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Abstract

Auditing 1n an Islamic framework would have wider scope than traditional
auditing. [n contemporary practice, the auditor is directly hable only to his
clicnts, i.e. owners of the business being audited. He is not guided by religi-
ous principles; the quality of the managerial decisions, wo, are not his con-
cern. [n the Light of 1slamic teachings and practice in garly Islamic society.
the auditor should be liable also to financiers, should assess management
practices, and report on its compliance with Sharf'ah, (e.g. [wifillment of
contracts, honesty, avoidance of monopoly and extravagance). Hence, au-
ditors must have good knowledge of Islamic law.

An Islamic Andit Foundalion is proposed 1o evolve standards . train per-
semnel and conduct auditing

Introduction

The main ohjective of this paper** is 10 develop 4 general approach towards auditing
in the Islamic framework. Our broad eonclusion is that the traditional auditing
theory and practice is ingrained in the Western secutar capitalist framework. The Is-
lamic approach, no doubt, would assimilate some of the prevalent techniques of au-
diting in Islam’s worldview. But basically it should suit the institutional and socio-
cconomie infrastructure of the Islamic society., We have argued that the prevalent
practices in auditing have evolved over centuries to serve the needs of the capitalist
economy. Since the Islamic economic system 1s fundamentally different from the
capitalist system it would be improper 1o adopt capitalist practices and institutions as
they are. In the Islamic economic system they would undergo a basic metamorphosis.

Another of onr main conclusions 1s that the scope of auditing iu Islamic framework
is much larger as comparcd to the scope of traditional auditing. From the traditional
eoncept of attest and authority it would expand to report ou various social and
economic aspects of business organization. This is derived from the basic values of Is-
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lamic society such as armr bil ma‘rif wa nahy 'anil munkar, (enjoining the propcr and
forhidding the improper}, ‘ad! (justice)} and ihsan. The expanded role of auditor is
alse a logical neeessity of institutional sct up that would emerge from financing bus-
iness on ribd-free basis and organizing business firms on the hasis of shirkak and
mudarabah. As a corollary the requirements of knowledge for the Muslim auditor
would also increase. Similarly, the actual teehniques to earry out audit would un-
dergo a major change. This is not to deny the faet that the prevalent auditing theory
and praetice would have to be understood, analysed and segregated for the shari‘ah-
compatible clemeuts hefore any meaningful ¢ffort is made to develop aunditing in
[slain.

The scheme of the paper is as follows:

In the first part we shall examive the evolution and approach of prevalent auditing
and point out some of its inadequacics from the Islamic point of view. In the second
part, we shall statc the role of auditing in the Islamic framework. In the last part we
shall discuss the need for setting up an Islamic Auditing Foundation.

I

Contemporary Auditing and
Islamic Framework

The contemporary theory and praetice of auditing evolved with the growth of
capitalism in thc West. As soon as we cross over to the age of industrial revolution
from medieval ages, we witness the beginning of capitalist mode of production, The
system of trade and craft guilds gave way to the establishment of small industrial units
which employed newly discovered technology. With the pace of industrial revolu-
tion, the business euterprise also experieneed a morphological change. Application
of technologieal innovations and economies of seale aceruing from mass production
nccessitated accumulation of large amounts of capital, whieh were difficult to ar-
range even by the wealthiest of the individuals. As a result, joint-stock companies
came into being whieh employed capital of a large number of shareholders, besides
borrowing capital which often excecded the shareholders’ capital. In the beginning
joint-stoek companies cxperienced failures, some of them quite disastrous, whieh
slowed down the pace of growth of these eompanies. But gradually the theory of [i-
mited liability emnerged and was reeognized by the law. This spared the shareholders
their personal belongings, lands, houses and rainy day savings, in case a joint-stock
eompany failed. Such a company was stated to be *incorporated’ with a imited labil-
ity. This led to another pheuomenon: separation of managemeut and control, Those
who provided finance remained away from day-to-day operations of the business and
a class of professional managers arose. The managers practically decided policies and
carried our the business,

Side by side, the modern concepts of auditiug gained ground. There was an in-
ereasing necessity for an independent and impartial agency which could report to the
owuers of the business enterprise about correctness and truthfulness of its accounts.
Thus, the role of modern auditor evolved along with the growth of the corporate sec-
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tor. His duties and liabilities came to be clearly delineated. The case law of different
countries added significantly 10 the definition of audilor’s role in a modern capitalist
cconomy. In the heginning there had been certain amhiguities and grey areas but
gradually a consensus or a near-censensus has now emcrged on the liability of the au-
ditor.

From the ahove. it is chvious that the contemporary theory and praciice of audit-
ing is a logieal requirement of the capitalist inode of production and its manifestation
in the form of joint-stock company. This is not to suggest that the concept of auditing
did not exist before the evolution of joini-stock company. Auditing was known in
medicval ages and therc is evidence of auditing of accounts iu the 13th century. But
the concept of auditing has undergong a substantial change since then. Auditing, in
the beginning, was listening to the accounts hy the owner and subsequently, by an
agent of the owner employed as auditor. The auditor would examine the accuracy of
the accounts and rcporn against any {raud and cmbezzlements. In the American
stream of evolution, howcever, the auditor’s role took another route, Auditor’s re-
ports were relied on by the finance houses for evaluating credit-worthiness of the
horrowers. [t was cxpected of the auditor that he should give an independent opinion
on the financial position of the business. Gradually, it has influenced the thinking
about auditor’s role almost all over the world, Al present, the main ohjective of au-
diting is to report on the “truth and fairness of the financial position shown by the ha-
lance sheet. of the profit or loss shawn by the profit and loss account and of any other
information required 10 be disclosed in the financial accounts (Cooper, p. 2)”. The
auditor also reports whether “proper accounting records have been kept by the com-
pany and as to whether the accounts are in agreement with those records (Cooper, p.
2.

Morcover. the extent of auditors’ examination is governed by any instructions
which he receives from his client. Soine of his secondary objectives are: (4) report on
malcrial irregularities resulting inlo errors, defalcations and frauds, (b) assistance in
the establishment and maintecnance of internal controls. (¢) constructive advice on
such maners as duplication of work, adequucy of staff, exeessive paper work,
mechanization ele. An anditor in the contemporary Western framewaork is appointed
by the sharcholders. His primary responsibility is towards them, although he is also
liable to third parties 10 a certain extent {Cooper. p. 7). The exact extent of an au-
ditor’s liability to third partics is yet to cvolve but it is generally held that the auditor
is liable to those persons who. acling on his cenification of accounts, took a decision
and then suffcred aloss or damage because the certificate of the auditor was ineorrect
or he misrepresenied the information disclosed by him {Cooper, p. 488).

From the above disenssion, certain general points can be inferred:

First, the auditor is directly liable to his clicnts, which are owners of an organiza-
tion. He has ne liability towards creditors or financiers of the busincss (except in the
limited sense discussed ahove). It is not his Lability to sce whether the moncy ex-
tended by the lenders is safe and protected - or that other people’s money has been
utilized prudently.
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Second. the anditor has no social obligations imposcd by the norms of society. An
organization may enter into such areas of business which may harm the collective in-
terests of the society or lead to depletion of non-rencwable resources, or add to
ecological poilution or generatc socio-cconomic externalities. The auditor has no re-
sponsibility to comment on these policics.

Third, the auditor reports on coinpliance with the secular laws of the land. He is
not guided by any religious law. Nor has he to report on compliance with any re-
vealed religious code, so that he has not to comment on the ethical aspects of policies
and practices of an organization.

Fourth, the auditor is not rcsponsible to report on the prudence and propriety of
policies of an organization,' The organization may handlc its affairs in any manner it
chooses and its decistons may lead to unwise and improper actions but the auditor is
not required to commenlt on them,

It is obvious from the above discussion that the role of auditor in the traditional
capitalist framework is restricted to certification of accounts and expression of opin-
ion on the financial position of a business organization. The business firms operate in
the socio-¢conomic set up and their practices and policies make an impact on various
scgments of the society. The auditor is au agent who has direct access 1o records of an
organization and by virtuc of his independence has the ability to comment on socio-
economic impact of management practices. But in the capitalist society the auditor’s
role dees wot extend to the cxamination of management practices and their impact on
the society. The business firms arc uot eonsidered accountable for ethical, social or
economic conscquences of their practices. As a result, there is hardly any outside re-
straint on the activities of business organizations. Therc is no agency in capitalism
which may regulate the behaviour of business organizations according to the broader
ethical and socio-cconomic goals of the socicty. We thiuk in the Islamic economy this
important rolc has to be played by tbe auditor. Itnay be argued that in the Islamic
economy, lhe rnubitasib has traditioually regulated the business organizations.
Therefore, in the contemporary context the department of kisbah may be organized
to carry oul the above role. We think that this would not be a proper approach in the
present circumstances. The business organizations have grown in complexity and
their activities cxtend to a vast ared. Because of complexity of their operations the
muhtasib may not be able to play an effective role while the auditor who has an access
to records and documents of the business can be expected to discharge this responsi-
bility effectively. It may be added that a number of functions performed by the
muchitasih in the past arc being performed these days by other regular government de-
partments and agencies (Khan, pp. 147-148). It would. thercfore, not be improper if
some of his functions arc assumed by the auditor. No doubt, this would expand the
traditional role of the auditor but it would be in conformity with the Islamic world-
view. The need for expansion in the role of auditor has also been realized by the
capitalist world. Consequently, various brands of "value for moncy” auditing arc
being evolved in different eountries. The expansion in the scope of audit under
capitalism 1s to rcalize the brouder goals of that system. A similar expansion in this
scope in the Islamic perspeetive 1s not only natural but also imperative.
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Role of Auditor in an
Islamic Framewark

1n the Islamic {framework the auditor's role will be defined by the following general
principles:

1.  Auditor’s Liability Towards Qutside Financiers

The auditor’s liability to outside financiers in the Islamic framework is enhanced
by specific institutional sctup of the economy. In the Islamic economy interest-bear-
ing finance is not available 1o the business. All finance is risk capital in the form of
equity capital or rmuddrabah capital for differcnt maturitics.? The outside financiers
who provide capital on mudarabah on the basis of profit-loss sharing will need an ex-
tended assurance from an indepeudent agency that the profit (or loss) declared by
the management is true and correct. In the absence of such an assurance, the outside
finance shall be cxtremely shy. It would simply make thc operation of interest-free
financing impossible. lu these circumstances who could be looked up for reliance
other than the auditor? In the capitalist framework the interest of outside financier is
protected by pre-determined jutercst charges. The auditor makes sure that the final
figure of profit (or loss) is arrived at after providing for interest on all loans and finan-
cial obligations. In the absence of interest, the detcrmination of true profit (or loss)
beeomes crucial for the outside financiers as well. It is to thcm that the auditor will
owe a responsibility.

Dctermination of profit or loss is a subjective and value-laden area in a business or-
ganization. The ultimate figurc of profil depends on a number of decisions such as
ratcs of depreciation on differcnt assets, valuation policies of stocks, amortization of
intangible assets, charging of deferred payments to current opcrational income, ap-
portionment of profits into reserves and dividends, etc. In the capitalist framework
these questions are decided by the management and the auditor reports compliance
on them. But in the Islamic framework standards may have to he devised for the de-
tcrmination of profit or loss for different categories of trade and industry. Duc eare
would be taken to arrive at a judicious and consistent figure of profit (or loss) so that
interests of outside financier are also protected. In the absence of fixcd pre-deter-
mincd rate of intercst, the financiers may be left at the mercy of the management to
declarc a profit {or loss) in the manner they like. The prevalent standards of morality
and integrity in Muslim countries suggest that the auditor would bave to operate in an
extended field to verify an accurate aud just figurc of profit (or loss), which may not
be a strict compliance of the management’s policies. It would bc an outsider’s view -
a third party opinion on the operations of the business organization. If the Islamic
framcwork does not provide for such a rolc of the auditor, it would not fetch neces-
sary confidence and support of the masses.
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2. Assessment of Management Practices

As stated above the business firms would acquire outside finance on the basis of
shirkah or muddrabah. The finaneiers would also require an assurance that the firms
acquiring these funds would manage them with due regard for eeonomy, efficieney
and effectiveness. In the absenee of such an assuranee the finaneiers may not be wil-
ling to provide capital tor fear of gross mismanagement. The funds provided on the
basis of shirkah and muddrabah do not have any pre-determined eost in the form of
interest. As a result the likelihood of misutilization of these resourees increases, Part
of assuranee whieh the financiers ean have of the proper management of these re-
sourees will eome through an independent examination of the business proeesses and
praetices. Sueh an independent examination will be made by the auditor. Itis, there-
fore, important that the auditor in the Islamie framework would extend his examina-
tion to the management of resourees as well. The audit criteria for sueh an examina-
tion would be derived from the generally aceepted management practiees. Of course,
in the Islamic cconomy these praetices would also undergo eertain changes in the
light of the shari‘ah law and values. As a eorollary, it isimplied that such an examina-
tion would require exposition of standards for business management in the Islamic
framework. These standards would be utilized by the auditor for his examination.

As stated earlier, traditionally it is not part of the statutory responsibility of the au-
ditor to examine and report on the managemenl of resources. Only recently, various
shades of ‘value for money’ auditing have emerged, which have expanded the seope
of auditing eonsiderably. The expansiou in the seope of auditing 1s taking place in the
eapitalist framework as well. In the Islamie eeonomy, the basie framework would un-
dergo a change although the concept of expansion in the seope may be similar to the
one being evolved in the capitalist framework. It may be added that the ‘value for
money’ auditing is being applied, mainly, to publie sector organizations where the
ownership of resources is impersonal as compared to business firms where the own-
ers exercise direet control on the management. But in the Islamie framework, the
outside finaneiers of business firms would not have direet control over management.
Therefore, they would require an independent examination of the management pro-
cesses and praetiees to satisfy themselves that their funds are not being squandered
away wilfully or handled negligently. Thus the auditor’s role in the Islamic economy
wouid expand to include assessment of resource-management even in the private
sector.

3. Compliance with the shari‘ah

Another added responsibility of the auditor in the Islamic framework would be to
report on complianee with the shari‘ah by the business firms. Compliance with the
shari‘ah implies observance of shari‘ah laws as well as such ethical standards which
can be derived in the Islamic framework and which are upheld socially. Thus, in the
present age, the auditor may be required to report on the extent to whieh a business
organization generated social externalities, added to environmental pollution, de-
pleted non-renewable resources or undertook illegal opcrations. Of course, this
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would require development of suitahle audit criteria. But since the business firms

cause far-reaching impacts on the society by their decisions, it will be imperative that

some independecnt opinion on their activities is formulated. In the capitalist
framework there is hardly any accountability of business firms on social or ethical
grounds. If business firms have to follow the discipline imposed by the shari'ah they
must be accountable for their activities in a broader framework.

The specific areas in which the anditor would report are enumerated below by way
of example. The list may have to be adjusted in the light of social consensus.

a) Bakhs. The auditor would be required to report on the extent of bakhs prac-
tised by the auditee. Bakhs literally means to decrease; to diminish; to re-
duce. But the Qur’an has nsed this term to indicate any veluntary effort to di-
minish or decrease the value of the product being seld. The Qur’an has ad-
monished the people of the prophel Shu‘aib for bakhs since they caused a
loss to the buyer by reducing the value of the merchandise (7:85). Bakhs
would, therefore, inelude adulterations in food, changes in specifications of
ingredient and raw-material or modification int the production formulae that
may result into deercase in the quality of the product.

h) Taifif. The auditor would investigate iuto the extent of ratfif exercised by
the auditee. Tayfifis a Qur’anic term which stands for causing damage to the
other party in weights and measures (83:1-2). It suggests takiug-in an excess
measure and giving-out a short measure. The auditor would report on the ex-
tent the organization adhered to the shari‘ah injunction of ‘awfal mikydl wal
mizdn (give a full measure and weight). He would check the accuracy of the
weights and measures and in case of packed material would testify, to as far
an extent as possible, that these packages weigh and measure the quantity
stated on them.

¢) ‘Ugud. The auditor would investigate into the exteut the husiness firm kept

10 its ‘uqiid (contracts). Keeping of coniracts has been emphasized in the

Qur'an at a number of places (5:1). The auditor would look into various eon-

tractual commitments of the auditees towards customers, suppliers, debtors,

creditors and the state. His report would point out areas of neglect and non-
fulfillment of obligations.

Thtikar. The auditor would check the extent of ihfikar (hoarding) practised

by an organization. Hoarding of foodstuffs has been prohibited by the

Prophet (peace be upon him), explicitly (Muslim, Kitab al Musaqat wa’l

Muzdra’a, number 157). By analogy to foodstuffs, hoarding of other articles

with the intention of causing scarcity and hidding up prices artificially may

also be treated as fhrikar. The auditor would express his opinion on the ex-

tent au organization practised intikar. .

e} Khiyanah. The auditor would point out areas of khiydnah in the affairs of
the organization. It does notinclude merely embezzlements of funds but also
falsification of accounts, bogus insurance claims, tax evasions, window dres-
siugs, and mis-statement of accounts.

d

R
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f) Israf. Auother area of auditor’s fuvestigation would be the extent of israf
{extravagance) which an organization practised. Isrdf has been condemued
by the Qur'an as an undesirable behaviour for individuals (e.g. 6:41). This
can be extended to cover the behaviour of firms as well. fyrafis a socially de-
terminate concept. The state and other institutions (such as chamber of com-
merce and industry) may lay down desirable scales of office furnishing, bus-
iness banquets and social functions. These would be guidclines for the au-
ditor to commeut on the propricty of cxpenditure by an organization.

g) Tandjush. The auditor would alse look into the extent of tandjush (bidding
up prices in auction by planting a fake hiddcer) that an organization practised.
Tandjfush has heen prohibited by the Prophct, {peace bc upon him) explicitly
{Muslim, Kifab al-Buyd, number 13).

In thesc days various forms of artificial hidding up of prices are in voguc.
Busincss firms get together to creatc conditions of monopoly and
monoposony. The general prohihition of randjush can be safely extended to
cover many such practices. The oligarchic collusion of business organizations
may lead to a number of socio-economic distortions, The auditor would in-
vestigate into the various iuter-firm agreements and would point out wherc
attempt of collusion led to socio-economic harm.

h) Specufation. While auditing the accounts of financial institutions, the au-
ditor would report on the extent of credit extended by these organizations for
speculative purposes. He would also examine and report on disguiscd riba.
He would try to unveil all such malpractices which the shari‘ah has hanned in
the bai' al sarf (exchange of money for money).

4. Reporting on Ihsan

Socio-economic values of the Islamic economy include ihsdn (Ahmad, Z. pp. 343-
55). Thsan, in turn, is a cluster of various values such as armdnah, (honesty), itflrdr (sac-
rifice) ta‘dwun (cooperation), sabr (paticnce), shukr (thanksgiving) fawakkul
(trust), infdq (spending), and silatur rahm (joining of kinship ties), ctc. Business or-
ganizations undertake philanthropic and socio-cultural activities even in capitalist
economies. In an Islamic cconomy, the adoption and promotion of iksan is one of the
requirements of the shari‘ah. Auditorsin the Islamic framework would rcport on the
extent an organizatiou adhered to these concepts and propagated them over and
above its principal operations.

5. Determination and Payment of Zakat

Payment of zakdt is an ohligation on those who own wealth beyoond the exemption
limit (nisab). The Prophet, (peace be upon him) said: “zakdt should be collected
from the rich and distributed among the poor ..." (Muslim, kitdbul Iman, number
29). Thus the ohligation of zakat on the rich is because of their wealth. On the basis of
this general rule it is agreed that busincss fitms are also subject to zakdr, although the
cxact mcthod of its calculation needs reconsideration (Zarqd, pp. 89-92). It will be
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one of the responsibilitics of the auditor in the Islamic economy to report that zakat
has been calculated correctly and paid into the public zakdf fund or spent properly on
one of the eight heads of account specified in the Qur'an (9:60). Thus the auditor
would watch the interest of the poor people in the saciety.

Knowledge Requirements for a Muslim Auditor

The auditor would have to play an extended role in the 1slamic economy. He
would be operating in the wider social orbit advising management on efficiency,
helping state in amr bil ma'rif wa nahy “anil munkar and protecting the interests of
third parties such as customers and suppliers, Such an expanded role can hardly be
playved by the extant mode and level of training of auditors. The auditors would re-
quire training in at least the following disciplines:

i) Accounting, business organization and finance.,

ii} Theory and practice of manugement.

iit) Islamic figh and usil al-figh, at least, those portions of figh dealing with bus-
iness and commerce.

iv) Auditing, theory and practice.

It nced nol be stressed that the present concepts and practices in accounting, audit-
ing, fiuance and management would undergo a change in the Islamic framework.
These disciplines would also be rewritten in the light of Islamic world-view. This re-
quircs sustained and innovative effort over an extended period of time. To the extent
we (lo not want Lo be trapped by the capitalist coneepts and institutions, we shall have
to tread on an arduous path.

11
Islamic Auditing Foundation

It would be obvious from the role of auditor described above that he would be at a
great disadvantage if the current practice of appointment and payment for the audit
services remains a responsibility of his clients. 1t would inpair the independence of
the auditors 10 a large extent. Therefore. it is proposed that an iudependent organi-
zation known as Islamic Auditing Foundation (TAF) be established with the follow-
ing functions and responsibilities:

i ) The [AF would lay down auditing standurds for the auditors in the Islamic
framework.

1) 1t would evolve peneral standards for economical. efficient and effective
business management.

ui) It would develop training courscs, training materials and audio-visual wids
for the auditors in accountiug. auditing and other allied disciplines.

iv) It would nominate and pay for auditors of business organizations registered
with it.

v ) It would receive donalions from business organizations whiclh would be in
licu of the audit fees they would have pard themselves to the auditors. The
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donations would be large enough to eover part of the administrative costs of
the IAF.

vi) Qualified auditors would be disallowed by a statute to aceept any appoint-
ment directly from any business organization registered with the IAF.

vii) All business organizations should be registercd with the TAF.

v
Concluding Remarks

The above diseussion implies that the role of auditor would expand eonsiderably in
the 1slamic framework. This is partly beeause of the speeific nature of business or-
ganization and partly becanse of the responsibility that the Muslim aunditor owes to
the socicty at large. We have tried to develop a general approach towards auditing. A
formal statement of objectives, scope and methods wonld reqnire eoncerted efforts
of the professional auditors and acconntants. Along with the change in the scope of
anditing major changes wonld also take place in accounting methods, exteut of dis-
closure and reporting patterns. Aceonnting standards in the Islamic framework
wonld have to be developed in due course of time. 1t may be added, however, that a
proper development of anditing in [slamic framework presumes generous borrowing
from other fields of knowledge. Even traditional auditing has always borrowed. The
process of interaction of different disciplines will only expand in this context.

Notes

This is a refereed and revised versionof the author’s paper ‘Auditing in Islamic Framework’ published
in the Hamdard Isiamicus (Karachi) Vol. VIII, Number 4, Winter 1985, The emergence of Islamic fi-
nancial institutions has made a review ol the auditor’s role specially relevant. [Edilors|.

I have made maximum use of the comments of two anonymous referces and those of the editor on an
earlier drafi of this paper. My thanks are due to all of them. Any shoricomings of the paper are, how-
ever, my sole responsibility,

It excludes (he governmenl auditor, who examines the regularily and propriety of expenditure as vell.
But the governmeul auditor too is guided by the standards of financial propriety cvolved in a capi. alist
framework.

{2) The prescnl wniler does not consider financiug on mark-up basis as Islamic because of its close affinity
with iutercst. Similarly, financial leasing, in the view of the present writer is not free from doubi. Dis-
cussion on these modes of [inancing is beyond the scope of this paper. However, see presenl writer's
paper “islamic Banking in Pakisian™ Mirhgj, Lahore (April '85) {Urda).
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