terms of staffing and technological infrastructure, pose significant
challenges to conducting effective Sharia audits. Islamic banks face difficulties in maintaining
adequately sized and competent teams within the Sharia audit department. Transitioning from
traditional methods to digitalization also presents challenges, indicating a need for investment

in technology and training to adapt to evolving audit practices.
3- Standardization and Consistency:

There is a lack of standardized approaches and terminology in internal Sharia audits across
Islamic banks and markets. This variation in processes, reporting, and terminology complicates
efforts to benchmark practices and ensure consistency. The absence of equivalent standards
for Sharia audits, similar to those for internal audits in conventional banking, contributes to the

divergence in practices and reporting observed among Islamic banks.
4- Management Perception and Support:

Challenges related to management perception and support for Sharia audits are prevalent.
Some management teams may not prioritize Sharia compliance or may view the Sharia audit

function primarily as a cost centre rather than a value-added activity.

It was highlighted in some countries that without regulatory enforcement mandating a Sharia
audit function, its strength may not reach its full potential. Even when regulatory enforcement
exists, internal Sharia auditors are perceived by management as akin to police officers and are
not accorded the same respect as internal auditors, who assist the board and shareholders in
improving processes. The Sharia auditor may be viewed as a function that costs money and

reduces profit for the shareholders.
5- Regulatory Environment:

While regulatory guidelines on Sharia governance have been issued by central banks in some
cases, such as Saudi Arabia, interviewees express concerns about the adequacy of enforcement
measures. Further regulatory enforcement and guidance are deemed necessary to ensure

compliance and strengthen the standing of Sharia audits within Islamic banks.
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Overall, the identified challenges underscore the complex and multi-dimensional nature of
conducting internal Sharia audits within Islamic banks. Addressing these challenges requires
efforts to enhance human resources, standardise practices, improve management support and
perception, and strengthen regulatory frameworks to ensure effective Sharia compliance and

audit practices.

Question 3: Does your bank comply with the internal audit standard issued by the Accounting
and Auditing Organisation for Islamic Financial Institutions (AAOIFI)? If yes/no, to what extent

does implementing this standard improve your work?
Focused coding:

° Coding 1: Diverse levels of compliance with AAOIFI standards

° Coding 2: Recognition of potential benefits and challenges associated with
implementing AAOIFI standards

° Coding 3: Influence of regulatory mandates and differences in regional compliance

methods

Theme: The responses highlight a range of perspectives regarding compliance with AAOIFI
standards for internal audit among Sharia auditors. While some Sharia auditors recognise the
potential benefits and strive for compliance, others face challenges or prioritise adherence to

local regulations.

Table 11: Interviewees' answers for Question 3

Interviewee Country | Answer

Interviewee 1 | Bahrain | The bank is not fully compliant with the AAOIFI standard, but our
main objective is to align with regulations. The regulations from the
central bank recommend compliance with AAOIFI standards but do

not enforce it.

Interviewee 2 | Bahrain Not fully but following the international and professional standards
create great value for the internal Sharia audit and keep a good
reference for standardisation of work and spread the best practices

in the industry.
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Interviewee 3

Kuwait

We are not fully compliant and | reviewed the standards issued by
AAOIFI, but they fall below expectations when compared to the
standards issued by the IIA for conventional internal audit. The
AAOQIFI standards can be useful as a benchmark, but not as a
comprehensive guide for conducting Sharia audits. In Kuwait we use
the AAQIFI standards as a guidelines not mandatory. It is important
to note that AAOIFI does a great job with Sharia standards, but the

governance standards are still relatively weak.

Interviewee 4

Kuwait

AAOIFI is optional and not mandatory for implementation;
currently, we are not fully compliant. In my opinion, the AAOIFI
internal  Sharia audit standard still requires significant

improvements.

Interviewee 5

Oman

No, we do not comply with the AAOIFI internal Sharia audit
standards. | am not fully aware of the standards to provide a view

on the improvement of our work.

Interviewee 6

Oman

We do not adhere to the AAOIFI internal Sharia audit standard,
primarily because regulatory authorities do not make it a
mandatory requirement. In Oman, while AAOIFI accounting
standards are obligatory, governance standards are not. While
implementing the AAOIFI internal Sharia audit standard could
potentially enhance our operations, it might also lead to conflicts
with regulations or our established approach to internal Sharia

audit.

Interviewee 7

Qatar

We do not fully adhere to AAOIFI standards; rather, we treat them
as guiding principles. While it would be beneficial to fully implement
AAOIFI standards, it's unfortunate that these standards, developed
by esteemed experts in the Islamic finance sector, often face
challenges in practical implementation within their own Islamic

banks.

Interviewee 8

Qatar

We strive for compliance, but unfortunately, we haven't achieved it

yet. AAOIFI offers excellent standards, but implementing them
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would incur extra costs for the business. Without a regulatory
mandate for this compliance, the management may be hesitant to

allocate additional funds.

Interviewee 9 | Saudi No, we are currently not compliant with AAOIFI standards. Our
Arabia priority is to adhere to the regulations or guidelines issued by the

central bank. However, I'm not familiar enough with AAOIFI
standards to determine their utility or relevance for our operations.

Interviewee Saudi It is not a regulatory requirement to be compliant with AAOIFI so

10 Arabia we are not fully compliant.

Interviewee UAE No we are not compliant with AAOIFI's internal Sharia audit

11 standard. It will greatly improve the work of the internal Sharia
auditor and create harmonization in the industry if all players are
compliant with the AAOIFI Sharia audit standard.

Interviewee UAE No, we strictly adhere to the regulatory requirements issued by the

12 central bank of the UAE. Each country has its own regulations, so it
is difficult to enforce AAOIFI standards on all banks worldwide.

Interviewee UAE We are required to comply with the Sharia standards issued by

13 AAOIFI, but this is not mandatory when it comes to the internal
Sharia audit standard. However, we fully comply with the standards
issued by the central bank.

Interviewee UAE No, we are simply complying with the regulatory framework issued

14 by the Central Bank of the UAE.

Analysing compliance with internal Sharia audit standards issued by AAOIFI:

1- Compliance Levels:

Majority of the interviewees (10 out of 14) do not fully comply with the AAOIFI internal Sharia

audit standard. This lack of full compliance is often attributed to several factors including:

e Absence of regulatory enforcement: Many interviewees noted that while they aim to

align with AAOIFI standards, there is no regulatory mandate compelling their Islamic

banks to do so. This lack of regulatory pressure reduces the urgency for full compliance.
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e Cost considerations: Some interviewees mentioned that implementing AAOIFI
standards would incur additional costs for the Islamic bank. Without a regulatory
mandate or clear benefits outweighing the costs, management may be hesitant to
allocate resources towards compliance.

e Perception of standards: Some interviewees expressed concerns about the
comprehensiveness and effectiveness of AAOIFI standards, particularly in comparison
to other international standards like those issued by the IIA (Institute of Internal

Auditors).

2- Perceived Utility and Improvements:

Despite the varying levels of compliance, there is recognition among some interviewees that
implementing AAOIFI standards could improve internal audit practices and enhance

operations. Benefits mentioned include:

e Alignment with international and professional standards: Compliance with AAOIFI
standards is seen as a means to adhere to best practices in the industry and maintain a
good reference for standardisation of work.

e Harmonisation and industry improvement: Interviewees from the UAE highlighted the
potential for AAOIFI standards to create harmonisation within the industry and improve
the work of internal Sharia auditors.

e Increase reliability and trust in the Islamic bank: Compliance with AAOIFI standards
gives assurance to stakeholders that the Islamic bank is truly compliant with Sharia
principles.

3- Challenges and Criticisms:
Several interviewees raised criticisms and challenges associated with AAOIFI standards:

e Perceived weaknesses: Some interviewees mentioned concerns about the adequacy
and effectiveness of AAOIFI standards, particularly in governance-related areas.

e Practical implementation challenges: Interviewees noted challenges in practically
implementing AAOIFI standards within their Islamic banks, citing difficulties in
reconciling these standards with existing regulatory frameworks and internal audit

approaches.
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4- Regional Variations:
There are differences in attitudes and regulatory environments across countries:

e Countries like Bahrain and the UAE have varying degrees of adherence to AAOQIFI
standards, with some Islamic banks recognising the importance of compliance while
others prioritise adherence to local regulatory frameworks.

e |n Qatar, Saudi Aribia, Kuwait and Oman, AAOIFI standards are viewed more as

guidelines rather than mandatory requirements

Overall, while there is recognition of the potential benefits of complying with AAOIFI standards
for internal Sharia audit, practical challenges, varying regulatory environments, and
perceptions of standard effectiveness contribute to the mixed levels of compliance observed

among the interviewed Islamic banks.

7.2.2 The regulatory framework

Acknowledging the regulatory challenges associated with the internal Sharia audit function,
this section addresses relevant queries posed to practitioners. The primary question seeks to
clarify existing regulatory prerequisites concerning the internal Sharia audit function within the
participants' respective countries. This inquiry also seeks insights into potential consequences
stemming from non-compliance by an Islamic bank with these stipulations, if applicable. The
subsequent query investigates practitioners' strategies for remaining well-informed about

evolving regulatory mandates, shedding light on their measures to ensure solid adherence.

As the GCC countries share many commonalities, there is an expectation of a harmonised
regulatory approach towards this unique function. The main objective of this section is to
comprehensively comprehend the regulatory landscape governing the internal Sharia audit

within the dynamic realm of the GCC's Islamic banking industry.

Question 4: Is the Internal Sharia Audit subject to any regulatory requirements? If yes, what will

happen when an Islamic bank breaches these requirements?

Focused coding:
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° Coding 1: Acknowledgment of regulatory requirements or guidelines for Internal

Sharia Audit

° Coding 2: Lack of clarity regarding penalties for breaching regulatory requirements

Theme: The responses indicate that Internal Sharia Audit is subject to regulatory requirements

or guidelines in all interviewed experts, typically issued by central banks or regulatory

authorities. However, there is a notable lack of clarity regarding the penalties for breaching these

requirements.

Table 12: Interviewees' answers for Question 4

Interviewee

Country

Answer

Interviewee 1

Bahrain

Yes, there are regulations related to the internal Sharia audit
function, and while these regulations are robust, there are no
clear penalties, such as fines or imprisonment, if Islamic banks

do not comply with the regulatory requirements.

Interviewee 2

Bahrain

Yes, the Sharia governance module of central bank of Bahrain
(CBB), its available on their official website. In case of any breach
to these requirements, the bank is subject to financial penalties

but the penalty is not clear in the regulation.

Interviewee 3

Kuwait

Yes, but there is still a lot to be done when it comes to internal
regulatory requirements of the internal Sharia audit and I am not

aware about the exact penalty.

Interviewee 4

Kuwait

Yes, the Central Bank of Kuwait has issued regulations related to
internal Sharia audit. | believe there are penalties for breaches,
although | am not fully aware if any banks have been subjected

to such penalties.

Interviewee 5

Oman

Yes, there are specific requirements published by the Central
Bank of Oman, but there is no clear penalty for breaching these

requirements.

Interviewee 6

Oman

The internal Sharia audit operates under regulatory guidelines,
and we ensure compliance with these guidelines. For instance,
according to the regulatory requirements, Sharia audits should

be conducted quarterly, and we meet this stipulation.
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Additionally, the audit report is submitted to the audit
committee, as mandated by the regulatory guidelines. However,

no clear penalty for breaching the Sharia requirements.

Interviewee 7

Qatar

The existing requirements for Islamic banks, unfortunately, lack
robustness. While they mandate the presence of a Sharia
committee and internal Sharia auditor, they lack comprehensive
details. Presently, any new products necessitate approval from
the central bank before implementation. However, the authority
of Sharia auditors is ultimately derived from the strength of the
Sharia committee rather than from regulations. It is our hope
that regulators will extend a similar level of recognition and
importance to the internal Sharia audit function as they do to the

internal audit function.

Interviewee 8

Qatar

Yes, there are regulatory requirements for internal Sharia audit.
However, penalties for breaching these requirements are usually
absent. In case of a breach, the bank is typically granted a period

to address and resolve the issue.

Interviewee 9

Saudi Arabia

The Central Bank of Saudi Arabia has issued guidelines; however,

there are no penalties specified for breaching these guidelines.

Interviewee

10

Saudi Arabia

In all countries around the world, there are Islamic banks and
conventional banks. However, in Saudi Arabia, that is not the
case. The government does not admit that conventional banks
are not in line with Sharia, as if they do so, this would be a breach
of the country's constitution. The central bank of Saudi Arabia
claims in its regulations that they are working in line with Sharia,
but in reality, they are not compliant in their practices and
activities. For example, when Alrajhi Bank wanted to call
themselves Alrajhi Alislami, the request was rejected by the
regulators, as if this implies that other banks are not Islamic.
Similarly, Alinma Bank wanted to state in their articles of

association that the bank works only in line with Sharia
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principles; however, this too was rejected by the regulators.
Currently, there are guidelines for Sharia governance issued by
the central bank, but these guidelines are applicable to all banks

in Saudi Arabia and do not specify which banks should comply

with them.

Interviewee UAE Yes, the internal Sharia audit is subject to the standard Sharia

11 governance for Islamic banks issued by the central bank of the
UAE. There are penalties for breaching these requirements, but
the penalty is not mentioned in the standard. However, | am not
aware of any case where the central bank imposed penalties on
any bank for not being in line with Sharia.

Interviewee UAE Yes, the internal Sharia audit is subject to regulatory

12 requirements in the UAE and is also subject to regulatory Sharia
audits by the central bank. Any breaches would potentially incur
fines, although the specific details of these fines are not
disclosed by the central bank.

Interviewee UAE Yes, there are regulatory requirements related to internal Sharia

13 audit issued by the UAE central bank. Non-compliance with
these standards will result in fines imposed by the regulators.

Interviewee UAE Yes, the standards are issued by the Central Bank of the UAE, but

14 the law does not specify the fine for breaches.

Analysis of the regulatory requirements of the internal Sharia Audit

1- Existence of Regulatory Requirements:

The majority of interviewees affirm the existence of regulatory requirements governing

internal Sharia audit, with reference to guidelines issued by central banks or regulatory

authorities in their respective countries. These requirements typically mandate the presence

of a Sharia committee and an internal Sharia auditor within Islamic banks at institutional level.

2- Level of Robustness and Clarity:
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While regulatory requirements are acknowledged, there are varying perceptions regarding
their robustness and clarity. Some interviewees express concerns about the
comprehensiveness and specificity of existing regulations, noting gaps in detailing the roles,

responsibilities, and processes associated with internal Sharia audit.

It is worth noting that in Saudi Arabia, it is not allowed for any Islamic banks to call themselves
Islamic banks, as that would imply that other banks are not Islamic, breaching the country's
rules that everything should comply with Sharia. This may raise additional challenges for Islamic

banks in Saudi Arabia, despite it being the largest Islamic finance industry in the GCC.
3- Penalties for Breaches:

Interviewees provide mixed responses regarding the imposition of penalties for breaching
regulatory requirements related to internal Sharia audit. Several interviewees mention the
absence of clear penalties, such as fines or imprisonment, for non-compliance with internal
Sharia audit regulations. This lack of clarity regarding penalties raises questions about the

effectiveness of regulatory enforcement in ensuring compliance.

In contrast, some interviewees in the UAE mention the potential for financial penalties
imposed by regulators in the event of breaches. However, the specific details of these
penalties, including the amount and nature of fines, remain undisclosed or unspecified by

regulatory authorities.
4- Regulatory Oversight and Audits:

Interviewees highlighted the role of regulatory authorities, such as central banks, in overseeing
internal Sharia audit and conducting audits to assess compliance with regulatory requirements.
It was noted that apart from the UAE, all other GCC regulators do not conduct a regulatory
Sharia audit to ensure that the Islamic banks in their areas are compliant with the regulations

or guidelines issued by the regulators.
5- Challenges and Expectations:

Some interviewees express expectations for regulators to extend greater recognition and
importance to internal Sharia audit, similar to the internal audit function such as the case in
Qatar. This includes calls for enhanced regulatory guidance, clarity on penalties for breaches,

and standardized approaches to internal Sharia audit practices across Islamic banks.
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6- Country-specific Contexts:

Responses highlight country-specific nuances in regulatory frameworks and enforcement
mechanisms. For example, interviewees from the UAE, Bahrain, Kuwait and Oman reference
standards issued by their respective central banks, while others mention guidelines from

regulatory authorities in Qatar, and Saudi Arabia.

Overall, the responses underscore the importance of regulatory oversight in governing internal
Sharia audit and ensuring compliance with Sharia principles within Islamic banks. However,
challenges remain regarding the clarity, robustness, and enforcement of regulatory
requirements, as well as the need for greater alignment with international best practices and

standards.

Question 5: How do you stay updated with changes in regulatory requirements pertaining to
Internal Sharia Audit? What mechanisms or processes do you have in place to ensure compliance

with evolving regulations?
Focused coding:

° Coding 1: the importance of the Sharia compliance department or regulatory
compliance department in monitoring regulatory requirements and ensuring
compliance.

) Coding 2: Reliance on channels such as central bank circulars, notifications,
websites, specialized WhatsApp groups, AAOIFI mail lists, media channels, and

direct communication with regulators to stay informed about regulatory changes.

Theme: The Sharia compliance department or regulatory compliance department assumes
primary responsibility for monitoring regulatory changes and ensuring compliance within the
Islamic bank. Through regular communication with regulators, reliance on central bank circulars
and notifications, and participation in specialised information networks, Islamic banks ensure
timely access to regulatory updates and strive to align their internal processes with evolving

regulatory standards.

Table 13: Interviewees' answers for Question 5

Interviewee Country | Answer
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Interviewee 1

Bahrain

The Sharia compliance department is responsible for maintaining
regular contact with regulators to ensure the bank's continuous

alignment with regulations

Interviewee 2 | Bahrain | Through the central banks circulars, AAOIFI mail list and
specialized WhatsApp groups.

Interviewee 3 | Kuwait This is the responsibility of the Sharia compliance department, and
they monitor the compliance with the regulatory Sharia
requirements

Interviewee 4 | Kuwait The Central Bank of Kuwait usually sends out regular notifications
regarding any new regulations.

Interviewee 5 | Oman We stay up to date with the regulations by obtaining the circulars
from the central bank

Interviewee 6 | Oman Based on the circulars issued by the central bank.

Interviewee 7 | Qatar Via the central bank's circulated communications.

Interviewee 8 | Qatar We stay informed by regularly visiting the central bank's website
and by receiving regulatory updates through circulated
notifications.

Interviewee 9 | Saudi Through the central banks directly.

Arabia

Interviewee Saudi We go through the central bank and regulator's website.

10 Arabia

Interviewee UAE Throughout, the Chief Compliance Officer has a direct connection

11 with the Central Bank in the UAE.

Interviewee UAE Through the second line of defence, we are working closely with

12 regulators to ensure the bank is in line with regulatory
requirements.

Interviewee UAE Through the regulatory compliance department.

13

Interviewee UAE Through the media, the regulatory compliance department and

14 directly from the central bank of UAE.
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Analysis of how they stay up-to-date with regulatory requirements
1- Responsibility and Departmental Roles:

The Sharia compliance department emerges as the primary entity responsible for staying
updated with regulatory requirements related to internal Sharia audit. This department plays
a pivotal role in monitoring compliance with regulatory Sharia requirements and ensuring the
Islamic bank's alignment with evolving regulations. In some cases, the regulatory compliance
department is also mentioned as having responsibility for staying updated with regulatory
changes, particularly in the UAE. Meanwhile, the Sharia audit department is responsible for

everything related to Sharia in Qatar and Saudi Arabia.
2- Communication with Regulators:

Islamic banks maintain regular communication with regulators, primarily through channels
such as central bank circulars, notifications, and updates. These channels serve as essential
sources of information regarding new regulations, guidelines, and requirements issued by
regulatory authorities. Some Islamic banks highlight direct communication with regulators or

visits to their websites as key mechanisms for staying informed about regulatory changes.
3- External Sources and Information Networks:

Islamic banks utilise external sources of information, such as AAOIFI mail lists, specialised
WhatsApp groups, and media channels, to stay updated with regulatory developments.
Collaborative efforts, such as participating in specialised WhatsApp groups or quality assurance
programs, are mentioned as mechanisms for ensuring compliance with evolving regulations

and standards.
4- Central Bank Notifications and Circulars:

Circulars issued by central banks serve as crucial sources of regulatory updates for Islamic
banks. Islamic banks rely on these circulars to obtain information on new regulations,

amendments, and guidelines relevant to internal Sharia audit.

5- Direct Contacts and Liaisons:
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Some Islamic banks emphasise direct connections and relationships with regulatory
authorities, such as the Chief Compliance Officer's direct connection with the Central Bank in

the UAE. These direct contacts facilitate timely access to regulatory information and updates.

Overall, the responses demonstrate a proactive approach by Islamic banks in staying updated
with changes in regulatory requirements pertaining to internal Sharia audit. These mechanisms
and processes not only facilitate compliance with regulatory standards but also contribute to

maintaining alignment with Sharia principles and best practices in Islamic finance.

7.2.3 The role of the internal Sharia audit department

The rationale behind this section is to examine the perception of the internal Sharia auditors
about their roles and responsibilities in the banks they work for. Given all participants are
responsible for the Sharia audit, the expectation is to find similarities in their roles and

responsibilities.

Question 6: What are the main roles and responsibilities of the Internal Sharia Audit department

in your bank?
Focused coding:

e Coding 1: To independently ensure adherence to Sharia principles and alignment with
fatwas issued by the Sharia committee.

e Coding 2: To be responsible about anything related to the Sharia aspect of the bank.

Theme: The internal Sharia audit department plays a pivotal role in ensuring adherence to Sharia
principles and guidelines within Islamic banks. This includes overseeing compliance with fatwas
issued by the Sharia committee, promptly reporting any deviations from Sharia principles,
evaluating the bank's adherence to Sharia guidelines, and providing assurance to the

stakeholders regarding compliance.

Table 14: Interviewees' answers for Question 6

Interviewee Country | Answer

Interviewee 1 | Bahrain | To ensure that all activities within the Bank are compliant with
Sharia principles and aligned with the fatwas issued by the Sharia

committee.
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Interviewee 2

Bahrain

Ensuring that there is a sound control system related to Sharia
Ensuring that the Bank's management is discharging its
responsibilities of implementing the Sharia principles

Ensuring that all the Bank's transactions are complying with Sharia

Interviewee 3

Kuwait

The main role is to verify the Islamic bank's adherence to the

principles of Islamic Sharia in its transactions and activities

Interviewee 4

Kuwait

The Sharia auditor is responsible for assessing and verifying that all
activities of the Islamic bank adhere to Sharia principles and

guidelines.

Interviewee 5

Oman

The main role and responsibility of the Sharia audit is to serve as the
vigilant oversight for the Sharia committee within the bank. Any
activities or occurrences that deviate from Sharia principles are

promptly reported to the Sharia Supervisory Committee.

Interviewee 6

Oman

The internal Sharia audit is tasked with evaluating the internal
Sharia reviewer and the Sharia committee to form an opinion about
the bank's compliance with Sharia principles. It ensures that all
executed financial transactions are in alignment with Sharia
principles. The Sharia auditors primarily concentrate on products

rather than policies or procedures.

Interviewee 7

Qatar

We operate within the second and third lines of defence. Our role
involves reporting to the Sharia committee, essentially serving as
the secretariat. We conduct audits on transactions and
documentation, and we assess products both before and after their

launch.

Interviewee 8

Qatar

We are responsible for ensuring Sharia compliance, conducting
internal Sharia audits, overseeing product development, providing

Sharia training to staff, and managing Sharia non-compliance risk.

Interviewee 9

Saudi
Arabia

We do product development, Sharia compliance, providing Sharia

training to colleagues and Sharia audit.
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Interviewee Saudi To be a representative of the Sharia supervisory committee at the

10 Arabia | bank and to provide assurance to the Sharia committee about the
bank's commitment to compliance with Sharia.

Interviewee UAE To independently conduct Sharia audits and ensure the bank is

11 compliant with Sharia principles.

Interviewee UAE Arrange the internal Sharia audit plan and independently conduct

12 the audit. Additionally, we are required to organize any internally
required documentation such as the internal Sharia audit manual
and Sharia audit charter.

Interviewee UAE To provide assurance to the Sharia committee and the

13 management that the bank is compliant with Sharia principles, and
if there were any breaches, to ensure that controls are in place to
avoid similar issues in the future.

Interviewee UAE To achieve the internal Sharia audit plan, as approved by the Sharia

14 committee and board audit committee, we collaborate with
relevant departments to ensure that audit issues are properly
addressed and closed in a timely manner.

Analysis of the main roles and responsibilities of the Internal Sharia Audit department

1- Sharia Compliance Oversight:

Internal Sharia audit serves as a vital component in ensuring that all activities and transactions

within the bank are compliant with Sharia principles. This includes verifying adherence to

fatwas issued by the Sharia committee and ensuring alignment with Sharia guidelines.

2- Vigilant Oversight and Reporting:

Internal Sharia audit acts as a vigilant oversight function, promptly reporting any activities or

occurrences that deviate from Sharia principles to the Sharia Supervisory Committee or within

the bank. This role emphasises the importance of timely detection and reporting of non-

compliance issues.
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3- Evaluation and Assurance:

Internal Sharia audit is tasked with evaluating the bank's adherence to Sharia principles, both
in terms of internal Sharia review processes and the activities of the Sharia committee. The
department provides assurance to the Sharia committee and management regarding the

bank's commitment to Sharia compliance.
4- Everything related to Sharia :

In Qatar and Saudi Arabia the internal Sharia audit is responsible for everything related to
Sharia such as Sharia compliance, Sharia audit, product development and Sharia training. This
may create conflict of interest in doing all of these activities and may weaken the Sharia audit

function.
5- Risk Management and Control Implementation:

Internal Sharia audit plays a role in managing Sharia non-compliance risk within the bank. In
cases of breaches, internal Sharia audit ensures that controls are in place to address issues and
prevent similar occurrences in the future. This highlights the department's contribution to risk

mitigation and control implementation.

Overall, the responses highlight the complex nature of internal Sharia audit's roles and
responsibilities, encompassing and indicate that no consistency in the roles and

responsibilities’” of the internal Sharia audit department.

7.2.4 The qualities of the internal Sharia audit with regard to aspects such as competency,
autonomy, and confidentiality mechanisms.

This title is designed to explore the various aspects of the internal Sharia audit, specifically
focusing on three important aspects: competence, independence, and confidentiality. Each
aspect is addressed by two questions to gather valuable insights from internal Sharia auditors.
The objective of this section is to assess the extent of independence, competency, and

confidentiality upheld by the internal Sharia audit department.
7.2.4.1 Competence

Question 7: Is the bank's Internal Sharia Audit staff trained on a regular basis? And is there any

assessment or evaluation of the head of internal Sharia audit?
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Focused coding:

e Coding 1: Regular training sessions for internal Sharia audit staff.

e Coding 2: The absence or limited access to regular training opportunities for internal

Sharia audit staff.

e Coding 3: Periodic assessments and evaluations of internal Sharia audit staff by various

entities.

Theme: The interviewees recognise the importance of investing in the professional development

of internal Sharia audit staff to maintain competence and effectiveness in Sharia auditing. This

includes providing regular training sessions to enhance knowledge and skills, both internally and

externally, and conducting periodic assessments and evaluations to ensure accountability and

continuous improvement.

Table 15: Interviewees' answers for Question 7

Interviewee

Country

Answer

Interviewee 1

Bahrain

Yes, the internal Sharia audit staff need to enhance their
knowledge regularly, and we send them to attend both
internal and external training sessions to ensure they stay up
to date with all developments in this field. There is an
assessment conducted by Sharia committee and the CEO on

regular bases.

Interviewee 2

Bahrain

Yes, indeed. We have set a career development plan for each
staff member to ensure the progress in the capabilities. And
yes there is annual assessment for the head of internal Sharia

audit by the Sharia committee and the CEO.

Interviewee 3

Kuwait

Yes, the internal Sharia auditor attends regular training.
Currently, in Kuwait, we have a qualification known as the
"Certified Sharia Auditor Certificate" which is directly related
to the procedures involved in conducting internal Sharia
audits. A noteworthy aspect is that the Central Bank of Kuwait
has mandated a regulatory requirement that all staff

members in the internal Sharia audit department must
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possess this qualification. This qualification's strength lies in

its alignment with actual practices.

Interviewee 4

Kuwait

After obtaining the certified internal Sharia auditor
qualification from AAOIFI, the bank did not provide further
training specifically related to internal Sharia audit. The
assessment and evaluation of the head of Sharia is conducted

with the CEO at the end of each year.

Interviewee 5

Oman

No, we do not attend regular trainings. However, there is a
routine assessment conducted by the internal Sharia

reviewer.

Interviewee 6

Oman

Indeed, all personnel within the Sharia department are
mandated to hold certification as Sharia advisors and auditors
from AAOIFI. Additionally, they are required to obtain the
Islamic Finance Qualification from the Chartered Institute for
Securities and Investment. The Sharia auditors also undergo

an evaluation conducted by the internal Sharia reviewer.

Interviewee 7

Qatar

We have not received any training opportunities so far.
Attending the Certified Internal Auditor (CIA) program would
greatly benefit our internal Sharia auditors. Additionally,
spending a brief period within each department would
enhance their understanding of departmental activities. The
CEO decided the rating of the head of Sharia audit at the end
of the year in consultation with the Sharia Supervisory

Committee.

Interviewee 8

Qatar

| am already certified by AAOIFI and possess various other
gualifications. However, | have not undergone regular Sharia-
related training. The assessment of the head of Sharia is

typically conducted by the CEO.

Interviewee 9

Saudi Arabia

No regular training is arranged for the Sharia audit team.
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Interviewee Saudi Arabia | We do not have regular training for Sharia auditors, and the

10 executives, jointly with the Sharia committee, assesses the
work of the Sharia auditors.

Interviewee UAE Yes, we are subject to regular training. The assessment and

11 evaluation of the Head of Internal Sharia Audit are conducted
by the Sharia Committee and the board audit committee.

Interviewee UAE Yes, it is required for all internal Sharia auditors to attend the

12 Certificate in Sharia Advising and Auditing qualification issued
by AAOIFI. The assessment is conducted by the Sharia
Supervisory Committee.

Interviewee UAE It is required for us to complete the Certified Sharia Advisor

13 and Auditor certification issued by AAOIFI. The head of the
Sharia audit department is assessed by both the internal audit
committee and the Sharia committee.

Interviewee UAE Yes, we attend regular training, and assessments are typically

14 arranged by the audit committee and the Sharia supervisory
committee.

Analysis of the competency of the Internal Sharia auditors

1- Regular Training for Internal Sharia Audit Staff:

Responses indicate a varied approach to training for internal Sharia audit staff. While some

Islamic banks in some countries prioritise regular training sessions to enhance staff knowledge

and keep them updated with developments in the field of Sharia audit, others note a lack of

regular training opportunities. Training programs mentioned include internal and external

sessions, certifications such as the Certified Sharia Auditor Certificate and the Certificate in

Sharia Advising and Auditing issued by AAOIFI, and qualifications such as the Certified Internal

Auditor (CIA) program.

The requirement for staff members to hold certifications from AAOIFI and other relevant

qualifications underscores the importance placed on professional development within internal

Sharia audit departments.
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2- Assessment and Evaluation of Internal Sharia Audit Staff:

Interviews reveal that assessments and evaluations of internal Sharia audit staff are conducted
periodically, typically by the Sharia committee, CEO, and internal board audit committee.
These evaluations help in assessing the performance, competence, and effectiveness of
internal Sharia audit staff members in fulfilling their roles and responsibilities. Some Islamic
banks conduct routine assessments of the head of internal Sharia audit to ensure

accountability and effectiveness in leadership roles within internal Sharia audit departments.

When the executives or the CEO assesses the work of the internal Sharia audit function, such
as the response from Qatar, Saudi Arabia, and Bahrain, this raises a question mark about the

independence and the efficiency of the internal Sharia audit in these countries.
3- Challenges in Training and Development:

Some interviewees express challenges or limitations in accessing training opportunities for
internal Sharia audit staff, highlighting the need for ongoing support and investment in
professional development initiatives. Suggestions for enhancing training effectiveness include
participation in programs like the CIA program and gaining exposure to departmental activities

through cross-functional rotations.

Question 8: What are the most important fit and proper criteria for the Head of the Internal

Sharia Audit department?
Focused coding:

e Coding 1: Dual expertise in Sharia and audit
e Coding 2: Educational background, experience, and regulatory approval
e Coding 3: Language proficiency, business understanding, and continuous professional

development

Theme: The role of the head of Sharia audit demands mastery in Sharia law, internal auditing,
and other essential skills. Proficiency in these areas is crucial for ensuring comprehensive
compliance and effective oversight within the Islamic bank.

Table 16: Interviewees' answers for Question 8
Interviewee Country Answer
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Interviewee 1

Bahrain

They need qualifications in both Sharia and audit. Without
knowledge in Sharia, the Sharia auditor might rely solely
on checklists, missing potential clear Sharia non-
compliance issues. A strong understanding of Sharia is

essential for accurate Sharia auditing.

Interviewee 2

Bahrain

Sharia qualification, professional qualification,

business/activity understanding and English language.

Interviewee 3

Kuwait

In my opinion, the internal Sharia audit should require
qualifications in both auditing and a foundational
understanding of Sharia. Possessing these skills would
significantly enhance the efficiency and quality of the
Sharia audit process. According to the central bank of
Kuwait any one with qualification of Sharia, law, business
or relevant qualification can work in the internal Sharia
audit department. In conditions, to have experience in this

filed.

Interviewee 4

Kuwait

In my view, the head of Sharia should possess knowledge

in business, banking, human resources, audit, and Sharia.

Interviewee 5

Oman

In my perspective, individuals in this role should possess
gualifications in both Sharia and audit. However, the
current practice allows for some flexibility to be the Islamic

bank to choose.

Interviewee 6

Oman

In our bank, the selection criteria for Sharia auditors
primarily revolve around their educational background
and prior experience working within Islamic banking

institutions.

Interviewee 7

Qatar

The paramount "fit and proper" criterion is obtaining

approval from the Sharia committee.

Interviewee 8

Qatar

To be well-equipped, it's essential to comprehend banking
products, operations, and attain certification as a Sharia

advisor and auditor from AAOIFI.
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Interviewee 9 | Saudi Arabia | The most crucial aspect is to have an AAOIF|-certified
internal  Sharia auditor. However, many current
practitioners build their experience while on the job. In my
view, experience holds more significance than

qualifications

Interviewee Saudi Arabia | To be qualified in Sharia principles and to find Sharia-

10 compliant solutions for banking products.
Interviewee UAE In my view, the most important fit and proper criteria are
11 to have experience and knowledge in auditing. Once they

master auditing, the Certified Sharia Advisor and Auditor
qualification offered by AAOIFI is more than enough to

know how to conduct Sharia audits.

Interviewee UAE The Head of Internal Sharia Audit must be approved by the
12 central bank to ensure that he or she meets the proper fit

and proper criteria to perform the job correctly.

Interviewee UAE The Sharia auditor must understand the banking sector,
13 have a general understanding of audit procedures, and,

above all, possess Sharia knowledge.

Interviewee UAE The most important criteria include having a business
14 background and qualifications issued by AAOQIFI, such as
certification as a Sharia advisor and auditor. Additionally,
possessing qualifications in Sharia would be beneficial, as
it would help save time for both Sharia scholars and the

Islamic bank.

Analysis of the fit and proper criteria for the head of Sharia audit:
1- Sharia and Audit Qualifications:

The majority of interviewees emphasise the importance of possessing qualifications in both

Sharia and audit. This dual expertise ensures a comprehensive understanding of both Sharia
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principles and internal audit methodologies, which is crucial for accurate and effective Sharia

auditing.
2- Educational Background and Experience:

Many interviewees highlight the importance of educational background and prior experience
in the field. Candidates are expected to have a strong foundation in Sharia, business, banking,

and audit, as well as relevant professional certifications from Islamic banks such as AAOIFI.
3- Approval from Sharia Committee or Regulatory Authorities:

Some interviewees mention the necessity of obtaining approval from the Sharia committee or
regulatory authorities as a crucial fit and proper criterion. This endorsement ensures that
candidates meet the required standards and are deemed capable of fulfilling the

responsibilities of the role.
4- Language Proficiency and Business Understanding:

Language proficiency, particularly in English, is mentioned as an important criterion, given the
international nature of Islamic finance. Additionally, candidates are expected to have a solid

understanding of banking products, operations, and business activities.
5- Experience vs. Qualifications:

There is a varying emphasis on the relative importance of experience and qualifications. While
some interviewees prioritise qualifications such as AAOIFI certification, others highlight the

significance of practical experience gained on the job.

Overall, the responses reflect a consensus on the importance of a multidimensional skill set
combining Sharia knowledge, audit expertise, educational qualifications, language proficiency,
and regulatory compliance for individuals assuming leadership roles in Internal Sharia Audit

departments within Islamic banks.
7.2.4.2 Independence

Question 9: Who is responsible for setting up and dismissing the Internal Sharia Audit

department?

Focused coding:
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e Coding 1: Sharia committee / Sharia Reviewer

e (Coding 2: CEO

e Coding 3: Board of Directors / Audit Committee

e Coding 4: Central Bank / Regulatory Authorities

Theme: There is no single party responsible for establishing and dismissing the Internal Sharia

Audit department in the GCC. In some cases, this responsibility falls on the Sharia committee,

Sharia reviewer, CEO, board of directors, audit committee, central bank, regulatory authorities,

or depending on the country.

Table 17: Interviewees' answers for Question 9

Interviewee

Country

Answer

Interviewee 1

Bahrain

The Sharia committee is responsible for appointing and dismissing
the internal Sharia auditor, in consultation with the executives of
the Islamic bank. Any report will send to the Sharia committee will
also be sent the board so the auditor will have more power in the

bank.

Interviewee 2

Bahrain

The CEO in consultation with Sharia Supervisory Committee.

Interviewee 3

Kuwait

The appointment of the Head of Internal Sharia Audit is initiated by
the Board of Directors and finalised by the CEO in coordination with
the Sharia Committee. As such, the CEO retains the authority to
remove the Head of Internal Sharia Audit; however, this decision
necessitates justification presented to both the Board and the

Sharia Committee.

Interviewee 4

Kuwait

The Board Audit Committee and the CEO

Interviewee 5

Oman

The internal Sharia auditor reporting to the Sharia reviewer, who
also manage the Sharia compliance function. Consequently,
auditing the Sharia compliance function becomes complex in Oman,
as the audit report could be subject to modifications by the internal
Sharia reviewer prior to its submission to the Sharia committee or

board audit committee.

Interviewee 6

Oman

The internal Sharia reviewer reports directly to the Sharia board.

The Sharia reviewer manage various functions, including Sharia
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compliance, internal Sharia audit, and managing Sharia non-
compliance risks. As part of their responsibilities, the Sharia
reviewer is in charge of appointing and dismissing internal Sharia

auditors.

Interviewee 7

Qatar

The Sharia audit function reports functionally to the Sharia
committee and administratively to the CEO. They are both
responsible for appointing and dismissing the head of internal

Sharia audit.

Interviewee 8

Qatar

The CEO, in collaboration with the board and Sharia committee.

Interviewee 9

Saudi
Arabia

The internal Sharia audit function reports administratively to the

CEO and functionally to the Sharia committee.

Interviewee

10

Saudi
Arabia

Unfortunately, in Saudi Arabia, we do not have independence when
it comes to Sharia auditors. On paper, the Sharia committee is
responsible for selecting and dismissing the Sharia auditor.
However, in reality, one requirement for the Sharia auditor at my
bank is to be a member of the teaching staff at a Saudi university.
So, if the Sharia auditor is fired due to disagreement with the
management regarding Sharia, the auditor has another job at the

university.

Interviewee

11

UAE

The board audit committee and the centralized Sharia supervisory

committee in the central bank.

Interviewee

12

UAE

The board of directors oversees the audit committee of the bank.
However, even if the board wishes to appoint or dismiss the internal
Sharia auditor, the central bank will arrange a meeting with the
internal Sharia audit to ensure there are no concerns from a Sharia

perspective.

Interviewee

13

UAE

The audit committee, the Sharia supervisory committee, and the
Central Bank of the UAE. The head of the Sharia auditor could be
approved by the Bank, but the central bank might reject the
appointment if they feel that the head of Sharia audit does not have

enough experience or knowledge.
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Interviewee UAE The involvement of the board, the board audit committee, and the
14 Sharia supervisory committee strengthens the internal Sharia audit
in the UAE. However, reporting directly to the Central Bank of the
UAE would enhance its strength further. Currently, we operate with
relative independence, but reporting to the board and the board
audit committee means we are under the Islamic bank, and our
salaries come from this Islamic bank. This situation could potentially

create conflicts of interest.

Analysis of the independence
1- Authority of Sharia Committee and CEO:

The Sharia committee plays an important role in appointing and dismissing the internal Sharia
auditor in many Islamic banks. This highlights the committee's authority in ensuring Sharia
compliance and governance within the organisation. Additionally, the CEO often collaborates
with the Sharia committee in making such decisions, indicating a dual oversight structure
involving both management and Sharia governance bodies. However, this may lead to weak
practices, as the internal Sharia auditor would have to audit the CEQ's practices. If the CEO has
the authority to appoint and dismiss the auditor, it may create a lack of independence, as seen

in the case of Qatar and Bahrain.
2- Involvement of Board of Directors and Audit Committee:

In some cases, the Board of Directors, particularly through its audit committee, holds
significant authority in the appointment and dismissal processes. This reflects the importance
of corporate governance and oversight functions in ensuring the effectiveness and
independence of the internal Sharia audit department. This practice would align such Islamic

banks with AAOIFI governance standards.
3- Central Bank Oversight and Regulatory Compliance:

In the UAE, the involvement of the central bank or regulatory authorities is emphasised. This
highlight the regulatory oversight and compliance requirements imposed on Islamic banks,

highlighting the importance of aligning internal Sharia audit practices with regulatory
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standards. When regulators are involved in the appointment and dismissal of the Sharia audit,
this would give strong power to the Sharia auditor, but at the same time, they may be treated

more as police officers rather than as part of the team.
4- Complexities in Appointment and Dismissal:

Some interviewees mentioned complexities and challenges associated with the appointment
and dismissal processes. For instance, in Saudi Arabia, the independence of Sharia auditors
may be compromised due to certain requirements, such as being a member of the teaching
staff at a university, potentially impacting their independence and objectivity. If the Sharia
auditor disagrees with the management of the bank, he or she should expect that the
management would dismiss him or her, raising questions about the power Sharia auditors have

in Saudi Arabian Islamic banks.
5- Role of Sharia Reviewer:

In Oman, the internal Sharia auditor reports to the Sharia reviewer, indicating a hierarchical
structure within the Sharia governance framework. This arrangement may have implications
for the independence and objectivity of the internal Sharia audit function, as the Sharia
auditor's reports could be subject to modifications by the Sharia reviewer before it goes to the

Sharia committee of to the board.

Overall, the responses highlight the complex relationship between organizational dynamics,
regulatory requirements, and governance mechanisms in shaping the establishment and

operation of internal Sharia audit departments within Islamic banks.

Question 10: Who is responsible for the ongoing/day-to-day monitoring of the Islamic bank’s

overall activities and Sharia compliance environment?
Focused coding:

e Coding 1: Sharia Compliance Department
e Coding 2: The internal Sharia audit Department

e Coding 3: Reliance on External Consultancy Firms
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Theme: majority of the interviewees highlighted the critical functions performed by Sharia
Compliance Departments in overseeing daily operations and upholding adherence to Sharia

principles.

Table 18: Interviewees' answers for Question10

Interviewee Country | Answer

Interviewee 1 | Bahrain | The Sharia compliance department, is responsible for the ongoing
day-to-day activities, which is separate from the internal Sharia

audit function.

Interviewee 2 | Bahrain | The Head of internal Sharia compliance department, as in Bahrain

the CBB separated the two functions.

Interviewee 3 | Kuwait | The Sharia compliance department is responsible for ensuring the

compliance with Sharia in the day-to-day activities.

Interviewee 4 | Kuwait | The Central Bank of Kuwait allows Islamic banks to rely on financial
consultancy firms to handle Sharia compliance and conduct Sharia
audits. However, | believe this approach could potentially weaken
the effectiveness of Sharia audits. While these external companies
may produce the same Sharia audit report, the overall quality and
scope of the work might not meet expectations. In the long run,
many Islamic banks might opt for such external firms due to cost-

effectiveness and reduced management involvement.

Interviewee 5 | Oman This is under the role of Sharia compliance which reports to the

Sharia reviewer

Interviewee 6 | Oman Sharia compliance and the Sharia reviewer function

Interviewee 7 | Qatar The Sharia audit department operates within the second and third

lines of defence.

Interviewee 8 | Qatar The head of Sharia, who is responsible for all matters related to

Sharia.
Interviewee 9 | Saudi The Sharia department is responsible for everything related to
Arabia Sharia including Sharia audit and Sharia compliance
Interviewee Saudi The Sharia department, which is also responsible for conducting
10 Arabia | the Sharia audit.
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Interviewee UAE The Sharia compliance department

11

Interviewee UAE The Sharia compliance department

12

Interviewee UAE The Sharia compliance department

13

Interviewee UAE At some point in the UAE, the Sharia department used to be
14 responsible for everything related to Sharia. However, after the

issuance of standards by the Central Bank related to Sharia
governance, Islamic banks were mandated to separate Sharia

compliance from the internal Sharia audit function.

Analysis of the responsibility for ongoing sharia compliance monitoring
1- Role of Sharia Compliance Department:

Across multiple responses, the Sharia compliance department emerges as the primary entity
responsible for overseeing day-to-day activities and ensuring compliance with Sharia principles
such as the case in UAE. This department plays a crucial role in monitoring various aspects of

the Islamic bank's operations to align them with Sharia requirements.
2- Sharia Reviewer's Role:

In Oman, the Sharia reviewer is mentioned as being responsible for ongoing monitoring. This
highlights the importance of having dedicated personnel tasked with assessing and ensuring

Sharia compliance on a continuous basis.
3- Separation of Sharia Compliance and Audit Functions:

In jurisdictions like Bahrain and the UAE, there is a distinct separation between the Sharia
compliance and internal Sharia audit functions. This separation is mandated by regulatory
standards to enhance governance and ensure independence in Sharia compliance

assessments.

4- Concerns about External Consultancy Firms:
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One interviewee from Kuwait expressed concerns about the reliance on external financial
consultancy firms for Sharia compliance. While these firms may handle compliance with Sharia,
there are concerns about the quality and scope of their work, which could potentially weaken
the effectiveness of Sharia audits. As these external companies would only have access to the

data and documents sent to them by the management.
5- Responsibility of the Head of Sharia:

In Qatar, the head of the Sharia department is mentioned as being responsible for overseeing
all matters related to Sharia. This underscores the leadership role in ensuring adherence to
Sharia principles throughout the Islamic bank’s activities. However, the Sharia audit
department's position within the second and third lines of defence may create a conflict of

interest and make the Sharia audit less effective.
6- Regulatory Mandates:

The mention of regulatory mandates, such as those issued by the Central Bank in the UAE
regarding Sharia governance standards, highlights the influence of regulatory authorities in

shaping the organisational structure and responsibilities within Islamic banks.

Overall, the responses reflect the diverse approaches adopted by Islamic banks in allocating
responsibilities for ongoing monitoring of activities and ensuring Sharia compliance. These
approaches are influenced by regulatory requirements, organisational structures, and the

perceived effectiveness of internal control mechanisms.
7.2.4.3 Confidentiality

Question 11: Does the Internal Sharia Audit department have full and unrestricted access to all

documents and records?
Focused coding:

e Coding 1: Unrestricted Access to Documents

e Coding 2: Access Contingent on Sharia Audit Plan

Theme: While there is a general agreement on unrestricted access, there are also considerations

for scope, strategic alignment, and Sharia audit plan.

Table 19: Interviewees' answers for Question 11
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Interviewee Country | Answer

Interviewee 1 | Bahrain | The internal Sharia auditors have full and unrestricted access to all
documents required to conduct the Sharia audit, as long as it is
within the scope of their Sharia audit plan

Interviewee 2 Bahrain Yes, we have full and unrestricted access

Interviewee 3 | Kuwait Yes, the internal Sharia auditors have the same authority as
internal auditors, and any information available to the internal
auditors is also available to the internal Sharia auditor.

Interviewee 4 | Kuwait Yes, the internal Sharia audit department has full access to the
required documents as long as they are necessary to execute the
Sharia audit plan.

Interviewee 5 Oman Yes, we do have complete access.

Interviewee 6 Oman In 99% of cases, we receive the information we require. However,
certain details concerning staff salaries are not accessible to us.
Nonetheless, it is important to note that this specific information
is not essential for our purposes

Interviewee 7 | Qatar In general, yes, we have full access.

Interviewee 8 | Qatar Yes, to a certain extent, as long as the audit is requested by the
Sharia committee.

Interviewee 9 | Saudi Within the agreed audit plan, we will have access to the required

Arabia documents for the audit.
Interviewee 10 | Saudi Yes, we do have full and unrestricted access as long as the access
Arabia is needed to complete the Sharia audit plan.

Interviewee 11 | UAE Yes, as long as the documents are required to accomplish the
internal Sharia audit plan.

Interviewee 12 | UAE Yes, we have full access to all required documents.

Interviewee 13 | UAE Yes, we do have full access to all required documents.

Interviewee 14 | UAE Yes, as long as the documents are necessary to complete the

Sharia audit plan.
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Analysis of the confidentiality of the Sharia auditors
1- Consistency in Access:

The majority of respondents affirm that the Internal Sharia Audit department has full and
unrestricted access to the necessary documents and records. This consistency indicates a
standard practice across various Islamic banks where Sharia auditors are granted adequate

access to perform their duties effectively.
2- Scope Limitations:

Some respondents mention that access is dependent upon the documents being necessary to
execute the Sharia audit plan. This indicates that while there is generally open access, there

may be limitations based on the predefined scope of the audit.

In Qatar, one respondent mentions that access is granted as long as the audit is requested by
the Sharia committee. This suggests that oversight by the Sharia committee may influence the
extent of access granted to Sharia auditors, ensuring alignment with strategic objectives and

priorities.
3- Exceptional Cases:

One respondent from Oman highlights that certain sensitive information, such as staff salaries,
may not be accessible to Sharia auditors. However, they note that this information is not

essential for their audit purposes, indicating a pragmatic approach to access restrictions.
4- Comparison with Internal Auditors:

In Kuwait, one respondent mentions that Sharia auditors have the same authority as internal
auditors, indicating parity in access rights. This aligns with the principle of equity and fairness

in granting access to auditors regardless of their specialisation.

In conclusion, the responses indicate a generally positive attitude towards granting Sharia

auditors full access to documents and records necessary for their audits.

Question 12: What steps are taken to ensure the confidentiality of audit findings and sensitive
information? How do you handle and safeguard the confidentiality of audit reports and related

documents?
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e Coding 1: Confidentiality Agreements

e Coding 2: Physical and Digital Security Measures

e Coding 3: Ethical Standards

Theme: Islamic banks adopt a comprehensive approach to safeguarding the confidentiality of

Sharia audit findings and sensitive information. By combining confidentiality agreements,

security measures, and ethical standards.

Table 20: Interviewees' answers for Question 12

Interviewee

Country

Answer

Interviewee 1

Bahrain

The internal Sharia auditor signs a confidentiality agreement
upon joining the department, and all documents are stored in
locked cabinets. Soft copies are protected by passwords.
Breaching this confidentiality agreement can lead to legal action

by the bank against the internal Sharia auditors

Interviewee 2

Bahrain

The report and the findings shared with the stakeholder only
which are the head of department for their feedback then the
Sharia Supervisory Committee, CEO and the Audit Committee for

their information/action/guidance.

Interviewee 3

Kuwait

It is outlined in the Internal Sharia Audit manual that all Internal
Sharia auditors are required to adhere to the code of ethics
detailed within the manual. This code includes a dedicated
section on the confidentiality of Sharia audits, which is regularly
communicated to Internal Sharia auditors to ensure their

familiarity with its provisions

Interviewee 4

Kuwait

We do not have any specific requirements related to
confidentiality apart from relying on the ethical standards of the

individuals themselves.

Interviewee 5

Oman

Information is only accessible to specific team members

Interviewee 6

Oman

We maintain robust security controls, such as the requirement
for justification before sending any documents externally. It is
crucial to emphasise that these measures apply not only to

Sharia-related matters but also across all departments.
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Interviewee 7

Qatar

Everything is stored securely, and any soft copy we want to send

via email must be protected with a password.

Interviewee 8

Qatar

Sending documents outside the bank requires justification and
even sending documents to the Sharia committee triggers an
email block, released upon IT security manager's approval. Data
is encrypted and password-protected, shared via secure
communication. Sharia committee members sign confidentiality

agreements, breaching which leads to legal consequences.

Interviewee 9

Saudi
Arabia

Before commencing the internal Sharia audit, the team must
sign a confidentiality agreement with the bank.

Interviewee 10

Saudi
Arabia

Confidentiality is part of the agreement between the bank and

the Sharia auditor.

Interviewee 11

UAE

The contracts of the internal Sharia employees ensure
confidentiality, as do the terms of reference of the Sharia audit

department.

Interviewee 12

UAE

We sign a confidentiality agreement before conducting the

internal Sharia audit.

Interviewee 13

UAE

We sign a confidentiality agreement before we start the work at

the internal Sharia audit department.

Interviewee 14

UAE

We deal directly with the head of the department, and we sign a

confidentiality statement before starting the Sharia audit.

Analysis of how Islamic banks ensure confidentiality of audit findings and sensitive information

1- Confidentiality Agreements:

Many interviewees mention the requirement for internal Sharia auditors to sign confidentiality

agreements upon joining the department or before commencing audits. This formal

agreement serves as a legal measure to ensure the protection of sensitive information and

audit findings.

2- Storage and Access Controls:
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Several Islamic banks employ physical security measures such as storing documents in locked
cabinets and implementing digital security measures like password protection for soft copies.
These controls restrict access to authorised personnel, thereby safeguarding the

confidentiality of audit reports and related documents.
3- Ethical Standards and Codes of Conduct:

In Kuwait the interviewees emphasize adherence to ethical standards and codes of conduct
outlined in internal manuals or agreements. This includes provisions specifically addressing
confidentiality of audit findings and sensitive information, ensuring that internal Sharia

auditors are aware of their responsibilities in maintaining confidentiality.
4- Restricted Access to Information:

There is a consensus among respondents that access to information is restricted to specific
team members or stakeholders directly involved in the audit process. This limitation ensures
that only authorised individuals have access to sensitive information, minimizing the risk of

unauthorized disclosure.
5- Stakeholder Involvement and Oversight:

Some Islamic banks involve stakeholders such as department heads, CEOs, audit committees,
and Sharia committees in the review and dissemination of audit findings. This ensures

accountability and oversight while maintaining confidentiality within the organization.

In conclusion, the responses highlight the multifaceted approach taken by Islamic banks to
ensure the confidentiality of audit findings and sensitive information. By combining legal
agreements, security measures, and ethical standards, these Islamic banks aim to uphold the

integrity and confidentiality of their internal Sharia audit processes.

7.2.5 General assessment of the internal Sharia audit department

Compliance with audit ethical standards and the presence of quality assurance enhance the
reliability and trust of stakeholders in the Sharia audit report. Furthermore, having both
elements in place would contribute to the Islamic bank's better alignment with AAOIFI's

internal Sharia audit standard.
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To explore these aspects, the researcher has formulated two questions intended for the
participants. The first question aims to gather information about the extent of compliance with
audit ethical standards and how these standards contribute to the enhancement of audit
quality. The second question is designed to investigate whether any quality assurance or
assessments are carried out on the internal Sharia audit process and, if so, to explore the

methods employed for conducting such assessments.

Question 13: Do you comply with any other audit or ethical standards? If so, what are the

standards, and how do these standards improve your work?

e Coding 1: Not following any ethical standards

e Coding 2: Reliance on Internal Ethical Standards

Theme: The majority of the interviewees do not comply with any audit ethical standards. These
approaches highlight the complexity of ethical considerations within the context of Sharia audit
and Islamic banking practices.

Table 21: Interviewees' answers for Question 13
Interviewee Country | Answer

Interviewee 1 | Bahrain | No, we do not comply with any specific external ethical
standards, but we adhere to our internal ethical standards that

have been issued and approved by our Sharia board

Interviewee 2 | Bahrain No, as it is not required.

Interviewee 3 | Kuwait No, we do not fully conform to any particular set of ethical
standards; nevertheless, we follow specific standards
established by the lIA. In the past, we sought to engage with the
lIA regarding the possibility of indicating our alignment with
their standards and the adoption of industry best practices in
our reports. However, our request was declined due to our
partial adherence to their standards. Given our focus on Sharia
audit, full compliance with IIA standards is unlikely. Therefore,
it might be more suitable to establish an equivalent Islamic bank

within Islamic banking, similar to the lIA.

171



Interviewee 4 | Kuwait No, we do not have any specific requirements to ensure

compliance with ethical standards.

Interviewee 5 | Oman No, we do not comply with any ethical standards.

Interviewee 6 | Oman No, we do not comply with any ethical standards as it is not

mandated by the regulators.

Interviewee 7 | Qatar No, we do not comply with any specific ethical standards. Ethics

mainly stem from the values of the individuals involved.

Interviewee 8 | Qatar No we do not.
Interviewee 9 | Saudi No, we do not
Arabia
Interviewee Saudi No, we do not comply with any ethical standards.
10 Arabia
Interviewee UAE We comply with the ethical standards issued by the Chartered
11 Institute of Internal Auditors, and these standards greatly

improve our work and align us with the best industry practices.

Interviewee UAE We are in line with the standards issued by the Chartered
12 Institute of Internal Audit.

Interviewee UAE Yes, we follow the standards issued by the Chartered Institute
13 of Internal Audit Ethical Standards.

Interviewee UAE We do not comply with any ethical standards.

14

Analysis of the compliance with ethical standards
1- Non-Compliance and Lack of Requirements:

Majority of interviewees state that their Islamic banks do not comply with any specific external
ethical standards. Reasons cited include the absence of regulatory mandates or requirements

or internal requirements to do so.

2- Internal Ethical Standards:
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Several interviewees mention adherence to internal ethical standards established and
approved by their respective internal committees. This indicates a reliance on internally

developed frameworks rather than external well-known standards.
3- Partial Compliance:

Some interviewees express partial compliance with external standards, such as those set by
the Institute of Internal Auditors (lIA). However, challenges in fully aligning with these
standards are cited, leading to discussions about the need for equivalent standards tailored to

Islamic banking practices.

In conclusion, the responses highlight a diversity of approaches to ethical standards
compliance within Islamic banks, ranging from non-compliance with any standards to reliance
on internal frameworks or alignment with industry-recognized standards. It was clear that
compliance with ethical standards is not sufficient in all countries and requires more
development from relevant stakeholders, including AAOIFI, the regulators, and the

management of Islamic banks.

Question 14: Is there any internal quality assurance or assessment conducted on your Internal

Sharia Audit? If so, how do you conduct/assess such in-house quality checks?

e Coding 1: Absence of Formal Quality Assurance
e Coding 2: Recognition of Importance and Potential Benefits

e Coding 3: Informal Feedback Mechanisms

Theme: There is a pressing need for Islamic banks to address the absence of formal quality
assurance processes for Internal Sharia Audit. While there is recognition of the potential benefits
of such mechanisms, challenges and barriers to implementation exist, underscoring the

complexity of ensuring the quality, consistency, and credibility of Sharia audit activities.

Table 22: Interviewees' answers for Question 14

Interviewee Country | Answer

Interviewee 1 | Bahrain | There is currently no quality assurance process in place for the
internal Sharia audit. However, there is recognition of its
importance for the future as quality assurance would ensure the

currency of fatwas and documentation. A 'maker and checker'
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approach is suggested, where the Sharia audit serves as the maker

and the quality assurance as the checker.

Interviewee 2 | Bahrain | No proper quality assurance but we ran annual quality assessment
by head of internal Sharia audit.

Interviewee 3 | Kuwait | We do not have a formal quality assurance process, but we gather
feedback from the auditee departments through surveys
regarding the conducted Sharia audits. We use this feedback to
enhance our department's performance. The surveys typically
focus on the internal Sharia auditor rather than the audit itself.
We administer these surveys quarterly or annually.

Interviewee 4 | Kuwait | Currently, there is no quality assurance process in place for the
internal Sharia audit within our bank.

Interviewee 5 | Oman Currently, only the Sharia reviewer audits the work of the internal
Sharia auditors. However, we lack any quality assurance measures
related to the internal Sharia audit function.

Interviewee 6 | Oman We do not conduct assessments of internal Sharia audit as we lack
the expertise to carry out Sharia quality assurance.

Interviewee 7 | Qatar There is no formal quality assurance process in place. Additionally,
there is an understanding between the internal audit and internal
Sharia audit functions that they do not conduct audits on each
other.

Interviewee 8 | Qatar No quality assurance on our work.

Interviewee 9 | Saudi No quality assurance

Arabia

Interviewee Saudi We do not have quality assurance for the work of the internal

10 Arabia | Sharia auditors.

Interviewee UAE We do not do quality assurance for the internal Sharia audit.

11

Interviewee UAE No, there is no quality assurance on the work of internal Sharia

12 auditors.
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Interviewee UAE We do not have quality assurance on our work, and even it is not

13 allowed for an internal auditor to check our work.
Interviewee UAE No one conducts quality assurance on our work, but sometimes
14 the Sharia supervisory committee conducts reviews of our work.

We proposed to the management to apply for ISO certification for
the Sharia audit department, but our request was rejected due to

the costs involved.

The analysis of the compliance with the quality assurance
1- Absence of Formal Quality Assurance:

The majority of interviewees indicate the absence of a formal quality assurance process for the
Internal Sharia Audit within their Islamic banks. This suggests a gap in ensuring the

effectiveness, accuracy, and consistency of Sharia audit activities.
2- Recognition of Importance:

Despite the absence of formal quality assurance mechanisms, some interviewees acknowledge
the importance of such processes for ensuring the currency of fatwas, documentation, and
overall performance improvement. There is recognition that quality assurance measures could

enhance the credibility and reliability of Sharia audit functions.
3- Informal Feedback Gathering:

Some interviewees gather feedback from audited departments through surveys to assess the
performance of internal Sharia auditors. However, these feedback mechanisms are informal

and focused more on the auditors themselves rather than the audit processes or outcomes.
4- Limited Expertise:

Several interviewees mention a lack of expertise to carry out Sharia quality assurance,
indicating potential challenges in implementing effective internal assessment processes

tailored to Sharia audit requirements.

5- Restricted Oversight:
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There are instances where internal audit functions are not allowed to check the work of
internal Sharia auditors, nor can the Sharia auditor audit the work of the internal auditors. This

makes it less likely for improvements to occur in the work of both functions.

In conclusion, the absence of formal quality assurance processes for Internal Sharia Audit
across the interviewed Islamic banks underscores a potential area for improvement in ensuring

the quality, consistency, and credibility of Sharia audit activities.

7.2.6 The Sharia audit approach and operational procedure

The Sharia audit approach and operational procedures are crucial elements when conducting
a Sharia audit. The audit approach pertains to the overarching strategy employed by internal
Sharia auditors for conducting the audit, while operational procedures encompass the specific

steps undertaken by these auditors during the audit process.

Four questions have been asked in this section to explore the commonly used Sharia audit
approach, examine the documents utilised in the Sharia audit function, assess the current
utilisation of technologies, and gather practitioners' opinions on the viability of implementing
a unified approach for Sharia audits. The objective of this section is to assess the existing audit

approach and operational procedures.
Question 15: Could you explain the current Internal Sharia Audit approach?

e (Coding 1: Departmental vs. Product-Based Approach
e Coding 2: Risk-Based Sharia Audit Approach

e Coding 3: Sampling Methodologies

Theme: There is no one-size-fits-all approach to Internal Sharia Audit approach, and Islamic

banks tailor their approach to suit their unique needs and priorities.

Table 23: Interviewees' answers for Question 15

Interviewee Country | Answer

Interviewee 1 | Bahrain | Currently, we select samples from activities, products, systems, or
documentation and conduct audits based on the Sharia audit plan.
While there's always room for improvement, | can't think of any

specific enhancements at the moment.
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Interviewee 2

Bahrain

We do test sample basis. By using the technology and the Al we

could increase the sample size.

Interviewee 3

Kuwait

In my perspective, the results of the Sharia audit would remain
consistent whether the focus is on individual products or
departments. For instance, if the audit targets specific products, it
should also encompass the pertinent departments related to
those products concurrently. The critical factor is to establish a
well-structured audit plan, delineating the areas to be covered

throughout the year.

Interviewee 4

Kuwait

We conduct the Sharia audit based on a departmental approach.
When initiating the audit, we request relevant documents from
the respective departments and proceed with the audit based on

the information provided by these departments.

Interviewee 5

Oman

We conduct our Sharia audit by focusing on individual
departments, which allows us to comprehensively review the

products associated with each department.

Interviewee 6

Oman

Our audit approach follows the internal Sharia audit plan, which
has been approved by the Sharia committee. According to the
plan, we choose a sample of transactions to verify compliance
with Sharia principles. Our bank deals with both small and large
transactions. For small transactions, we conduct a comprehensive
100% sample review. In the case of large transactions, we select a

representative sample for assessment.

Interviewee 7

Qatar

Our approach involves sampling products and transactions,
primarily collaborating with the commercial and operational
teams. We do not engage with the risk function when it comes to

Sharia audit.

Interviewee 8

Qatar

During the Sharia audit, we encompass all departments and
products, selecting samples from each to ensure full compliance

with Sharia principles.
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Interviewee 9 | Saudi We follow risk based approach to conduct the Sharia audit.
Arabia

Interviewee Saudi We use an internal Sharia audit risk approach as it provides

10 Arabia | indicators for the level of Sharia non-compliance risk within the
Islamic bank. We have divided the Sharia non-compliance risk into
four types: the risk of Sharia governance framework, the Sharia
non-compliance risk of the investment, the risk of operations, and
the risk of reputation. At the end of the year, we assess the risks
that occurred for each type of these risks.

Interviewee UAE We conduct the Sharia audit using a risk-based approach, and

11 during the audit, we examine the departments rather than
focusing solely on products, which provides a more
comprehensive approach.

Interviewee UAE We follow a risk-based approach, assessing risks when arranging

12 the Sharia audit plan, resulting in risk ratings for each department.
Once we conduct the audit for each department, we perform
another risk assessment to determine where to focus more
attention within the department. The Sharia audit is department-
based rather than product-based to optimise departmental time
and resources.

Interviewee UAE We start the Sharia audit with the highest-risk departments, such

13 as sales and credit, and leave the lowest-risk departments, such as
HR and IT, until the end.

Interviewee UAE We employ a risk-based approach for departments rather than

14 products. The higher the risk associated with a function, the more

attention we give to Sharia compliance. During our Sharia audits
for each department, we assess the products they are responsible
for, including examining documentation, systems, and the
department's understanding of Sharia compliance. One challenge
with this approach is that any Sharia issues we find may be limited

to the department we are auditing and the specific product they
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handle. However, there may be Sharia issues in other
departments that go unnoticed. If we were to conduct audits
based on products, we could potentially highlight Sharia issues

related to the product across different departments.

Analysis of the internal Sharia audit approach
1- Departmental vs. Product-Based Approach:

Some interviewees adopt a departmental approach, focusing their audits on specific
departments within the organization. This allows for a comprehensive review of all activities
and products associated with each department. In contrast, others prioritise a product-based
approach, selecting samples of transactions or products for assessment. Each approach has its
advantages and challenges, with the departmental approach offering a broader scope but

potentially overlooking specific product-related issues.
2- Risk-Based Approach:

Asignificant number of interviewees utilise a risk-based approach to Sharia audit, where audits
are prioritised based on the level of risk associated with each department or activity. This
approach allows auditors to allocate resources more efficiently by focusing on high-risk areas

first, ensuring that critical issues are addressed promptly.
3- Sampling Methodologies:

Many interviewees employ sampling methodologies to conduct Sharia audits, selecting
representative samples of transactions or products for assessment. Some mention the use of
technology and Al to increase the sample size, potentially enhancing the comprehensiveness

of the audit process.
4- Continuous Improvement:

While some interviewees express satisfaction with their current audit approach, others
acknowledge the need for improvement and suggest potential enhancements, such as utilising

technology for sample selection or refining the risk assessment process. Continuous evaluation
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and adjustment of the audit approach are essential for optimising effectiveness and adapting

to evolving regulatory requirements and industry best practices.

Overall, the responses show a variety of audit methods and approaches adapted to the specific
needs and priorities of each Islamic bank. Eventually, all Islamic banks will issue a Sharia
certificate at the end of the year to confirm their compliance with Sharia principles. However,
the differences in Sharia audit approaches could significantly affect the actual Sharia

compliance of these banks.

Question 16: Are there any documents you file for the Internal Sharia Audit (audit manual/an

audit charter/audit plan)?

e Coding 1: Audit Manual
e Coding 2: Audit Charter
e Coding 3: Audit Plan

e Coding 4: Checklists and Lists of Documents

Theme: There are inconsistencies in the documents kept by the internal Sharia auditors, but
there is a clear link between a strong internal Sharia audit function and better documentation

maintained by this function.

Table 24: Interviewees' answers for Question 16

Interviewee Country | Answer

Interviewee 1 | Bahrain Yes, we have a comprehensive Sharia review plan, conducted
annually or semi-annually depending on the situation. The plan
requires approval from the Sharia board to ensure their
confidence in the audit process and the subsequent issuance of
the annual certificate. Additionally, our Sharia audit
encompasses lists of necessary documents for each department
and product, as well as associated checklists, all endorsed by the
Sharia committee. Furthermore, we possess an audit manual

and audit charter.

Interviewee 2 | Bahrain Yes, all the mentioned documents
Charter: independency, objectives, authorities & responsibilities

Manual: organisational structure, Audit procedures, reporting.
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Plan: scope, audit universe, sample selection & risk assessment.

Interviewee 3

Kuwait

We have all of these documents, and further details about the
contents of these are available in the Certified Sharia Advisor

Certificate book.

Interviewee 4

Kuwait

We currently have an audit plan that outlines the departments
to be audited, the timeframe for each audit, and the progress of

completed audits.

Interviewee 5

Oman

We have a yearly audit plan that is approved by the Sharia board.
This plan outlines the necessary audits to be conducted

throughout the year.

Interviewee 6

Oman

We maintain two lists of documents for our internal Sharia audit
process. The first list serves as guidance and includes documents
such as the internal Sharia audit manual, the internal Sharia audit
charter, and the internal Sharia audit plan. These documents
provide us with direction and a framework for our audits. The
second list consists of checklists that are tailored to each specific
audit. These checklists help us ensure that we cover all relevant

aspects of the audit in a systematic manner.

Interviewee 7

Qatar

We operate with an annual audit plan endorsed by the Sharia
committee, encompassing the scope of work, the assessment of
ongoing deals, and the deadlines for completing the Sharia audit.

This plan is our sole guiding document.

Interviewee 8

Qatar

Indeed, we possess an internal Sharia audit manual, an internal
Sharia audit plan, and an audit charter. Additionally, we maintain
checklists and lists of required documents for each product and

department.

Interviewee 9

Saudi
Arabia

We have only internal Sharia audit plan and it includes what we

are planning to audit during the year.

Interviewee

10

Saudi
Arabia

We only have an audit plan that covers what we want to audit
during the year, and it is approved by the Sharia committee and

the management.
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Interviewee UAE Yes, we have audit manual and audit charter and audit plan.

11

Interviewee UAE Yes, we have an internal Sharia audit manual, audit plan, and
12 audit charter.

Interviewee UAE We have an audit manual, Sharia audit charter, and internal
13 Sharia audit plan.

Interviewee UAE Yes, we have audit manual, audit charter and audit plan and
14 Sharia policy.

Analysis the documentations used by the Sharia auditors
1- Audit Manual:

The audit manual outlines the organizational structure, audit procedures, and reporting
mechanisms. It serves as a comprehensive guide for internal auditors, detailing the processes
and methodologies to be followed during audits. Not all participant have a Sharia audit manual

in their Sharia audit function such as the case in Kuwait and Saudi Arabia.
2- Audit Charter:

The audit charter defines the independence, objectives, authorities, and responsibilities of the
Internal Sharia Audit function. It establishes the framework within which audits are conducted
and delineates the scope of the audit function's activities. Also, not all participants mentioned

they have audit charter which may weaken the Sharia audit function.
3- Audit Plan:

The audit plan delineates the scope of the audit, the audit universe, sample selection criteria,
and risk assessment methodologies. The plan serves as a roadmap for audit activities, guiding
auditors in prioritizing their efforts and resources effectively. All participants mentioned they
have a Sharia audit plan which is very important to know what they should cover in their Sharia

audit.

4- Checklists and Lists of Documents:
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Checklists and lists of required documents provide guidance and structure for auditors during
the audit process. These documents help maintain consistency and completeness in audit
activities, facilitating thorough assessments of compliance with Sharia principles. Also, not all
participants mentioned they have checklists and list of required documents which may create
inconsistency in the way the Sharia audit conducted based on the auditors doing the Sharia

audit.

Overall, the documentation maintained by Islamic banks for Internal Sharia Audit processes
encompasses comprehensive frameworks and guidelines to ensure effective and systematic
audit activities. These documents play a crucial role in maintaining consistency, transparency,
and compliance with regulatory requirements in Sharia audit practices. However, based on the
above responses, still a lot to be done when it comes to the documentations maintained by

the internal Sharia auditors.

Question 17: Considering the rise of financial technology, does your department plan on or have
already started encouraging modern technical software for the Sharia audit? If so, what is the

software, and how could technology improve the Internal Sharia Audit work?

e Coding 1: Lack of Technological Integration

e Coding 2: Potential Benefits of Technology

Theme: There is a current lack of specialised technological solutions. However, there is
recognition of the potential benefits and a willingness to explore opportunities for technological

integration in the future.

Table 25: Interviewees' answers for Question 17

Interviewee Country | Answer

Interviewee 1 | Bahrain | The choice of technology would vary based on the Islamic bank.
Unfortunately, we do not currently employ any specific

technology for conducting the internal Sharia audit

Interviewee 2 | Bahrain | We do not use a proper technology to conduct the audit but
currently we have built our own excel sheet for planning stage.
Also, we discussed with IT department the possibilities of having
an internal Sharia audit software that could cover the planning,

execution, reporting and follow up stages. Moreover, we got
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benefit from the new archiving system that could lead us to full
access to transaction documents and apply e-audit process

without requesting the original files.

Interviewee 3

Kuwait

In my perspective, we are currently distant from possessing
adequate technology to facilitate the internal Sharia audit. Prior
to adopting any technology, it is crucial to establish a well-defined
process for conducting the Sharia audit. Without standardized
processes and a unified approach to Sharia audit procedures, the
implementation of effective technology remains unfeasible.
Sometimes we use teammate audit software but this is relevant
to normal audit not Sharia audit and we use it only to organise our

work not to conduct the Sharia audit.

Interviewee 4

Kuwait

We do not utilise any technology for carrying out the internal

Sharia audit.

Interviewee 5

Oman

We do not utilise any technology for internal Sharia audit.

Interviewee 6

Oman

No we do not use any technologies

Interviewee 7

Qatar

Currently, our approach doesn't involve utilizing technology. We
rely on systems primarily for archiving purposes. However, there's
significant potential for technology to greatly enhance the
effectiveness of Islamic banking. Implementing technological
controls on transactions could significantly enhance the assurance

of Sharia compliance.

Interviewee 8

Qatar

We refrain from utilizing technology to carry out the Sharia audit;
however, we employ certain systems to facilitate our tasks,

including Salesforce and data storage.

Interviewee 9

Saudi
Arabia

We currently do not utilize any technology for conducting the
Sharia audit, but implementing technology would be highly

beneficial.

Interviewee

10

Saudi
Arabia

We do not use any technology to conduct the Sharia audit.
However, we block our debit and credit cards to be used for non-

Sharia-compliant activities.
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Interviewee UAE Unfortunately, we do not utilise any technology to conduct the
11 internal Sharia audit.

Interviewee UAE No, we do not utilise any technology to conduct the internal Sharia
12 audit.

Interviewee UAE No we do not use any technology to conduct the sharia audit.

13

Interviewee UAE There isn't a specific technology used to conduct the Sharia audit.
14 The technology primarily involves document storage and access.

Analysis of the use of technology in conducting sharia audits
1- Lack of Technological Integration:

All of the interviewees expressed that they do not employ specialised technology for Sharia
audits. This suggests a gap in the integration of technological solutions to streamline audit

processes within Sharia compliance frameworks.
2- Potential Benefits of Technology:

Despite the current absence of specialised technology, there is recognition of the potential
benefits it could offer. These include enhancing efficiency, improving access to transaction

documents, automating audit processes, and ensuring compliance with Sharia principles.
3- Custom Solutions and Discussions:

Some interviewees have taken initial steps towards technological integration by developing
internal Excel sheets for planning stages or discussing possibilities with their IT departments
for dedicated Sharia audit software. This demonstrates an awareness of the need for

technological advancement and a willingness to explore potential solutions.
4- Relying on Existing Systems:

While not utilizing specific Sharia audit technology, some Islamic banks leverage existing
systems primarily for archiving purposes. However, there is acknowledgment that these

systems may not be tailored to address the unique requirements of Sharia compliance audits.
5- Potential for Improvement:
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The responses highlight an opportunity for improvement in the adoption of modern technical
software tailored for Sharia audits. Implementing such technology could enhance the
effectiveness, accuracy, and reliability of Sharia audit processes, thereby strengthening overall

compliance with Sharia principles in Islamic banking institutions.

Overall, while there is currently a lack of dedicated technological solutions for Sharia audits
among the interviewed Islamic banks, there is recognition of the potential benefits and a

willingness to explore opportunities for technological integration in the future.

Question 18: In your opinion, what potential benefits do you see in adopting an integrated
approach to the Internal Sharia Audit for Islamic banks? How might such an approach contribute

to the efficiency, effectiveness, and credibility of the audit function?

e Coding 1: Enhanced Efficiency and Effectiveness
e Coding 2: Improved Credibility
e Coding 3: Regulatory Enforcement and Standardization

e Coding 4: Comparability and Transparency

Theme: It is important to adopt integrated approaches to Internal Sharia Audit in Islamic banks
to enhance efficiency, effectiveness, and credibility. Regulatory support, standardised
guidelines, and collaborative efforts within the industry are crucial for realizing the full potential

of such approaches and ensuring the continued integrity of Islamic finance.

Table 26: Interviewees' answers for Question 18

Interviewee Country | Answer

Interviewee 1 | Bahrain | Yes, adopting an integrated approach for Sharia audit could be
highly beneficial for the industry. However, some Sharia auditors
might have reservations about potential changes to their work

processes.

Interviewee 2 | Bahrain | Following the best practices is encouraged in internal Sharia audit
field to enhance the audit procedures in a way that will increase

the efficiency, effectiveness, and credibility of the audit function.

Interviewee 3 | Kuwait | Indeed, adopting an integrated approach would be highly
advantageous, while the absence of such an approach could

potentially weaken the internal Sharia audit. Furthermore, lacking
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a standardized approach might lead to varying audit quality across
Islamic banking institutions. The ultimate concern is the potential
reputational risk for Islamic banks stemming from inadequate
Sharia audit quality, possibly resulting in inadvertent financial
support to charities and substantial losses for the bank. Finally we
have to note that a weak approach to internal Sharia audit could
mislead not the customers only but also the Sharia scholars of the
bank as there is a rule in Sharia that “Judging something is a
branch of conceptualising it” so Sharia scholars could give decision
based on wrong concept of information provided by the Sharia

auditors.

Interviewee 4

Kuwait

Having a unified approach for conducting the internal Sharia audit
is crucial, but without regulatory enforcement, achieving such

consistency might remain a challenge.

Interviewee 5

Oman

An integrated approach would be highly beneficial, yet its
implementation seems unlikely without regulatory mandates to

enforce it.

Interviewee 6

Oman

An integrated approach to Sharia audit would significantly
enhance the comparability of Sharia audit reports. Presently,
different Islamic banks vary in the depth and scope of their
internal Sharia audits, leading to diverse levels of reporting.
Despite these differences, the Sharia committee ultimately signs
off on the compliance of the bank with Sharia principles. It is
important to emphasize that the implementation of a unified
approach hinges on proactive enforcement from both

management and regulators.

Interviewee 7

Qatar

Certainly, the idea of adopting an integrated approach holds
promise. However, for this approach to truly have an impact,
regulatory enforcement is crucial. Otherwise, it might remain a

theoretical concept without practical implementation.
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Interviewee 8

Qatar

In my personal opinion, adopting a unified approach to internal
Sharia audit would prove highly beneficial. Such an approach
would not only streamline operations within Islamic banking,
enhancing efficiency and effectiveness, but it would also bolster
the sector's credibility and foster greater trust among
stakeholders by demonstrating rigorous adherence to Sharia

principles.

Interviewee 9

Saudi
Arabia

Standardization is crucial in internal Sharia audits. A unified
approach would prove highly beneficial, facilitating easier

comparisons between different Islamic banks

Interviewee

10

Saudi
Arabia

To be fair, | do not know. Currently, we do not have any integrated
approach to conduct the Sharia audit. We do not know the
advantages and disadvantages of having one approach for all

Islamic banks.

Interviewee

11

UAE

The risk of internal Sharia audit breaches differs from other types
of breaches. While in some regular breaches, the bank can
manage them internally, when it comes to Sharia breaches, the
bank may be required to donate any income from those
transactions to charity. Therefore, it is crucial to maintain a
consistent approach to internal Sharia audit. If a Sharia auditor
adopts a relaxed approach and regulatory requirements are
enforced or external investigations occur, the bank may need to

donate income related to several years to charities.

Interviewee

12

UAE

There would be significant benefits if we had a standardized
approach to conducting Sharia audits. This would enhance the
credibility of the audit process and facilitate comparisons of Sharia
compliance levels across all Islamic banks. Additionally,
implementing a uniform approach could improve the efficiency

and effectiveness of the internal Sharia audit department.

Interviewee

13

UAE

There is a new not-for-profit organisation that has started offering

guidelines to Sharia auditors so they can conduct the internal
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Sharia audit in a standardized approach. However, there is still
much to be done. Internal auditors have the same tools and
techniques that they can use in any bank or institution they wish

to work for, which is not the case for internal Sharia auditors.

Interviewee UAE Indeed, an integrated approach would be beneficial for the Islamic
14 finance industry. Implementing a unified approach would enable
better comparison among all Islamic banks and improve overall

efficiency and effectiveness.

Analysis of adopting an integrated approach to conduct the Sharia audit
1- Enhanced Efficiency and Effectiveness:

Respondents highlight that an integrated approach would streamline operations within Islamic
banking, leading to increased efficiency and effectiveness in conducting Sharia audits. By
standardising audit processes and procedures, Islamic banks can eliminate redundancies and

ensure consistency in assessing compliance with Sharia principles.
2- Improved Credibility:

There is a consensus among interviewees that adopting a unified approach to Sharia audit
would enhance the credibility of the audit function. Standardization would demonstrate
rigorous adherence to Sharia principles, fostering greater trust among stakeholders, including
customers, regulators, and Sharia scholars. This increased credibility is crucial for maintaining

the integrity of Islamic banking institutions.
3- Regulatory Enforcement and Standardization:

Several respondents stress the importance of regulatory enforcement in achieving consistency
and standardization across Islamic banks. Without regulatory mandates to enforce integrated
approaches, achieving uniformity in Sharia audit practices might remain a challenge.
Regulatory bodies play a critical role in promoting and overseeing the implementation of

standardized audit frameworks.

4- Comparability and Transparency:
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An integrated approach is seen as essential for enhancing comparability and transparency in
Sharia audit reports. Standardisation enables easier comparisons between different Islamic
banks, facilitating benchmarking and providing stakeholders with valuable insights into Sharia

compliance levels across the industry.
5- Challenges and Opportunities:

While there is recognition of the benefits of an integrated approach, some respondents
acknowledge challenges, such as the need for regulatory enforcement and the lack of
standardized guidelines. However, there is optimism about ongoing efforts, such as the
development of guidelines by not-for-profit organizations, to address these challenges and

promote consistency in Sharia audit practices.

Overall, the responses underscore the importance of adopting integrated approaches to
Internal Sharia Audit in Islamic banks to enhance efficiency, effectiveness, and credibility.
Regulatory support, standardized guidelines, and collaborative efforts within the industry are
crucial for realizing the full potential of such approaches and ensuring the continued integrity

of Islamic finance.

7.3 SUMMARY

This chapter offers a comprehensive examination of internal Sharia audit practices within
Islamic banks, drawing on insights provided by industry practitioners. Through an exploration
of six key areas—current practices and challenges, regulatory framework, role of the Sharia
audit department, attributes of effective Sharia audit, Sharia audit approach and operational
procedure—the chapter explains the complex dynamics and changing landscape of Sharia

audit functions.

The findings underscore the diversity of Sharia audit practices across Islamic banks, reflecting
the complex interaction of organizational structures and regulatory frameworks. While some
Islamic banks demonstrate robust frameworks and effective methodologies, others face
challenges stemming from resource constraints, regulatory ambiguities, and the need for

greater standardization.
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At the heart of the discussion is the key role of regulatory oversight in shaping Sharia audit
practices and ensuring compliance with Sharia principles. Regulatory frameworks serve as
guides, providing a roadmap for navigating the complexities of Sharia compliance. However,
practitioners advocate for regulatory frameworks that strike a balance between prescriptive
mandates and flexible guidelines, enabling Islamic banks to adapt to evolving market dynamics

while upholding Sharia principles.

Furthermore, the attributes of competence, independence, and confidentiality are key in
ensuring the credibility and effectiveness of Sharia audit functions. Practitioners stress the
importance of investing in continuous professional development, robust governance
structures, and stringent confidentiality protocols to uphold the integrity of audit processes.
Moreover, there is a consensus on the need for greater transparency and accountability in

audit practices, fostering stakeholder confidence and trust.

Looking ahead, practitioners express a shared commitment to advancing Sharia audit practices
through collaborative initiatives, knowledge sharing platforms, and industry-wide
standardization efforts. By fostering a culture of continuous learning, innovation, and
collaboration, stakeholders can collectively address emerging challenges, enhance regulatory

compliance, and reinforce the credibility of Sharia audit functions.

In essence, the journey towards strengthening internal Sharia audit practices is complex,
requiring a comprehensive approach that includes regulatory compliance, technological
innovation, professional development, and collaborative partnerships. By accepting these key
needs, Islamic banking institutions can navigate the complexities of Sharia compliance with
confidence, integrity, and resilience, thereby reinforcing their commitment to ethical finance

and sustainable growth.

The subsequent chapter will evaluate the regulatory requirements of Sharia audits across all
GCC countries. Since Sharia audits are crucial for protecting the interests of customers who
seek products compliant with Sharia, and are not viewed by management and shareholders as
equally important as internal audits in Islamic financial institutions. This evaluation will use the
internal Sharia audit standards issued by the Accounting and Auditing Organization for Islamic

Financial Institutions as a benchmark.
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CHAPTER 8: ANALYSIS OF THE REGULATIONS OF THE INTERNAL SHARIA
AUDIT IN THE GGC

8.1 INTRODUCTION

In chapter 5, it is evident that the regulations related to internal Sharia audit vary across the
GCC countries. Each country has its own regulation, and these regulations differ from one
another. It has been observed that the regulations in the GCC do not specify any punishment
or penalty for failing to comply with Sharia requirements or for not implementing an

appropriate Sharia governance framework.

The objective of this section is to analyse the harmonization between the GCC regulatory
requirements for internal Sharia audit and to assess how well the regulations in the GCC align
with the AAOIFI internal Sharia audit standard. Additionally, it aims to create a ranking of GCC
countries based on the strength of their regulations related to internal Sharia audit. This
ranking will complement the research findings from the interviews by adding a supplementary
method of library research to the study. The library research method utilized in this section
involves examining existing literature and governmental regulations to gain insights and

information on the topic.

8.2 DEVELOPING INTERNAL SHARIA AUDIT INDEX

To ensure a clear understanding of the harmonization of regulatory requirements for internal
Sharia audits in the GCC and the level of compliance between these regulations and the
AAOIFI's internal Sharia audit standards, this study has employed a specific methodology.
Internal Sharia audit indicators were developed, derived from AAOIFI’s internal Sharia audit
standards, and scored to provide a quantifiable ranking of the GCC countries. These indicators
facilitate a comprehensive evaluation of how well the regulations align with AAOIFI's internal

Sharia audit standards.

The study has developed 25 key indicators for best practices in internal Sharia audit
requirements, which have been grouped into five distinct sections. The first section addresses
the existence of a comprehensive framework for Sharia governance. The second section covers
the Sharia audit approach and documentation. The third section focuses on independence and

objectivity. The fourth section examines quality control and ethical requirements. The fifth
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section pertains to the human resources of internal Sharia audit. Under each section, there are
various indicators derived from the AAOIFI internal Sharia audit standard. Each indicator is
scored one if the regulatory requirement is referenced in the GCC regulations; if not, the

indicator scores zero for the relevant country.

Benchmarks were identified from respective central bank regulations or government authority
regulations governing Islamic banks. In Bahrain, the benchmark was Volume 2: Islamic banks
which was issued the Central Bank of Bahrain. Similarly, in the UAE, the benchmark was the
Sharia governance standard for Islamic financial institutions issued by the Central Bank of the
UAE. Kuwait referenced the Instructions Concerning Sharia Supervisory Governance in Kuwaiti
Islamic Banks issued by the Central Bank of Kuwait. Islamic banks in Saudi Arabia adhered to
the Sharia Governance Framework for Local Banks Operating in Saudi Arabia, issued by the
Saudi Arabian Monetary Authority. Qatar’s benchmark was the Islamic finance rules issued by
the Qatar Financial Centre Regulatory Authority. Lastly, Oman’s benchmark was the Islamic

banking regulatory framework issued by the Central Bank of Oman.

This methodology allows for a thorough analysis of the harmonization of internal Sharia audit
regulations in GCC countries, providing valuable insights into their effectiveness in promoting
compliance with AAOIFI standards. It offers a clear and structured evaluation of internal Sharia
audit regulations by utilizing specific indicators and a scoring methodology to rank GCC
countries. The findings can promote consistency and transparency in the Islamic banking

industry across the GCC.

The following table presents a summary of the primary indicators for best internal Sharia audit

practices.

Table 27: Internal Sharia Audit regulatory requirements Indicators

Internal Sharia audit | Overall | Bahrain | UA | Kuwait | Saudi Qatar | Oman

requirements indicators Score E Aribia

A- The existence of comprehensive framework of Sharia governance

The country has | 1 1 1 1 1 1 1
implemented precise

regulations or guidelines to
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effectively  govern  the
operational dynamics of

Islamic banks.

The regulations require | 1 1
Islamic banks to comply with
AAOIFI internal Sharia audit
standard or AAOIFI Sharia

review standard

The existence of a Sharia |1 1
Supervisory Committee at
the Central Bank to review
the internal Sharia audit

report

Each Islamic bank is required | 1 1
by the regulation to
establish a Sharia
Supervisory Committee,
which has the responsibility
of reviewing the internal

Sharia audit report.

The regulations require the | 1 1
establishment of an internal

Sharia audit department

The existence of fine and |1 0
penalty for breaching the
Sharia governance

requirements

B- The Sharia audit approach and documentations
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The regulation refer to |1
internal Sharia audit

approach

Clear definition of internal | 1

Sharia audit function

The regulation highlighted | 1
the objective of the internal

Sharia audit department

The regulation refer to |1

internal Sharia audit plan

The regulation refer to the | 1

internal Sharia audit charter

The regulation refer to |1

internal Sharia audit manual

The regulations mandate | 1
that Islamic banks must
conduct an internal Sharia
audit at least once every

year

The regulation specifies a |1
rating mechanism that an
internal Sharia audit
department can use to
assess its level of adherence

to Sharia principles.

C- The independence and objectivity
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The existence of the
requirement to differentiate
between the Sharia
compliance function and

internal Sharia audit

The existence of the
requirement for the internal
Sharia  auditor to be
independent  from  the

management

The regulation specifies the
party responsible for
establishing the internal

Sharia audit department.

The regulation specifies the
reporting line of the internal

Sharia audit department.

The regulation specifies who
is authorised to access the

internal Sharia audit report.

D- The quality control and ethical requirements

The existence of the
requirement to comply with
the code of ethics issued by

AAOIFI

The existence of the

requirement to comply with
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the code of ethics issued by

A

The existence of the |1l 0 0 0 0 0 0
requirement to comply with
the internal Audit’s Quality
Assurance and Improvement
Program (QAIP) published by
the lIA

E- The human resources of internal Sharia audit

The presence of fit and |1 1 1 1 0 0 1
proper criteria for the head

of internal Sharia audit

The regulation mandates | 1 0 0 0 0 0 1
that the internal Sharia
auditor  attends regular
training to ensure their

competency.

The regulation treats the |1 1 1 0 0 0 1
resignation or dismissal of
the head of internal Sharia
audit with the utmost
seriousness, and may
require the disclosure of
additional information to

regulators in such cases.

Overall score 25 17 16 15 7 8 17

The indicators of internal Sharia audit regulatory requirements described above facilitate the

researcher in categorising the strength of regulations into five distinct levels: “Underdeveloped
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Regulations”, "Emerging Regulations”, “Improved Regulations”, “Good Regulations”, and “Best

Regulations”. The table presented below offers further elaboration on the descriptions of the

five aforementioned categories.

Table 28: Regulatory requirements indicators scoring methods

Level of regulations

Score

Explanation

Underdeveloped Regulations

1-5

Countries that have a very minimal score of
Regulatory requirements and necessitate prompt

reform.

Emerging Regulations

Countries that have a minimal score of Regulatory
requirements but they demonstrate favourable

progress.

Improved Regulations

11-15

Countries that have a fair score of Regulatory
requirements and indicate significant

enhancement.

Good Regulations

16 -20

Countries that have a good score of Regulatory
requirements and typically adhere to fundamental

aspects of sound regulatory requirements.

Best Regulations

21-25

The ideal Regulatory requirements that represent
best practice of Internal Sharia audit regulatory

requirements

Based on the above table, countries with stricter regulatory requirements enjoy higher esteem

and appreciation not only from customers but also from the broader public. Countries that

attain a score of 21-25 in internal Sharia audit regulatory requirements are classified as having

"Best Regulations," embodying the optimal and exemplary regulation of internal Sharia audit

requirements. "Good Regulations" designates countries that demonstrate a commendable

score of internal Sharia audit regulatory requirements, while countries showing fair scores but

exhibiting positive advancements are categorized as "Improved Regulations." Countries with

scores ranging from 6-10 in disclosure indicators are placed in the "Emerging Regulations"

category. Subsequently, the classification of "Underdeveloped Regulations" pertains to

countries with extremely minimal scores, reflecting notably weak internal Sharia audit

regulatory requirements.
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8.3 ANALYSIS OF INTERNAL SHARIA AUDIT REGULATIONS IN THE GCC COUNTRIES

The analysis of regulations related to internal Sharia audit in the GCC countries reveals several
key findings and areas of concern. The analysis focused on 25 indicators grouped into five
categories: Sharia governance framework, Sharia audit approach and documentations,
independence and objectivity, quality control and ethical requirements, and human resources
of internal Sharia audit. The following this the examination of each category and its

implications:

a- The existence of a comprehensive framework of Sharia governance

All countries in the GCC have implemented specific regulations to effectively govern the
operational dynamics of Islamic banks. This indicates their commitment to creating a strong
regulatory framework that ensures Islamic banks operate in accordance with Sharia principles.
Among the GCC countries, only Bahrain and Qatar have achieved a score for requiring Islamic
banks to comply with the internal Sharia audit standard or Sharia review issued by AAOIFI. This
demonstrates Bahrain's and Qatar's dedication to aligning their regulations with international
standards, thereby enhancing transparency and accountability in Sharia compliance and
auditing. However, it is important to note that Qatar required Islamic banks to comply with an

earlier version of AAOIFI’s internal Sharia review standard, not the latest version.

Bahrain, the UAE, and Oman have taken an additional step by establishing a Sharia Supervisory
Committee at the country level in the Central Bank to review the internal Sharia audit report.
This demonstrates their emphasis on independent oversight and evaluation of the audit

process by a specialised committee, adding credibility to the internal Sharia audit function.

All GCC countries have recognised the importance of establishing a Sharia Supervisory
Committee at the institution level, responsible for reviewing the internal Sharia audit report.
This regulatory requirement ensures that there is an additional layer of scrutiny to promote

adherence to Sharia principles within Islamic banks.

Regulations in all GCC countries uniformly mandate the establishment of an internal Sharia

audit department within Islamic banks. This requirement reflects the recognition of the
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internal Sharia audit function as a crucial element in assessing and ensuring compliance with

Sharia principles and guidelines.

However, it is noteworthy that none of the GCC countries have implemented fines or penalties
for breaching Sharia governance requirements. This raises concerns about the effectiveness of
the regulatory framework in incentivizing Islamic banks to take Sharia compliance seriously. It
also raises questions about whether regulators conduct assessments related to Sharia
compliance for Islamic banks similar to those related to other regulatory requirements, such
as treating customers fairly or knowing your customers. Addressing this issue is important to
emphasize the significance of adhering to Sharia requirements and to encourage a culture of

compliance within the Islamic banking sector.

b- The Sharia audit approach and documentation

None of the regulations achieved the indicator of referring to an internal Sharia audit approach.
The internal Sharia audit approach involves a comprehensive analysis of the internal audit
process, including planning, risk assessment, fieldwork, findings and analysis, reporting, follow-
up, and continuous improvement. The absence of reference to the audit approach in the
regulations could potentially weaken the internal Sharia audit function in certain Islamic banks

within the same country, as it may result in inconsistencies and variability in the audit process.

As noted in the previous chapter, some interviewees referred to a risk-based audit approach,
while others mentioned a product-based audit approach, a departmental audit approach or
sampling audit approach. The absence of a unified approach for conducting the annual Sharia
audit could lead to discrepancies in Sharia compliance assessments, as different approaches
might yield varying outcomes and cause inconsistencies both within the GCC Islamic banks and
among Islamic banks within the same country. Regardless of the audit approach used, the
Sharia Supervisory Committee at the institutional level would sign the certificate to confirm
the bank is compliant with Sharia. However, a sampling audit approach differs from a
departmental audit approach, as the former involves selecting only a sample, while the latter

entails checking all departments.

All countries in the GCC have successfully achieved the indicator of defining the internal Sharia

audit function. This signifies the recognition and establishment of a clear understanding of the
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role and responsibilities of the internal Sharia audit department within Islamic banks. Also, the
regulations in all GCC countries have appropriately highlighted the objectives of the internal
Sharia audit department. This indicates a shared understanding of the purpose and goals of

the department in ensuring Sharia compliance within Islamic banks.

Saudi Arabia and Qatar did not achieve the indicator of referring to an internal Sharia audit
planin their regulations. This lack of inclusion may have an impact on the effectiveness of audit
planning within the internal Sharia audit function in these countries. Without a defined audit

plan, there is a risk of inconsistent and ad-hoc approaches to conducting internal Sharia audits.

Only Kuwait and Oman have regulations that refer to the internal Sharia audit charter. This
indicates their recognition of the importance of having a formal document that outlines the
scope, authority, and responsibilities of the internal Sharia audit function. The absence of such
a charter in other GCC countries may result in weaker Sharia audit function and potential

inconsistencies and ambiguity in the implementation of the audit function.

Oman, Qatar, and Saudi Arabia did not achieve the indicator of referring to an internal Sharia
audit manual in their regulations. This omission may also impact the clarity and consistency of
audit procedures within the internal Sharia audit departments of these countries. On the other
hand, the regulations in all GCC countries mandate that Islamic banks must conduct an internal
Sharia audit at least once every year. This requirement emphasises the importance of regular
auditing to assess and ensure Sharia compliance within Islamic banks. It is important to note
that all Islamic banks are required to have a Sharia certificate signed by the Sharia Supervisory
Committee, certifying that the bank remained compliant with Sharia principles during the

audited financial year.

Only Kuwait has regulations that specify a rating mechanism for internal Sharia audit
departments to assess their level of adherence to Sharia principles. This indicator highlights
Kuwait's commitment to promoting accountability and measuring the effectiveness of the
internal Sharia audit function. The absence of a rating mechanism in other GCC countries may

limit their ability to systematically evaluate and improve the quality of internal Sharia audits.

c- The independence and objectivity
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Both Saudi Arabia and Qatar lack a requirement to differentiate between the Sharia
compliance function and internal Sharia audit, as indicated by the non-achievement of this
indicator. In these countries, the internal Sharia audit department may be responsible for both
the Sharia compliance function and the internal Sharia audit, particularly in the absence of

regulatory requirements to separate these functions.

This situation creates a significant conflict of interest, as the same department could be
involved in both the second and third lines of defence. While it may offer advantages for Islamic
banks by eliminating the need to establish separate functions and saving on additional
employee costs, it inevitably reduces the level of compliance with Sharia principles. This could
also explain why some Islamic banks in these countries have fewer staff members in the Sharia
department, with limited personnel handling all aspects related to Sharia as there is no proper

enforcement from the regulators.

The regulations in Saudi Arabia and Qatar do not explicitly mention the independence of the
internal Sharia audit department, in contrast to other GCC countries that have achieved this
indicator. The absence of such a requirement raises concerns about the potential lack of
independence of the internal Sharia auditors from the management of Islamic banks in these

countries. Independence is crucial for ensuring unbiased and objective auditing practices.

Both Saudi Arabia and Qatar do not specify the party responsible for establishing the internal
Sharia audit department, in contrast to other GCC countries that have achieved this indicator.
This omission creates a significant conflict of interest, as it does not clearly assign responsibility
to the appropriate governing body, such as the board of directors, audit committee, or Sharia
committee, for establishing the internal Sharia audit department. The lack of clarity regarding
the responsible party may lead to potential conflicts of interest and undermine the
effectiveness of the audit function. The issue was clearly highlighted in the previous chapter,
where one interviewee noted that one requirement for an Islamic bank in Saudi Arabia to be a
member of a university is to facilitate the dismissal of the Sharia auditor in case of a

disagreement between the auditor and management.

Similarly, the regulations in Saudi Arabia and Qatar do not require a specific reporting line for

the internal Sharia audit department, unlike other GCC countries that have achieved this
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indicator. This absence of a reporting line creates a conflict of interest, as there are no
regulatory barriers preventing the internal Sharia audit department from reporting to the Chief
Financial Officer (CFO). Such a reporting line may compromise the independence of Sharia
auditors and breach the principles of independence and objectivity. Other GCC countries have
addressed this issue by requesting clear independent reporting lines for the internal Sharia

audit department.

The regulations of all GCC countries have achieved the indicator of specifying who is authorised
to access the internal Sharia audit report. This indicates a recognition of the importance of
controlling access to audit reports, ensuring confidentiality, and preventing unauthorised
disclosure of sensitive information. By clearly defining the authorised recipients of the internal
Sharia audit report, the regulations promote confidentiality, transparency and accountability

in the auditing process.

d- The quality control and ethical requirements

None of the GCC countries have achieved the indicator requiring compliance with the code of
ethics issued by AAOIFI. This indicates a lack of uniformity in ensuring adherence to ethical
standards within the Islamic banking sector across the GCC. The AAQIFI's code of ethics sets
out principles and guidelines that promote integrity, professionalism, and ethical behaviour

among Sharia auditors.

Similarly, all GCC countries have not achieved the indicator of requiring compliance with the
code of ethics issued by the IIA. The IIA's code of ethics serves as a global benchmark for
internal auditors and emphasizes fundamental principles such as integrity, objectivity,
confidentiality, and competence. The non-uniform adoption of this requirement within the
GCC suggests variations in ethical standards and the promotion of professional conduct among

internal Sharia auditors.

Additionally, all GCC countries have not implemented the requirement to comply with the
Internal Audit's QAIP published by the IIA. The QAIP provides a framework for establishing
quality assurance processes within internal audit functions, including ongoing monitoring,

periodic internal assessments, and external assessments. By not mandating the adoption of
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the QAIP, GCC countries miss out on the opportunity to enhance the quality, effectiveness, and

reliability of internal Sharia audits through systematic review and improvement.

There is a clear lack of comprehensive regulations regarding quality control and ethical
requirements in all GCC countries pertaining to internal Sharia audits. This gap highlights the
absence of a regulatory mandate for establishing quality assurance programs specifically
designed for internal Sharia auditors. Such programs would involve independent reviews of
Sharia audit work, adherence to professional standards, ongoing training and development,
and the establishment of clear audit methodologies and procedures. By implementing quality
assurance processes, organizations can enhance the consistency, reliability, and effectiveness

of internal audits, ultimately maximising the value derived from the internal audit function.

The absence of regulatory requirements explains why the majority of interviewees highlighted
the lack of compliance with ethical standards and quality assurance. Without enforcement
from regulators, Sharia auditors may face additional pressure if they choose to comply, as there

is no external mandate from regulators or the business to support these standards.

e- The human resources of internal Sharia audit

Both Saudi Arabia and Qatar have not achieved the indicator of having fit and proper criteria
for the head of the internal Sharia audit. In these countries, anyone approved by the
management can assume the role of the head of the internal Sharia audit. This lack of specific
qualifications and work experience requirements for the head of the internal Sharia audit raises
concerns about the competency and expertise of individuals leading this crucial function. In
contrast, all other GCC countries have established specific qualifications and work experience
criteria for the head of the internal Sharia audit. For instance, in countries like the UAE and
Oman, the appointment of the head of the internal Sharia audit must be approved by the

central bank, ensuring a higher level of scrutiny and expertise in the role.

The regulations in Oman, the latest country in the GCC to regulate Islamic banking, have
achieved the indicator of mandating regular training for internal Sharia auditors to ensure their
competency. However, other GCC countries have failed to achieve this indicator. Regular
training plays a vital role in keeping Sharia auditors updated with evolving industry practices,

regulations, and emerging risks. The absence of a regulatory requirement for regular training
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in some GCC countries raises concerns about the potential knowledge gaps among internal

Sharia auditors, which could impact the quality and effectiveness of their audits.

Finally, only Bahrain, the UAE and Oman have achieved the indicator of treating the resignation
or dismissal of the head of the internal Sharia audit with utmost seriousness and requiring the
disclosure of additional information to regulators in such cases. This indicates that these
countries recognise the importance of maintaining independence and transparency within the
internal Sharia audit function. Without this indicator, there is a risk that an Islamic bank
dissatisfied with the findings of its internal Sharia auditor may dismiss the Sharia auditor and
replace them with someone more accommodating or accepting of the Islamic bank's Sharia
non-compliance issues. Such a practice undermines the objectivity and independence of the

internal Sharia audit and may compromise the integrity of the audit process.

These findings highlight the variations in human resource requirements for internal Sharia
audit across the GCC countries. The absence of fit and proper criteria for the head of the
internal Sharia audit in Saudi Arabia and Qatar, the lack of mandatory training requirements in
most GCC countries, and the limited seriousness given to the resignation or dismissal of the
head of the internal Sharia audit in many countries call for attention and potential reforms.
Standardising qualifications, implementing mandatory training programs, and emphasising the
independence and seriousness of personnel changes within the internal Sharia audit function
can contribute to enhancing the expertise, credibility, and objectivity of Sharia audits in the

Islamic banking sector.

8.4 ANALYSIS OF THE OVERALL RATING SCORE OF THE GCC COUNTRIES

The analysis of internal Sharia audit regulatory requirements reveals the progress and areas
for improvement among GCC countries. Based on above scoring method, the regulatory
frameworks have been categorised into five distinct levels: "Underdeveloped Regulations,"
"Emerging Regulations," "Improved Regulations," "Good Regulations," and "Best Regulations."

The following are the results for the countries:

1- Bahrain and Oman: Good Regulations (Score: 17)
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Bahrain and Oman have achieved a score of 17, placing them in the "Good Regulations"
category. This score indicates that both countries have established strong regulatory
frameworks for internal Sharia audits, adhering to key aspects of sound regulatory practices.
Their comprehensive governance structures and high level of compliance with best practices
distinguish them as leaders in the GCC, ensuring that Islamic banks operate in alignment with

Sharia principles.

Bahrain stands out with its mandatory compliance to AAOIFI internal Sharia audit standards,
which ensures that Islamic banks adhere to internationally recognized best practices. The
establishment of Sharia Supervisory Committees at both the Central Bank and individual banks
further enhances oversight and governance. Additionally, Bahrain provides a clear definition
of the internal Sharia audit function, which supports accountability and clarity in audit

processes.

On the other hand, Oman excels in emphasizing the independence of internal Sharia auditors,
ensuring a necessary separation from management that enhances objectivity in the audit
process. The regulatory framework in Oman also prioritizes ongoing training for internal Sharia
auditors, fostering continuous professional development and maintaining high standards of
practice. Together, these distinct strengths contribute to the overall regulatory effectiveness

of both countries in promoting Sharia compliance in Islamic banking.

2- UAE: Good Regulations (Score: 16)

The UAE, with a score of 16, is also in the "Good Regulations" category. This reflects a well-
developed regulatory environment that meets most essential requirements for internal Sharia
audits. The UAE demonstrates robust adherence to Sharia governance and audit practices.
However, the slight gap compared to Bahrain and Oman suggests that while the UAE’s

framework is strong, there are specific areas that could benefit from further enhancement.

In contrast to Bahrain and Oman, the UAE lacks a mandatory requirement for the
implementation of a Sharia audit charter, which is crucial for defining the scope and authority
of internal audits. Additionally, while both Bahrain and Oman emphasize regular training for
Sharia auditors, the UAE's regulations do not mandate such training, potentially impacting the

competency and effectiveness of its auditors over time. Furthermore, Bahrain's stronger focus
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on AAOIFI standards and Oman’s emphasis on auditor independence set them apart, indicating
that the UAE has room for improvement in these key areas to strengthen its regulatory

framework further.

3- Kuwait: Improved Regulations (Score: 15)

Kuwait, with a score of 15, falls into the "Improved Regulations" category. This score reflects a
fair and improving regulatory framework for internal Sharia audits, indicating significant
enhancements and progress towards stronger Sharia governance. However, Kuwait still lacks
certain critical elements that are present in the frameworks of its GCC counterparts, such as a

central Sharia supervisory committee and specific requirements for audit documentation.

When compared to the UAE, Bahrain, and Oman, Kuwait's regulatory environment shows
notable gaps. Unlike Bahrain and Oman, which have established Sharia Supervisory
Committees to enhance oversight, Kuwait does not yet have a centralized body to ensure
compliance and governance. Additionally, while the UAE, Bahrain, and Oman emphasize the
importance of implementing a Sharia audit charter and regular training for auditors, Kuwait's
framework lacks these critical components. This absence not only hinders the clarity and

effectiveness of the audit process but also affects the competency of Sharia auditors.

Despite these shortcomings, Kuwait's score of 15 reflects a commitment to improving its
regulatory framework. However, addressing the identified gaps is essential for elevating
Kuwait’s regulations to the level observed in Bahrain, Oman, and the UAE, which consistently

demonstrate more robust and comprehensive governance structures.

4- Qatar and Saudi Arabia: Emerging Regulations (Scores: Qatar - 8, Saudi Arabia - 7)

Qatar and Saudi Arabia are categorized as having "Emerging Regulations," with scores of 8 and
7 respectively. While both countries have made some progress in establishing regulatory
frameworks for internal Sharia audits, their frameworks remain underdeveloped. Notably,
Qatar’s slightly higher score indicates a marginally more advanced regulatory environment
compared to Saudi Arabia; however, both nations face similar challenges. Key areas for

improvement include the establishment of central Sharia supervisory bodies, clearer
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differentiation between Sharia compliance functions and internal Sharia audits, and stronger

adherence to international standards like those set by AAQOIFI.

When compared to other GCC countries, the gaps in Qatar and Saudi Arabia's regulatory
frameworks become more evident. Bahrain, Oman, and the UAE showcase more robust
systems with established Sharia Supervisory Committees and comprehensive guidelines that
facilitate effective internal audits. In contrast, Qatar and Saudi Arabia lack these critical
components, which are essential for ensuring rigorous oversight and governance of Islamic
banking practices. Furthermore, while countries like Bahrain and the UAE emphasize the
importance of auditor independence and training, Qatar and Saudi Arabia have not yet

implemented such standards, underscoring the need for further development.

In summary, although Qatar and Saudi Arabia have made strides toward establishing regulatory
frameworks for internal Sharia audits, they remain significantly behind their GCC counterparts.
Addressing these gaps is essential for both countries to strengthen their regulatory
environments and align more closely with the best practices observed in Bahrain, Oman, and

the UAE.

8.5 AREAS OF DEVELOPMENT FOR ALL COUNTRIES

It is evident that all GCC countries have several critical areas of development in their internal
Sharia audit frameworks. The following key areas were underdeveloped, with all countries in
the GCC receiving a zero score, highlighting significant gaps that need to be addressed to

enhance the effectiveness and consistency of the internal Sharia audit across the region:

1- Compliance with Ethical Standards (AAOIFI and IIA Codes of Ethics):

None of the GCC countries require compliance with the code of ethics issued by AAOIFI or lIA.
This absence of ethical guidelines leaves a critical gap in ensuring that internal Sharia audits
are conducted with the highest standards of integrity, professionalism, and ethical behaviour.
Enforcing these ethical standards would promote consistency in Sharia audits and enhance the
credibility and trustworthiness of the Islamic banks. GCC banking regulators should prioritize
integrating these codes into their regulatory frameworks to ensure that all Sharia auditors

adhere to internationally recognized ethical guidelines.
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2- Quality Assurance and Improvement Program (QAIP):

No country in the GCC has regulations that mandate compliance with the [IA's QAIP. This
program is essential for maintaining and enhancing the quality of internal audits, including
Sharia audits, by providing a framework for continuous improvement. Introducing compliance
with QAIP requirements by law would ensure that internal Sharia audits are regularly evaluated
and improved upon, thereby increasing their effectiveness and reliability. This would also align

the internal audit functions within Islamic banks with global best practices.

3- Internal Sharia Audit Approach:

All GCC countries lack regulatory references to a standardized internal Sharia audit approach.
This omission can lead to inconsistencies in how internal Sharia audits are conducted,
potentially resulting in varying levels of Sharia compliance across different banks and even
within the same country. Establishing a clear and standardized audit approach, which includes
planning, risk assessment, execution, reporting, and follow-up, is crucial for ensuring that all
Islamic banks adhere to the same high standards of Sharia compliance. Regulators should
develop regulations that outline a uniform audit approach to enhance consistency and

comparability across the sector.

4- Fines and Penalties for Breaching Sharia Governance Requirements:

None of the GCC countries have implemented fines or penalties for non-compliance with
Sharia governance requirements. This lack of enforcement mechanisms may undermine the
seriousness with which Islamic banks approach Sharia compliance, potentially leading to lapses
in governance. Introducing fines and penalties would serve as a strong deterrent against non-
compliance and reinforce the importance of adhering to Sharia principles. Regulatory bodies
should consider implementing such measures to ensure that Islamic banks maintain rigorous

standards of Sharia governance.

5- Human Resources and Training for Internal Sharia Audit:

With the exception of Oman, all other GCC countries do not mandate regular training for
internal Sharia auditors. Continuous professional development is crucial for auditors to stay

updated on the latest Sharia standards, regulatory changes, and audit practices. Regulatory
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frameworks should include provisions for mandatory ongoing training and development for
internal Sharia auditors. This would ensure that auditors maintain the necessary competencies

and are well-equipped to perform their duties effectively.

8.6 SUMMARY

This chapter has provided an in-depth analysis of the regulatory frameworks for internal Sharia
audit requirements across GCC countries, revealing notable differences in the
comprehensiveness and implementation of these regulations. By evaluating the adherence to
25 key indicators derived from the AAOIFI internal Sharia audit standard, the study has

highlighted varying levels of regulatory maturity among the six countries.

Bahrain and Oman are distinguished by their robust regulatory frameworks, which closely align
with fundamental best practices for internal Sharia audits. The UAE also exhibits a strong
regulatory environment but falls marginally short of Bahrain and Oman in certain aspects.
Kuwait shows significant progress with its "Improved Regulations" status, yet still has areas
needing enhancement to reach the level of Bahrain, Oman, and the UAE. Qatar and Saudi
Arabia, categorized under "Emerging Regulations," display minimal regulatory requirements

and necessitate substantial reforms to improve their Sharia audit practices.

A critical finding across all countries is the universal absence of mandatory compliance with
the AAOIFI and IlA codes of ethics, the lack of a standardized internal Sharia audit approach,
and the non-existence of quality assurance programs. Additionally, the lack of fines and
penalties for breaches in Sharia governance, along with insufficient provisions for the
continuous professional development of Sharia auditors, further underscores the need for

comprehensive regulatory enhancements.
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Chapter 9: ENHANCING SHARIA AUDIT STANDARDS IN ISLAMIC
FINANCE

9.1 INTRODUCTION

The preceding chapter presented a comprehensive analysis and the resulting findings derived
from the library search methodology. The purpose of employing this method was to acquire a
more extensive understanding of the regulatory requirements in the GCC and to compare the
comprehensiveness of these requirements across GCC countries. The analysis revealed a
noteworthy observation: although there are common aspects among these countries, there
are significant differences in the regulatory requirements for internal Sharia audits. Despite
some similarities, much work remains to be done across all GCC countries to enhance the

regulatory framework for internal Sharia audits.

This chapter endeavours to provide a more profound understanding of the three research

questions outlined in Chapter 1, Section 2 (specifically questions 1, 2, 3 and 4).

Therefore, this chapter delves into the intricacies of AAOIFI’s Sharia audit standards within the
Islamic banking sector, exploring perspectives from senior members of AAOIFI’'s Governance
Committee and a regulatory advisor with extensive experience in central banks across the GCC.
The objective was to comprehensively understand the benefits, challenges, strategies,
concerns, and future prospects associated with adopting and implementing the internal Sharia

audit standard set by AAOIFI.

The interviews provided profound insights into the landscape of Sharia audit standard and
regulatory perspective, identifying pivotal benefits such as alignment with Sharia principles and
standardisation for comparability. However, they also shed light on critical challenges,
including regulatory understanding and enforcement dynamics. Strategies to encourage
adoption and compliance were outlined, emphasising regulatory involvement, Sharia scholar

engagement, and market-driven initiatives.

9.2 ANALYSIS OF DATA COLLECTED VIA INTERVIEW WITH A SENIOR MEMBER OF
AAOIFI’'S GOVERNANCE AND ETHICAL COMMITTEE

The interview with the senior member of AAOIFI was divided into six sections as follows:
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H1: Benefits and Importance of the Internal Sharia Audit Standard:

Question 1: What are the primary benefits and advantages of adopting AAOIFI's

internal Sharia audit standard for Islamic banks? Why do you think that some

practitioners have reservations about the standard's ability to meet their expectations?
This question to explore the primary benefits and advantages of adopting AAQIFI's internal
Sharia audit standard. It is also to investigate why some practitioners may have reservations
about the standard’s effectiveness. By understanding these benefits and concerns, the
research aimed to assess the alignment of current practices with AAOIFI’s guidelines and

identify areas where practices may diverge from recommended standards.

The interviewee highlighted the following in his answer:

1- Need for Internal Sharia Audit
The interviewee emphasises the crucial role of an internal Sharia audit within Islamic banking
institutions. They stress that claiming to be an Islamic bank entails the responsibility of

providing assurance of Sharia compliance to various stakeholders, including customers,

shareholders, regulators, and staff.

Quote:

"In my view, when any Islamic bank claims to be an Islamic bank, they have responsibilities
to provide assurance to their stakeholders... to provide this assurance they must have an

independent internal Sharia audit function."

2- Alignment with Sharia Principles

The interviewee draws a parallel between the necessity of the Sharia compliance function and
internal Sharia audit function. They highlight the need for an assurance mechanism to ensure
all operations align with Sharia, both pre and post transactions, indicating the role of the Sharia

compliance and Sharia audit functions.

Quote:
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"Islamic banks have to do the same to ensure that they are in line with Sharia principles.
Therefore, they need an assurance mechanism, and they must have an internal mechanism

to ensure their work is compliant with Sharia."

3- AAOIF!I's Standardisation for Comparability

Implementing AAOIFI's internal Sharia audit standards is advocated for creating a standardised
framework across Islamic banks. This standardisation facilitates comparability and enables

stakeholders to understand an Islamic bank's compliance level irrespective of its location.

Quote:

"AAOIFI’s internal Sharia audit standard ensures that the Sharia audit reports can be

compared between Islamic banking institutions, creating a level playing field for everyone."

4- Ongoing Improvement and Development

The interviewee highlights AAOIFI's commitment to continuously improve its standards,
ensuring they remain relevant and up-to-date. Collaborative efforts with Islamic Finance
Services Board (IFSB) and the plan to issue guidelines and a handbook for both internal and

external Sharia audits underscore this dedication to development.

Quote:

"AAOIFI is always improving its standards to align them with today's requirements, and

there will soon be news related to the updated internal Sharia audit standard."

5- Challenges in Implementation

The interviewee acknowledges challenges in implementing the current high-level internal
Sharia audit standard. These challenges include the complexity of the standard, lack of
understanding among regulators, inconsistent implementation, and the need for more

detailed guidelines for effective implementation.

Quote:
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"“Initially, AAOIFI's approach was to present the standard to the regulators, who would
then implement it based on their specific needs. However, we have observed that this
implementation process is not consistently occurring, as both market players and
regulators often lack the capacity to fully implement the standards. In cases where the
standard is implemented, it is often used as guidance by regulators without strict
enforcement mechanisms. Additionally, both requlators and Islamic banking institutions
frequently claiming lack the capacity to effectively implement the standard, and

regulators face challenges in supervising its implementation”.

Conclusion

The analysis highlights the importance of the internal Sharia audit, emphasising alignment with
Sharia principles, standardisation for comparability, ongoing improvement, and challenges in
implementation. AAOIFI's efforts towards continuous development and collaboration with
other bodies reflect a commitment to enhancing Sharia compliance within the Islamic finance
industry. Addressing implementation challenges through comprehensive guidelines is

identified as a crucial step for effective Sharia audits and compliance.

H2: Understanding the Regulatory Landscape:

Question 2: From your perspective, why do you think most regulations in the GCC do
not mandate compliance with the internal Sharia audit standard issued by AAOIFI? And
what potential risks or challenges may arise due to the absence of mandatory
compliance with this standard?
This part of the interview focused on why most GCC regulations do not mandate compliance
with AAOIFI’s internal Sharia audit standards. In cases like Bahrain, even when compliance is
required for Islamic banks, regulators do not check or investigate the level of compliance. It
examined the potential risks and challenges associated with the absence of mandatory

compliance, revealing the extent of variability in regulatory frameworks and the impact on

internal audit practices across different GCC countries.

The interviewee highlighted the following:

1- Regulatory Challenges and Capacity Constraints
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The interviewee highlights the primary concern of regulators, emphasising the lack of capacity
and understanding among both regulators and Islamic banking institutions regarding the
AAOIFI Sharia audit standard. The capacity issue is seen as a barrier to the enforcement of

these standards.
Quote:

"The main concerns raised by requlators are the lack of capacity among both regulators and
Islamic banking institutions, as well as the regulators' limited understanding of the Sharia

standards issued by AAOIFI."
2- Enforcement and Compliance Dynamics

The interviewee elaborates on the varying enforcement dynamics across different GCC
countries. Some countries adopt AAOIFI audit standard but face challenges in effective
enforcement due to insufficient regulatory capacity. Additionally, there's a perception that the
Sharia auditor function is viewed as a cost centre, influencing the commitment to its effective

implementation.
Quote:

“In my view, the capacity exists, but there is a lack of enforcement due to a

misunderstanding of the importance of ensuring compliance with Sharia principles."
3- Perception of Sharia Auditor and Consumer Protection

The interviewee points out the perception of the Sharia auditor function as a cost centre,
potentially undermining its importance within Islamic banking institutions. The absence of a
dedicated and effective Sharia function can pose reputational risks and consumer protection

issues, affecting not only the bank but also the broader country’s financial system.
Quote:

"From the perspective of Islamic banking institutions, they may have the capacity, but they
often perceive the Sharia auditor as a cost centre. In some cases, the Sharia auditor may

request the Islamic bank to donate money to charities if transactions are not conducted in
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the right way. Consequently, from the management's viewpoint, why should they maintain
a function that costs them extra and may ask for donations if there is no enforcement from
regulators? Management may not consider the Sharia department as critical to the success

or failure of the bank”

4- Systemic Risk and Consumer Protection

The interviewee emphasises the potential systemic risk associated with inadequate Sharia
compliance mechanisms. If an Islamic bank claims Sharia compliance without a robust
mechanism, it could breach consumer protection and pose a significant risk to the stability of

the financial system.

Quote:

"If major Sharia non-compliance issue arises in one bank, it could create a domino effect
and lead to similar problems in other Islamic banks. According to AAOIFI's perspective, any
country where 15% or more of their financial system is based on Islamic banks is of systemic
importance. There are numerous countries in the GCC and around the world where more
than 15% of financial transactions are Sharia-compliant. Therefore, requlators should view

the matter in this way”

5- Harmonization Challenges and Perspective Expansion

The interviewee sheds light on the lack of harmony in the Sharia governance framework across
different countries. The problem is attributed to a narrow understanding of Sharia compliance
by regulators. They advocate for a broader perspective, including aspects like consumer

protection and systemic risk, to drive effective implementation.

Quote:

"I believe this problem will persist as long as requlators fail to understand that it is not

solely about Sharia compliance but is about protecting customers and the economy."

Conclusion
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The analysis underscores the critical challenges in the regulatory landscape, including capacity
constraints, enforcement dynamics, perceptions of the Sharia auditor function, and the need
for a broader perspective encompassing consumer protection and systemic risk. Addressing
these challenges is imperative for ensuring effective implementation of the internal Sharia
audit standard and promoting consumer protection and stability within the Islamic finance

sector.

H3: Encouraging Adoption and Compliance:

Question 3: What strategies or initiatives can be undertaken to encourage Islamic
banks to voluntarily adopt and comply with the internal Sharia audit standard?
This part explored strategies and initiatives that could encourage Islamic banks to voluntarily
adopt and comply with the internal Sharia audit standard. This included examining potential
measures for improving ethical compliance and enhancing the quality assurance of internal

Sharia audits.

The interviewee highlighted the following:

1- Perception of Compliance and Legal Framework
The interviewee underscores a common perception of Sharia compliance as a religious duty,
akin to prayers or fasting. However, they emphasise the need for a legal framework in business

relationships to ensure accountability and prevent deceptive practices in contracts. The role of

the board of directors in enforcing Sharia compliance is highlighted.

Quote:

"Unfortunately, both Islamic banks and regulators often perceive compliance with Sharia as
they would view prayers, fasting, or giving to charities from a religious perspective. When it
comes to the relationship between two human parties, there must be a legal framework to

ensure accountability and prevent misleading or deceptive practices in contracts."

2- Role of the Board of Directors

The interviewee emphasizes that the primary enforcer of Sharia compliance, including the role

of the internal Sharia auditor, should be the board of directors. The board is accountable for
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the bank's actions and must ensure that the internal Sharia department has the necessary

capacity and resources for compliance.

Quote:

"Therefore, the primary enforcer of Sharia compliance, including the role of the internal

Sharia auditor, should be the board of directors."

3- Enforcement as the Driving Force

The interviewee points out that voluntary adoption of standards may not be effective and
suggests that enforcement, driven by regulators, is essential. They propose that regulators
should require compliance mechanisms, qualified internal Sharia auditors, and regular
reporting. Penalties for non-compliance are seen as a critical aspect of this enforcement

approach.

Quote:

"Therefore, in my view, the only way to make it work is through regulatory enforcement,
where regulators require Islamic banks claiming compliance with Sharia to provide

mechanisms to ensure compliance and impose penalties for breaching these requirements."

4- Role of Sharia Committees and Scholars

The interviewee highlights the role of Sharia committees and scholars in enforcing compliance.
They emphasise that Sharia scholars should not sign Sharia certificates without ensuring full
compliance and a proper mechanism for enforcement. This underscores the importance of the

adoption of standards and the enforcement of compliance.

Quote:

"There is also a significant responsibility in the hands of the Sharia committee members
because if they enforce the requirements of AAOIFI, Islamic banks may implement these

requirements."

Conclusion
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The analysis highlights the need for a shift in perception, where Sharia compliance is not just a
religious duty but also viewed through a legal framework. The crucial role of the board of
directors, the necessity of enforcement driven by regulators, and the importance of
involvement from Sharia scholars at the institutional level are emphasised. This approach is
seen as essential to encourage the adoption and compliance with the internal Sharia audit

standard within Islamic banks.

H4: Addressing Concerns and Obstacles:

Question 4: What are some common concerns or objections from Islamic banks
regarding implementing the internal Sharia audit standard issued by AAOIFI?
This part of the interview addressed common concerns and objections from Islamic banks
regarding the implementation of AAOIFI’s internal Sharia audit standard. By identifying and
understanding these barriers, the research sought to propose solutions and explore the most

effective approaches to internal Sharia audit in the context of the GCC.

The interviewee highlighted the following:

1- Capacity as a Common Objection

The interviewee identifies a recurring objection raised by Islamic banks and regulators, which
is the issue of capacity. Islamic banks often assert that they lack the capacity to implement the
internal Sharia audit standard effectively. However, the interviewee questions this claim,
especially for well-established banks, suggesting that capacity should have been built over their

years of operation.

Quote:

"They will always use the capacity card and claim there is no capacity... after more than
around 50 years of operation, if Islamic banks do not have the capacity, it is unlikely that

they will have it in the next 50 years."

2- Regulatory Oversight and Capacity
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The interviewee raises a critical concern about how regulators can effectively oversee and
regulate Islamic banks if they lack the capacity to ensure compliance. They question how
regulators can license and supervise Islamic banks without having the necessary capacity. They
also emphasise the importance of regulators having clear plans to develop the required

capacity.

Quote:

"If you are regulating Islamic banking, licensing Islamic banks, and supervising them,
how can you do that without having the necessary capacity? Even if you are, what are

your plans to create the required capacity?"

Conclusion

The analysis highlights a prevalent concern among Islamic banks and regulators regarding
capacity limitations to implement the internal Sharia audit standard. The interviewee questions
the legitimacy of this concern, especially for established banks, and stresses the critical role of
capacity in effective regulatory oversight and compliance. The need for clear plans to address
these capacity concerns is emphasised to ensure successful implementation of the Sharia audit

standard.

H5: Future Outlook and Potential Developments:

Question 5: What steps can be taken to further promote harmonisation and
standardisation of internal Sharia audit practices?

This part explored steps that could be taken to further promote harmonisation and
standardisation of internal Sharia audit practices across the GCC. This inquiry aimed to provide
recommendations for enhancing the overall effectiveness of Sharia audits and aligning

practices with evolving international standards.
The interviewee highlighted the following:
1- Enhancing AAOIFI Standards

The interviewee highlights the necessity for AAOIFI to continuously improve and enhance its
standards. This reflects a proactive approach to address evolving challenges and to maintain

relevance and effectiveness in the dynamic landscape of Islamic finance.

220



Quote:

"First, AAOIFI has to further enhance its standards, and work is in progress to address this

issue."
2- Regulatory Focus on Protecting Customers and Systemic Stability

The interviewee emphasises that regulators should approach Sharia compliance with a focus
on protecting customers and maintaining systemic stability. This perspective applies not only
to Muslim-majority countries but also to non-Muslim nations. The need for capacity building,

enforcement of standards, and penalties for non-compliance is stressed.
Quote:

"Even in non-Muslim countries, they should look at Sharia compliance from the perspective
of protecting their customers... ensure that the system is immune from systemic risks, and

customers'rights are safequarded.”
3- Role of Sharia Scholars and Enforcement

The interviewee highlights the influential role of Sharia scholars in enforcing Sharia
requirements. They should use their authority to set timelines for management to achieve
compliance with AAOIFI standards. Furthermore, if an Islamic bank lacks a proper Sharia
governance framework, Sharia scholars should refrain from signing the Sharia certificate,

ensuring a more robust and effective Sharia audit.
Quote:

"Sharia scholars need to utilise their power to enforce Sharia requirements... rely solely
on management would result in weak Sharia audits and a lack of market

harmonisation."

Conclusion

The analysis highlights three essential steps to promote harmonisation and standardisation of

internal Sharia audit practices. These steps involve continual enhancement of AAOIFI
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standards, a regulatory focus on customer protection and systemic stability, and the active role
of Sharia scholars in enforcement, ensuring a robust Sharia audit framework. These measures

aim to further strengthen Sharia compliance within the Islamic finance industry.

H6: Integrated Audit Approach:

Question 6: In your opinion, what potential benefits do you see in adopting an
integrated approach to internal Sharia audit for Islamic banks? How might such an
approach contribute to the credibility of the internal Sharia audit?
This section examined the potential benefits of adopting an integrated approach to internal
Sharia audit. It considered how such an approach might contribute to the credibility and
effectiveness of internal Sharia audits within Islamic banks. This exploration aimed to identify
how integrating different audit approaches could address current challenges and improve

overall compliance and audit quality.

The interviewee highlighted the following:

1- Comprehensive Compliance with Sharia Principles

The interviewee highlights that an integrated approach is essential for ensuring comprehensive
compliance with Sharia principles. It's not limited to transactions alone; it encompasses all

aspects of the business, including products, documentation, systems, and employee practices.
Quote:

"When an Islamic bank claims to be a fully Sharia-compliant bank, all aspects of the business

must be in line with Sharia, not just the transactions."
2- Holistic Adherence to Sharia across Business Aspects

The interviewee provides examples to emphasise that Sharia compliance extends beyond
financial transactions. It includes factors like fair contractual terms (e.g., legible terms and
conditions), just employment practices (e.g., fair working hours), and overall ethical behaviour

in all business aspects.

Quote:
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"For example, if an Islamic bank asks you to sign terms and conditions with very small
font that makes the words unreadable, it is not Sharia compliant... if the employment
contracts state that staff are required to work 40 hours per week, but the bank
consistently forces them to work additional hours without overtime pay, that would also

be considered non-compliant with Sharia."

Conclusion

The analysis highlights the significance of an integrated approach to internal Sharia audit,
emphasising that compliance with Sharia principles should encompass all aspects of an Islamic
bank's operations, not just financial transactions. This approach ensures a comprehensive and
holistic adherence to Sharia across various business dimensions, contributing to the efficiency,

effectiveness, and credibility of the internal Sharia audit within Islamic banks.

9.3 ANALYSIS OF DATA COLLECTED VIA INTERVIEW WITH A REGULATORY
ADVISOR FOR MANY CENTRAL BANKS IN THE GCC

The interview with the regulatory advisor presents a profound analysis of the benefits and
challenges associated with the adoption of the AAOIFI internal Sharia audit standard within
Islamic banks. The discussion explores the historical evolution of Sharia audit practices,
shedding light on past practices that lacked maturity and clarity. The same questions that were
asked to the senior member from AAOIFI have been used in this interview to get the view from

the regulators’ perspective.

H1: Benefits and Importance of the Internal Sharia Audit Standard:

Question 1: What are the primary benefits and advantages of adopting AAOIFI's
internal Sharia audit standard for Islamic banks? Why do you think that some
practitioners have reservations about the standard's ability to meet their expectations?

The interviewee highlighted the followings:

1- Clear Separation and Independence:

The interviewee emphasised that a primary benefit of adopting AAOIFI's internal Sharia audit
standard is the clear separation between audit and ongoing advice or compliance. This

separation helps avoid conflicts of interest and ensures independence in the audit process. By

223



having different experts handle each aspect, it reduces the likelihood of undue influence and

ensures objective audits.
Quote:

"The biggest advantage is this separation between Sharia compliance and Sharia audit
function to ensure there is no conflict of interest, to ensure there are different types of
experts doing this line of work, and of course, independence is a huge matter when you

talk about Sharia."
2- Challenges and Expectations:

The interviewee acknowledged that some practitioners have reservations about the Sharia
audit standard's ability to meet their expectations. They pointed out that AAOIFI's governance,
audit, and accounting standards may not be on par with similar standards in conventional
finance. The challenges lie in the depth and detail of the standards compared to industry
standards in non-Islamic finance. The interviewee also mentioned limited resources and

funding as obstacles faced by AAOIFI in further elaborating and refining these standards.

Quote:

"If you compare AAOIFI’s standards to similar industry standards outside Islamic
finance, like if you go now and look at the certificate in internal audit and look at their
material and look at the detail and the depth of the standards... there is no way you can

compare, and this is a big challenge."
3- Perception and Resistance to Change:

The interviewee highlighted a division among practitioners regarding their perception of Sharia
audit. Some practitioners perceive Sharia audit as a tick-box exercise, viewing all Sharia-related
functions as a routine compliance check. This perception stems from the contentment of
having an internal Sharia advisor who provides favourable assessments. The resistance to
change is observed among those content with their existing Sharia compliance mechanismes,

making it harder to widely adopt stricter audit standards.

Quote:
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"The management of any Islamic banks see Sharia audit as a stamp or as a tick box
exercise... if their Sharia board is not asking for more... the management see any

improvement as an additional cost."

Conclusion:

In summary, the interviewee underscored the significant advantage of the clear separation
between audit and ongoing advice in Sharia compliance, enhancing independence and
mitigating conflicts of interest. However, challenges persist, including meeting practitioners'
expectations concerning the depth and detail of AAOIFI standards compared to conventional
finance standards. Additionally, a perception exists among some practitioners that Sharia audit
is mainly about compliance, which impacts the push for change and the stricter adoption of
audit standards. It's essential to address these challenges and perceptions to promote a more

robust and effective internal Sharia audit framework in Islamic banks.

H2: Understanding the Regulatory Landscape:

Question 2: From your perspective, why do you think most regulations in the GCC do
not mandate compliance with the internal Sharia audit standard issued by AAOIFI? And
what potential risks or challenges may arise due to the absence of mandatory
compliance with this standard?

The interviewee highlighted the followings:

1- Lack of Awareness and Understanding by Regulators:

The interviewee highlights a significant challenge which is regulators' lack of familiarity and
understanding of AAOIFI standards. This lack of understanding may cause fear and hesitation
in directly adopting these standards. Instead, regulators might develop their own regulations

based on AAOIFI standards but adapted to their specific context.

Quote:

"Regulators themselves don't understand AAOIFI Sharia standard ... So, many requlators
would see the standard as useful to be compliant with for Islamic banks as long as they

don't contradict their requlations.”

2- Lack of Dedicated Islamic Banking Departments:
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Another challenge mentioned is the absence of dedicated departments for Islamic banking
within regulators/central banks. This indicates a gap in expertise and focus on Islamic finance

matters, including the implementation and enforcement of specific Sharia audit standards.

Quote:

"And what potential risks or challenges may arise due to the absence of mandatory
compliance with this standard?... Lack of dedicated departments for Islamic banking

and finance within the requlators who take care of these very niche nitty-gritty details.”

3- Lack of Demand and Maturity in Sharia Audit:

The interviewee notes a lack of demand for stringent adherence to Sharia audit standard within
the industry. This may be due to the current focus on classical Sharia understanding and the

perception that existing practices are sufficient.

Quote:

"There is no real demand happening unless and until... the Sharia supervisory boards

not happy with how things are happening and taking action."

4- Risk of Inconsistent Implementation:

The lack of a standardised approach to Sharia audit across different Islamic banks and the
potential for varied interpretations and implementations is seen as a risk. This can lead to

challenges in comparing and evaluating the effectiveness of Sharia audits.

Quote:

"Technically, we don't have harmony in the way we work as a Sharia auditor... That also

creates risk."

5- External Sharia Audit and Regulatory Examination:

The importance of external Sharia audits and regulatory examinations to ensure adherence to
Sharia audit standards is emphasised. The absence or inadequate scrutiny in this regard poses

a risk to the integrity and accuracy of Sharia compliance within Islamic banks.
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Quote:

"If you look at the scope of the external Sharia audit in most of these countries, you
don't feel it like part of their role really is to challenge and assess how internal Sharia

audit works."

Conclusion:

The analysis reveals that challenges in the regulatory landscape primarily stem from the
regulators' lack of understanding of AAOIFI standards, the absence of dedicated Islamic
banking departments within regulatory bodies, limited demand for stringent Sharia audit
standards, and potential inconsistency in implementation across Islamic banks. The
interviewee stresses the need for consistency and stricter oversight of Sharia compliance,
highlighting the importance of external Sharia audits and regulatory examinations in ensuring
adherence to AAOIFI’s Sharia audit standard. Addressing these challenges is crucial for

promoting a standardized and effective Sharia audit framework within Islamic finance.

H3: Encouraging Adoption and Compliance:

Question 3: What strategies or initiatives can be undertaken to encourage Islamic
banks to voluntarily adopt and comply with the internal Sharia audit standard?
The interviewee highlighted three key stakeholders in encouraging adoption and compliance

with the internal Sharia audit standard: regulators, Sharia scholars, and market initiatives.

1- Regulatory Encouragement and Compliance:

The interviewee emphasised the critical role of regulators in encouraging compliance within
Islamic banks. They stressed that Islamic banks are driven by compliance and regulations set
by regulatory authorities. This involves providing legal requirements or financial incentives to
align with Sharia principles. The interviewee suggested that regulations can be passed to make
it a legal requirement for boards and senior management to ensure the implementation of an

effective Sharia governance framework in line with AAOIFI’s standards.

Quote:
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"And this is where, you know, we have to look at where the requirements are coming
from... change needs to be happening from the Sharia authorities, from the legal

authorities, or financial incentives which will be provided by the requlatory authorities."

2- Sharia Scholar Involvement:

The interviewee pointed out the responsibility of Sharia scholars and boards in promoting
Sharia compliance and governance within Islamic banks. They emphasised the need for Sharia
scholars to expand their role beyond determining contract halal or haram to actively engaging
in governance, risk management, and auditing. This transition signifies the importance of
educating and empowering Sharia scholars to understand and assess the impact of breaches

from a Sharia perspective.

Quote:

"You know, the Sharia scholars at intuitional level has a responsibility in this... they have

to look at governance... keep educating themselves."

3- Market Initiatives and Public Ratings:

The interviewee also discussed the potential impact of market initiatives, including public
ratings of banks based on Sharia compliance and best practices. They proposed a rating tool or
methodology that highlights the adherence of banks to Sharia governance standards. This
approach could influence the banker mentality by linking Sharia compliance to business

success and shareholder satisfaction.

Quote:

"So coming up with a rating tool or a rating methodology... then will affect business. If

this affects business, then banks will take action."

Conclusion:

In summary, the interviewee underscored the necessity of regulatory involvement, active
engagement of Sharia scholars, and market-driven initiatives to encourage Islamic banks to

adopt and comply with the internal Sharia audit standard. These strategies collectively aim to
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create a conducive environment for Islamic banks to uphold Sharia principles and enhance
their governance frameworks. It's evident that a multifaceted approach involving regulatory
mandates, scholarly guidance, and market influences is crucial to drive compliance within the

Islamic banking sector.

H4: Addressing Concerns and Obstacles:

Question 4: What are some common concerns or objections from Islamic banks
regarding implementing the internal Sharia audit standard issued by AAOIFI?

The interviewee highlighted three common concerns and objections.

1- Lack of Capacity and Awareness:

The interviewee highlighted a significant concern within Islamic banks regarding the lack of
capacity and awareness about the AAQOIFI standards. They emphasised that the standards are
not as comprehensive or detailed as those in conventional finance, making it challenging for
regulators to use them as a reference. The interviewee also stressed the need for greater

sophistication and depth in the standards, particularly in areas like audit, governance, and risk.

Quote:

"Yeah. So as | told you, there's a lack of capacity, lack of awareness... there is a lack of

sophistication for regulators to make it the reference."

2- Absence of Dedicated Departments and Regulatory Risks:

The absence of dedicated departments within central banks focused on Islamic banking was
noted as another obstacle. The interviewee expressed concern that without specific
departments and regulatory frameworks in place, implementing and regulating the AAOIFI
standards becomes difficult. They stressed the importance of dedicated departments to

understand and regulate these standards effectively.

Quote:
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"In addition to the lack of capacity and lack of awareness, there's also the absence of
dedicated departments within Islamic central banks, on Islamic banking... they would

never get it updated."
3- Challenges with AAOIFI Standards:

The interviewee pointed out that the AAOIFI standards themselves face challenges. They
mentioned the relatively recent introduction of these standards, suggesting that their recent
adoption contributes to the hesitancy and challenges in implementation. Moreover, the
interviewee highlighted the need for timely updates to standards to keep them relevant and

effective in regulatory processes.

Quote:

"The AAOIF!I’s internal Sharia standard itself is very new... So it's like a four-year
standard... when the current requlations were development and approved... they looked
at the previous AAOIFI’s internal Sharia review standard which at more than 10-year

standard."”

Conclusion:

In summary, the interviewee identified significant concerns and obstacles faced by Islamic
banks when implementing the internal Sharia audit standard issued by AAQIFI. These include
a lack of capacity and awareness, the absence of dedicated departments within central banks,
and challenges with the AAOIFI standards themselves. The interviewee emphasised the need
for more detailed and sophisticated standards, dedicated regulatory departments, and timely
updates to standards to address these concerns and facilitate smoother implementation within
the Islamic banking sector. Addressing these challenges would contribute to a more effective

and efficient adoption of Sharia audit standards.

HS: Future Outlook and Potential Developments:

Question 5: What steps can be taken to further promote harmonisation and
standardisation of internal Sharia audit practices?

The interviewee highlighted the following:

1- Importance of a Multi-stakeholder Approach:
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The interviewee emphasised the need for a multi-stakeholder approach to promote
harmonisation and standardisation of internal Sharia audit practices. They highlighted that
various entities, including lawmakers, regulators, stakeholders, consumers, communities,
banks, and Sharia scholars, play crucial roles in this process. The engagement of multiple
stakeholders ensures a comprehensive and effective approach to improving Sharia audit

practices within Islamic banking.

Quote:

"So it's not like one stakeholder will go on their own. You need Sharia scholars to

promote this... a multi-stakeholder approach will help..."

2- Regulatory Involvement and Guidelines:

The interviewee mentioned the role of regulators and lawmakers in setting guidelines and
regulations to promote harmonisation in Sharia audit practices. They anticipated that
regulatory bodies might issue guidelines on Sharia governance in response to scandals or
emerging issues, underscoring the evolving awareness of regulatory entities regarding the

importance of effective Sharia governance frameworks.

Quote:

"I wouldn't be surprised in some years' time, where the requlators... may issue some

guidelines on Sharia governance if we have a scandal or something."

3- Responsibilities of Internal Stakeholders:

The interviewee stressed the responsibilities of various internal stakeholders within Islamic
banks, including Sharia scholars at institutional level, Sharia audit departments, and audit
committees. They highlighted the need for proactive engagement and collaboration between
Sharia officials and audit committees to ensure effective Sharia audit practices. By involving
the audit committee and emphasising the seriousness of Sharia audit, improvements can be

made in the existing processes.

Quote:
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"It's also the role of these Sharia scholars in these banks to highlight this very clearly to

the audit committee and engage with them."

Conclusion:

In summary, the interviewee emphasised the importance of a multi-stakeholder approach
involving regulators, lawmakers, Sharia scholars, banks, and other stakeholders to promote
harmonisation and standardisation of internal Sharia audit practices within Islamic banking.
They anticipated regulatory guidelines and stressed the proactive involvement of internal
stakeholders, particularly the collaboration between Sharia scholars and audit committees, to
enhance the effectiveness of Sharia audit practices. A collective effort from various
stakeholders is seen as fundamental to achieving meaningful improvements in Sharia audit

standards and practices.

H6: Integrated Audit Approach:

Question 6: In your opinion, what potential benefits do you see in adopting an
integrated approach to internal Sharia audit for Islamic banks? How might such an
approach contribute to the credibility of the internal Sharia audit?

The interviewee highlighted the following:

1- Standardisation and Consistency:

The interviewee stressed the necessity of an integrated approach to internal Sharia audit. They
highlighted the importance of having a standard structure and criteria for conducting Sharia
audits across different banks. This consistency would facilitate auditors in understanding the

audit process and conducting audits effectively by benchmarking against established criteria.

Quote:

"That's definitely the need of the day... there is more or less a standard structure of the

audit report, right?"

2- Comprehensive Audit Criteria and Methodology:

The interviewee discussed the various aspects that an integrated approach should encompass,

including Sharia audit criteria, benchmarking, audit scope, and methodology. They emphasised
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that an integrated approach should cover every aspect of the audit, from criteria and
benchmarks to risk-based audit methodologies. This comprehensive approach ensures

thorough and effective audits.

Quote:

“First of all, what is the Sharia audit criteria? So what are we benchmarking against
already? Is it only AAOIFI Sharia standards or is it the Sharia boards Fatwas and AAOIF!
Sharia standards or the higher Sharia authority from the central bank? From there, you
build your audit tests. Also, the scope of the audit, as you rightly mentioned. So the
scope, some of them say it's only a department or some of them, it's only a product,

some of them it's and then the methodology of doing the audit.”

3- Enhanced Credibility and Collaboration:

The interviewee highlighted that adopting an integrated approach would enhance the
credibility of the internal Sharia audit. Collaborative efforts between Sharia auditors, audit
departments, and audit committees within different banks are essential. They emphasised the
need for proactive collaboration to ensure effective implementation of Sharia audit standards,

thereby enhancing the credibility of the audit process.

Quote:

"It will create credibility definitely... You need the Sharia auditors to be willing to work
together in different banks, and they have to work with audit departments within their

banks and also with the audit committee to improve this."

Conclusion:

In summary, the interviewee strongly advocated for an integrated approach to internal Sharia
audit for Islamic banks. They highlighted the importance of standardisation, consistency,
comprehensive audit criteria, and methodologies in achieving effective audits. Additionally, the
interviewee emphasised that such an approach would significantly contribute to enhancing the
credibility of internal Sharia audit. Collaborative efforts and proactive engagement from

various stakeholders were seen as essential elements for the successful implementation of this
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integrated approach. This approach is perceived as a pivotal tool to ensure that Sharia

compliance is rigorously adhered to in Islamic banking practices.

9.4 COMPREHENSIVE ANALYSIS OF AAOIFI GOVERNANCE COMMITTEE AND
REGULATORY ADVISOR INTERVIEWS

The interviews with a senior member of AAOIFI’'s Governance and Ethical Committee and a
regulatory advisor provided valuable insights into the benefits, challenges, strategies,
concerns, and potential future developments associated with adopting and implementing
AAOIFI’s internal Sharia audit standard within Islamic banks. Combining the perspectives from
both interviews, we can gain a complete understanding of the state of AAOIFI’s Sharia audit

standard, regulatory dynamics, and the potential trajectory of the Islamic finance sector.

9.4.1 Benefits and Importance of Internal Sharia Audit Standard

Both interviewees emphasize the key role of Sharia compliance within Islamic banking
institutions. The senior AAOIFI member highlighted the comprehensive standards issued by
AAOIFI covering pre-transaction, post-transaction, and external audits to ensure compliance
with Sharia, emphasising the need for adherence. Implementing these standards provides a
standardised operational framework, promoting global harmonisation and enabling
transparent comparison of Sharia audit reports among Islamic banks. In contrast, the
regulatory advisor emphasised the importance of clearly separating the internal Sharia audit
and compliance functions, underscoring independence and addressing challenges in detail
compared to conventional standards. Additionally, they highlighted the resistance to change

and varying perceptions within the industry.

9.4.2 Understanding the Regulatory Landscape

The interviews underscored the challenges within the regulatory landscape. These include a
lack of regulatory understanding and capacity, inconsistent enforcement dynamics, a
perception of Sharia audit as a cost centre, and potential systemic risks. Harmonisation

challenges due to varying interpretations of Sharia compliance were also noted.
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9.4.3 Encouraging Adoption and Compliance

The strategies to encourage Islamic banks to adopt and comply with the internal Sharia audit
standard highlighted the importance of regulatory involvement, active engagement of Sharia
scholars, and market-driven initiatives. The regulatory advisor stressed regulatory
encouragement, Sharia scholar involvement, and market initiatives such as public ratings based

on Sharia compliance.

9.4.4 Addressing Concerns and Obstacles

Both interviews highlighted concerns and obstacles, including lack of capacity and awareness,
absence of dedicated Sharia departments in the central banks, challenges with AAOIFI
standards, and the relatively recent introduction of the standards. Addressing these concerns

through better standards and dedicated regulatory focus was emphasised.

9.4.5 Future Outlook and Potential Developments

The interviews pointed towards a multifaceted approach involving various stakeholders for
promoting harmonisation and standardisation of internal Sharia audit practices. This includes
a multi-stakeholder approach, regulatory involvement and guidelines, and proactive

responsibilities of internal stakeholders such as Sharia boards and audit committees.

9.4.6 Integrated Audit Approach

Both interviewees advocated for an integrated approach to internal Sharia audit for Islamic
banks, highlighting the need for standardization, comprehensive audit criteria and

methodology, and enhanced credibility through collaboration between stakeholders.

9.5 KEY IMPORTANT NOTES

e Importance of Sharia Compliance: Both interviews underscore the critical role of Sharia
compliance within Islamic banking institutions, emphasising alighment with Sharia
principles and the need for effective Sharia audit practices.

e Regulatory Involvement is Crucial: Regulatory bodies play a pivotal role in promoting
and enforcing Sharia audit standards. Encouragement, guidelines, and legal

requirements are essential for compliance.
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e Stakeholder Collaboration is Key: In promoting Sharia audit standards, a multi-
stakeholder approach involving regulators, Sharia scholars, banks, and other
stakeholders is vital for success.

e Challenges Require Strategic Solutions: Challenges such as lack of capacity, inconsistent
enforcement, and resistance to change necessitate strategic solutions involving better
standards, dedicated departments, and proactive engagement.

e Integrated Approach Enhances Credibility: An integrated approach to Sharia audit
enhances credibility through standardisation, comprehensive criteria, and

collaborative efforts among Sharia auditors and internal stakeholders.

9.6 SUMMARY

The understanding and implementation of AAOIFI’s Sharia audit standard represent a pivotal
aspect of the Islamic finance sector, ensuring the integrity and adherence to Sharia principles.
The perspectives shared by the AAOIFI Governance Committee member and the regulatory
advisor emphasised the necessity of ongoing improvement, harmonisation, and enhanced

credibility within the Sharia audit process.

Strategic steps forward involve regulatory bodies taking an active role, evolving Sharia audit
standards to meet industry expectations, and fostering collaboration among stakeholders.
These measures will not only address existing challenges but also push the Islamic finance
sector towards a future where a robust Sharia audit framework is fundamental, engendering
trust and stability within the industry. A concerted effort involving regulators, scholars, Islamic
banks, and auditors is crucial to achieving this collective vision and advancing the landscape of

Sharia audit standards in Islamic finance.
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CHAPTER 10: THE FINDINGS AND CONCLUSION

10.1 INTRODUCTION

This chapter serves as a key component of this thesis, providing a comprehensive overview of
the research, its key findings, and actionable recommendations aimed at enhancing internal

Sharia audit practices in the GCC market.

Despite its critical role, internal Sharia audit has been notably underexplored sufficiently in
academic research. Much scholarly attention has historically been directed towards Sharia
Supervisory Committees and the broader governance framework, thereby leaving the internal

Sharia audit insufficiently examined.

The insights from this fieldwork shed light on the current challenges, gaps, and issues inherent
in the processes of internal Sharia audit. Drawing on these findings, this chapter will propose
actionable guidelines and policy recommendations aimed at establishing an effective
framework for internal Sharia audits. These recommendations are designed to significantly
contribute to the advancement of Sharia audit practices within the Islamic banking sector,

fostering greater transparency, compliance, and robustness in internal audit practices.

10.2 OVERVIEW OF THE RESEARCH METHODOLOGY

This research employs a qualitative methodology, using semi-structured interviews and
documentary analysis to investigate internal Sharia audit practices in GCC Islamic banks. The
study focuses on evaluating current practices, analysing regulatory frameworks, and
developing guidelines for improving the Sharia audit framework. An inductive approach is used
to develop theory from empirical data, addressing gaps in existing theories. Data collection
includes interviews with Sharia auditors, an AAOIFI representative, and a regulatory advisor,
alongside documentary analysis of relevant regulations. Thematic analysis of the data informs

recommendations for an effective internal Sharia audit framework.

10.3 THE MAIN FINDING OF THE RESEARCH

This section provides an overview of the main findings of the research, addressing the research

questions posed in Chapter 1. The insights presented here are based on a blend of
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methodologies: 14 interviews with professionals specialising in internal Sharia audit, a detailed
documentary analysis of the regulatory requirements across the GCC, and two semi-structured

interviews with a senior member of AAOIFI and a regulatory advisor for GCC central banks.

The research has successfully met its objectives, delivering significant results. The findings are
directly connected to the research questions, offering a comprehensive understanding of
internal Sharia audit practices within the GCC. Each question has been thoroughly explored
through the collected data, revealing both the current state of practices and the challenges
encountered in the field. This in-depth approach has yielded valuable insights, providing a
clearer and more detailed view of the internal Sharia audit environment and achieving the

study's objectives.

10.3.1 The current internal Sharia audit practices in Islamic banks across the GCC

A series of interviews were conducted with Sharia audit practitioners from Islamic banks across
the GCC, as well as with a senior member of AAOIFI and a regulatory advisor. The responses

revealed significant disparities in Sharia audit practices across the region.

In countries like Qatar and Saudi Arabia, it is not uncommon for a single individual to handle
multiple Sharia-related roles within an institution. This person may oversee Sharia compliance,
internal Sharia audit, act as the secretary for the Sharia supervisory committee, and also be
responsible for product development and staff training in Islamic banking. This consolidation
of roles contrasts sharply with the practices observed in the UAE and Oman, where there is a
clear separation between the second and third lines of defence. In these countries, Islamic
banks must allocate distinct functions for Sharia compliance and internal Sharia audit.
Specifically, Sharia compliance falls under the second line of defence, while internal Sharia

audit operates independently as part of the third line of defence.

Despite this structural similarity between the UAE and Oman, there are notable differences in
implementation. In Oman, internal Sharia auditors and Sharia compliance officers report to
Sharia reviewers who manage all Sharia-related aspects within the bank. This setup may results
in an outcome similar to that found in Qatar and Saudi Arabia despite separating the Sharia

compliance from Sharia audit functions.
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The research also identified challenges faced by practitioners in Sharia audit roles, particularly
the difficulty in finding qualified personnel. This role requires expertise in both Sharia and
conventional banking practices, which makes recruitment challenging. As a result, many Islamic
banks rely on staff with conventional banking backgrounds, impacting the effectiveness of

internal Sharia audit practices.

When asked about compliance with AAOIFI's internal Sharia audit standards, most
practitioners acknowledged the importance of adhering to these standards but highlighted
several difficulties. These include the lack of regulatory requirements to comply with AAOIFI
standards, the additional costs involved, and limited interest from bank management in

pursuing compliance beyond obtaining annual Sharia approvals.

It is worth noting that some practitioners highlighted concerns with AAOIFI’s internal Sharia
audit standard, particularly regarding its adequacy and effectiveness when compared with the
audit standards issued by the Institute of Internal Auditors. Others noted challenges in
practically implementing AAOIFI's internal Sharia audit standard, citing difficulties in

reconciling the standard with the existing regulatory framework.

In the interviews with the practitioners, the researcher concluded that the enforcement of
internal Sharia auditors will primarily come from regulators rather than other stakeholders.
Management perceives internal Sharia auditors as imposing restrictions on their work, while
the Board views the function as a cost without significant financial value for the business.
Consequently, Sharia auditors are not given the same treatment as internal auditors by the
management or the Board. Therefore, the primary authority to enforce Sharia audits lies with
regulators, who aim to protect customers' interests and ensure they receive the desired

products.

This perception can be linked to agency theory, where the role of Sharia auditors is seen as a
constraint on management’s autonomy, thereby leading to resistance. However, from the
perspective of stakeholder theory, the role of Sharia auditors should be valued as it ensures
that the bank’s operations are in line with the Sharia standards and the religious values of its

shareholders and customers. The need for regulatory enforcement thus underscores the gap
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between the theoretical ideals of stakeholder governance and the practical realities observed

in the industry.

In the interviews conducted with a senior member of AAOIFI's governance standards and an
advisor to several regulators in the GCC, they highlighted that regular improvements to
AAOIFI’s standards are definitely required. However, management may have little incentive to

comply with AAOIFI’s standards as long as there is no regulatory mandate.

Overall, the findings suggest a lack of harmonization in internal Sharia audit practices both
within individual countries and across the GCC, reflecting varied interpretations and
implementations of Sharia audit practices. It is also evident that there are differences in the

implementation of AAOIFI's internal Sharia audit standards across Islamic banks in the GCC.

10.3.2 Regulatory Frameworks and Internal Practices of Internal Sharia Audit in Islamic Banks

Across GCC Countries

Two questions were utilized in semi-structured interviews with practitioners and one question
with a senior member of AAOIFI and an advisor to the regulators in the GCC. Additionally,

documentary analysis was vital in providing further details for this research question.

In the interviews conducted with the practitioners, all participants acknowledged the
regulatory requirements or guidelines for internal Sharia audit practices. However, challenges
remain regarding the clarity, robustness, and enforcement of regulatory requirements. This
challenge can be understood through agency theory, where the regulators act as principals
aiming to ensure that Islamic banks, as agents, adhere to Sharia principles. The lack of clarity
and enforcement weakens this principal-agent relationship, allowing banks more discretion,

which could lead to conflicts of interest or non-compliance with Sharia standards.

Also, all participants acknowledged that the regulators do not conduct investigations to ensure
compliance with the regulations, and consequently, there are no clear penalties for breaching
these requirements. The absence of strict regulatory enforcement in some GCC countries
aligns more with the Anglo-Saxon governance model, which tends to emphasize market-driven

governance and often places less emphasis on stringent regulatory oversight.

240



It is worth noting that the interviews conducted with Sharia audit practitioners reveal a lack of
harmonization in regulatory requirements concerning internal Sharia audit practices in the
GCC. There are also concerns about the comprehensiveness and specificity of existing
regulations, noting gaps in detailing the roles, responsibilities, and processes associated with

internal Sharia audits.

Interestingly, Islamic banks in Saudi Arabia are not allowed to have the word "Islamic" in their
name, as this would imply that other banks are not Islamic, which would be considered a
breach of the country’s constitution, which requires that everything must be in line with Sharia.
Therefore, in Saudi Arabia, what is issued by the regulators are merely guidelines that can be

implemented by any bank operating in the country, with no penalty for non-compliance.

The regulatory approach in Saudi Arabia, where guidelines are provided without strict
enforcement mechanisms, further exemplifies the Anglo-Saxon model of governance. This
model relies on the self-regulation and discretion of individual institutions rather than
imposing stringent, centralized control. This contrasts with the European model seen in
countries like Bahrain, UAE, and Oman, where there is a centralized Sharia supervisory
committee within the central bank. This centralized approach is more in line with the European
governance model, which emphasizes oversight, regulation, and protection of broader

stakeholder interests.

From the documentary analysis, it is noted that all Islamic banks are required to have their
internal Sharia committee. However, only three countries in the GCC—Bahrain, UAE, and
Oman—nhave a centralized Sharia supervisory committee in the central bank. This committee
improves regulatory requirements for Islamic banks, as before the regulator issues any
regulations, they consult with the centralized Sharia committee to ensure no negative impact

on the Islamic banks operating in the country.

Regarding ensuring compliance with regulatory requirements, most Islamic banks have a
Sharia compliance department working as the second line of defence to ensure compliance
with Sharia while coordinating with the bank's regulatory compliance department, as seen in
the UAE. However, in Qatar and Saudi Arabia, this responsibility lies with the Sharia

department, which is responsible for everything related to Sharia in the Islamic bank.
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In the interviews conducted with a senior member of AAOIFI's governance standards and an
advisor to several regulators in the GCC, they highlighted that when it comes to regulators,
they claim to lack the capacity to enforce compliance with AAOIFI standards. The
counterargument is that if, after 50 years, they still do not have the capacity, it is unlikely they
will develop it in the future. Even if they genuinely lack the capacity, there should be a plan in
place to build it. According to both interviewees, there is a misunderstanding among regulators
about the importance of Sharia compliance. They recommended that regulators establish a

specific department responsible for advising from a Sharia perspective.

Considering that the Islamic banking industry is still in its early stages compared to the
conventional banking system, the findings of this research reveal a lack of harmonization in the
regulatory frameworks and internal practices of internal Sharia audits in the GCC. There is still
much to be done by regulators across the GCC and by the Islamic banks themselves to improve

the work of internal Sharia auditors.

10.3.3 Roles and responsibilities of the internal Sharia audit department within the Islamic

banks in the GCC

The research asked a specific question to internal Sharia auditors and conducted a
documentary analysis of GCC regulations. This was to determine whether the roles and

responsibilities of internal Sharia auditors are consistent across Islamic banks in the region.

From the semi-structured interviews, it was clear that every Islamic bank in the GCC has a
function dedicated to ensuring compliance with Sharia principles. This task is primarily the
responsibility of internal Sharia auditors. However, there are differences; for instance, in Qatar
and Saudi Arabia, internal Sharia auditors may be responsible for all Sharia-related aspects
within the bank. This can include product development, Sharia training, Sharia compliance, and

performing internal Sharia audits.

In contrast, in the UAE, the role of internal Sharia auditors is more focused. They mainly assess
the bank’s compliance with Sharia principles independently, help the internal Sharia
supervisory committee with issuing Sharia certification, and ensure proper controls are in place

to prevent future issues.
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All GCC regulations provide a clear definition of internal Sharia audit and explicitly outline the
objectives of this function. However, in some cases, regulators have not limited the internal
Sharia auditors to performing audits alone, which explains the greater flexibility observed in

Qatar and Saudi Arabia.

The research shows that the core responsibility of internal Sharia auditors is to independently
verify adherence to Sharia principles and alignment with Fatwas issued by the Sharia
committee. However, there is no uniformity in roles and responsibilities across the GCC. In
some countries, the role can extend to encompass all Sharia-related activities within the bank,

indicating diverse regulatory and operational frameworks.

It was noted that management views Sharia auditors as a cost centre, as they may request the
management to donate money to charities or restrict their activities. Therefore, management
may lack the incentive to distinguish the second line of defines from the third line when it
comes to Sharia governance. If there is no regulatory requirement to separate these lines,
management is unlikely to do so. However, many regulators, according to interview conducted
with a senior member of AAOIFI, treat Sharia compliance in Islamic banking similarly to prayer
and fasting. This highlights a flawed approach, considering the financial implications between

parties and the need for government intervention to protect the interests of all stakeholders.

Based on the above, the research reveals that the roles and responsibilities of internal Sharia
audit departments differ among Islamic banks in the GCC. In some countries, they may be
responsible solely for internal Sharia audit, while in others, their duties could encompass
everything related to Sharia, such as conducting Sharia compliance, product development, and

Sharia compliance training.

10.3.4 Measures to ensure the competence, independence, and confidentiality of the internal

Sharia audit department within the Islamic banks of the GCC

Six questions were posed during the semi-structured interviews: two focused on
independence, two on competence, and two on confidentiality. Additionally, the documentary
analysis of GCC regulations examined these three aspects to determine if they were adequately

addressed by regulators.
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The findings indicate that most GCC countries have mechanisms in place related to the
competence of internal Sharia auditors. However, in some countries, internal Sharia auditors
have never received any training related to auditing or Sharia. Despite the importance of
evaluating internal Sharia auditors to enhance their competence, many assessments are
conducted solely by the Sharia Supervisory Committee. This limits the development of Sharia
auditors from an auditing perspective, as the Sharia committee possesses knowledge in Sharia

but may lack sufficient expertise in auditing.

In some cases, such as in Bahrain, Saudi Arabia, and Qatar, the CEO assesses the Sharia
auditors, raising questions about the independence and effectiveness of internal Sharia audits
in these countries. The most important qualifications and skills for internal Sharia auditors are
knowledge in Sharia, such as the Certified Sharia Advisor and Auditor qualification from AAOIFI,

and auditing qualifications, such as the Certified Internal Auditor credential from the IIA.

Regarding the fit and proper criteria for internal Sharia auditors, interviews revealed that
Sharia auditors must possess a comprehensive understanding of all aspects of banking,
including knowledge in banking operations, audit skills, and, importantly, Sharia knowledge.
Expertise in only one area will not suffice for a Sharia auditor to perform effectively.
Interestingly, some interviewees noted that the only requirement to perform the job is
approval from the institution's Sharia committee, as is the case in Saudi Arabia. In contrast, in
the UAE, after the Islamic bank selects the Sharia auditor, approval is required by the central

bank to ensure the auditor is competent enough for the role.

From the documentary analysis, it is evident that Saudi Arabia and Qatar have not met the
criteria for having fit and proper standards for the head of internal Sharia audits. In these
countries, anyone approved by management can assume the role, which raises concerns about
the competency and expertise of those leading this crucial function. Conversely, other GCC
countries, such as the UAE and Oman, have established specific qualifications and experience
criteria for this position. In these countries, the appointment of the head of internal Sharia

audits must be approved by the central bank, ensuring a higher level of scrutiny and expertise.

Oman's regulations, as the latest in the GCC to regulate Islamic banking, mandate regular

training for internal Sharia auditors to ensure their competence. However, other GCC countries
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have not implemented this requirement. Regular training is essential for keeping Sharia
auditors updated with evolving industry practices, regulations, and emerging risks. The
absence of a regulatory requirement for regular training in some GCC countries raises concerns
about potential knowledge gaps among internal Sharia auditors, which could impact the quality

and effectiveness of their audits.

The results from the interviews and documentary analysis reveal inconsistencies regarding
independence, the complex interplay of organizational dynamics, regulatory requirements,
and governance mechanisms in shaping the establishment and operation of internal Sharia
audit departments within GCC’s Islamic banks. In some countries, the CEO holds significant
power in appointing and dismissing the internal Sharia auditor, as seen in the case of Saudi
Arabia, where, in one instance, an Islamic bank does not appoint a Sharia auditor unless he or
she is a member of the teaching staff at a university. This creates a situation where, if there
are disagreements with the bank's management, the auditor can be dismissed and return to
their academic position, raising concerns about the power dynamics and lack of independence

of Sharia auditors in this country.

In Bahrain, the central bank requires Islamic banks to comply with AAOIFI’s governance
standards. At the same time, regulations require internal Sharia auditors to report to both the
CEO and the Sharia committee, creating a conflict between the regulations and AAOIFI’s
standards. In contrast, in the UAE, regulators are involved in the appointment and dismissal of
Sharia auditors, which grants strong power and independence to the Sharia auditors. However,
management often treats Sharia auditors as police officers rather than as part of the team.
Despite this, Sharia auditors in the UAE’s Islamic banks have full independence, which helps in
providing unbiased Sharia audit reports. As a result, the findings and recommendations of the
Sharia auditors are more likely to be trusted by both internal and external parties, including

regulators and customers.

It was also noted that, in some cases, internal Sharia auditors are responsible for everything
related to Sharia compliance at the Islamic bank, effectively working in both the second and
third lines of defence, as seen in Qatar. This situation could lead to a conflict of interest, where
the Sharia auditor might find themselves auditing their own work, potentially leading to biased

reporting and a lack of critical assessment. Additionally, this could cause role confusion, with
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internal Sharia auditors spending time on operational tasks rather than focusing on Sharia

assurance activities.

The study also reveals that in all cases, the internal Sharia auditors have full and unrestricted
access to all documents and records needed to conduct the Sharia audit plan. However, despite
having this full and unrestricted access, there were no written policies on how internal Sharia
auditors should maintain confidentiality of the information they access. In some cases, the
Sharia auditors sign a confidentiality agreement before accessing the information needed to
conduct the audit. In other cases, the Islamic banks rely on the employment contract signed
with the Sharia auditor, where if the auditors do not maintain confidentiality, the bank can take

disciplinary actions against them.

The above findings indicate that there are shortcomings, inconsistencies, and weaknesses in
the areas of competency, independence, and confidentiality of internal Sharia auditors within
the GCC’s Islamic banks, which may result in weaknesses in the Sharia governance framework

and could lead to reputational risk.

10.3.5 Extent of ethical compliance and quality assurance support for internal Sharia audit

functions in GCC Islamic banks

Two inquiries were made to the practitioners of internal Sharia audit in the GCC’s Islamic banks,
and a documentary analysis of the regulations explored the regulatory requirements for

compliance with ethical standards and quality assurance.

The findings reveal that the majority of Islamic banks in the GCC do not comply with any audit
ethical standards, and the regulatory requirements do not enforce compliance with these
standards. The findings reveals that more development is required in this area from all
stakeholders, including AAOIFI, the regulators, and the management of the Islamic banks. This
is a crucial area where similarities exist among the majority of Islamic banks in the GCC, but it
weakens the Sharia auditors in this regard. When Sharia auditors comply with ethical
standards, it improves trust among all stakeholders and will help Sharia auditors remain honest
and straightforward in their reporting, even when faced with pressure from management to

alter their findings. This, in turn, will uphold the credibility of the Sharia audit report.
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Regarding quality assurance, it is important for Sharia auditors to consider it, as it would
enhance the consistency, reliability, and effectiveness of the Sharia audit. However, the
interviews and regulatory analysis reveal a complete absence of formal quality assurance in
Sharia audit practices in the GCC, as well as a lack of regulatory requirements for conducting

quality assurance of the Sharia audit.

The absence of regulatory requirements to comply with ethical standards and conduct quality
assurance explains why the majority of interviewees highlighted the lack of compliance. It was
evident that without enforcement from the regulators, Sharia auditors may face additional
pressure from management if they choose to voluntarily comply, as this may require additional
costs for management. Moreover, management is generally not very interested in high-quality

Sharia audit reports as long as the Islamic bank is certified as Sharia compliant.

Based on the above, the research reveals a lack of implementation of ethical standards and
the absence of quality assurance, which could significantly reduce the overall reliability of
internal Sharia audits within the GCC’s Islamic banks.

10.3.6 Most suitable and effective approach to internal Sharia audit for Islamic banks in the GCC

Four specific questions were formulated and discussed during the semi-structured interviews.
The primary objective was to assess the existing audit approaches and operational procedures
to determine if there is any harmonisation in conducting Sharia audits across the GCC.
Additionally, the documentary analysis of regulatory requirements for internal Sharia audits

included a dedicated section on Sharia audit approaches and documentation.

The study reveals significant differences in the Sharia audit approaches and operational
procedures across the GCC. According to the interviewees, there is no one-size-fits-all method.
Some interviewees indicated that they conduct departmental Sharia audits to review all
departments within the Islamic banks, while others adopt a product-based approach, focusing
solely on the products offered by the banks. Another approach, cited by a significant number
of interviewees, is the risk-based Sharia audit, which concentrates on Sharia non-compliant
high-risk areas. Finally, a few interviewees mentioned the use of sampling methodology,
particularly in cases where only one person is responsible for all Sharia-related matters within

the bank, making it impossible to cover everything comprehensively.
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The challenge is that regardless of the approach used—whether it focuses on departments,
products, samples, or risk based approach - these audits typically conclude with the same

result: that the Islamic banks are compliant with Sharia.

When it comes to the documentation of Sharia audits, the essential documents identified
include the Sharia audit manual, Sharia audit charter, Sharia audit plan, and checklists, along
with a list of required documentation. While all interviewees confirmed the existence of a
Sharia audit plan, very few acknowledged the presence of the other key documents. This lack
of comprehensive documentation may increase the risk of non-compliance with required
standards, pose challenges in quality control and review, complicate training and on boarding
processes for new Sharia auditors, and potentially lead to a decline in the overall quality of the

Sharia audit.

Regarding the use of technology, all participants recognized its potential benefits; however,
they highlighted the current lack of technological integration in their practices. The primary
reasons for this include the absence of technology specifically tailored to Sharia audits due to
the lack of standardization in the Sharia audit practices, limited support from management to
explore new technological options, a lack of technical skills among Sharia auditors, and high

costs or budget constraints.

The majority of interviewees agreed that adopting a standardized approach to conducting
Sharia audits would enhance their efficiency and effectiveness. It would also improve
credibility, enabling customers to compare Islamic banks based on their compliance with
Sharia. However, they noted that enforcement of such a standardized approach is unlikely to
come from within the banks, as there is no business justification for adopting a single method.
Instead, they suggested that the main influence on the approach and its enforcement should

come from regulators.

The documentary analysis reveals that none of the regulators in the GCC provide specific
guidance on an internal Sharia audit approach. Additionally, some regulators do not explicitly
require Islamic banks to have a Sharia audit plan, Sharia audit manual, Sharia audit charter, or
a checklist for Sharia audits. This lack of regulatory mandate leaves it up to the discretion of

the Islamic banks whether or not to implement these essential documents.
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The interviews conducted with AAOIFI’s senior member and an advisor to regulators in the GCC
revealed that an integrated approach to internal Sharia audit is required in the Islamic finance
industry. Both interviewees advocated for this integrated approach for Islamic banks,
emphasizing the need for standardization, comprehensive audit criteria and methodology, and

enhanced credibility through collaboration among stakeholders.

The findings from both the semi-structured interviews and the regulatory analysis indicate that
a significant number of Sharia auditors in GCC Islamic banks are operating within an unclear
and ambiguous audit framework. The absence of a standardized approach to conducting Sharia
audits may lead to inconsistencies and disparities in how Islamic banks are assessed across the
GCC. For instance, one Sharia auditor might conduct a high-level audit focusing only on a
limited number of products, while another might undertake a comprehensive audit covering
all aspects of the bank's operations, including products, services, contracts, and overall

activities.

Based on the above, the research reveals that there are benefits to adopting an integrated
approach to internal Sharia audit in Islamic banks. However, there is currently inconsistency in
audit approaches, which could result in one Islamic bank being deemed Sharia-compliant
based on a less thorough Sharia audit, while another might face more scrutiny. Such disparities
may expose Islamic banks to significant Sharia non-compliance risks and reputational damage,
especially if the robustness of the Sharia audit process and approach becomes a matter of

public concern.

Overall, the findings of this research reveal significant gaps in the harmonisation and
robustness of internal Sharia audit practices across the GCC, highlighting a lack of compliance
with AAOIFI standards and weak regulatory enforcement. This aligns with existing literature,
which has predominantly focused on broader Sharia governance and the role of Sharia
Supervisory Committees, often neglecting the operational complexity and the crucial role of

internal Sharia audits.

Prior studies emphasised the importance of regulatory frameworks in ensuring effective
governance, yet this research uniquely reveals the perception among practitioners and

regulators that Sharia compliance is viewed as a voluntary religious commitment rather than a
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legal or financial obligation, such as the commitment to comply with anti-money laundering
regulations or treating customers fairly. This misunderstanding underscores a critical
misinterpretation of Islamic banking by regulators, contradicting theoretical models that
advocate for Sharia compliance as the foundation for these banks' existence and its importance

to consumer trust.

Additionally, while the literature identifies resource and independence issues in overall Sharia
governance and Sharia Supervisory Committees as challenges, this study provides novel
insights into the systemic undervaluation of internal Sharia audit functions, which face similar
issues but are further exacerbated by cost concerns from management and a lack of
understanding by regulators regarding their critical role. Furthermore, the findings advance
the discourse by shedding light on regulatory requirements as well as the operational and
procedural aspects of internal Sharia audit approaches to effective Sharia compliance,
necessitating a reassessment of regulatory priorities and enforcement mechanisms in the

GCC.10.4 DISCUSSION OF FINDINGS

This thesis discusses internal Sharia audit practices in GCC Islamic banks. It reveals no
harmonisation in Sharia audit practices across the region, and none of the countries fully
comply with AAOIFI’s internal Sharia audit standards. This indicates a need for improvement in

regulatory frameworks for internal Sharia auditors in the GCC.

The research also highlights that Sharia auditors are seen as a cost center by bank
management, resulting in insufficient investment in technology, training, and compliance with
ethical standards. Moreover, Sharia auditors are viewed differently from internal auditors, with
limited power to enforce Sharia controls, particularly when they report only to the Sharia
committee. Best practice would involve reporting to the board audit committee while

maintaining a dotted reporting line to the Sharia Supervisory Committee.

There is no single, standardised approach to Sharia audits. Some auditors use comprehensive
approaches, while others rely on high-level sampling. This inconsistency further emphasises
the need for standardised guidelines, such as those from AAQIFI, to allow comparison across

banks.
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Regulators in the GCC are not enforcing Sharia compliance with the same severity as other
regulatory issues like money laundering or fraud. This creates risks, including potential
reputational and systemic risks, which could be mitigated through stronger enforcement. The
research suggests that regulators must take Sharia compliance more seriously, and the

responsibility for improving Sharia audit practices should start with them.

10.5 RECOMMENDATIONS

Based on the findings of this research, this section will outline targeted recommendations
derived from the best practices and insights gathered throughout the study. The research
primarily focuses on the current internal Sharia audit practices within Islamic banks,
highlighting the associated challenges and examining the regulatory frameworks, the role and
responsibilities of internal Sharia audit departments, and the mechanisms of competence,
independence, and confidentiality. Additionally, it provides a general assessment of the
internal Sharia audit departments and evaluates the Sharia audit approach and operational

procedures.

To address these findings, the recommendations will be categorized into several key areas:
recommendations for regulators and policymakers, recommendations for standard-setting
bodies such as AAOIFI, recommendations for Islamic banks' management, recommendations
for Sharia scholars and internal Sharia auditors, and recommendations for customers. These
recommendations aim to enhance the effectiveness, consistency, and credibility of internal
Sharia audits across the GCC, fostering improved compliance and governance in the Islamic

banking sector.

10.5.1 Recommendations for Regulators and Policymakers

10.5.1.1 Strengthen Regulatory Frameworks:

e Mandatory Sharia Audit Standards: The research highlights that without enforceable
regulatory mandates, the Sharia audit function may not achieve its full potential. Sharia
audit must therefore be prioritized by regulators and regarded as a crucial aspect of
financial transactions, rather than merely a matter of religious observance. Regulators
should implement clear and enforceable regulations requiring Islamic banks to adhere

to Sharia standards, such as those established by AAOIFI, as a foundational step. Any
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disagreements or discrepancies regarding AAOIFI standards should be addressed and
resolved by a centralized Sharia Supervisory Committee at the national level, ensuring
consistency and adherence across the country. The agency theory supports this
approach, as it reduces the potential for management to act in ways that might not
align with the interests of stakeholders.

Enforce Other Components of the Sharia Governance Framework: For any country that
allows Islamic banks to operate within its financial system, a centralized Sharia
Supervisory Committee should be established at the national level, within the central
bank. This committee should require all Islamic banks to have an independent Sharia
Supervisory Committee, a Sharia Compliance Department in the second line of defence,
and an independent Internal Sharia Audit Department in the third line of defence.
Additionally, it should enforce the requirement for conducting external Sharia audits,
as outlined in figure 9.

Resolving Disagreements: In cases of disagreement between AAOIFI audit standard (or
other standard-setting bodies), regulatory requirements, and the practices an Islamic
bank wishes to implement at the institutional level, the bank’s Sharia Supervisory
Committee should consult the centralised Sharia Committee. This centralised body
would provide a binding decision, ensuring consistency in Sharia audit practices across
the country's Islamic banking sector.

Penalties for Non-Compliance: Introduce financial penalties and sanctions for Islamic
banks that fail to comply with the Sharia audit requirements. This could include fines,
suspension of licenses, or other punitive measures to ensure compliance is taken
seriously. These fines could also help regulators operate and fund activities related to
the Sharia aspects of Islamic banks.

Dedicated Sharia Department at Country Level: It is recommended that each regulator
establish a dedicated Sharia department within central banks or regulatory authorities
focused on Islamic banking. This department will assist regulators and the centralized
Sharia supervisory committee in implementing Sharia governance requirements
tailored to suit the regulations and the specific needs of each country.

Capacity Building: regulators should invest in the development of specialized Sharia

compliance units within regulatory bodies. Provide training and resources to equip
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regulators with the skills needed to effectively oversee Sharia compliance in Islamic
banks.

Regular Inspections and Audits: Similar to audits related to money laundering and
fraud, regulators should conduct regular inspections and audits of Islamic banks to
ensure adherence to Sharia audit standards. This could include surprise Sharia audits
to assess real-time compliance.

Transparent Reporting: Mandate that Islamic banks publicly disclose their Sharia audit
approach, findings and compliance status to enhance transparency and accountability.
This could also help build trust among customers and stakeholders.

Impose Fees on Islamic Banks: Regulators could impose fees on Islamic banks, if
needed, to fund necessary activities such as the costs associated with regulatory Sharia
auditors or the fees for the centralized Sharia supervisory committee.

Certification of Sharia Auditors: Regulators must establish minimum requirements for
the fit and proper criteria for Sharia auditors. Once Sharia auditors are selected by
Islamic banks, the regulators should certify them to ensure they possess the necessary
skills and knowledge to conduct Sharia audits. Additionally, if a Sharia auditor is
dismissed by an Islamic bank, the regulator should conduct an exit interview to ensure
the dismissal is not related to disagreements over the Sharia aspects of the bank, as
seen in cases such as the UAE.

Set Fit and Proper Criteria for the Head of Internal Sharia Audit: Regulators should
establish and enforce specific fit and proper criteria for the heads of internal Sharia
audit departments (such as the case in UAE). Clear regulatory requirements for
qualifications and certification would help ensure that only competent professionals
are appointed to these critical roles, thereby enhancing the integrity and effectiveness

of the internal Sharia audit function.

10.5.1.2 Promote Harmonization Across the GCC:

Standardization of Practices: Work with standard-setting bodies like AAOIFI to
harmonize Sharia audit practices across the GCC. This could involve the development
of region-wide guidelines that ensure consistency in Sharia compliance across all

Islamic banks. This approach also reflects stakeholder theory, ensuring that all
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stakeholders across the GCC region benefit from consistent Sharia governance
practices.

Enforce Compliance with AAOIFI’s Governance Standards: In the GCC, some countries
mandate compliance with either AAOIFI's Sharia standards (such as in the UAE) or
AAOIFI's accounting and auditing standards (such as in Oman). Regulators should also
enforce compliance with AAOIFI's governance standards to enhance the Shaira audit
practices as without strong Sharia audit the Islamic bank may not fully compliant with
either AAOIFI’s accounting standards or its Sharia standards. Implementing these
standards uniformly would promote better governance practices and ensure a more

robust regulatory framework within the GCC.

10.5.2 Recommendations for Standard-Setting Bodies (e.g., AAOIFI)

10.5.2.1 Develop Comprehensive Sharia Audit Standards:

Detailed Guidelines: Provide more detailed guidelines on Sharia audit processes,
documentation, and ethical standards. These guidelines should be adaptable to various
banking contexts while ensuring consistency in Sharia compliance.

Collaboration between AAOIFI and I[lIA: It is recommended that AAOIFI explore
opportunities for collaboration with the IIA to develop joint standards that better align
with both Islamic finance principles and global best practices in auditing. This
collaboration could help create comprehensive standards specifically tailored to the
needs of Sharia auditors while maintaining rigorous audit quality and consistency.
Quality Assurance Framework: Introduce a quality assurance framework for Sharia
audits that includes peer reviews, continuous training, and standardized audit

procedures. This would help ensure the reliability and accuracy of Sharia audits.

10.5.2.2 Enhance Training and Certification:

Certification Programs: Establish mandatory certification programs for internal Sharia
auditors to ensure they possess the necessary knowledge and skills. This could include
a focus on both Sharia principles and modern auditing techniques. The fees to obtain

these certifications would help AAOIFI in it is operations and continues improvement.
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10.5.2.3 Sharia Compliance Rating Agency:

e Sharia Governance Rating Tool and Methodology: It is recommended that AAOIFI or
another professional body develop an international Sharia governance rating tool and
methodology, akin to those used by credit rating agencies. This tool would assess
Islamic banks' adherence to Sharia governance standards, providing ratings similar to
credit ratings. Introducing awards, such as recognizing the "Best Islamic Bank for
Compliance with AAOIFI's Sharia Audit Standard," could incentivize Islamic banks to
prioritise Sharia compliance. This approach would link Sharia adherence to the success
and reputation of Islamic banks, thereby influencing the industry’s mentality and

fostering greater shareholder satisfaction

10.5.2.4 Facilitate Technological Integration:

e Guidelines for Technology Use: Develop guidelines on the integration of technology in
Sharia audits, including the use of Sharia audit software and data analytics tools. This
would help Islamic banks modernize their audit practices while ensuring they remain

Sharia-compliant.

10.5.2.5 Create a Comprehensive Sharia Audit Approach

e FEngage with Stakeholders: Standard-setting bodies like AAOIFI should facilitate
dialogue with key industry stakeholders—including Sharia auditors, Sharia scholars, and
regulators—to develop a global Sharia audit approach for Islamic banks. These bodies
should strive to build consensus on a unified internal Sharia audit framework that can
be widely adopted across jurisdictions. The audit approach must be announced to
stakeholders and be available publicly.

e Offer Training and Capacity Building: Once a comprehensive audit approach is
developed, standard-setting bodies should establish training programs for Sharia audit
practitioners and offer certification programs. This will ensure that practitioners are

well-equipped to implement the Sharia audit approach effectively and consistently.

10.5.3 Recommendations for Islamic Banks' Management

10.5.3.1 Invest in Sharia Audit Functions:
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Resource Allocation: Sufficient resources, including budget, staff, and technology,
should be allocated to strengthen the Sharia audit function. This includes investing in
specialized software, training programs, and hiring additional qualified Sharia auditors.
The bank's management should link Sharia compliance to profitability, as customer
perception of genuine Sharia compliance could lead to a shift toward Islamic banks,
especially in the GCC, where the majority of the population is Muslim. Conversely,
breaches of Sharia compliance could result in customer loss and, ultimately, decreased
profits.

Ethical Standards Compliance: Ensure that Sharia auditors adhere to strict ethical
standards by implementing a code of conduct and providing regular ethics training. This
will help maintain the integrity and credibility of the Sharia audit process. Islamic banks
can also publish their code of ethics to their customers, which will encourage more
customers to engage with banks that uphold high ethical values.

Quality Assurance: Implement robust quality assurance processes within the Sharia
audit function, including regular peer reviews, internal assessments, and continuous

improvement initiatives.

10.5.3.2 Enhance the Role and Independence of Sharia Auditors:

Reporting Structure: Establish a dual reporting structure for Sharia auditors, where they
report both to the board’s audit committee and the Sharia Supervisory Committee. This
ensures that they have the necessary authority and independence to carry out their
duties effectively.

Create Separation Between Sharia Compliance and Sharia Audit: To enhance the
independence of Sharia auditors, it is recommended to establish a clear separation
between the Sharia compliance function, which should be positioned in the second line
of defence, and the internal Sharia audit function, which belongs to the third line of
defence. From a governance perspective, it is unacceptable for a single individual to be
responsible for all aspects of Sharia-related activities, including the development of
product structures from a Sharia perspective and subsequently auditing those same
products. This separation ensures objectivity, mitigates conflicts of interest, and

strengthens the overall Sharia governance framework within Islamic banks.
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e Collaboration with Sharia Scholars: Encourage closer collaboration between Sharia
auditors and Sharia scholars to ensure that audit practices align with both regulatory

requirements and Sharia principles.

10.5.3.3 Promote a Culture of Sharia Compliance:

e Leadership Commitment: Ensure that the board and senior management demonstrate
a strong commitment to Sharia compliance, making it a core aspect of the bank’s
mission and operations.

e Expert in Sharia at Board Level: At least one member of the board in Islamic banks
should have advanced knowledge in Islamic finance to ensure that the decisions made
by the board are compliant with Sharia principles.

e Sharia Compliance-Related Objectives for the CEO: The CEO, being accountable to the
board of directors, should have specific objectives related to compliance with Sharia
principles. This would ensure that any intentional breaches or lack of proper support
from the CEO could affect their objectives and potentially impact their bonus.

e Sharia Compliance Training: Everyone joining an Islamic bank should attend mandatory
Sharia compliance training as part of their induction program. The induction should
cover, at a minimum, a basic overview of Islamic finance, the Sharia governance
framework within the Islamic bank, and an explanation of the products offered by the
bank from a Sharia perspective.

e Regular Awareness Programs: Develop regular awareness programs for all staff on the
importance of Sharia compliance and the role of the Sharia audit function. This would

foster a culture of compliance throughout the organization.

10.5.4 Recommendations for Sharia Scholars and Internal Sharia Auditors
10.5.4.1 Ensure Comprehensive Understanding of Auditing Principles:
e Training in Modern Auditing Techniques: Sharia scholars and internal Sharia auditors
should seek continuous education in modern auditing practices to enhance their

effectiveness in the Sharia audit function. This includes understanding risk-based

auditing, sampling methodologies, and the use of technology in audits.
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Collaborate on Standard Development: Engage actively with standard-setting bodies
like AAOIFI to contribute to the development of comprehensive and practical Sharia
audit standards.

Improved Knowledge and Skills: A common challenge identified by many participants is
the shortage of qualified individuals for Sharia audit teams. To address this, it is
essential that prospective Sharia auditors possess a blend of expertise in both internal
auditing and advanced Sharia knowledge. Additionally, they should enhance their
understanding of banking practices and attain proficiency in English, as most banking
documentation is now in English, even within the GCC region. Self-investing in
education and training programs that address these needs will help build a skilled

workforce capable of performing effective and compliant Sharia audits.

10.5.4.2 Agreeing on Internal Sharia Audit Approach:

Uniform Sharia Audit Practices: Sharia auditors and scholars should collaborate to
establish a unified internal Sharia audit approach, ensuring consistent audit practices
across all Islamic banks in the region. This uniformity would standardize Sharia audit
standards, documentation, and procedures, thereby facilitating easier comparisons
between Islamic banks both within the same country and globally. A single, agreed-
upon internal Sharia audit approach would also reduce the risk of hidden Sharia non-
compliance, enhancing transparency and customer confidence.

Enhance Technology for Sharia Auditors: Once a uniform Sharia audit approach is
agreed upon, Islamic banks can invest in advanced technology tools specifically
designed for internal Sharia audits. These tools could include software for sampling
selection and artificial intelligence applications, which would significantly improve the
efficiency and effectiveness of the Sharia audit processes. Such technological
advancements would not only enhance the quality of Sharia audits but also ensure

consistency in compliance practices worldwide.

10.5.4.3 Maintain Independence and Integrity:

Ensure Independence: Sharia auditors must maintain their independence by avoiding

involvement in the day-to-day activities of the Islamic bank, particularly situations
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where one individual is responsible for all Sharia-related matters. Sharia auditors
should firmly position themselves within the third line of defence. If they find
themselves engaging in activities related to the second line of defence, they should
report these concerns in the annual Sharia audit report to the relevant committees
within the Islamic bank, such as the Board Audit Committee or the Sharia Supervisory
Committee.

Uphold Ethical Standards: Sharia auditors should adhere strictly to ethical standards,
ensuring honesty, transparency, and objectivity in their audits. They should resist any
pressure from management to alter findings.

Reporting Discrepancies: Ensure that any discrepancies or non-compliance issues
identified during the audit are reported accurately and promptly to the appropriate
authorities, including the Sharia Supervisory Committee and regulatory bodies if

applicable.

10.5.4.3 Advocate for Technological Integration:

Leverage Technology: Encourage the adoption of technology in Sharia audits to
enhance efficiency and accuracy. Sharia scholars should advocate for the development

of technology solutions tailored to Sharia compliance needs.

10.5.4.4 The Annual Sharia Certificate:

Rejecting the Signing of the Sharia Certificate: Members of the Sharia Supervisory
Committee hold significant power at the end of each financial year, as Islamic banks
must include a Sharia certificate in their annual report certifying compliance with Sharia
principles. The Sharia Supervisory Committee can refuse to sign this certificate if the
internal Sharia audit practices do not align with industry best practices. Although Sharia
scholars on the Sharia Supervisory Committee might risk being replaced by the board
for taking such a stance, if all well-known Sharia scholars collectively agree on best
industry practices, the board of Islamic banks would be more likely to follow the

scholars' recommendations.

10.5.4.5 Sharia Audit Documentations:
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Drafting Full Sharia Audit Documentation: All participants in the interviews confirmed
the existence of a Sharia audit plan, but not all had the full set of required documents
that any Sharia audit function must possess. Sharia auditors should ensure they have,
at a minimum, the Sharia audit plan, Sharia audit manual, Sharia audit charter, list of
required documents, and checklists. These documents play a crucial role in maintaining
consistency, transparency, and compliance with regulatory requirements in Sharia

audit practices.

10.5.5 Recommendations for Customers

10.5.5.1 Demand Transparency and Accountability:

Informed Decision-Making: Customers should demand transparency from their Islamic
banks regarding Sharia compliance. This includes requesting access to Sharia audit
reports and understanding how their bank ensures adherence to Sharia principles.

Awareness and Education: Educate themselves on the basics of Sharia compliance and
the significance of Sharia audits. This knowledge will empower customers to make

informed choices about their banking relationships.

10.5.5.2 Advocate for Stronger Sharia Compliance:

Feedback and Advocacy: Provide feedback to Islamic banks about the importance of
genuine Sharia compliance. Customers can also advocate for stronger regulatory

oversight and the implementation of more rigorous Sharia audit standards.

10.5.5.3 Select Banks with Strong Sharia Practices:

Evaluate Sharia Compliance: When choosing an Islamic bank, customers should
consider the institution’s commitment to Sharia compliance, including its adherence to
recognized standards and the robustness of its Sharia audit function. This can be done
by reviewing the bank’s transparency in disclosing its Sharia practices and audit

outcomes.
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10.5 CONTRIBUTION OF THE RESEARCH

This thesis makes several significant contributions to the field of Islamic finance, particularly in
the area of internal Sharia audit within Islamic banks in the GCC region. The research addresses
critical gaps in the existing literature by exploring and analyzing the current internal Sharia
audit practices, regulatory frameworks, and operational roles and responsibilities of internal
Sharia audit departments across GCC countries. The findings and recommendations of this
research contribute to the ongoing discourse on the harmonization of internal Sharia audit

practices within the region.

10.5.1 Analysis and Assessment of Internal Sharia Audit Practices

The research provides a comprehensive analysis and assessment of the current internal Sharia
audit practices within Islamic banks across the GCC. By utilizing detailed documentary analysis
and interviews with practitioners, the study reveals significant discrepancies in audit
approaches, operational procedures, and documentation standards. This contribution is crucial
as it highlights the lack of uniformity in practices, a gap that has not been sufficiently explored
in prior research. The findings highlight the need for standardized practices to ensure
consistency, reliability, and effectiveness in Sharia audits, setting the stage for future

standardization efforts.

10.5.2 Critical Examination of Regulatory Frameworks

The thesis critically examines the regulatory frameworks governing internal Sharia audit
practices in the GCC. The research uncovers varying degrees of regulatory oversight and
enforcement across different countries, particularly regarding compliance with AAOIFI
standards. This analysis highlights regulatory shortcomings that impede effective Sharia
auditing and compliance. This contribution enhances the understanding of the relationship
between regulatory frameworks and internal audit practices, aligning with stakeholder theory
by advocating for a more uniform regulatory approach that considers the interests of a broad
range of stakeholders. The research’s call for uniformity reflects the European model’s focus
on regulatory harmonization, which enhances transparency and accountability in Islamic

banking across the region.
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10.5.3 Roles and Responsibilities of Internal Sharia Audit Departments

The research offers a detailed examination of the roles and responsibilities of internal Sharia
audit departments within Islamic banks. The study identifies a diverse scope of duties assigned
to Sharia auditors, including compliance monitoring, product development, and training. The
findings indicate that the lack of a clear and consistent role definition undermines the
effectiveness of Sharia audits. This contribution provides a basis for future policy
recommendations aimed at clarifying and standardizing these roles, thereby enhancing the

effectiveness and reliability of Sharia audits across the region.

10.5.4 Evaluation of Competence, Independence, and Confidentiality

The thesis evaluates the measures in place to ensure the competence, independence, and
confidentiality of internal Sharia audit departments. This contribution is crucial as it
emphasizes the need for stricter standards and enforcement mechanisms to safeguard the
integrity of Sharia audits, thereby enhancing the credibility of Islamic banking practices. The
research also highlights the importance of developing fit and proper criteria for internal Sharia

auditors to ensure they possess the necessary skills and knowledge.

10.5.5 Ethical Compliance and Quality Assurance in Internal Sharia Audits

The research assesses the extent to which internal Sharia audit functions in GCC Islamic banks
are ethically compliant and supported by quality assurance measures. The study reveals a need
for improved ethical standards and quality assurance practices, contributing to a better
understanding of how these elements impact the effectiveness of Sharia audits. This finding
underscores the importance of implementing robust ethical guidelines and quality assurance

processes to enhance the reliability of Sharia audits.

10.5.6 Recommendations for Effective Internal Sharia Audit Approaches

The thesis proposes a set of recommendations aimed at identifying the most suitable and
effective approach to internal Sharia audits for Islamic banks in the GCC. These
recommendations are based on the study's findings and include measures for harmonizing
audit practices, enhancing regulatory oversight, and creating a comprehensive Sharia audit

framework. The proposed guidelines are directed towards regulators, standard-setting bodies,
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Islamic banks' management, Sharia scholars, and auditors, contributing to the development of

a more uniform and robust Sharia audit framework in the region.

10.5.7 Advancement in Technology and Innovation for Sharia Auditing

The thesis contributes to the field by advocating for the integration of advanced technology
and innovation in Sharia auditing. It suggests the adoption of digital tools such as artificial
intelligence and data analytics to improve the efficiency and effectiveness of Sharia audits. By
proposing a uniform audit approach, the research facilitates the development of technology
solutions tailored to Sharia auditing, which can be globally implemented to ensure consistency,

reduce costs, and enhance real-time compliance monitoring.

10.6 LIMITATION AND AVENUES FOR FUTURE RESEARCH
10.6.1 Limitations of the Research

While this research contributes valuable insights into internal Sharia audit practices within
Islamic banks in the GCC, it is subject to several limitations that present opportunities for future

exploration.

10.6.1.1 Scope Limitation: Focus on Islamic Banks

The study exclusively targets Islamic banks, excluding other Islamic financial institutions such
as investment banks and Takaful companies. These institutions have distinct operational
structures and regulatory environments, which necessitate different approaches to internal
Sharia audit. Future research could address this gap by exploring internal Sharia audit practices
in these other Islamic financial sectors, thus broadening the understanding of Sharia

compliance across various types of institutions.

10.6.1.2 Geographical Limitation: GCC Region

The research findings and recommendations are specific to the GCC region, where regulatory
frameworks and cultural contexts are unique. While the insights may be applicable to Islamic
banks in other regions, the generalizability is limited due to varying regulatory requirements

and practices globally. Future studies could investigate how these findings might be adapted
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to different international contexts, examining the impact of diverse regulatory environments

on the effectiveness and applicability of the proposed harmonization strategies.

10.6.1.3 Methodological Limitation: Exclusion of Quantitative Approaches

This study primarily employs qualitative research methods due to the limited number of Islamic
banks in the GCC, many of which have minimal or no internal Sharia audit functions. The
exclusion of quantitative methods, such as surveys, was necessitated by the depth of insight
required. Future research could incorporate mixed-methods approaches or focus on many
regions with a larger number of Islamic banks to integrate quantitative analysis, providing a

broader and more comprehensive understanding of internal Sharia audit practices.

10.6.1.4 Focus Limitation: Internal Sharia Audit

The research concentrates on internal Sharia audit practices, as external Sharia audits are not
yet widely practiced or mandated across many regions. This focus limits the scope of findings
and recommendations. Future studies could explore the emerging field of external Sharia
audits, investigating their potential role in enhancing Sharia compliance and overall

governance within Islamic financial institutions.

10.6.2 Avenues for Future Research

Given these limitations, future research could explore several key areas:

e Internal Sharia Audit in Non-Banking Islamic Financial Institutions: Investigate how
Sharia audits are conducted in institutions such as investment banks, Takaful
companies, and other non-banking entities.

e Comparative Studies Across Different Regions: Explore the applicability and
effectiveness of the research findings in Islamic banks outside the GCC, particularly in
regions with different regulatory and cultural contexts.

e Incorporation of Quantitative Methods: Utilize survey-based or mixed-methods
approaches in many regions with a larger number of Islamic banks to provide more

generalizable findings.
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e Development of External Sharia Audit Practices: Examine the potential benefits,
challenges, and regulatory needs for implementing external Sharia audits within the

Islamic finance industry.

These avenues for future research address the limitations identified in this study and offer
pathways for enhancing the robustness and reliability of Sharia audit practices in Islamic

finance.

10.7 CONCLUSION

In this chapter, we have provided a comprehensive review of the research methodology, key
findings, recommendations, contributions, and limitations of this study on internal Sharia audit

practices within Islamic banks in the GCC region.

The research methodology, grounded in qualitative approaches such as semi-structured
interviews and documentary analysis, has effectively captured the complexities and variances
in current internal Sharia audit practices. This methodology facilitated an in-depth exploration
of Sharia audit practices and addressed the research questions by revealing critical insights into

the operational realities of Sharia audits.

The main findings of the research underscore significant inconsistencies in internal Sharia audit
practices across the GCC. These findings highlight deficiencies in adherence to ethical
standards and the absence of robust quality assurance mechanisms. The gaps identified point
to the urgent need for enhanced regulatory frameworks, greater investment in resources and

training, and a more structured approach to Sharia compliance within Islamic banks.

To address these deficiencies, the research offers several recommendations aimed at
improving internal Sharia audit practices. These include advocating for standardized regulatory
measures, implementing uniform practices across Islamic banks, and fostering increased
engagement from Sharia scholars and customers. These recommendations are designed to
promote greater consistency, transparency, and effectiveness in Sharia audits and to better

align with established standards such as those from AAOIFI.

The findings also carry significant theoretical implications. The research challenges the

common belief that Sharia compliance is inherently robust due to its religious foundation and
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the presence of Sharia scholars within these financial institutions, revealing instead a gap
between theoretical ideals and operational realities. It demonstrates that internal Sharia
audits, often treated as secondary to conventional audits, require a theoretical reframing to
emphasise their role in bridging ethical principles and governance practices. By extending the
application of governance theories, such as agency and stakeholder theories, to the context of
Sharia governance, this study highlights the importance of aligning ethical and operational

dimensions within Islamic banks.

Furthermore, the findings suggest a need to adapt and expand existing Sharia governance
models to incorporate a more explicit focus on internal audit practices as a critical element of
effective Sharia governance. Internal Sharia auditors act as the eyes and ears of the Sharia
Supervisory Committee; if the function is not strong enough, there could be a disconnect

between Sharia decisions and actual practices.

The contributions of this research are substantial, providing valuable insights into the current
state of internal Sharia audits and offering actionable guidance for stakeholders. The findings
contribute to the broader discourse on Sharia compliance and governance within Islamic
finance, particularly within the GCC context. By addressing critical gaps and offering practical
solutions, this research advances the field and supports ongoing efforts to enhance the

integrity and reliability of Sharia auditing practices.

However, the study is subject to several limitations. It focuses exclusively on Islamic banks,
excluding other types of Islamic financial institutions such as investment banks and Takaful
companies. Additionally, the research is geographically confined to the GCC region, and the
exclusion of quantitative methods limits the scope of findings. The study also primarily
addresses internal Sharia audits, leaving room for exploration into external Sharia audit

practices.

These limitations suggest several avenues for future research, including investigating internal
Sharia audit practices in non-banking Islamic financial institutions, expanding the research
scope to include a broader international context, incorporating quantitative methods for more

generalizable findings, and exploring the development and impact of external Sharia audits.
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Overall, this chapter has summarised the study's comprehensive analysis, outlined its impact,
and paved the way for future advancements in the field of internal Sharia audit practices. The
research not only contributes to academic knowledge but also provides practical insights for
regulators, the management of Islamic banks, and standard-setting bodies. Additionally, its
theoretical implications underscore the necessity of evolving governance frameworks to
integrate operational realities, reinforcing the importance of internal Sharia audits in

enhancing the overall integrity of Islamic banking in the GCC and beyond

267



BIBLIOGRAPHY

AAOIFI (2010). Accounting, auditing and governance standards for Islamic financial institution.
Manama, Bahrain.

AAOIFI (2018a) Accounting and Auditing Organization for Islamic Financial Institutions, AAQIFI.
Available at: https://aaoifi.com/announcement/aaoifi-welcomes-uaes-adoption-of-its-
standards/?lang=en (Accessed: April 9, 2023).

AAQIFI (no date) Composition, AAOIFI. Available at: https://aaoifi.com/composition/?lang=en
(Accessed: 15 June 2023).

AAQIFI Secretariat (2020) AAQIFI Footprint Report 2020. Available at: https://aaoifi.com/foot-
print-report-download/?lang=en.

AAOIFI, (2010a), Sharia Supervisory Board: Appointment, Compositions and Report
(accounting and supervision standards No.1), AAOIFI, Bahrain.

AAOIFI, 2018. Governance Standards For Islamic Financial Institutions No.8: The Central Sharia
Board. [online] Manama: AAOIFI. Available at: <http://aaoifi.com/books/gsifi-8-central-
shariah-board/?lang=en> [Accessed 3 June 2020].

AAOIFI, 2019. Governance Standards For Islamic Financial Institutions No.6: External Sharia
Audit. [online] Manama: AAOIFI. Available at: <https://aaoifi.com/wp-
content/uploads/2018/03/ASIFI-6-External-Shari27ah-Audit-Clean-by-ZAS-26-March-2018-
FINAL-for-Issuance.pdf> [Accessed 7 June 2020].

AAOIFI, 2020. Governance Standard No. 9: Shari’Ah Compliance Function. [online] Manama:
AAQIFI.  Available at: <http://aaoifi.com/gsifi-9-shariah-compliance-function/?lang=en>
[Accessed 5 June 2020].

AAOIFI, 2020c. Governance Standard No. 11: internal Sharia audit. [online] Manama: AAOIFI.
Available at: < http://aaoifi.com/internal-shariah-audit/?lang=en> [Accessed 7 June 2020].

AAOIFI, 2020d. AAQOIFI issues three final governance standards for industry adoption. [online]
Available at: <https://aaoifi.com/announcement/aaoifi-issues-three-final-governance-
standards-for-industry-adoption/?lang=en> [Accessed 16 May 2022].

AAOIFI, 2022. The AAOIFI and IFSB jointly issued exposure draft of “IFSB-AAOIFI Revised
Shari’ah Governance Framework for Institutions Offering Islamic Financial Services (RSGF)”.
[online] Available at: <https://aaoifi.com/announcement/the-aaoifi-and-ifsb-jointly-issued-
exposure-draft-of-ifsb-aaoifi-revised-shariah-governance-framework-for-institutions-offering-
islamic-financial-services-rsgf/?lang=en> [Accessed 8 May 2022].

Aaoifi.com. 2018. Islamic Finance Standard-Setting Bodies AAOIFI And IFSB Join Forces To

Strengthen The Development And Resilience Of The Islamic Financial Services Industry. [online]
Available at: <https://aaoifi.com/announcement/islamic-finance-standard-setting-bodies-

268



aaoifi-and-ifsb-join-forces-to-strengthen-the-development-and-resilience-of-the-islamic-
financial-services-industry/?lang=en> [Accessed 9 June 2020].

Aaoifi.com. 2020a. Accounting And Auditing Organization For Islamic Financial Institutions.
[online] Available at: <http://aaoifi.com/objectives/?lang=en> [Accessed 19 May 2020].

Aaoifi.com. 2020b. Accounting And Auditing Organization For Islamic Financial Institutions.
[online] Available at: <http://aaoifi.com/adoption-of-aaoifi-standards/?lang=en> [Accessed 19
May 2020].

ABBAS, S. (2015). Islamic financial engineering a critical investigation into product development
process in the Islamic financial industry. p.21.

Abdallah, M. B., & Bahloul, S.. (2022, September 14). Further evidence on the effect of financial
performance and governance on the Islamic banks' disclosure.
https://scite.ai/reports/10.1108/ajar-09-2021-0156

Abdullah, E. A. M., Hassan, S. A., & Bahari, Z. (2024). The Independence Of The Internal Sharia
Audit In Islamic Banks . Al-Qanatir: International Journal of Islamic Studies, 33(3), 491-499.
Retrieved from https://www.al-ganatir.com/ag/article/view/702

Abdelaal, M. (2012). “Taglid V. ljtihad: The Rise of Taqglid as the Secondary Judicial Approach in
Islamic Jurisprudence”. The Journal Jurisprudence. 151-172

Abdul Aris, N., Othman, R., Mohd Azli, R. and abdul rahman, Z. (2013). Islamic Banking Products:
Regulations, Issues and Challenges. The Journal of Applied Business Research, 29(4).

Abdul Rahim, A.R. 2011. Enhancing the integrity of Isimaic Financial Institutions in Malysia: the
case for the Sharia audit framework. ISRA International Journal of Islamic Finance 3 (1): 135 —
147.

Abdul Rahim, M., Shaharuddin, N.”.S. and Mohd Suki, N. (2023), "Shariah governance disclosure
and its effect on Islamic banks' financial performance: evidence from Malaysia and GCC
countries", Journal of Islamic Accounting and Business Research, Vol. 15 No. 4, pp. 619-642.
https://doi.org/10.1108/JIABR-08-2021-0235

Abdul-Gafoor, A. (1999). Islamic Banking and Finance: Another Approach. Islamic Hinterland
Conference on Critical Debates among Canadian Muslims, Toronto, Canada.

Abu ghuddah, A., 1999. Sharia supervision in Islamic banks. The Third International Conference
on Islamic Economics at Umm Al-Qura University in Makkah,.

Ahmaed, M., Khatun, M., 2013. The Compliance with Sharia Governance System of AAOIFI: A
study on Islamic Banks Bangladesh. 178 Journal of Islamic Econmics, Banking and Finance Vol.9
No.3

Ahmad, A. and Omar, R. (2016) Corporate Governance: Principles, Policies, and Practices. 3rd
ed. Oxford: Oxford University Press.

269


https://scite.ai/reports/10.1108/ajar-09-2021-0156

Ahmed, B. and Hussain Dar, R. (2022) The Banking Regulation Review: United Arab Emirates,
The  Banking  Regulation Review - The Law  Reviews. Available at:
https://thelawreviews.co.uk/title/the-banking-regulation-review/united-arab-emirates
(Accessed: April 8, 2023).

Ahmed, R. and Bin Mohamad, M., 2019. The Practice of Shariah Governance in Islamic Banking
and Finance: A Study of Islamic Banks in Bangladesh. International Islamic University Malaysia,
6(4).

Ahmad, S. and Omar, R., 2016. Basic corporate governance models: A systematic review.
International Journal of Law and Management, 58(1), pp.73-107.

Ahmad, A. and Omar, R. (2016) Corporate Governance: Principles, Policies, and Practices. 3rd
ed. Oxford: Oxford University Press.

Al-Abdullatif, S.A., 2007. The application of the AAOIFI accounting standards by the Islamic
banking sector in Saudi Arabia (Doctoral dissertation, Durham University).

Aji Haqqi, A., 2014. Shariah Governance in Islamic Financial Institution: An Appraisal. 11 US-
China L, 112.

Akkas. 2017. An Overview of Islamic Economics and Finance in the GCC Countries. Retrieved
from https://ikam.org.tr/images/publications/IKAM_AN_3_EN.pdf

Akther, U. (2015). Principles of Islamic Finance: Prohibition of Riba, Gharar and Maysir. Munich
Personal RePEc Archive.

Al Bouti, Saead. Ramadan. (1991). Figh al Sirah al Nabawiyyah, 10th edition, Damascus: Dar al
Fikr.

Al Omar, Fouad. (2003). Mugadimmah fi Tareekh al Igtisad al Islami wa Tatawroho (an
Introduction of Islamic Economics History and its Development), Jeddah: Islamic Research and
Training Institute.

Alam, K., Tabash, M., Thakur, O., & Rahman, M., Hasan, N. (2022). Independence and
effectiveness of Sharia department officers to ensure Sharia compliance: evidence from Islamic
banks in Bangladesh. Asian Journal of Accounting Research.

Alam, T., Hassan, T., & Ferdous, K. (2017). Competency of Sharia Auditors: Issues and
Challenges in Pakistan. Journal of Internet Banking and Commerce, 22(2).

Alashari, M. (2019). Everything You Need to Know About Sharia/Islamic Law. Research Gate.
[online] Available at:
https://www.researchgate.net/publication/335320513 Everything_You_Need_to_Know_Ab
out_Sharialslamic_Law [Accessed 11 Jan. 2020].

Alhaidan, Taghreed, Abdullah R. Alzahrani, Abdulwahab Alamri, Abrar A. Katpa, Asma Halabi,
Alaa H. Felemban, Safaa M. Alsanosi, Saeed S. Al-Ghamdi, and Nahla Ayoub. 2022. "Reported

270



Cases of Alcohol Consumption and Poisoning for the Years 2015 to 2022 in Hail, Saudi
Arabia" International Journal of Environmental Research and Public Health 19, no. 22: 15291.
https://doi.org/10.3390/ijerph192215291

Alharbi, A. (2015). Development of the Islamic Banking System. Journal of Islamic Banking and
Finance, 3.

Ali, I. and Hasanin, I., 2010. The History Of Economic Thought. 1st ed. Amman: Ghidaa, p.108.

Ali, M. A. (2015). The Roots & Development of Islamic Banking in the World & in Pakistan. South
East Asia Journal of Contemporary Business, Economics and Law, 7(1), 58—63.

Al-Mahmoud, A.L. (2007). Towards a systematic model of a policy for shari’a supervisory board
and their commitment letter. Paper Presented at AAOIFI 6th Annual Conference of SSB (in
Arabic), 1-36.

Alsalous, A., Saeed, A., Qurishi, O. and Ibrahem, M. (2010). Fatwas of Al azhar Scholars and
Jurisprudence Councils About Riba. 2nd ed. Cairo: Dar Alyoser, pp.1 - 136. [online] Available at:
http://www.feghup.com/uploads/13581941451.pdf [Accessed 23 Feb. 2020].

Al-Sulaiti, J., Ousama, A. and Hamammi, H., 2018. The compliance of disclosure with AAOIFI
financial accounting standards. Journal of Islamic Accounting and Business Research, 9(4),
pp.549-566.

Al-Suwaidi, A. (1993). Developments of the Legal Systems of the Gulf Arab States. Arab Law
Quarterly, 8 (4), 289-301.

Al-Zaydanien, H., 2013. Sharia Supervisory Board of Islamic banks between the rooting and
application. The University of Jordan, [online] Available at:
<http://academic.ju.edu.jo/h.alzidaneen/Lists/PublishedResearches/DispForm.aspx?ID=2&Co
ntentTypeld=0x0100B9DFC79483316045BFFDFFADDEEFEQE9> [Accessed 20 August 2020].

Amaroh, S., & Masturin, M.. (2018, September 29). The Determinants of Maqasid Shariah
Based Performance of Islamic Banks in Indonesia. IQTISHADIA, 11(2), 354 - 370

Amayrah, Y., & Al-Afeef, M. A. M.. (2022, July 1). The Impact of Basel Convention (ll) Norms in
Capital Adequacy of Jordanian Commercial Banks on the Financial Performance.
https://scite.ai/reports/10.13189/ujaf.2022.100407

Andreas, K., 2018. The importance of Management Control Systems. Journal of Social Sciences
Research, 9(1).

Ansari, O. and Tabraze, H., 2018. IFRS And The Shari’Ah Based Reporting: A Conceptual Study.
[online] Manama: AAOIFI. Available at: <http://aaoifi.com/ifrs-and-the-shariah-based-
reporting-a-conceptual-study/?lang=en> [Accessed 27 May 2020].

Ashraf Usmani, M., 2020. Riba Al Fadl - Explained. [online] islamicmarkets. Available at:
<https://islamicmarkets.com/education/riba-al-fadl-explained> [Accessed 5 August 2020].

271



Asiriuwa, O., Joshua Aronmwan, E., Uwuigbe, U. and Ranti Uwuigbe, O., 2020. AUDIT
COMMITTEE ATTRIBUTES AND AUDIT QUALITY: A BENCHMARK ANALYSIS. Vilnius Gediminas
Technical University, 19(1).

As-Sallabi, A. (n.d.). The rightly-guided caliph and great reviver Umar bin Abd al-Aziz. 1st ed.
Riyadh: DARUSSALAM.

AUF, Y. (2016). Islam and Sharia law. Atlantic Council. [online] Available at:
https://ethz.ch/content/dam/ethz/special-interest/gess/cis/center-for-securities-
studies/resources/docs/Islam_and_Sharia_Law.pdf [Accessed 11 Jan. 2020].

Ballantyne, W.M. (1985). The States of the GCC: Sources of Law, the Shari_ah and the Extent
to Which It Applies. Arab Law Quarterly, 1 (1), 3-18.

Ballantyne, W.M. (1987). The Shari_ah: A Speech to the IBA Conference in Cairo, on Arab
Comparative and Commercial Law. Arab Law Quarterly, 2 (1), 12-28.

Basel Committee on Banking Supervision, 2005. Compliance And The Compliance Function In
Banks. [online] Bank for international settlements. Available at:
<https://www.bis.org/publ/bcbs113.pdf> [Accessed 5 May 2020].

Basic Law of Governance (1992) Basic Law of Governance. Available at:
https://laws.boe.gov.sa/BoelLaws/Laws/LawDetails/16b97fcb-4833-4f66-8531-
a9a700f161b6/1 (Accessed: May 8, 2023).

Battaglia, F. and Carboni, M., 2018. Financial Crisis and Banks Corporate Governance: The
Regulatory Response. International Journal of Business and Social Science, 9(9).

BCBS (2015) Corporate governance principles for banks, The Bank for International
Settlements. Available at: https://www.bis.org/bcbs/publ/d328.htm (Accessed: 28 July 2023).

Beattie, V. Mclnnes, W. Fearnley, S. (2004). A Methodology For Analysing And Evaluating
Narratives In Annual Reports: A Comprehensive Descriptive Profile And Metrics For Disclosure
Quality Attributes. Accounting Forum, 28 (3), 205-236.

BELOUAFI, A. and CHACHI, A., 2014. Islamic Finance in the United Kingdom: Factors Behind its
Development and Growth. Islamic Economic Studies, 22(1), pp.37-78.

Beltratti A, Stulz RM (2012) The credit crisis around the globe: why did some banks perform
better? J Financ Econ 105(1):1-17

Biggam, J. (2015) (3rd edition). Succeeding with your Master’s Dissertation: A Step-by-
handbook. London: Open University Press.

Blaikie, N (2007). Approaches to Social Enquiry: Advancing Knowledge. 2nd edition. Cambridge:
Polity Press.

Blaikie, N. (2003). Analyzing Quantitative Data: From Description To Explanation: Sage.

272



Blee, K. M. and Taylor, V. (2002). “Semi-Structured Interviewing in Social Movement Research”,
in Klandersmans, B. and Staggenborg, S. (Eds.), Methods of Social Movement Research (pp. 92-
117). Minneapolis: University of Minnesota Press.

Boddy, C. R. (2016). Sample size for qualitative research. Qualitative Market Research: An
International Journal, 19(4), 426—432. https://doi.org/10.1108/QMR-06-2016-0053

Bogdan, R. & Taylor, S.J. (1975), Introduction to Qualitative Research Methods: A
Phenomenological Approach to the Social Sciences, New York: John Wiley & Sons, Inc.

BPP. (2015). Professional Banker Certificate, Scotland: Chartered Banker, p.2.

Braiotta, L., Gazzaway, T., Colson, R. and Ramamoorti, S., 2010. The Audit Committee Hand
Book. 5th ed. New Jersey: John Wiley & Sons, p.33.

Brenner, R., (1990), ‘Gambling and Speculation: A Theory, A History and Future of Some Human
Decisions” Cambridge, Cambridge Press, pp. 90-112.

Bryman, A. (1988). Quantity and Quality in Social Research. London: Routledge.
Bryman, A. (2008). Social Research Methods. 2nd edition. New York: Oxford University Press.
Bryman, A. (2016). Social Research Methods. 5th edition. Oxford. Oxford University Press

Buenechea-Elberdin, M. (2017), "Structured literature review about intellectual capital and
innovation", Journal of Intellectual Capital, Vol. 18 No. 2, pp. 262-285.
https://doi.org/10.1108/JIC-07-2016-0069

Calder, R. (2020). Shari‘ah-compliant or Shari‘ah-based? The Changing Ethical Discourse of
Islamic Finance. Arab Law Quarterly, 35(1-2), 50-73. https://doi.org/10.1163/15730255-
BJA10008

CBB (2014) Compliance with AAOIFI Accounting, governance, ethics and Sharia standards |
Rulebook. Available at:
https://cbben.thomsonreuters.com/sites/default/files/net_file_store/EDBS_KH_Compliance_
with_Sharia_Standards_19 Feb 2014.pdf (Accessed: April 8, 2023).

CBB (2015) Resolution No. (20) for the year 2015 in Respect of the Establishment of a
Centralized Shari’a Supervisory Board, Central Bank of Bahrain. Available at:
https://cbben.thomsonreuters.com/sites/default/files/net_file_store/ResolutionNo20forthey
ear2015inRespectoftheEstablishmentofaCentralizedShariaSupervisoryBoard.pdf  (Accessed:
April 9, 2023).

CBB (2017) SG-4 Internal shari'a audit: Rulebook, SG-4 Internal Shari'a Audit | Rulebook.

Available at: https://cbben.thomsonreuters.com/rulebook/sg-4-internal-sharia-audit
(Accessed: April 8, 2023).

273



CBB (2023) Central Bank of Bahrain Volume 2-Islamic Banks: Rulebook, Central Bank of Bahrain
Volume 2-Islamic Banks | Rulebook. Available at:
https://cbben.thomsonreuters.com/rulebook/central-bank-bahrain-volume-2-islamic-banks
(Accessed: April 8, 2023).

CBK (2016) Instructions Concerning Shariah Supervisory Governance in the Kuwaiti Islamic
Banks, The law, supervisory & Regulatory Instructions & Control on Islamic Banks. Available at:
https://www.cbk.gov.kw/en/images/13part1-2783_v60_tcm10-2783.pdf (Accessed: April 14,
2023).

CBK (2023) Mission & Objectives of Central Bank of Kuwait , Central Bank of Kuwait. Available
at: https://www.cbk.gov.kw/en/about-cbk/mission-and-objectives (Accessed: April 10, 2023).

CBK (no date) Central Bank of Kuwait: Islamic  Banks. Available at:
https://www.cbk.gov.kw/en/legislation-and-regulation/cbk-regulations-and-
instructions/instructions-for-islamic-banks (Accessed: April 13, 2023).

CBO Annual Reports 2013-2016, Central Bank of Oman.

Central Bank of Oman (no date) Central Bank of Oman - CBO Home, Islamic Banking Regulatory
Framework . Available at:
https://cbo.gov.om/sites/assets/Documents/English/LawRegulations/IBRF.pdf (Accessed:
May 5, 2023).

Central Bank of the UAE (2018) CBUAE | Islamic finance, Higher Shari’ah Authority. Available
at: https://www.centralbank.ae/en/our-operations/islamic-finance/shariah/ (Accessed: April
9, 2023).

Central Bank of the UAE (2020) STANDARD RE. SHARI'AH GOVERNANCE FOR ISLAMIC
FINANCIAL INSTITUTIONS. Available at:
https://www.centralbank.ae/media/oyrdsg2b/standard-re-shari-ah-governance-for-islamic-
financial-institutions.pdf (Accessed: April 8, 2023).

Central Intelligence Agency (2023) Kuwait, Central Intelligence Agency. Central Intelligence
Agency. Available at: https://www.cia.gov/the-world-factbook/countries/kuwait/ (Accessed:
April 10, 2023).

Certified Islamic Finance Professional (CIFP) -Part 1 Study Material (2006). Islamic Financial
Institutions and Markets. Kuala Lumpur: International Centre for Education in Islamic Finance

(INCEIF).

Challand, B. (2011). The Counter-Power of Civil Society and the Emergence of a New Political
Imaginary in the Arab World. Blackwell Publishing Ltd, 18(3).

Charreaux, G. (2008) ‘Corporate Governance Theories: From Micro Theories to National
Systems’, International Journal of Corporate Governance, 1(1), pp. 1-27.

274



Chapra, M. U. (2000). The Future of Economics: An Islamic Perspective. Leicester: The Islamic
Foundation.

Charkham J. (2003). Guidance for the Directors of Banks, Global Corporate Governance Forum,
Focus 2, The World Bank.

Charreaux, G. (2008). Micro Theories of Corporate Governance. In A. Naciri (Ed.), Corporate
governance around the world. Routledge.

Chartered Institute of Internal Auditors, 2019. Control. [online] IIA. Available at:
<https://www.iia.org.uk/resources/control?downloadPdf=true> [Accessed 19 April 2020].

Chartered Institute of Internal Auditors, 2019a. Governance Of Risk: Three Lines Of Defence.
lA.

Chartered Institute of Internal Auditors, 2020. Position Paper: Internal Audit's Relationship
With External Audit. [online] Chartered Institute of Internal Auditors, p.6. Available at:
<https://www.iia.org.uk/resources/delivering-internal-audit/position-paper-internal-audits-
relationship-with-external-audit/> [Accessed 11 May 2020].

Chenguel, M. (2014). Islamic Banking and the Last Financial Crisis. International Journal of
Research in Applied Sciences, 3, pp.29-34.

Chiu, 1. and Mckee, M., 2015.The Law On Corporate Governance In Banks. 1st ed.
Northampton: Edward Elgar Publishing, pp.1 - 9.

Chong, B.S. and Liu, M.-H. (2009) ‘Islamic banking: Interest-free or interest-based?’, Pacific-
Basin Finance Journal, 17(1), pp. 12544,
doi:https://www.sciencedirect.com/science/article/pii/S0927538X08000036.

CIA (no date) Saudi Arabia, Central Intelligence Agency. Central Intelligence Agency. Available
at: https://www.cia.gov/the-world-factbook/countries/saudi-arabia/ (Accessed: April 14,
2023).

ClIA, 1., 2017. The CIA Learning System - Internal Audit Basics 1. The institute of internal
auditors, p.14.

CISI (2013). Islamic finance qualification (IFQ). 5th ed. London: Chartered Institute for
Securities and Investments, p.17.

Clark, J, M. (2009). Preface to social economics: Economic theory and social problems. Business
& Economics. pp. 1 —435.

Cohen, L. Manion, and Morrison, K. (2007). Research Methods in Education. London:
Routledge.

Collis, J. and Hussey, R. (2003) Business Research: A Practical Guide for Undergraduate and
Postgraduate Students. New York: Palgrave MacMillan.

275



Council of Islamic Ideology (Pakistan) (1980), Elimination of Interest from the Economy
(Islamabad: Government of Pakistan).

Creswell, J. & Plano Clark, V. L. (2007). Designing and Conducting Mixed Methods Research.
Thousand Oaks: Sage Publication.

Creswell, J. (1994). Research Design: Qualitative, Quantitative, and Mixed Methods
Approaches. 2nd Edition. London: Sage Publications.

Creswell, J. W. (2005). Educational research: Planning, conducting, and evaluating quantitative
and qualitative research. Upper Saddle River, NJ: Pearson.

Croft, J. (2017), “Dana gas accused of trying to avoid Sukuk payment”, FT.com, available at:
https://www.ft.com/content/9832412a-a207-11e7-b797-b61809486fe2

D. Hill, S., 2012. Corporate governance. 7th ed. Gale, a Cengage Company, pp.193 - 197.

Damak, M., 2020. Islamic Finance Outlook. [online] S & P Global Ratings, p.46. Available at:
<https://www.spglobal.com/_assets/documents/ratings/research/islamic_finance_2020_scre
en.pdf> [Accessed 16 June 2021].

Damak, M., 2022. Islamic Finance Outlook. [online] S & P Global Ratings, p.46. Available at: <
https://www.spglobal.com/ratings/en/research/pdf-articles/islamic-finance-outlook-2022-
28102022v1.pdf> [Accessed 04 December 2022].

Daily, C.M., Dalton, D.R., and Cannella, A.A. (2003) ‘Corporate Governance: Decades of
Dialogue and Data’, Academy of Management Review, 28(3), pp. 371-382.

Davis, J.H., Schoorman, F.D., and Donaldson, L. (1997) ‘Toward a Stewardship Theory of
Management’, Academy of Management Review, 22(1), pp. 20-47.

Denscombe, M. (1998). The Good Research Guide for a Small Scale Social Research Projects.
Open University Press.

Denscombe, M. (2010). The Good Research Guide for small-scale social research projects (4th
ed.). England: Open University Press.

Dewar, J., 2021. Islamic Finance and Market 2021. [online] London: Law business research Ltd.
Available at:  <https://www.milbank.com/images/content/1/4/v2/141875/2021-Islamic-
Finance-United-Kingdom-4842-6850-8369-v.1.pdf> [Accessed 10 May 2022].

Dogarawa, A., 2013. Hisbah and the promotion of ethical business practices. International
Journal of Islamic and Middle Eastern Finance and Management, 6(1).

Donaldson, T. and Preston, L.E. (1995) ‘The Stakeholder Theory of the Corporation: Concepts,
Evidence, and Implications’, Academy of Management Review, 20(1), pp. 65-91.

276



Dubai Islamic Bank. 2020.About Us | Dubai Islamic Bank. [online] Available at:
<https://www.dib.ae/about-us> [Accessed 20 August 2020].

Donaldson, L. and Davis, J.H. (1991) ‘Stewardship Theory or Agency Theory: CEO Governance
and Shareholder Returns’, Australian Journal of Management, 16(1), pp. 49-64.

Donaldson, T. and Preston, L.E. (1995) ‘The Stakeholder Theory of the Corporation: Concepts,
Evidence, and Implications’, Academy of Management Review, 20(1), pp. 65-91.

Elasrag, H. (2010). Global Financial Crisis and Islamic Finance. [online] Available at:
http://ssrn.com/abstract=1591563>, Access Date: 12th Jan 2020.

El-Hawary, D., Grais, W., & Igbal, Z. (2004). Regulating Islamic Financial Institutions: The
Nature of the Regulated. World Bank.

El-Diwany, Tarek. (2010). The Problem with Interest, 3rd Edition, Kreatoc Ltd: UK

El-Gamal, M. (2003). "Interest" and the Paradox of Contemporary Islamic Law and
Finance. Fordham international law journal, 27(1).

El-Halaby, S. and Hussainey, K., 2016. Determinants of compliance with AAOIFI standards by
Islamic banks. International Journal of Islamic and Middle Eastern Finance and Management,
9(1), pp.143-168.

Evidence’, Discussion Paper No. 3, paper presented at the Global Corporate Governance
Forum, October, Paris.

F. Davis, G., 2005. NEW DIRECTIONS IN CORPORATE GOVERNANCE. University of Michigan
Business School,, 31(62), pp.143 - 160.

Fahlenbrach R, Stulz RM (2011) Bank CEO incentives and the credit crisis. J Financ Econ 99:11—
26 Fama EF (1985) What's diferent about banks? J Monet Econ 15(1):29-39

Fakhruddin, 1., & Jusoh, M. A.. (2018, January 1). Influence of Sharia Supervisory Board
Characteristics on the Shariah Compliance. https://www.atlantis-
press.com/proceedings/amca-18/25901778

Farag, H., Mallin, C. and Ow-Yong, K., 2017. Corporate Governance in Islamic Banks: New
Insights for Dual Board Structure and Agency Relationships. Journal of International Financial
Markets Institutions and Money,

Farug Ahmad, A. and Hassan, K. (2007). Riba and Islamic Banking. Journal of Islamic Economics,
Banking and Finance, [online] p.2. Available at:
https://www.researchgate.net/publication/228672983 Riba_and_Islamic_Banking [Accessed
12 Jan.

Fama, E.F. and Jensen, M.C. (1983) ‘Separation of Ownership and Control’, Journal of Law and
Economics, 26(2), pp. 301-325.

277



Finance act. (2007).Finance act 2007 chapter 11. [online] Available at:
http://www.legislation.gov.uk/ukpga/2007/11/pdfs/ukpga 20070011 _en.pdf [Accessed 23
December 2018].

Financial Reporting Council, 2018. The UK Corporate Governance Code. [online] Financial
Reporting Council, p.15. Available at: <https://www.frc.org.uk/getattachment/88bd8c45-
50ea-4841-95b0-d2f4f48069a2/2018-UK-Corporate-Governance-Code-FINAL.pdf> [Accessed
6 August 2020].

Foreign & Commonwealth Office, n.d. Islamic finance: foreign policy opportunities. [online]
Foreign & Commonwealth Office. Available at:
<https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_
data/file/211254/Islamic_finance_note_final.pdf> [Accessed 6 June 2021].

Freeman, R.E. (1984) Strategic Management: A Stakeholder Approach. Boston: Pitman.
Gatehousebank.com. (2019). Islamic finance consumer report 2019. [online] Available at:
https://gatehousebank.com/downloads/Gatehouse_Bank_Islamic_Finance_Consumer_Repor

t.pdf [Accessed 7 Mar. 2020].

GCC (2021) duyadl sl Joud Oglas)) judomal daladl LY. Available at: https://www.gcc-sg.org/en-
us/Pages/default.aspx (Accessed: April 8, 2023).

Gerald, J.0. (1991). Legal Aspects of Doing Business in Kuwait. Arab Law Quarterly, 6 (4), 322-
330.

Ghani, N., Abdul Rahman, A., 2015. An Analysis of Sharia Audit Practices in Islamic Banks in
Malaysia. Jurnal Pengurusan, 43, pp.107-118.

Ghirana, A.-M. and Bresfelean, V.P. (2012) ‘Compliance Requirements for Dealing with Risks
and Governance’, Elsevier, pp. 752-756.

doi:https://www.sciencedirect.com/science/article/pii/S2212567112002250.

Ginena, K. and Hamid, A., 2015. Foundations Of Sharia Governance Of Islamic Banks. 1st ed.
Chichester: Wiley, p.61.

Grabinski, M., 2007. Management Methods and Tools. 1st ed. Wiesbaden: GABLER, p.50.

Grais, W. & M. Pellegrini. 2006. Corporate governance and Sharia compliance in institutions
offering Islamic financial services. World Bank policy of research working paper 4054

Haider Naqvi, S., 2013. Islam, Economics, And Society. 5th ed. London: Routledge, p.76.

Haleem, Ibrahim. Beak. (1988). Al Tuhfa al Halimiyah fi Tareakh al Dawlah al 'Othmaniyyah,
Beirut: Mu'ssaset al Kutub al Thaqgafiyyah.

278



Hamed, Sayed Mohamed. (1979). The Development of the Central Banking System in the
Kingdom of Saudi Arabia. Translated by Hassan Yasseen. Riyadh, Saudi Arabia: General
Management Institute, Consultant and Research.

Hamish, A., 2007. The role of fatwa and legitimacy in Islamic financial institutions. University of
Sharjah  Journal of Sharia and Human Sciences, [online] 4(1). Available at:
<https://www.quranicthought.com/wp-
content/uploads/post_attachments/5d1dc87ca77f8.pdf> [Accessed 3 September 2020].

Hamza, H., 2013. Sharia governance in Islamic banks: effectiveness and supervision
model. International Journal of Islamic and Middle Eastern Finance and Management, 6(3).

Hamzeh, A.N. (1994). The Duality of the Legal System. Middle Eastern Studies, 30 (1), 79-90.

Hanif, M., 2016. Economic substance or legal form: an evaluation of Islamic finance
practice. International Journal of Islamic and Middle Eastern Finance and Management, 9(2),
pp.277-295.

Hagqg, A., 2014. SHARIAH GOVERNANCE IN ISLAMIC FINANCIAL INSTITUTION: AN
APPRAISAL. US-China Law Review, 11, pp.112 -133.

Hasan, Z. (2016). Nature and significance of Islamic economics. Munich Personal RePEc
Archive, [online] 3(3). Available at: https://mpra.ub.uni-
muenchen.de/74763/1/MPRA _paper_74763.pdf [Accessed 2 Feb. 2020].

Hasan, Z., 2011. A survey on Shari’ah governance practices in Malaysia, GCC countries and the
UK. International Journal of Islamic and Middle Eastern Finance and Management, 4(1).

Hassan, A., & Haridan, N. (2019). Shariah Auditing and Shariah Compliance Assurance in
Malaysian Islamic Banks. GJAT, 61 - 71.

Hauser, A., 2020. Why Islamic Finance Has An Important Role To Play In Supporting The
Recovery From Covid — And How The Bank Of England’S New Alternative Liquidity Facility Can
Help. [online] London: Bank of England, p.4. Available at: <https://www.bankofengland.co.uk/-
/media/boe/files/speech/2020/why-islamic-finance-has-an-important-role-to-play-in-
supporting-the-recovery-from-
covid.pdf?la=en&hash=58B28008CE026D33B0590F7DB5CDA84DAE723CAD> [Accessed 19
January 2021].

Hijazi, S. (2019). Comparing Sharia'a Governance Frameworks - Finance and Banking - United
Arab Emirates. [online] Mondag.com. Available at:
http://www.mondag.com/x/611416/islamic+finance/Comparing+Shariaa+Governance+Fram
eworks [Accessed 10 Jan. 2019].

Hill, CW.L. and Jones, T.M. (1992) ‘Stakeholder-Agency Theory’, Journal of Management
Studies, 29(2), pp. 131-154.

279



Hopt, K.J. 2021. Corporate Governance of Banks and Financial Institutions: Economic Theory,
Supervisory Practice, Evidence and Policy. Eur Bus Org Law Rev22, 13-37 (2021).
https://doi.org/10.1007/540804-020-00201-z

Housby, E. (2013). Islamic and Ethical Finance in the United Kingdom: Edinburgh University
Press.

Ibrahim, A. (2018, April 12). The Elements of Halal, Hisbah and Integrity in the Islamic-Based
Development Institutions. International journal of academic research in business and social
sciences, 8 (2), 624 - 634

IFSB, 2005. Guiding Principles Of Risk Management For Institutions (Other Than Insurance
Institutions) Offering Only Islamic Financial Services. [online] Islamic Financial Services Board
(IFSB). Available at: <https://www.ifsb.org/published.php> [Accessed 13 May 2020].

IFSB, 2009. Guiding Principles on Shariah Governance Systems for Institutions Offering Islamic
Financial Services. [online] Islamic Financial Services Board (IFSB). Available at:
<https://www.ifsb.org/published.php> [Accessed 14 May 2020].

IFSB, 2022. The IFSB Issues the Exposure Draft of the IFSB—AAOQIFI Revised Shari‘ah Governance
Framework for Institutions Offering Islamic Financial Services (ED-RSGF) for Public
Consultation. [online] Available at:
<https://www.ifsb.org/preess_full.php?id=602&submit=more#:~:text=The%20aim%200f%20
this%20joint,Islamic%20financial%20services%20(IIFS).> [Accessed 19 June 2022].

Ifsb.org.  2020. Islamic  Financial Services Board (IFSB). [online] Available at:
<https://www.ifsh.org/background.php> [Accessed 19 May 2020].

International Professional Practices Framework, 2019. Internal Auditors Don't Just Follow
Rules, We Have Standards. [online] Chartered Institute of Internal Auditors. Available at:
<https://webcache.googleusercontent.com/search?g=cache:KO3WSIyHLZYJ:https://www.iia.
org.uk/resources/ippf/%3FdownloadPdf%3Dtrue+&cd=1&hl=en&ct=cInk&gl=uk> [Accessed 6
August 2020].

Igbal, Z. (1997). Islamic Financial System. Finance and Development 34(2): 42-45.

Igbal, Z., & Mirakhor, A. (2007). An Introduction to Islamic Finance: Theory and Practice. John
Wiley & Sons.

Isa, F., Ariffin, N., & Abidin, N. (2020). Shariah Audit Practices in Malaysia: Moving Forward.
Journal of Islamic Finance, 9(2), 42 — 58.

Islam, M., & Abdullah, M. (2015). The Approach of Shariah Audit in the Qur'an: An Analytical
Study of Modern Scholars. Conference paper April 2015.

Islamic Financial Service Industry (2019). Stability Report. [online] Kuala Lumpur: Islamic
Financial Service Industry, p.7. Available at:

280



http://file:///C:/Users/SAEED/Downloads/Islamic%20Financial%20Services%20Industry%20St
ability%20Report%202019 En.pdf [Accessed 2 Feb. 2020].

Islamicmortgages.co.uk.  2007. Home  purchase  plans. [online]  Available  at:
<http://www.islamicmortgages.co.uk/fileadmin/template/islamic_mortgages/pdf files/FSA c
onsumer_Fact%20Sheet_01.pdf> [Accessed 2 June 2021].

Issawi, Charles. (1991). An Economic History of the Middle East and North Africa, Columbia:
Columbia University Press.

Jankowicz, A.D. (2000). Business Research Project. 3rd edition. Luton, UK: Business Press
Thomson Learning.

Jensen, M.C. (2001) ‘Value Maximization, Stakeholder Theory, and the Corporate Objective
Function’, Journal of Applied Corporate Finance, 14(3), pp. 8-21.

Jensen, M.C. and Meckling, W.H. (1976) ‘Theory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structure’, Journal of Financial Economics, 3(4), pp. 305-360.

Jick, T. D. (1979). Mixing qualitative and quantitative methods - triangulation in action.
Administrative Science Quarterly, 24(4), 602-611. doi:10.2307/2392366

Jones, T.M. (1995) ‘Instrumental Stakeholder Theory: A Synthesis of Ethics and Economics’,
Academy of Management Review, 20(2), pp. 404-437.

Jurgens, M., Berthon, P., Papania, L. and Shabbir, H. (2010). “Stakeholder theory practice in
Europe and North America: The key to success lies in a marketing approach.” Industrial
Marketing Management, 39 (5), pp.769 — 775.

Kamaruddin, M.I.H., Shafii, Z., Hanefah, M.M., Salleh, S., and Zakaria, N., 2024. Issues and
challenges in Shariah audit practices in Malaysian Shariah-based sectors. The Journal of
Muamalat and Islamic Finance Research. [online] Available at:
https://journals.usim.edu.my/index.php/jmifr/article/view/xyz [Accessed 5 December 2024].

Kantakji, M., Zada, N., Alaeddin, O., & Zainudin, Z. (2018). Are Current Sharia Governance
Systems Efficient? International Journal of Engineering and Technology, 7(4), 154-156.

Kasim, N., Nu NuHtay, S. and Salman, S., 2013. Comparative Analysis on AAOIFI, IFSB and BNM
Shari’ah Governance Guidelines. International Journal of Business and Social Science, 4(15).

Kasim, U., Mara, U., & Handoyo, S. (2013). Assessing the current practice of Auditing in Islamic
Financial Institutions in Malaysia and Indonesia. International Journal of Trade, Economics, and

Finance, 4(6), 414-418.

Katibi, Ghayda. (1994). Al Kharaj Menzu al Fateh al Islami Hatta Awaset al Qarn al Thaleth al
Hijri: al Mumarasaat wa al Nazariyyah, Beirut: Markaz Dirasaat al Wihda al Arabiyyah.

281



Kaur Grewal, B. (2014). Islamic Finance in the United Kingdom. [online] Islamic finance.
Available at: https://www.islamicfinance.com/2014/12/islamic-finance-in-the-united-
kingdom/ [Accessed 8 Jan. 2019].

Kechichian, J. A. (2018). The Gulf Cooperation Council: A Rising Power and Lessons for ASEAN.
Asia Policy, 13(4), 7-17.

Khaki, A. and Sangmi, M. (2011). Islamic Banking: Concept and Methodology. ResearchGate.
[online] Available at:
https://www.researchgate.net/publication/272236489 Islamic_Banking_Concept_and_Meth
odology [Accessed 8 Mar. 2020].

Khalid, A. and Sarea, A., 2018. The role of shariah supervisory board on internal Shariah audit
effectiveness: Evidence from Bahrain. Academy of Accounting and Financial Studies Journal,
22(5).

Khalid, A., Halim, H., & Sarea, A. (2019). Exploring undergraduate students’ awareness of
internal Sharia auditing in Malaysia. Humanities & Social Sciences Reviews, 7(1), 461-468.
https://doi.org/10.18510/hssr.2019.7152

Khalid, A., Haron, H. and Masron, T., 2017. Relationship between Internal Sharia Audit
Characteristics and Its Effectviness. Humanomics, 33 (2), 221 - 238.

Khalid, A., Haron, H. and Masron, T., 2018. Competency and Effectiveness of Internal Sharia
Audit in Islamic Financial Institutions. Journal of Islamic Accounting and Business Research,

9(2), pp.201 - 221.

king, N. and R Khan, A, 2012. Governance, Risk, And Compliance Handbook For Oracle
Applications. 1st ed. Birmingham: Packet Publishing.

Lam, J., 2017. Implementing Enterprise Risk Managment. 1st ed. Hoboken: Wiley, pp.158 - 162.

Laws &  Regulations  (2023) Central Bank of Bahrain. Available at:
https://www.cbb.gov.bh/laws-regulations/ (Accessed: April 8, 2023).

Levine, R. (2003). ‘The Corporate Governance of Banks: A Concise Discussion of Concept and
Lewis, M. and Algaoud, L. (2001). Islamic Banking. Edward Elgar, Cheltenham

London Stock Exchange. (2017). Accessing the global markets through London. [online]
Available at:
https://www.lseg.com/sites/default/files/content/documents/20170404%20Masala%20List.p
df [Accessed 26 December 2018].

Losiewicz-Dniestrzanska, E., 2015. Monitoring of compliance risk in the bank. Elsevier, pp.800
- 805.

282



Macy, J. R. and O’Hara, M. (2003). The Corporate Governance of Banks, FRBNY Economic policy
Review, April, pp. 91 - 107.

Makowicz, B., (2011). Compliance w przedsiebiorstwie (Compliance in the enterprise). Oficyna
a Wolters Kluwer business, Warsaw. MiFID - Markets in Financial Instruments Directive
(Directive 2004/39/EC).

Malik, A, Malik, M, & Shah, H 2011, 'An Analysis of Islamic Banking and Finance in West: From
Lagging to Leading', Asian Social Science, 7, 1, pp. 179-185, Academic Search Complete,
EBSCOhost, viewed 24 August 2012.

MALKAW!I, B., 2013. Shari'ah Board in the Governance Structure of Islamic Financial
Institutions. The American Journal of Comparative Law, 61(3), pp.539- 577.

Mautz, R.K. and Sharaf, H.A. (1961), “The philosophy of auditing: American accounting
association”, Monograph No. 6, American Accounting Association, Sarasota, FL.

McGregor and Murname, (2010). Paradigm, methodology and method: intellectual integrity in
consumer scholarship. International Journal of Consumer Studies. Volume 34.
https://doi.org/10.1111/j.1470-6431.2010.00883.x

Meshal, A., 2005. The supervision of Central Sharia Supervisory Board on Islamic financial
institutions. Islamic ~ Economics  and Finance  Pedia, [online]  Available  at:
<https://iefpedia.com/arab/wp-
content/uploads/2019/11/%D8%A7%D9%84%D8%B1%D9%82%D8%A7%D8%A8%DE%A9-
%D8%A7%D9%84%D8%B4%D8%B1%D8%BI%DI%EA%DE%A9-
%D9%84%D9%84%D9%85%D8%B5%D8%B1%D9%81 -
%D8%A7%D9%84%D9%85%D8%B1%D9%83%D8%B2%D9%8A-%D8%BI%D9%84%D9%89-
%D8%A7%D9%84%D9%85%D8%A4%D8%B3%D8%B3%D8%A7%D8%AA-
%D8%A7%D9%84%D9%85%D8%A7%D9%84%D9%8A%D8%A9-
%D8%A7%D9%84%D8%A5%D8%B3%D9%84%D8%A7%D9%85%D9%8A%DE%A9.pdf>
[Accessed 20 August 2020].

Miljkovi¢, M., Filipovi¢, S., & Tanaskovi¢, S.. (2013, January 1). Profitability of Serbian banking
sector during global economic crisis. https://scite.ai/reports/10.5937/industrija41-5096

Ministry of Justice and Legal Affairs (no date) Basic statute of the state-Ministry of Legal Affairs-
sultanate of Oman. Available at: https://mjla.gov.om/eng/basicstatute.aspx (Accessed: May 2,
2023).

Mohamad Puad, N., Irwani abdullah, n. and Shafii, Z., 2020. The Shariah Audit Framework from
Practitioners’ Perspective: A Mirage or Fact?. The Journal of Muamalat and Islamic Finance
Research, 17(2), pp.1-16.

Mohamad, M., Abdullah, M., Mohamad, M. and Zainal Abidin, U. (2013). The historical

development of modern Islamic banking: A study in South-east Asia countries. African Journal
of Business Management. [online] Available at:

283



https://pdfs.semanticscholar.org/922a/8919858b173fa4eef98e989f89289e575a18.pdf
[Accessed 28 Dec. 2019].

Mohammed, S., PhD., & Alam, M. N., PhD. (2020). FINANCIAL PERSPECTIVES OF ISLAMIC
BANK'S IN OMAN. Financial Studies, 24(2), 49-63. Retrieved from
https://www.proquest.com/scholarly-journals/financial-perspectives-islamic-banks-
oman/docview/2434048148/se-2

Mordorintelligence. (2022). ISLAMIC FINANCE MARKET - GROWTH, TRENDS, COVID-19
IMPACT, AND FORECASTS (2022 - 2027). [online] Available at:
https://www.mordorintelligence.com/industry-reports/global-islamic-finance-market
[Accessed 4 Dec. 2022].

Morrison, S. (2015). Oman’s Islamic Banking Regulatory Framework: The Corporate
Governance of Shari‘a Compliance in a New Jurisdiction. Arab Law Quarterly, 29(2), 101-137.
http://www.jstor.org/stable/43294687

Naibaho, S. and Manik, Y. (2022). Supply Chain Analysis Of Incense In North Tapanuli Regency.

Nawal, K., Shahul Hameed, M. I., & Maliah, S. (2009). Shari’ah Auditing in Islamic Financial
Institutions: Exploring the Gap Between the "Desired" and the "Actual". Global Economy &
Finance Journal, 2(2), 127-137.

Nik Shahrizal, N. S. (2012). Auditing Islamic finance: How different? Retrieved from
http://www.ibbm.org.my/v2/wpcontent/uploads/2012/07/Day%201 4.Auditing%20Islami%?2
OFinance Nik%20Shahrizal 20120718.pdf

Nwaniji, T.Il. and Howell, K.E., 2007. A review of the two main competing models of corporate
governance: The shareholdership model versus the stakeholdership model. Corporate
Ownership & Control, 5(2), pp.9-23.

Omar, M., 2019. Issues and challenges of sharia compliance auditing in Islamic financial
institution. Advanced International Journal of Banking, Accounting and Finance, 1(1), pp.13-24.

Osei, E., 2014. Basic components of a corporate governance structure that supports a winning
corporate strategy and enterprise value enhancement. International Journal of Advancements
in Research & Technology, 3(8).

P. Ramakrishna, S., 2015. Enterprise Compliance Risk Management: An Essential Toolkit For
Banks & Financial Services. 1st ed. Singapore: Wiley.

Papadopoulou, G.(2022), "The Economic Development of Tourism in the United Arab
Emirates", Sindakis, S. and Aggarwal, S. (Ed.) Entrepreneurial Rise in the Middle East and North
Africa: The Influence of Quadruple Helix on Technological Innovation (Advanced Strategies in
Entrepreneurship, Education and Ecology), Emerald Publishing Limited, Bingley, pp. 111-
123. https://doi.org/10.1108/978-1-80071-517-220221008

284


http://www.ibbm.org.my/v2/wpcontent/uploads/2012/07/Day%201_4.Auditing%20Islami%20Finance_Nik%20Shahrizal_20120718.pdf
http://www.ibbm.org.my/v2/wpcontent/uploads/2012/07/Day%201_4.Auditing%20Islami%20Finance_Nik%20Shahrizal_20120718.pdf

Pepper, W.F. (1992). Foreign Capital Investment in Member States of the Gulf Cooperation
Council: Considerations, Issues and Concerns for Investors. Arab Law Quarterly, 7 (1), 33-63.

Pilcher, R., Gilchrist, D., Singh, H. and Singh, |., 2011. The Interface between Internal and
External Audit in the Australian Public Sector. Association of Australia and New Zealand
(AFAANZ), 23 (4), pp.330-340.

Planning and  Statistics Authority  (2019) Abstract  Statistical Annual 2019,
Annual_Statistical_Abstract_2019. Available at:
https://www.psa.gov.ga/en/statistics/Statistical%20Releases/General/StatisticalAbstract/201
9/Annual_Statistical_Abstract 2019.pdf (Accessed: April 15, 2023).

Puad, N., & Rafdi, N. (2015). Analysis of Sharia Audit Review Report: Malaysia, Pakistan and
Bahrain. Proceedings of the 2nd International Conference on Management and Muamalah
2015 (2ndICoMM), 16th — 17th November 2015, e-ISBN: 978-967-0850-25-2.

Qatar Financial Centre (no date) Welcome to Qatar Financial Centre, Home. Available at:
https://www.qfc.qa/en (Accessed: April 16, 2023).

Qatar Financial Markets Authority (no date) BRIEF ABOUT ESTABLISHMENT, Who we are.
Available at: https://www.gfma.org.qa/English/AboutUs/Pages/Whoweare.aspx (Accessed:
April 16, 2023).

QFC legislation | rulebook (2005) QFC legislation | rulebook, Internal Sharia review. Available
at: https://qgfcra-
en.thomsonreuters.com/sites/default/files/net_file_store/QFCRA_1935 VER9.pdf (Accessed:
April 17, 2023).

Rahman, A. Z. (2010). Contracts and the products of Islamic banking. CERT Publications.

Rahman, N., Mastuki, N., & Kasim, N. (2018). Risk Based Internal Shariah Audit Practices in the
Islamic Bank. Academic research publishing group, issue 5, 954 — 961.

Rathnayake, R. (2016). HISTORY AND EVOLUTION OF ENGLAND BANKING SYSTEM. [online]
Available at:
http://repository.kin.ac.lk/bitstream/handle/123456789/16739/1%200f%20Economics.91-
103.pdf?sequence=1&isAllowed=y [Accessed 25 Dec. 2019].

Recitations, Q., Girls, B., Inheritance, F., (Usury), R., Riba, O. and 350158, U. (2019). Using
money other person earned from interest - Islamweb - Fatwas. [online] Islamweb.net. Available
at:  https://www.islamweb.net/en/fatwa/350158/using-money-other-person-earned-from-
interest [Accessed 22 Dec. 2019].

REFINITIV (2022) ICD — REFINITIV ISLAMIC FINANCE DEVELOPMENT REPORT 2022. publication.

REFINITIV. Available at: https://icd-ps.org/uploads/files/ICD%20Refinitiv%20ifdi-report-
20221669878247 _1582.pdf (Accessed: 15 May 2023).

285



Reiter, S. Stewart, G. and Bruce, C. (2011). A Strategy for Delayed Research Method Selection:
Deciding Between Grounded Theory and Phenomenology, The Electronic Journal of Busines
Research Methods, Volume 9 Issue 1, (2011), (pp 35 - 46).

Research and Markets, 2021. Islamic Finance Market - Growth, Trends, Covid-19 Impact, and
Forecasts (2021 - 2026). [online] Research and Markets. Available at:
<https://www.researchandmarkets.com/reports/4758280/islamic-finance-market-growth-
trends-covid-
19?utm_source=BW&utm_medium=PressRelease&utm_code=b9r2fx&utm_campaign=1611
903+-+Islamic+Finance+Market+Outlook+2021+-
+2026%3a+Global+Assets+Increase+by+Double+Digits+Year+on+Year&utm_exec=elco286prd
> [Accessed 8 May 2022].

Reuters, 2013. Britain Aims To Be First Western Country To Issue Sovereign Islamic Bond.
[online] U.K. Available at: <https://uk.reuters.com/article/uk-britain-finance-islamic/britain-
aims-to-be-first-western-country-to-issue-sovereign-islamic-bond-idUKBRE99S00120131029>
[Accessed 12 June 2020].

Rizaldi, A., 2015. Control Environment Analysis at Government Internal Control System:
Indonesia Case. ScienceDirect, 211, pp.844 — 850.

Robson, C. (2002). Real-World Research, 2nd edition. Blackwell Publishing: USA.

Ross, T. (2008). Financial Services Regulation in the Middle East. Oxford: Oxford University
Press

Roszaini, H. (2010). Auditing Islamic financial institutions. Available at http://www.gfi nance.
com/contentFiles/QF02/glusOfcl/1p/0/auditing-islamic-fi nancial-institutions.pdf

Rouf, M.A,, 2011. “The relationship between corporate governance and value of the firm in
developing countries: Evidence from Bangladesh”, The International Journal of Applied
Economics and Finance, 5(3), pp. 237-244.

Rowley, V. (2014). The Rise of Islamic Finance in the United Kingdom. UK LAW STUDENT
REVIEW, VOL. 2 ISSUE 2(2014).

Sani, S. and Abubakar, M., 2020. A proposed framework for implementing risk-based Sharia
audit. Journal of financial reporting and accounting, 19(3), p.349.

Saudi Arabian Monetary Authority (1966) Banking Control Law, Banking rules and regulations.
Saudi  Arabian Monetary Authority. Available at: https://www.sama.gov.sa/en-
US/Laws/BankingRules/%D9%86%D8%B8%D8%A7%D9%85%20%D9%85%D8%B1%D8%A7%D
9%82%D8%A8%D8%A9%20%D8%A7%D9%84%D8%A8%D9%86%D9%88%D9%83.pdf
(Accessed: April 14, 2023).

Saudi Arabian Monetary Authority (2020) Shariah Governance Framework for Local Banks
Operating in  Saudi Arabia, Banking rules and regulations. Available at:
https://www.sama.gov.sa/en-

286



US/Laws/BankingRules/Shariah%20Governance%20Framework%20for%20Local%20Banks%2
0O0perating%20in%20Saudi%20Arabia.pdf (Accessed: April 14, 2023).

Saunders, M.; Lewis, P. & Thornhill, A. (2009). Research Methods for Business Students. 5th
Edition. Essex: Pearson Publication.

Schandl, A. and L. Foster, P., 2019. COSO INTERNAL CONTROL — INTEGRATED FRAMEWORK.
[online] Crowe. Available at: <https://www.coso.org/Documents/COSO-CROWE-COSO-
Internal-Control-Integrated-Framework.pdf> [Accessed 19 April 2020].

Sekaran, U. & Bougie, R. (2009). Research Method for Business: A Skill Building Approach. 5th
Edition. West Sussex: John Wiley & Sons Ltd.

Sfeir, G.N. (1988). The Saudi Approach to Law Reform. The American Journal of Comparative
Law, 36 (4), 729-759.

Shafii, Z., Salleh, S., & Shahwan, S. (2010). Management of Shariah Non-Compliance Audit Risk
in the Islamic Financial Institutions via the Development of Shariah Compliance Audit
Framework and Shariah Audit Programme. Kyoto Bulletin of Islamic Area Studies, pp 3 — 16.

Shafii, Z., Salleh, S., Zakaria, N., Hanefah, M., Ali, N., Yunanda, R. (2014). Shariah Audit
Certification Contents. International Journal of Economics and Finance, 6(5), 210 - 219.

Shah bt shahar, W., Mohd puad, N., Jamlus rafdi, N. and Ahmad sanusi, S. (2017). The Historical
Development of Islamic Banking. Proceeding of the 4th International Conference on
Management and Muamalah 2017, [online] p.4. Available at:
http://conference.kuis.edu.my/icomm/4th/eproceedings/IC%20045.pdf [Accessed 28 Dec.
2019].

Shahar, W., Hassin, W., & Zan, U. (2018). Shariah Audit for Islamic Financial Institutions (IFIs):
Issues and Challenges. Reports on Economics and Finance, 4(5), 151 — 158.

Shleifer, A. and Vishny, R.W. (1997) ‘A Survey of Corporate Governance’, The Journal of
Finance, 52(2), pp. 737-783.

Sheikh Obid, S. and Naysary, B., 2014. Toward a comprehensive theoretical framework for
Shariah governance in Islamic financial institutions. Journal of Financial Services Marketing,

19(4).

Sheila Ainon, Y. (2013). Prospects of a Shari’ah audit framework for Islamic financial institutions
in Malaysia. Islamic and Civilisation Renewal, 4(1), 80-102.

Shetu, S., & Karim, M. (2020). Sharia audit in Islamic financial institution: a literature review.
BUFT Journal of Business & Economics (BJBE), volume 1, 45 — 66.

Siddigi, M. (2004). RIBA, Bank Interest and the Rational of Its Prohibition. 2nd ed. Jeddah —
Saudi Arabia: Islamic Development Bank — Islamic Research and Training Institute, p.41.

287



Silverman, D. (2001). Interpreting Qualitative Data, Methods for Analysing Talk, Text and
Interaction. London: Sage Publication.

Smith, Kristin. (2006). From Petrodollars to Islamic Dollars: The Strategic Construction of
Islamic Banking in the Arab Gulf, Cambridge, Massachusetts: Harvard University.

Stebbins R (2001) Exploratory Research in the Social Sciences. Sage, New York

Sunnah.com. 2020. Book Of Business Transactions - Muwatta Malik - Sunnah.Com - Sayings
And Teachings Of Prophet Muhammad (e 5 4ade Ul Lo). [online] Available at:
<https://sunnah.com/malik/31> [Accessed 26 August 2020].

Syed Alwi, M. S. (2009). A Mini Guide to Shari’ah Audit for Islamic Financial Institutions-A
Primer. Kuala Lumpur: CERT Publications.

The British Museum, T. (2019). An introduction to English banking history. [online] Available
at:
https://research.britishmuseum.org/research/publications/online_research catalogues/pape
r_money/paper_money_of england__wales/english_banking_history.aspx [Accessed 25 Dec.
2019].

The United Arab Emirates' Government portal (2023) About the UAE, About the UAE - the
official portal of the UAE Government. Available at: https://u.ae/en/about-the-uae/ (Accessed:
April 8, 2023).

Ullah, H., Khanam, R. and Tasnim, T., 2018. Comparative compliance status of AAOIFI and IFSB
standards: An empirical evidence from Islami Bank Bangladesh Limited. Journal of Islamic
Accounting and Business Research, 9(4).

Usdeldi, U., Nasir, M. R., & Ahsan, M.. (2021, July 5). Meta Synthesis of GCG, SSB, and CSR on
Islamic Banking Performance. https://scite.ai/reports/10.21043/igtishadia.v14i1.10175

Usman, M. |.. (2022, June 20). Sharia Financial Institutions Compliance Towards Islamic
Principles in Performing Intermediation Functions. Al-Igtishad Journal of Islamic Economics,
14(1). https://doi.org/10.15408/aiq.v14i1.25632

U.S. Securities and Exchange Commission (2022) SEC Charges Robo-Adviser with Misleading
Clients, SEC Emblem. Available at: https://www.sec.gov/news/press-release/2022-24
(Accessed: 03 June 2024).

Vogel, Frank E., and Samuel L. Hayes. 1998. Islamic Law and Finance: Religion, Risk and Return.
The Hague, Netherlands: Kluwer Law International.

Wallace, W. A., & Kreutzfeldt, R. W. (1991). Distinctive characteristics of entities with an

internal audit department and the association of the quality of such departments with
errors. Contemporary Accounting Research, 7, 485-512.

288


https://doi.org/10.15408/aiq.v14i1.25632

Weatherford, D. and P. Ruppert, M., 2016. Auditing and Monitoring: A Closer Look at the
Second of the Three Lines of Defense. Journal of Health Care Compliance.

Wells, R., 2004. Global Credit Management — An Executive Summary. West Sussex: John Wiley,
p.29.

World Bank  (2022) Qatar, World Bank  Open Data.  Available  at:
https://data.worldbank.org/country/QA (Accessed: April 15, 2023).

Yaacob, H, (2012), “ISSUES AND CHALLENGES OF Sharia audit in Islamic financial institutions:
contemporary view”, paper presented at proceedings of 3rd international conference on
business and economics research.

Yaacob, H., & Donglah, N. K. (2012). Shari’ah audit in Islamic financial institutions: The
postgraduates’ perspective. International Journal of Economics and Finance, 4(12).

Yasoa, M. R., Muhamad, S. F., Abdullah, T., Yusoff, M. N. H., Said, N. M., Zainuddin, S. A., &
Nasir, N. A. M. (2021). External Shariah Audit Services from Practitioners’ Views: The Case of
Malaysian Islamic Banks. GATR Journal of Finance and Banking Review, 6(3), 144-153.
https://doi.org/10.35609/jfbr.2021.6.3(4)

Yazkhiruni, Y., & Nurmazilah, M. (2012). The role of internal auditing in ensuring governance in
Islamic Financial Institutions (IFl). In Proceedings 3rd International Conference on Business and
Economic Research (3rd ICBER 2012), Bandung, Indonesia.

Yin. R. K, (1994) Case Study Research: Design and Methods, 2d. Edition, Sage Publication.
Zawya, 2016. Reputed Shariah Scholar resigns from South African financial services firm.
[online] Available at: <https://www.zawya.com/en/press-release/reputed-shariah-scholar-
resigns-from-south-african-financial-services-firm-xk9h0az2> [Accessed 29 April 2022].
Zurina, S., Supiah, S., & Syahidawati, S. (2010). Management of Shari’ah non-compliance audit

risk in the Islamic financial institutions via the development of Shari’ah compliance Audit
framework and Shari’ah audit programme. Kyoto Bulletin of Islamic Area Studies, 3(2), 3-16.

289



APPENDICES

APPENDIX A: LETTER SENT TO PARTICIPANTS IN THE INTERVIEW

Subject: Request for PhD Interview

Dear xxx,

Asalaam Alikum,

| hope you are well. My name is Muhammad Saeed Fadloun, and | am currently pursuing my
PhD in Business management at the University of Salford. | am writing to request an

opportunity to conduct an interview with you as part of my research.

Your extensive expertise and knowledge in the field of Sharia audit is highly relevant to my PhD
research. Specifically, my research is focused on internal Sharia audit in the context of Islamic
banking. Given your experience in the Islamic banking industry, | am confident that your
insights and perspectives would be invaluable in informing my research and contributing to its

overall success.

| would be honoured to have the opportunity to ask you few questions about the internal
Sharia audit and to benefit from your expertise. The interview will not take more than one hour
and can be conducted via video call at your convenience. | am flexible with the time and date

and can adjust my schedule to accommodate your availability.

If you are willing to participate in the interview, | will send you a list of interview questions that
| have prepared beforehand. Additionally, | will also share my ethical approval letter from the

University of Salford to ensure transparency about the research process.

| understand that your time is valuable, and | assure you that the information gathered from
the interview will be used solely for academic purposes. | am also happy to provide a copy of

my research proposal and any other relevant information that you may require.

Thank you for considering my request. | look forward to hearing from you soon.

Best regards,

Muhammad Saeed fadloun
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APPENDIX B: SEMI-STRUCTURED INTERVIEW QUESTIONS

1- Current Internal Sharia Audit Practices

Question 1: What Internal Sharia Audit means at your Islamic bank?
Question 2: What are the challenges you might be facing in relation to Internal Sharia Audit?

Question 3: Does your bank comply with the internal audit standard issued by the Accounting
and Auditing Organisation for Islamic Financial Institutions (AAOIFI)? If yes/no, to what extent

does implementing this standard improve your work?

2- Regulatory Framework

Question 4: Is the Internal Sharia Audit subject to any regulatory requirements? If yes, what

will happen when an Islamic bank breaches these requirements?

Question 5: How do you stay updated with changes in regulatory requirements pertaining to
Internal Sharia Audit? What mechanisms or processes do you have in place to ensure

compliance with evolving regulations?

3- The Role of the Internal Sharia Audit Department

Question 6: What are the main roles and responsibilities of the Internal Sharia Audit

department in your bank?

4- Mechanism of the Internal Sharia Audit

4.1. Competence
Question 7: Is the bank's Internal Sharia Audit staff trained on a regular basis? And is there any

assessment or evaluation of the head of internal Sharia audit?

Question 8: What are the most important fit and proper criteria for the Head of the Internal

Sharia Audit department?

4.2. Independence
Question 9: Who is responsible for setting up and dismissing the Internal Sharia Audit

department?

Question 10: Who is responsible for the ongoing/day-to-day monitoring of the Islamic bank’s

overall activities and Sharia compliance environment?
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4.3. Confidentiality
Question 11: Does the Internal Sharia Audit department have full and unrestricted access

to all documents and records?

Question 12: What steps are taken to ensure the confidentiality of audit findings and
sensitive information? How do you handle and safeguard the confidentiality of audit

reports and related documents?

5- General Assessment of the Internal Sharia Audit Department

Question 13: Do you comply with any other audit or ethical standards? If so, what are the

standards, and how do these standards improve your work?

Question 14: Is there any internal quality assurance or assessment conducted on your Internal

Sharia Audit? If so, how do you conduct/assess such in-house quality checks?

6- Sharia Audit Approach and operational procedure

Question 15: Could you explain the current Internal Sharia Audit approach?

Question 16: Are there any documents you file for the Internal Sharia Audit (audit manual/an

audit charter/audit plan)?

Question 17: Considering the rise of financial technology, does your department plan on or
have already started encouraging modern technical software for the Sharia audit? If so, what

is the software, and how could technology improve the Internal Sharia Audit work?

Question 18: In your opinion, what potential benefits do you see in adopting an integrated
approach to the Internal Sharia Audit for Islamic banks? How might such an approach

contribute to the efficiency, effectiveness, and credibility of the audit function?
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APPENDIX C: SEMI-STRUCTURED INTERVIEW QUESTIONS WITH AAOIFI

1- Benefits and Importance of the Internal Sharia Audit Standard

Question 1: What are the primary benefits and advantages of adopting AAOIFI's internal Sharia
audit standard for Islamic banks? Why do you think that some practitioners have reservations

about the standard's ability to meet their expectations?
2- Understanding the Regulatory Landscape

Question 2: From your perspective, why do you think most regulations in the GCC do not
mandate compliance with the internal Sharia audit standard issued by AAOIFI? And what
potential risks or challenges may arise due to the absence of mandatory compliance with this

standard?
3- Encouraging Adoption and Compliance

Question 3: What strategies or initiatives can be undertaken to encourage Islamic banks to

voluntarily adopt and comply with the internal Sharia audit standard?
4- Addressing Concerns and Obstacles

Question 4: What are some common concerns or objections from Islamic banks regarding

implementing the internal Sharia audit standard issued by AAOIFI?
5- Future Outlook and Potential Developments

Question 5: What steps can be taken to further promote harmonisation and standardisation of

internal Sharia audit practices?
6- Integrated Audit Approach

Question 6: In your opinion, what potential benefits do you see in adopting an integrated
approach to internal Sharia audit for Islamic banks? How might such an approach contribute

to the credibility of the internal Sharia audit?
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APPENDIX D: SEMI-STRUCTURED INTERVIEW QUESTIONS IN Arabic
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