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The journal of King Abdulaziz University: Islamic Economics has the honor of being the
first professional journal in the field of Islamic economics. It started publishing in 1403H
(1983) under the title, “Journal of Research in Islamic Economics”. Over the years, it
published some of the classical and seminal articles written by the pioneers of the newly
emerging discipline of Islamic economics. The contributions published in the journal, the
scope of which included Islamic finance, led to generating great interest in the field. Due to
practical reasons, Islamic finance developed much faster than the “pure” Islamic economics,
especially in the 1980s, though, generally speaking, finance was part of economics. Some of
the most interesting debates on riba (bank interest); Islamic banking, and to a lesser extent
in zakah, awqgaf, etc., were published in the journal. In this way, the journal spearheaded the
development of the new industry. The journal started publishing under the present name,
“Journal of King Abdulaziz University: Islamic Economics”, in 1409H (1989) in
accordance with the standardization of journal titles at the University, and has since been
publishing regularly in both English and Arabic. In the year 1424H (2003), the Journal
started publishing twice a year, and since 1435H (2014), the Journal publishes three issues:
two in English and one in Arabic. In 2009, the journal won a listing in Scopus, one of the
most prestigious indexing services. The Journal also has been listed in the (EconLit)
indexing service of the American Economic Association since 1989. And it is listed in other
indexing services like RePEc, and Google Scholar. The journal is peer-reviewed with the
review procedure based on the double-blind principle.

The Islamic Economics Institute (IEI), has a long and rich history since it came on the scene
as an upgradation of the very first professional research institutions in the field of Islamic
economics, the “Islamic Economics Research Center,” (established in 1976) which provided a
solid infrastructure for professional research in Islamic economics including finance as part of
that discipline. IEI was a natural outgrowth of “the Center” by including teaching and other
academic activities within its scope of operations. The Institute is attempting to create an
environment where generations of scientists and experts would be prepared to serve various
fields of Islamic economics. To this noble end; in addition to harnessing all of its resources, it
cooperates with many academic institutions around the world. The most important are ‘formal’
cooperation agreements with the IE University in Spain and the University of Paris 1 Panthéon
Sorbonne with well-defined objectives and programs. Since long, the Institute and its forerunner
“the Center” has been helping and promoting joint activities with almost all major players in the
field.
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Abstract. Research strengthens a discipline, and it has an enormous impact, locally
and globally. Moreover, it provides solutions to human problems for the wellbeing
of all. The rapid growth of scientific research in Islamic economics and the in-
crease in the poverty rate among Muslim communities necessitated the urgent need
to assess the trends in its knowledge construction and make future research in line
with its aims to address current problems. On this reflection, bibliometric research
was conducted on four influential Islamic economics journals in the Scopus data-
base from 2010 to 2019. The study identified the productivity of the discipline and
examined the most frequently covered topics, most cited articles and most contrib-
uting authors, institutions and countries. The aims are to examine and evaluate the
trends in Islamic economics research, analyze the contents and topics in relation to
the primary objectives of the discipline, and recommend future research trends
based on current realities and objectives. The initial database search reveals 638
documents from the four journals, of which 612 are article have met the research
criteria. The results of the bibliometric analysis reveal that the research focuses
mainly on Islamic banking and finance as compared to Islamic social finance, with
corporate social reporting of Islamic financial institutions receiving the attention of
researchers, while social finance such as Zakah and Waqf, which has a direct im-
pact on the wellbeing of the poor, has been neglected. This could therefore be a gap
in research aimed at achieving the discipline's primary objective of ensuring wel-
fare and not at encouraging a new version of capitalist ideology that pays too much
attention to profit maximization ideology.

KeEYwoRDS: Islamic economics, Bibliometric analysis, Islamic banking and fi-

nance, Zakah,Wagqf, Wellbeing.
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1. Introduction

The development of human wellbeing has been large-
ly influenced by a wide range of socio-economic and
scientific research from different fields of study.
Sometimes this leads to the emergence of a new dis-
cipline or a different school of thought within a disci-
pline. For example, scholars strongly agree that the
inability of conventional economics to provide solu-
tions to a range of economic and social problems in
society has led to the emergence and acceptance of
the Islamic economic system and products even
among non-Muslims (lIslahi, 2015). This is due to the
way Islamic economics has conducted its research,
going beyond material values and rational individual-
ism, and relying on the integrated role of Islamic
moral values, market mechanisms, families, society
and "good government” to ensure the welfare of all
(Chapra, 1979). This comprehensive research, partic-
ularly in areas of Islamic finance, banking, Zakah and
wagf, continues to benefit individuals and private and
public organizations through communications in lo-
cal and international conferences, books and articles
published in recognized journals, indexed by data-
bases such as Scopus, Web of Science, and so forth.

Wellbeing means the state of being comfortable,
healthy and happy. From the Organisation for Eco-
nomic Cooperation and Development (OECD) per-
spective, the pillars of human wellbeing include ma-
terial living conditions, quality of life and the
sustainability of the socio-economic and eco-system
in which people live and work (Boarini, 2015). These
pillars are now threatened by the global increase in
poverty, particularly in Muslim countries, which ac-
count for 50% of the global poverty rate. (Arif,
2017). This rate has been further exacerbated by the
Covid-19 pandemic, which has resulted in the loss of
jobs and income (WorldBank, 2020).

What is worth questioning is the continued
growth of Islamic economics in terms of expanding
research publications and acceptability, with the dete-
rioration of welfare in most Muslim communities.
Has there been a problem with the direction of our
research? Can our objectives be achieved with only
an increase in articles published? In the classical eco-
nomic sense, wellbeing is attributed to economic
growth and the fact that individuals can satisfy their
personal preferences more (Lucas, 1988; Miller,

2018). According to this notion, productivity enhanc-
es human wellbeing. This notion was refined by neo-
classical economics, which linked wellbeing to tech-
nological progress, labour productivity and the stock
of knowledge (Romer, 1990; Solow, 1956). Accord-
ing to these theories, wellbeing is improved by pro-
moting the growth and use of knowledge. In another
approach to human wellbeing, Amartya sense has
provided an alternative understanding using his capa-
bility approach, which links wellbeing to what we
can and cannot do in our lives, such as engaging in
scientific pursuits (Sen, 1983) to end poverty, provid-
ing jobs, ensuring security of lives, and so forth.
Thus, wellbeing can be improved by developing the
ability of individuals or society to lead the kind of life
they value and have reason to value (Dalziel, Saun-
ders, & Saunders, 2018). Similarly, in Islamic eco-
nomic perspectives, wellbeing is not limited to eco-
nomic growth and knowledge development but to
effective use of knowledge and growth that increases
preferences and choices in accordance with Islamic
teachings, such as upholding justice and maintaining
the rights of the poor through Zakah, Wagqf, and so
forth.

Research provides communication measured by
citation analysis of influence in the scientific field.
Scopus is one of the leading citation indexes used for
ranking journals and measuring their influence on a
body of knowledge. It was launched in 2004 as a
competitor to the Thomson Reuters citation index
(Web of Science). Both indexes are very influential
in the research community. Publishing research in a
journal indexed by Scopus or Web of Science is an
important criterion for measuring the quality of re-
search. Comparatively, Scopus indexes more titles
and includes more records than the Web of Science,
and Scopus also indexes more social science titles
than the Web of Science. Both citation indexes allow
researchers to identify citations and generate auto-
matic  calculations for bibliometric indicators
(Haddow, 2018).

Bibliometric analysis is a statistical evaluation of
published articles to examine some aspects of com-
munication, such as authorship, publication, citation
and content. It provides the productivity of research
work and detailed analysis to understand the devel-
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opment trend of the discipline and the future direction
(Wang, Zhang, Fang, Tang, & Sun, 2020). Biblio-
metric analysis was invented by Alan Pritchard in
1969 with the main purpose of illuminating the
communication process and the nature and evolution
of a discipline through counting and analysis
(Haddow, 2018). This research pattern allows for the
identification of dominant and potential research top-
ics and the assessment of a discipline's progress to-
wards its goal of achieving human wellbeing.

Thus, given the exponential growth of problems
in Muslim communities, such as poverty and insecu-
rity that serve as a great threat to human wellbeing,
and the increasing number of research topics in Is-
lamic economics. The current research aims explicit-
ly to (1) assess the research trends in four most-cited
Islamic economics journals in the Scopus database
between 2010 and 2019, (2) analyze the content and
themes of the journals concerning human wellbeing
(3) recommend future research trends based on cur-
rent realities and the objectives of achieving human
wellbeing. The four journals are International Journal
of Islamic and Middle Eastern Finance and Manage-
ment; Journal of King Abdulaziz University - Islamic
Economics; ISRA International Journal of Islamic
Finance; and Journal of Islamic Economics, Banking
and Finance. The bibliometric research aimed to an-
swer the following research questions.

RQ1. What were the research trends of the four influ-
ential Islamic economics journals in the Scopus data-
bases from 2010 to 2019?

RQ2. How did the content and themes of the research
contribute to the objectives of "wellbeing for all"*?

RQ3. What are the main research themes and topics
worth considering in future studies of the scientific
discipline?

2. LITERATURE REVIEW
Researchers in different scientific fields have used
bibliometric or scientometric studies to identify the
scholarly communication pattern of a discipline
(Firmansyah & Faisal, 2020). These studies are evi-
dent in some recent publications in the field of busi-
ness and economics (Abramo & Oxley, 2021), land
use, food security and agricultural policy (Agnusdei
& Coluccia, 2022; Cheng et al., 2021; Fusco, 2021),
teaching and learning (Basilotta-Gomez-Pablos,

Matarranz, Casado-Aranda, & Otto, 2022; Gamage,
Ayres, & Behrend, 2022) and many other research
studies in Islamic economics, medicine, computer
networks, and numerical accounting, to name a few.
Statistical analysis is often used by researchers guid-
ed by the laws governing bibliometric research to
develop their theory for improving the scientific dis-
cipline.

Lotka's law is one of the three laws that have
guided bibliometric research, and it is based on au-
thor productivity measured by the number of an au-
thor's publications in a scientific field. Based on this
law, it would be easier to make inferences about
which author has contributed the most to a scientific
field or scientific topic of interest. The second is
Bradford's law of dispersion, which focuses on the
productivity of a journal. According to this law, given
a scattered relevant paper in a scientific field, the
most relevant journal has published the most relevant
articles or papers in the field. It is the most productive
journal and can be called the "core" journal of the
field. (Haddow, 2018). Third, Zipf's law of word
frequency in long text applies to indexing and onto-
logical studies (Haddow, 2018). This law ranks the
words in a publication text in order of frequency,
with the frequency of a word multiplied by its rank
giving us its continuous occurrence over a given pe-
riod. The three laws date back to 1926, 1934 and
1935, respectively, and have provided the theoretical
basis for bibliometric research to measure the influ-
ence of journals and articles in a scientific field.

Under this framework, Costa, Carvalho, &
Moreira (2019) conducted a bibliometric research
analysis in behavioral economics and behavioral fi-
nance using the Web of Science database. The search
shows a growing number of publications in the scien-
tific field and identified major contributing authors
such as Daniel Kahneman and Amos Tversky in be-
havioral economics and finance, and Steven Hursh in
behavioral economics. Similar research was conduct-
ed by researchers at the Islamic University of Indone-
sia using the Scopus database from 2005 to 2017.
The research indicates limited research collaboration
from the university, with limited collaboration be-
tween authors from local partner universities and
alumni. This is a significant indicator that the univer-
sity is lagging in promoting internationalization and
attracting more international researchers (Darmadji,
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Prasojo, Riyanto, Kusumaningrum, & Andriansyah,
2018).

Some bibliometric research has linked the in-
crease in publication rate with the increase in funding
for the development of the scientific field. The fund-
ing may come from the government or from a private
funding agency. For example, in the early 2000s,
behavioral science research, particularly on gun vio-
lence, showed a downward trend. The decline in re-
search in this area was found to be associated with
limited federal funding for the discipline (Chien,
Gakh, Coughenour, & Lin, 2020); hence, the general
impression is that the more research and publications
in a discipline or topic, the greater the influence or
impact in the scientific field. An increase in the num-
ber of publications in a research area or topic may be
a function of its importance to society, researchers or
funding agencies. The number of publications or
citations may not be very useful in measuring the
impact of research on society. We still need to evalu-
ate research publications and citations, correlating
them with mature socio-economic indicators to con-
firm any association (Thelwall, 2021). The most es-
sential element of bibliometric analysis is to examine
the trends in the development of a scientific field and
to check whether the discipline has moved in the
right direction to achieve the desired objective. For
example, Lei and Liu (2019) conducted a biblio-
metric analysis to determine the trend and contribu-
tion of "System Publication" - an international jour-
nal of educational technology and applied linguistics
- between 1973 and 2017. The research examined the
most frequently discussed topics, the most cited arti-
cles, and the most cited references. The result of the
research shows a trend of deviation from the journal's
objectives. Based on this, the study recommends that
the journal should focus more on some areas different
from its current priorities.

One of the objectives and values of Islamic eco-
nomic discipline is to achieve economic wellbeing
within the framework of Islam. It also aims to
achieve equitable income distribution, fraternity and
justice for all, and individual freedom (Chapra,
2008). This main objective of promoting human
wellbeing through the rational allocation and distribu-
tion of scarce resources in accordance with Islamic
teachings and principles can be easily achieved
through scientific research conducted by Islamic eco-

nomics scholars. Bibliometric research provides in-
formed and enlightened policies for effective opera-
tion and management of the research organization
(Abramo & Oxley, 2021). In neoclassical economic
theory, knowledge development is the key to labor
productivity and economic progress (Romer, 1990;
Solow, 1956); however, policy and knowledge are
more desirable in areas that build capacity rather than
just increase economic growth (Sen, 1983). The con-
temporary economic growth model, with increasing
inequality and poverty, can be detrimental to wellbe-
ing. Therefore, it is more desirable to focus on re-
search areas where our strength and potential can
provide solutions to the socio-economic problems of
Muslim communities. Thus, examining the research
trends in influential Islamic economic journals would
help properly assess the discipline in achieving its
primary objectives.

3. METHODOLOGY

The Scopus database was chosen because of the im-
portance of social science titles in its database com-
pared to other indexes such as the Web of Science
(Haddow, 2018). This would give us broader biblio-
metric data and a greater representation of journals
and articles for a clear picture of the communication
pattern in Islamic economics. The database was ac-
cessed on July 26th 2020, and the identified papers
for the period of 2010 to 2019 were analyzed using
the non-probability sampling method. The biblio-
metric analysis adopted the PRISMA-P process to
guide the development of the systematic review
(Gamage et al., 2022; Moher et al., 2016). The phases
adopted by this method include (1) identification of
all relevant documents related to the study (2) filter-
ing using author-determined criteria (3) classification
of methodologically filtered journals and articles
using author-determined themes and criteria (4) de-
termination of articles to be included in the review.

Document Identification: From the "source
menu" of the Scopus database, we selected the title
and entered the word "Islamic”. 28 Islamic docu-
ments were identified in different scientific disci-
plines with their citation scores as calculated by the
Scopus database for the period 2010 to 2019. The
types of documents include journals, book series,
conference proceedings, and trade journals. A further
search of the database with the same keyword using
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journal publication only shows 8 types of documents total of published documents of 3,416, as shown in
and 20 journals over the period, with a combined Tables 1 and 2, respectively.

Table 1: Islamic document by type.

NUMBER OF NUMBER OF
4.S/N DOCUMENT TYPE DOCUMENT S//IN DOCUMENT TYPE DOCUMENT
1 Acrticles 2,974 5 Note 19
2 Reviews 341 6 Letter 11
3 Editorial 45 7 Erratum 4
4 Conference papers 21 8 Short survey 1
Source: Scopus Database, 2020
Table 2:“Islamic” Journals Index in Scopus.
SN SOURCE PUBLICATIO | CITESCOR SN SOURCE PUBLICATI CITESCORE
TITLE N E (2019) TITLE ON (2019)
Journal of Is- ISRA Interna-
1 lamic Marketing 427 427 11 tlonaI_Jou_rnaI of 67 0.4
Islamic Finance
International
Journal of Is- International
p | lamic and Mid- 287 287 12 | Journal of Islam- 130 03
dle Eastern ic Architecture
Finance and
Management
Journal of Is-
3 | lamic Account- 198 198 13 | Islamic Africa 122 0.3
ing and Busi-
ness Research
Medical Journal fglérg;:gr;:zlsam_
4 | of the Islamic 915 915 14 - ' 53 0.3
: Banking and
Republic of Iran Fi
inance
. Qudus Interna-
g | Islamic Lawand 122 122 15 | tional Journal of 28 0.3
Society . .
Islamic Studies
Journal of King
6 Abd_ula2|z Un_l- 231 231 16 Islamic Quarter- 150 01
versity, Islamic ly
Economics
Journal of Sci- International
7 ences, Islamic 287 287 17 | Journal of Islam- 23 0
Republic of Iran ic Thought
Journal of Eco-
Journal of Is- nomic Coopera-
8 lamic Archaeol- 63 63 18 | tion Among NIL N/A
ogy Islamic Coun-
tries
Journal of Is- Journal of Islam-
9 - . 203 203 19 | ic Thought and 35 0
lamic Studies Y
Civilization
Journal of Is- .
10 | lamic Manu- 117 117 oo | Journal of Shia 102 N/A
scripts Islamic Studies

Source: Scopus Database, 2020
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3.2 Document screening:

The second phase of the methodology was to search
the Source database using the most commonly used
names in the discipline of Islamic economics. These
are (1) Islamic economics (2) Islamic economics and
finance (3) Islamic finance and (4) Islamic banking
and finance. A total of four Islamic economics jour-

nals were identified, with a combined total of 638
publications for the period under study. Out of these
638 publications, 612 are article publications, 12 are
editorial publications, 9 are reviews, and 5 are note
publications. The journals identified by the above
method are presented in Table 3 below.

Table 3: Islamic economics Journals Index in Scopus.

CITE
S/N SOURCE TITLE PUBLICATION HIGHEST PERCENTILE
SCORE
0,
International Journal of Islamic and Middle 62.0%
1 . 102/270
Eastern Finance and Management 1.9 .
Finance
41.0%
2 Journal of King Abdulaziz University, Islam- 134/228
ic Economics 0.7 General Economics, Economet-
rics and Finance
. N 22.0%
3 ISRA International Journal of Islamic Fi- 186/239
nance 0.4
Development
0,
Journal of Islamic Economics, Banking and 15.0%
4 . 202/239
Finance 0.3
Development

Source: Scopus Database, 2020

3.3 Documents Classification:

The third phase is to classify the selected documents
according to the different topics of Islamic econom-
ics. The Scopus subject classification was adopted,
and the subjects are classified into three categories:
1) Economics, Econometrics and Finance 2) Busi-

ness, Management, and Accounting 3) Social Sci-
ences. The second and third are part of the first cate-
gory, the subjects are aligned to either the business,
management and accounting category or the social
science category. This can be presented in the table
below.

Table 4: Most discussed topic.

Y/N SUBJECT NO. OF DOCUMENT % OF TOTAL
1 Economics, Econometrics and Finance 638 100
2 Business, management and accounting 287 45
3 Social Sciences 120 19

Source: Scopus Database, 2020

Out of the total 638 Islamic economics publications
identified above, 139 have open access status while
the balance of 499 publications were not open access
in the Scopus database. To analyze our data, the
study used non-probability sampling by selecting the
publications of articles with the highest citations
during the period, which would allow us to strongly
determine the scientific output of the discipline
(Costa et al., 2019), identify trends, evaluate the

content and detect the most and least developed
themes in Islamic economics. This process will al-
low us to appropriately recommend the future direc-
tion of research (Agnusdei and Coluccia, 2022).

4, RESULTS AND DISCUSSION
The bibliometric study of the four Islamic journals
provides information and insight for the evaluation
of Islamic economics, and it gives a perspective that
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characterizes the discipline, such as productivity,
influential studies, topics and keywords. The ap-
proach allows us to integrate, compare and evaluate
the results (Fusco, 2021). The objectives are to iden-
tify research trends, evaluate the content of topics
concerning human wellbeing objectives, and rec-
ommend future studies for the scientific discipline.
An attempt was made to include other patterns of
research communication from all the 638 publica-
tions in the four journals in our analysis, but only139
have open access in the database.

4.1 Productivity of the Scientific Discipline

Like many other scientific disciplines, Islamic eco-
nomics has witnessed an increase in the number of
publications, which cannot be unrelated to the inabil-
ity of the conventional economic system to provide
solutions to the growing economic problems of to-
day's society. On the other hand, the Islamic eco-
nomic system offers better alternatives to both Mus-
lim and non-Muslim communities because of its
general objectives of allocating resources to achieve
human wellbeing (Chapra, 1979). This is reflected in
the increasing number of publications in the scien-
tific discipline, as shown in Table 3 below.

Table 5: Number of articles on Islamic economics.

YEAR 2010 2011 2012

2013

2014 2015 2016 2017 2018 2019

PUBLICATIONS 35 32 35

33

44 47 67 141 99 105

Source: Scopus database

The table shows a significant increase in the number
of publications from the four journals over time.
Although there is a decreasing trend in 2011, 2013
and 2018 compared to previous years, the discipline
witnessed an overall increase in the number of pub-
lications. However, comparing the total number of
20 "Islamic" journals indexed in the database using
the Cite-Score (in Table 1) above, the International
Journal of Islamic and Middle East Finance and
Management (IMEFM) is second only to the Islamic
Marketing Journal with a Cite-Score of 1.9; Journal
of King Abdulaziz University, Islamic Economics

(JKAU) is ranked 6th; ISRA journal is ranked 11th
and Journal of Islamic Economics, Banking and
Finance (JIEBF) is ranked 14th. Like the impact
factor, the Cite-Score measures the average annual
number of citations of recent articles published in
journals. It is the method used to rank journals, cre-
ate a list of quality journals, and evaluate the re-
search of individuals and academic institutions
(Haddow, 2018). The evolution of the combined
performance of the four Islamic economic journals
in relation to all the Islamic journals identified dur-
ing the study period is shown in Figure 1 below.
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Out of the 3,416 Islamic publications published dur-
ing the study period (2010-2019), 638 are Islamic
economics publications, accounting for 18.7% of the
total Islamic publications between 2010 and 2019.

The distribution of performance among the four
Islamic economics journals can be represented
graphically in Figure 2 below.

Figure 2: Islamic economics and finance publications.
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Source: Scopus Database, 2020

The performance of individual journals out of a total
of 638 publications in Islamic economics and fi-
nance is as follows: IMEFM contributed 45%,
JKAUIE 36%, ISRAIIF 11% and JIEBF 8% during
the study period.

However, on the other hand, the increase in large
sets of articles in Islamic economics and finance can
be attributed to the continuous increase in the de-
mand and supply of rankings in academia. As re-
search is used to evaluate the scientific progress of a
discipline and educational institutions, universities
attach importance to rankings for the progress of
their departments and as a tool for student recruit-
ment strategies. In general, rankings emphasise more
on the quantity of scientific publications and recog-
nize that they can be life-changing, regardless of
their quality (Torgler & Piatti, 2013).

In July 2020, the Special Report on Islamic Fi-
nance published a list of 22 universities offering
Islamic economics and finance programs, ranked
among the top 1000 universities worldwide by QS
Ranking. This could be an essential phase for the
development of the discipline but has raised more
concerns about whether the methodology and con-
ventional criteria used for ranking journals can lead
to the achievement of key human wellbeing goals.
Productivity is very important, and the quantity of
scientific output is a good criterion, but the quality of
the research and how it can transform people’s lives
may be a more important factor. Humanity is first
productive through research on topics that positively
impact poverty, inequality, unemployment, and so
on. Moreover, the institutional output that produces
economics graduates with concrete new ideas and
methodology for transforming the world can be a
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more reliable and stable indicator of influence than
journal citations (Torgler & Piatti, 2013).

4.2 Top Contributors
The Scopus database revealed an increasing number
of authors in the field of Islamic economics and fi-

nance during the period under review. According to
the register, 160 authors contributed to the 638 pub-
lications of the four journals, most of them from
developed and developing Muslim countries. The
top 20 authors are as follows:

Table 6: Top 20 contributing authors.

NUMBER OF % OF TOTAL NUMBER OF OF TOTAL

YIN | AUTHORS | 5| jcaTiONS | PuUBLICATIONS | Y/N | AUTHORS | b5 |CATIONS | PUBLICATIONS

1 Hassan, M. K. 13 2.4 11 Hanif, M. 5 0.78

2 ,‘fﬂarb" Hassan, 9 141 12 | Kahf, M. 5 0.78

3 | Al-Saati, A 6 0.94 13 | Nienhaus, V. 5 0.78

R A

4 | Igbal, M. 6 0.94 14 | Shahimi, s. 5 078

5 Ismail, A. G. 6 0.94 15 Khan, T. 3 0.47

6 | Kassim,S. 6 0.94 16 | Lukman, B. 3 0.47

7 | Shaikh, S. A. 6 0.94 17 X'd' Hashim, 3 0.47

8 | zaman, A. 6 0.94 18 meera, A K. 3 0.47

9 | Abdullah, A. 5 0.78 19 '\A"“gammad' 3 0.47

10 Belabes, A. S. 5 0.78 20 Muneeza, A. 3 0.47

Source: Scopus database, 2020

Author productivity or the number of publications
can be an important criterion for measuring individ-
ual contributions to a scientific discipline, but it can
be even more important when extended to include
authors' real impact on society, such as the number
of students trained, especially students from poor or
underdeveloped economies; the impact of your ideas
on the welfare of society; or a Nobel laureate for

significant contributions to society, and so forth.

4.3 Most Contributing Countries

The study also determined the number of countries
contributing to the 638 publications. A total of 56
countries were identified mainly Asian countries.
Malaysia was the major contributor, accounting for
30% of the total publications. Figure 3 below shows
the map of contributing countries.

i Canada
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Powered by Bing
0 Geoiames, Microsoft, Navinfo, TomTom, Wikipedis

Source: Scopus Database, 2020
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From the map above, smaller contributions have
been made by most poor Muslim countries, with the
better-off countries producing most of the publica-

tions. The top 20 countries from the map above are
listed below.

Table 7: Top 20 contributing countries.

S/N COUNTRY PUBLICATIONS Y/N COUNTRY PUBLICATION
1 Malaysia 191 11 Bangladesh 20
2 Saudi Arabia 102 12 United Arab Emirates 19
3 United Kingdom 51 13 Australia 14
4 Indonesia 42 14 Iran 14
5 Pakistan 42 15 Egypt 13
6 United States 41 16 India 12
7 Tunisia 26 17 Brunei 11
8 Turkey 24 18 Oman 11
9 Qatar 21 19 Nigeria 10
10 Bahrain 20 20 France 8

Source: Scopus database, 2020

It should be noted that a publication may have two
or more contributing authors from different coun-
tries (Wei, 2019), and thus, an article may be at-
tached to the contribution of two or more countries.
The top contributing countries are Malaysia, Saudi
Arabia and the United Kingdom. The least contrib-
uting countries are Ghana, Israel, Kazakhstan, Nor-
way, Portugal, South Africa, Switzerland, Uganda
and Uzbekistan, with only one publication each.
However, 19 publications were classified as "unde-
fined" in terms of the contributing country. One im-
portant indicator is that the poorest Muslim countries
in sub-Saharan Africa produced the fewest publica-
tions while having the lowest wellbeing. Studies
have shown that 33% of the total poor in the world
live in OIC countries, with Nigeria accounting for
30.7% of the total OIC poor (OIC Report, 2015).
However, Sub-Saharan Africa accounts for 40.2% of
the total extreme poverty rate in the world (433.4

million poor). Of the 20 economies with the highest
poverty rates in the world, 18 are in Sub-Saharan
Africa (WorldBank, 2020). Thus, the poorest coun-
tries do not benefit from sufficient research output to
offer solutions to the growing challenges of poverty
and deteriorating wellbeing.

4.4 Most Discussed Keywords

The study also analyzed the frequency of keywords
in the research conducted and published during this
period, and it represents the research focus of the
four influential journals. The result shows that Is-
lamic finance appears 60 times, Islamic banking 58
times, Islamic banks 36 times and wagf 25 times.
While some wellbeing-related keywords such as
inequality, human capital appear only 4 times, pov-
erty alleviation appears 8 times. Table 7 below
shows the top 20 keywords from the four journals.

Table 8: Top 20 keywords

SIN KEYWORDS FREQUENCY S/IN KEYWORDS FREQUENCY
1 Islamic Finance 60 11 Sukuk 13
2 Islamic Bank 58 12 Bangladesh 12
3 Islam 50 13 Cash Wagqf 12
4 Islamic banks 36 14 Indonesia 12
5 Wagf 25 15 Zakah 12
6 Malaysia 24 16 Corporate governance 11
7 Banks 21 17 Capital structure 9
8 Islamic economy 20 18 Conventional Banks 9
9 Finance 19 19 Efficiency 9
10 Bank 18 20 Pakistan 9

Source: Scopus database, 2020



Trends and Contributions in Islamic Economics Research: A Decade Bibliometric Analysis of Four Journals in Scopus Database

4.5 Most Contributing Institutions

The study examined the institutions that contributed
most during the period, which are a significant indi-
cator of institutional influence in the field. 160 insti-
tutions contributed to the publication of 638 papers.

13

tional Islamic University Malaysia with 61 publica-
tions, followed by King Abdulaziz University and
the International Centre for Islamic Finance Educa-
tion with 36 and 29 publications, respectively. Be-
low is the list of the top 20 contributing institutions.

The most contributing institution was the Interna-

Table 9: Main contributing institution.

NO. OF % OF NO.OF | % OF
S/N INSTITUTION PUBLIC TOOTAL SIN INSTITUTION PUBLIC | TOTA
ATIONS ATIONS L
International Islamic Uni- Universiti Teknologi
! versity Malaysia 61 9.6 1 MARA 11 172
2 King Abdulaziz University 36 5.64 12 Hamad .Bm }_<hal|fa 11 1.72
University
. - Al-Imam Muhammad
International Islamic Fi- . -
3 nance Education Centre 29 4.55 13 Ibn Saud Isl_amlc Uni- 10 1.57
versity
International Islamic Uni-
versity Malaysia, Institute Universiti Putra Malay-
4 of Islamic Banking and 25 3.92 14 sia 9 141
Finance
International Sharia Re-
5 search Academy for Islamic 23 3.61 15 University of Bahrain 8 1.25
Finance ISRA
6 University of New Orleans 17 2.66 16 University of Sfax 8 1.25
7 University of Indonesia 17 2.66 17 | Sultan Qa;%c;s Univer- 8 1.25
8 University of Malaya 16 251 1g | Universiti Sains Islam 8 1.25
Malaysia
9 Universiti Keb_angsaan 13 204 19 Islam_lc_Researc_:h and 7 110
Malaysia Training Institute
L . Umm Al-Qura Univer-
10 Universiti Utara Malaysia 11 1.72 20 sity 7 1.10

Source: Scopus database

4.6 Most Cited Publications

The influence of a publication or journal is mainly
measured by the number of citations within a giv-
en period; it indicates the use of the knowledge

& Felici, 2019) and acts as a natural indicator of
influence. Therefore, citation remains one of the
most important yardsticks to measure the influ-
ence of journals, authors, articles, and the preva-

embedded in the publication (Abramo, D’ Angelo,

lent topic in a scientific field.

Table 10: Top 20 most cited publications.

NO. OF
SIN AUTHOR/TITLE JOURNAL/YEAR CITATON
Veronica Siregar, S., Bachtiar, Y. Corporate social International Journal of Islamic and
1 reporting: empirical evidence from Indonesia Middle Eastern Finance and Manage- 81
Stock Exchange ment (2010)
Hassan, A., Syafri Harahap, S. Exploring corporate | International Journal of Islamic and
2 social responsibility disclosure: the case of Islamic | Middle Eastern Finance and Manage- 72
banks ment (2010)
International Journal of Islamic and
3 érmed,_A. . . . Middle Eastern Finance and Manage-
obal financial crisis: an Islamic finance perspec- 57
tive ment (2010)
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Merdad, H., Hassan, M.K., Alhenawi, Y.

Journal of King Abdulaziz University,

4 Islamic versus conventional mutual funds’ perfor- Islamic Economics (2010) 49
mance in Saudi Arabia: A case study
Abduh, M., Azmi Omar, M. International Journal of Islamic and
5 Islamic banking and economic growth: the Indone- | Middle Eastern Finance and Manage- 47
sian experience ment (2012)
Abdul Rahman, A., Azlan Yahya, M., Herry Mohd
Nasir, M. International Journal of Islamic and
6 Islamic norms for stock screening: A comparison Middle Eastern Finance and Manage- 37
between the Kuala Lumpur Stock Exchange Islam- | ment (2010)
ic Index and the Dow Jones Islamic Market Index
Azhar Roslv. S International Journal of Islamic and
7 . Yi o . Middle Eastern Finance and Manage- 37
Shari‘ah parameters reconsidered
ment (2010)
Hamza, H. International Journal of Islamic and
8 Shari‘ah governance in Islamic banks: effective- Middle Eastern Finance and Manage- 35
ness and supervision model ment (2013)
}Aelr)]gulg?anB., Akila Mohd. Kassim, N., Af- International Journal of Islamic and
9 yAnp, M. . Middle Eastern Finance and Manage- 34
The subprime crisis and Islamic stock markets
. ; ment (2010)
integration
Sukmana, R., Kassim, S.H. International Journal of Islamic and
10 | Roles of the Islamic banks in the monetary trans- Middle Eastern Finance and Manage- 34
mission process in Malaysia ment (2010)
Smolo, E., Mirakhor, A. International Journal of Islamic and
11 | The global financial crisis and its implications for Middle Eastern Finance and Manage- 33
the Islamic financial industry ment (2010)
Miah, M.D., Sharmeen, K. Relationship between . .
. : - i - International Journal of Islamic and
capital, risk and efficiency: A comparative study - .
12 . . Middle Eastern Finance and Manage- 31
between Islamic and conventional banks of Bang-
ment (2015)
ladesh
Ismail Abdel Mohsin, M. International Journal of Islamic and
13 | Financing through cash-wagf: a revitalization to Middle Eastern Finance and Manage- 31
finance different needs ment (2013)
. International Journal of Islamic and
14 ggrﬁizthi’a‘:ﬁ Mﬂ?ggglr; giarlln:)’a?l.kin . a review Middle Eastern Finance and Manage- 31
quality g ment (2011)
Lee, K.-H., Ullah, S. International Journal of Islamic and
15 | Customers' attitude toward Islamic banking in Middle Eastern Finance and Manage- 30
Pakistan ment (2011)
Hasan, Z. A . .
. L International Journal of Islamic and
A survey on Shari'ah governance practices in Ma- . .
16 . ; PN Middle Eastern Finance and Manage- 28
laysia, GCC countries and the UK: Critical ap-
; ment (2011)
praisal
Kassim, S.H., Shabri Abd. Majid, M. Impact of International Journal of Islamic and
17 | financial shocks on Islamic banks: Malaysian Middle Eastern Finance and Manage- 28
evidence during 1997 and 2007 financial crises ment (2010)
Gudarzi Farahani, Y., Dastan, M. Analysis of International Journal of Islamic and
18 Islamic banks' financing and economic growth: a Middle Eastern Finance and Manage- 25
panel cointegration approach ment (2013)
Ashraf, D. . .
. . International Journal of Islamic and
Performance evaluation of Islamic mutual funds - -
19 . . : . - Middle Eastern Finance and Manage- 25
relative to conventional funds: Empirical evidence
. - ment (2013)
from Saudi Arabia
Al-Musali, M.A., Ku Ismail, K.N.I. Cross-country ional | of Islami
comparison of intellectual capital performance and Int_ernatlona Jour_na of Islamic and
20 Middle Eastern Finance and Manage- 24

its impact on financial performance of commercial
banks in GCC countries

ment (2016)

Source: Scopus database.
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Remarkably, of the 20 most cited publications, 19
were published by an international journal of Is-
lamic and Middle Eastern finance and manage-
ment. Second, 10 of the 20 most cited publications
were published during the year 2010. Third, 19 of
the 20 publications are on banking and finance, 4
publications on the capital market and 15 on mon-
ey market, and only one publication on social fi-
nance (Waqf). Compared to the 638 publications
identified in the four journals that include topics
in economics, econometrics and finance, there
were 287 publications on business, management
and accounting, which is 45% of the total papers
written in the four journals. The social sciences
accounted for only 120 topics, indicating the
strong dominance of profit-oriented topics over
social development topics and a great threat to
poverty alleviation and human wellbeing. The
analysis of the most cited publication confirmed
this weakness in the research organization.

4.7 Impact of Social Finance Research on
Wellbeing

Social finance refers to an allocation of capital for
social and environmental benefits or in some cas-
es, for financial benefits (Nicholls, Paton, & Em-
erson, 2015). It provides resources to mitigate the
externalities associated with the conventional in-
vestment approach through an ethical and social
capital allocation strategy. Many Islamic finance
investments reflect the traditional approach that
caters more to business owners' needs than socie-
ty's common needs (Atig-ur-Rehman, 2018). At a
time when poverty and inequality are rising sharp-
ly in most Muslim societies, we need to revisit the
social roots of Islamic civilization and recognize
the role of social finance tools such as Zakah and
waqf in capital allocation strategy. Further re-
search and development in these areas can posi-
tively impact the poverty and inequality that
plague most Muslim societies, especially in sub-
Saharan Africa.

Empirical evidence shows that social finance
tools such as Zakah and Waqf have the capacity
not only to finance poverty alleviation in Muslim
countries but also to contribute to the achievement
of the Sustainable Development Goals. Evidence
shows that Zakah and Waqf are used to provide

housing, food security, affordable housing, and
improve incomes and welfare of the poor (Rashid,
Hasan, Mohd Fauzi, Aripin, & Sarkawi, 2019).
Thus, neglecting research on Islamic social fi-
nance topics may be a misplaced priority and a
total failure to understand how useless wealth
accumulation becomes if the benefits are not dis-
tributed for the everyday wellbeing of society
(Cattelan, 2018).

4.8 Research Limitations

The bibliometric research also has some limita-
tions that could be addressed by future research.
First, the studies selected the Scopus database as
its data source for the analysis. Although Scopus
indexes many journal articles in Islamic econom-
ics, it cannot include all literature or Islamic eco-
nomics journals. Second, the methodology used in
these studies limits our data to only four Islamic
economics journals, which future studies should
also consider to include all Islamic economics
journals in Scopus or Web of Science databases.
On the other hand, the period covered by this re-
search can also be extended to have more histori-
cal trends for analysis.

5. CONCLUSION
Considering the role played by research in solving
problems, the study provided an enlightening
trend on the development of Islamic economics
research from 2010 to 2019. The objectives were
to assess the research trends, analyze the contents
and topics, and recommend future research trends
based on the current realities and objectives. Re-
search in Islamic economics has grown with the
increased number of articles published over time.
Although the future of this discipline is promising,
we should be careful about adopting the dominant
methodology as a technique for evaluating aca-
demic studies. We need an alternative method to
assess the real impact on society. However, the
distribution of research across the different disci-
plinary themes shows a significant predominance
of Islamic banking and finance, with few research
themes on social finance, employment, wages and
labour relations, which are believed to have more
impact on welfare and are capable of reducing the
poverty that plagues most Muslim societies. The
distribution of research institutions and countries
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shows little or no corporate relationship, especial-
ly with poor countries. Keywords such as Islamic
banking, Islamic finance dominated the central
issues, while economic issues related to the
MDGs were virtually absent from research discus-
sions. It is believed that Islamic finance has
adopted the paradigm and methodology of main-
stream economics, which has been built on the
rational economic man of profit maximization,
without much concern for the moral and material
integration of societal welfare.

We, therefore, recommend bridging the gap be-
tween theory and practice by proposing a method-
ology compatible with Islamic economics to
measure the real impact of research in society and
not just by counting the number of citations. The-
oretical innovation needs to be strengthened, and
future research should focus on topics that have a
direct impact on human welfare, such as Zakah
and wagqf, preferably in the poorest Muslim coun-
tries.  Institutional collaboration should be
strengthened between researchers and universities
in rich and poor countries to enhance their capaci-
ties.
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Abstract. Despite the relatively long experience of zakah in social protection and
poverty alleviation in Sudan, there is little evidence on its role in facilitating access to
health care services to the poor. This paper investigated the role of zakah office (Diwan
Az-Zakah) in providing health care for the poor in Sudan. The study used
administrative and primary data collected from two Sudanese states in 2018. Adopting
both qualitative and quantitative methods, the results indicate that zakah helped a
considerable segment of poor families to access health care services, through enrolling
them into health insurance coverage and paying treatment costs for poor patients. The
quantitative analysis revealed that zakah beneficiaries have a higher likelihood to
access health care compared to non-zakah beneficiaries. This implies that zakah
reduces out of pocket health expenditures for poor households, hence protecting them
from the risk of catastrophic health expenditure. The qualitative analysis based on key
informant interviews indicated that zakah office allocates a huge fund to finance health
care for poor households and significantly contributes to universal health coverage in
Sudan. The study recommends that enhancing cooperation between the chamber of
zakah and health insurance fund would stimulate the role of zakah in providing health
care for the underprivileged. In addition, the Sudanese zakah experiment may provide
useful lessons to other Muslim-majority countries on providing the poor access to
health care services.
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1. Introduction

High out of pocket (OOP) health expenditure has
been regarded as a key challenge that undermines
households’ access to health care, hence negatively
affecting their social welfare and economic develop-
ment (Xu et al., 2003; Wagstaff and van Doorslaer,
2003 and Van Doorslaer et al, 2006). This is obvious
in poor countries contexts, where governments lack
sufficient resources to finance healthcare, particularly
for poor people who are vulnerable to diseases and
live under the poverty line. Healthcare financing
means in poor countries vary from tax-based finance
to community-based insurance to religious charities,
such as zakah. In many Muslim-majority countries,
Zakah plays an important role in supporting poor
households via providing cash, food, and basic ser-
vices such as education and health care (Latief, 2010;
Sharofiddin et al., 2019 and Bilo and Machado,
2020). In the recent decades, the role of zakah in
providing health care for the poor has emerged and
become a significant tool for reducing the burden of
OORP health expenditurel.

In response to high cost of healthcare expenses
that resulted from the adoption of user fee policy in
the early 1990s, the government of Sudan introduced
its health insurance scheme in 1995. However, due to
high poverty rates in the country, the health insurance
coverage among poor population remained very low,
as a sizable segment of the population was not able to
join the health insurance (Ebaidalla and Ali, 2019).
Amid this context, in 2011, the chamber of Zakah has
initiated an ambitious poor supporting program, aim-
ing to enroll poor households into a health insurance
scheme (Ebaidalla, 2021). The recent statistics
showed that the role of zakah in providing health care
has increased remarkably over time (National Health
Insurance Fund [NHIF], 2020). In addition, the zakah
fund continuously supported the healthcare system
via purchasing medical treatments for poor patients

! out of pocket (OOP) expenditure is defined by the World
Health Organization (WHO) as “any direct outlay by house-
holds, including gratuities and in-kind payments, to health
practitioners and suppliers of pharmaceuticals, therapeutic
appliances, and other goods and services whose primary intent
is to contribute to the restoration or enhancement of the health
status of individuals or population groups” (WHO, 2003, 299)

(NHIF, 2020). However, despite the obvious en-
gagement of zakah in health care provision in the
country, the available information on its role in facili-
tating access to health care to the poor is scant. This
study, therefore, aimed to examine the role of zakah
in providing health care for poor households in Su-
dan.

Based on the above background, this study ad-
dressed the following research questions: To what
extent does zakah facilitate the poor households’
access to health care services? What is the contribu-
tion of zakah fund to health insurance coverage in
Sudan? Does it reduce OOP health expenditures of
poor households in Sudan? To answer these ques-
tions, the study relied on household survey and key
informant interviews along with secondary data gath-
ered from reports of the National Insurance Fund and
the Chamber of zakah.

The contribution of this study is three-fold. First,
this study fills an important gap in literature on the
role of zakah in providing health care for poor popu-
lation. To the best of the authors’ knowledge, there is
no empirical study on the role of zakah in facilitating
access to health care to the poor in Muslim-majority
countries. Therefore, this study would support poli-
cies that promote the use of zakah to finance health
care in the Muslim countries, learning lessons from
the Sudanese experiment. Second, most of prior stud-
ies on the impact of zakah used either qualitative or
quantitative approaches. However, this study adopted
both methods for the purpose of robustness check.
Third, many developing countries have adopted
community-based insurance schemes over the past
few decades, (Reich et al., 2016 and Fenny et al.,
2021), and Sudan is no exception. Thus, the findings
of this study would enhance these initiatives by
providing some evidence on the role of zakah in pro-
tecting disadvantaged groups in the country, hence
contributing to a universal health coverage (UHC) in
the Muslim-majority countries.

The rest of the paper is structured as follows. Sec-
tion 2 outlined some stylized facts about zakah and
health care provision in Sudan. Section 3 reviewed
the relevant literature on the role of zakah in health
care provision. Section 4 introduced the methodology
and data used in the analysis. Section 5 reported on
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the empirical findings and discussed them. Finally,
section 6 provided the main conclusions with sug-
gested some policy recommendations.

2. Zakah and healthcare provision in Sudan: An
overview

This section outlined the evolution of zakah institu-
tion and health insurance fund in Sudan. This section
is divided into three subsections. Sub-section 2.1
overviewed the evaluation of zakah and its contribu-
tion to health care provision. Sub-section 2.2 outlined
the health insurance fund in Sudan, and ultimately,
sub-section 2.3 introduced the chamber of zakah
commitment and achievement in providing health
care for the poor population.

2.1 History of Zakah fund in Sudan

Unlike many Muslim-majority countries, zakah in
Sudan is collected and distributed by the state
through the chamber of zakah, under the supervision
of the Ministry of Social development. In 1980, the
government established the zakah fund, adopting
voluntary collection and focusing on a few resources
such as agricultural crops (Hassanain and Saaid,
2016). In 1984, the first law of zakah and taxes was
approved, making Zakah’ payments compulsory for
all those above a certain income threshold (nisab).
The 1984 law put zakah under a single authority with
taxes, supervised by the State, through the zakah
chamber. Thereafter, in 1986, the law of zakah and
taxes was amended, and the zakah chamber became a
separate and independent institution. In 2001, the
government of Sudan developed a new Zakah law,
emphasizing its role as the main social safety net
provider in the country (Kjellgren et al., 2014 and
Hassanain and Saaid, 2016). Over the last few years,
Zakah has been considered as the most important
mechanism for social protection in Sudan, providing
support for poor households in many forms, includ-
ing unconditional cash transfer, microfinance, health
insurance coverage and medical expense for poor
families. In addition, the chamber of zakah gives
temporary assistance to poor families during the
month of Ramadan (Turkawi, 2015 and Hassanain
and Saaid 2016).

The evidence shows that the Sudanese chamber of
zakah enjoys a sizable institutional and financial ca-
pacity, spread across all Sudanese states, localities

and even villages (Kjellgren et al., 2014). The cham-
ber of zakah branches at the local level identify the
zakah beneficiaries, using the data gathered from the
2011 poverty census, conducted by the zakah fund in
collaboration with the Central Bureau of Statistics
(Turkawi, 2015). The zakah administration also relies
on local committees in the villages to identify the
needy and deliver zakah to the target households.

According to available statistics, zakah revenues
finance about 87% of the government social safety
net programs in Sudan (Bilo and Machado, 2020). In
2020, zakah supported about 2.6 million households
over the whole country (Zakah Fund, 2016). In the
recent decade, zakah has been actively engaged in
supporting health care services for the poor people.

2.2 Health insurance in Sudan

Since the independence of Sudan from Britain in
1956 and up to the early 1990s, the health care ser-
vice was provided free of charge (Sudanese Federal
Ministry of Health, 2014). In the early 1990s, the
government introduced the Structural Adjustment
Program (SAP), which led to a sharp reduction in the
public health expenditure. Subsequently, in 1992 the
government introduced the user fee policy to fund its
healthcare system (Ebaidalla and Ali, 2019).

To mitigate the negative consequences associated
with SAP and user fee policy, the government
launched a health insurance scheme in 1995 as an
attempt to overcome the problems of inaccessibility
to health care services (Salim and Hamed, 2017). In
2003, the health insurance policy was amended and
the insurance authority was turned into the National
Health Insurance Fund (NHIF, 2017), allowing the
access of the entire Sudanese population to health
insurance. The NHIF made enrollment mandatory for
formal sector employees, and voluntary for the in-
formal sector employees and small businesses (less
than 10 employees). The subscriber unit is the family,
while beneficiaries include the principal member and
dependents (parents, spouse and children).

Despite the considerable efforts made by the
health insurance fund to cover the entire population
by 2020, the universal coverage remains an unat-
tained target. A survey conducted by the Sudanese
Ministry of Health on household health care utiliza-
tion and expenditure (SHHUES, 2009), indicates that
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low income and poverty are among the main factors
that curb coverage expansion, particularity among the
poor households. To reduce the burden of high out of
pocket health spending, the chamber of zakah
launched a poor supporting program in 2011, aiming
at paying health insurance premiums on behalf of
poor families. On an annual basis, the program sup-
ports thousands of poor households, focusing on the
poorest families with disabled, elderly and pregnant

mothers (NHIF, 2017). The efforts of zakah have
contributed to the expansion of health insurance in
the last decade (see Figure 1). As seen in the figure,
the health insurance coverage trend in Sudan has
witnessed remarkable progress during the period
(2010-2020), as this coverage increased from 23.4%
in 2010 to 83.3% in 2020. This rapid coverage
growth in the recent years reflects the efforts made by
the chamber of zakah (NHIF, 2020).

Figure 1: Evaluation of Health Insurance Coverage in Sudan
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2.3 Zakah engagement in health care provision

The zakah in Sudan supports health care provision
for the poor through two channels. The first is
through enrollment of poor households into a health
insurance scheme. As part of its mandate to subsidy
the poor and needy, zakah accommodates a consider-
able portion of the poorest households into health
insurance coverage (NHIF, 2017). According to
NHIF, zakah has contributed significantly to expand
the universal coverage via the poor support program

initiative during the last decade (see Figure 1). The
second channel through which zakah supports health
care for the poor is the direct payment of medical
treatments for poor patients. In fact, zakah provides a
considerable fund to poor who need urgent treatment
and surgery in public and private hospitals (NHIF,
2017). Figure 2 shows the intervention of zakah in
providing health care for the poor population in Su-
dan, through the two channels (i.e., insurance premi-
ums and treatment support).
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Figure 2. Zakah contribution to health care provision for the poor people in Sudan
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The figure indicates that zakah is collected from its
sources and then distributed to the eight categories
(asnaf), which are mentioned in the Quarn. Allah
says in Surat al Tawbah Verse 60, “The alms of
zakah are only for the poor, the needy, zakah board,
those whose hearts are to be reconciled, to free the
captives and the debtors, and for the cause of Allah,
and the wayfarer; a duty imposed by Allah. Allah is
Knower and Wise” (Sura al Tawbah 9:60)2. Accord-
ing to the Sudanese experience, the Poor (Fagir) and
needy (Miskin) represent the largest segments, re-
ceiving about 70% of total zakah fund. This is con-
sistent with the main objective of zakah, as its fun-
damental target is to alleviate poverty and destitution
from society (Al-Qaradawi, 2000). The figure also
shows that the fund allocated to the poor and needy
categories is directed to cover several expenses in-
cluding direct cash support, food, education services,
and paying health insurance premiums as well as the
direct support to patients who live in extreme pov-
erty. Thus, the fund that allocated to health care sup-

2 The English translation of this verse is quoted from the Holy
Qur'an by Ali (2001)

port is utilized for accommodating poor households
into a health insurance, in addition to paying treat-
ments’ costs for poor patients.

3. Literature Review

In the Islamic economics framework, zakah has been
considered as a crucial Islamic pillar and an essential
tool to achieve social welfare and empower the dis-
advantaged groups such as poor people. According to
Magqasid al-Shari ah, the Islamic state should provide
residents with the basic needs, such as food, clothing
and shelter as well as health care and education (al-
Faruqi, 1979 and Khatab, 2002). Thus, zakah is con-
sidered as a crucial tool to achieve the goals of
Magqasid al- Shari‘ah in Muslim communities, partic-
ularly the preservation of life. Through the zakah,
rich people can uplift the poor, help those who are
troubled and support those who are in hardship. In
addition, zakah is an important means for the Islamic
state to achieve social justice among the Muslim
population, and eventually provide some kind of so-
cial security.

In Islamic jurisprudence (figh), Zakah is defined
as “that portion of a man’s wealth is designated for
the poor” (Sayyid Sabiq, 1991, p.1)). It is also de-
fined as “an annual tax levied on wealth above a
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specified threshold (Nisab), the proceeds (collection)
of which were distributed to the needy” (Jehle (1994,
205). According to Zaim (1989) zakah is “a compul-
sory levy imposed on the Muslims so as to take sur-
plus money or wealth from the comparatively well-
to-do members of the Muslim society and give it to
the destitute and needy” (Zaim, 1989, p.101). Rough-
ly speaking, zakah is a compulsory obligation for
Muslims to purify their wealth, which is rated as
2.5% of all productive wealth accumulated over the
course of a year.

Although the Quran specifies the main categories
to which zakah should be distributed precisely (surat
al Towbah, verse 60), Muslim scholars argue that
there is some flexibility in distributing zakah to the
needy people as it is not limited in terms of cash only.
According to some Muslim scholars such as Shaykh
Ibn Baaz, zakah can be used for health purposes and
medical treatment of the poor. He says in his argu-
ment (fatwa) that “it is permissible to buy specific
items (including medicines) for the poor person from
zakah fund when there is a need to do so” (Islam
Questions and Answers, 2015). Muslim scholars
argue that a sick person who is not able to work and
does not have enough income to spend on health
care, is one of those who are eligible for zakah sup-
port. In other words, such a person is included in the
general meaning of the verse 60 in surat al Tow-
bah. In other words, the poor people suffering from
illnesses are more entitled to zakah than other poor
and needy people, because they are not able to earn
money (Islam Questions and Answers, 2015). More-
over, since health care expenses require huge
amounts of households’ budget, an ill who is poor is
needier for zakah than others. Thus, this argument
(fatwa) is convincing for using zakah to support
poor’ access to health care services.

The role of zakah in social protection has received
a considerable attention from researchers in recent
decades. However, most of the existing literature
dealt with the role of zakah in poverty alleviation and
microcredit, but only little attention was devoted to
health care provision. Moreover, most of the existing
research focused on the role of charitable institutions
and Islamic voluntary organizations, with little refer-
ence to zakah support. In this section, we briefly re-
viewed some available empirical research on the link

between zakah and health care provision in Muslim-
majority countries.

Despite the little research attention devoted to the
impact of zakah on health care provision, most of the
available literature confirms that zakah significantly
contributes to healthcare (e.g. Sharofiddin et al., 2019
and Bilo and Machado, 2020). For instance, Latief
(2010) examined the role of community-based initia-
tives and zakah in facilitating access to viable health
care services for poor households in Indonesia. Using
a desk review method and data collected from admin-
istrative records, he pointed out that Zakah plays an
important role in providing health care for the poor in
rural and urban Indonesia. Specifically, the paper
indicates that zakah intervention in healthcare system
significantly contributes to the availability and acces-
sibility of medical treatments to the poor families at
low-cost, even free of charge for some cases.

In the same vein, Bilo and Machado (2020) exam-
ined the role of zakah in social protection in three
Muslim countries, namely Jordan, Palestine and Su-
dan. The study revealed that beside the cash and in-
kind support programs, zakah committees run their
own hospitals and health care centers in Palestine.
For the case of Jordan, they found that health care is
one of the most important destinations of zakah
funds, after cash assistance and orphan sponsorship.
Zakah also covers the cost of treatments for a large
segment of poor families in Jordan. As an illustration,
zakah protected about 150,000 poor individuals from
financial risks associated with medical expenses in
2015. Likewise, the study indicated that zakah pro-
vides health care for Sudanese poor families in col-
laboration with the national health insurance fund.
The study of Bilo and Machado (2020) concluded
that zakah plays an important role in providing health
care for the poor in the three countries under study.

Kefeli et al., (2017) examined the impact of zakah
for medical assistance on the life quality of poor
households in Malaysia. They found that health status
is the significant predictor of the zakah recipients life
quality. At the micro level, the study revealed that the
medical assistance by zakah led to a significant im-
provement in both health status and quality of life of
the poor. Likewise, Sharofiddin et al., (2019) exam-
ined the zakah mechanism effectiveness in social
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protection in Malaysia. Using annual data over the
period of 2010-2018, they found that zakah was sta-
tistically insignificant to social protection through
healthcare. They justified their findings by the weak-
ness of the health care channel in improving social
welfare and they recommended that the role of health
care be enhanced by offering social health insurance
policy for zakah beneficiaries. Interestingly, their
recommendation is in line with what has been taking
place in Sudan since 2011.

Despite the scarcity of empirical studies regarding
the impact of zakah on health care provision for poor
people, the above discussion makes it clear that zakah
plays a significant role in facilitating the poor access
to health care in many Muslim-majority countries.
Therefore, this study filled an important gap in litera-
ture and provided some policy implications about the
link between zakah and health care provision in the
Muslim countries. Moreover, most of the existing
experiences of zakah are focusing on the direct finan-
cial support to sick people through purchasing treat-
ments and running zakah hospital and health centers.
However, according to the best of the authors’
knowledge the Sudanese experience of paying health
insurance premiums on behalf of the poor is unique.
Therefore, this study would help in drawing useful
lessons from this experience. Furthermore, unlike the
previous studies that adopted either a quantitative or
qualitative method, this study relied on both quantita-
tive and qualitative methods for the purpose of ro-
bustness check.

4. Data and Methodology

4.1 Data

To examine the role of zakah in facilitating access of
poor households to healthcare, the study used three
data sources namely, administrative data, household
survey and key informant interviews (KIIs). There-
fore, the empirical analysis is divided into institution-
al, qualitative and quantitative analyses.

Administrative data

The administrative data was collected form the
chamber of zakah and the national health insurance
fund (NHIF) covering the 2011-2020period. Data
about the number of zakah beneficiaries for all Suda-
nese states were gathered from NHIF whereas those

on the proportion of poor households who enrolled
into health insurance through zakah in each state
were gathered from the chamber of zakah.

Household survey

This study used the dataset collected through a
household survey conducted in 2018 to examine the
determinants of health insurance affiliation in Su-
dan3. The survey was funded by the NHIF and cov-
ered a sample of 742 respondents selected from two
Sudanese states: Khartoum (416) and Kassala (326).
These two states were chosen for the purpose of
comparison, since Khartoum contains a considerable
number of internally displaced people (IDPs), while
Kassala is one of the poorest states in Sudan.

The survey is based on the cluster-sampling tech-
nique, dividing the population into three groups (i.e.
sampling units). The primary sampling unit is repre-
sented by the state; the secondary sampling unit is the
locality, and finally the administrative unit within the
locality represents the final sampling unit. The ques-
tionnaire was administrated asking respondents about
their demographic and economic characteristics
along with health status. The total sample (742) was
divided into three groups namely: zakah health insur-
ance participants (116), self-funded health insurance
group (192) and finally the non-health insurance par-
ticipants (434).

Key Informant Interviews (KIIs)

In addition to the household survey, the study used
gualitative data collected via key informant inter-
views (KIIs). A semi-structured interview was con-
ducted with experts and executive people selected
from the health insurance fund and the chamber of
zakah. This provides an in-depth information about
the role of zakah in health care provision. We fol-
lowed a snowball sampling technique to delibrately
select 10 key informants from a list of potential re-
spondents. Five experts were selected from the NHIF
and the other five respondents were selected from the
chamber of zakah.

3 The survey is supported by the NHIF and conducted in
2018 to study the factors that influence participation in health
insurance.
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4.2 Analysis Methods

Based on the above-mentioned data sources, the
study used both quantitative and qualitative methods.
The analytical and descriptive approach was adopted
in the quantitative analysis to assess the extent to
which zakah contributes to providing health care for
poor households. Specifically, the analysis adopted
descriptive statistics and an econometric approach to
understand the impact of zakah on health care utiliza-
tion and reducing OOP healthcare expenditure.

Econometric technique

To get more insight into the role of zakah in facilitat-
ing access of the poor to health care we estimated the
health demand function, using the OOP health spend-
ing as a dependent variable. This helps us to under-
stand the effect of zakah on health care utilization and
access. To this end, we excluded the sub-sample of
self-insured, focusing on the remaining two groups
(i.e. zakah insured (116) and non-insured group
(434)). Thus, the research question here was whether
health insurance provided by zakah reduces the OOP
health expenditure among poor households? It is well
understood that OOP health expenditure undermine
the ability to access to healthcare, particularly for
poor households. Therefore, we expected that Zakah
beneficiaries to be less likely to be exposed to the
OOP health spending compared to non-insurance
participants. Based on the existing literature on the
health demand function (e.g. Grossman, 1972; Parker
and Wang, 1997; Su et al, 2006 and Ebaidalla and
Ali, 2019), the model specification for households’
health expenditure can be expressed as follows:

OOPl =a+ BXL + yZakéhl + & (1)

where OOP is the out of pocket health expenditure,
which is the value of money spent by the household
on health services during the previous month, meas-
ured in Sudanese pound (SDG). Following the empir-
ical literature on OOP health spending (e.g. Gross-
man, 1972; Su et al, 2006 and Ebaidalla and Ali,
2019), the dependent variable is related to a vector of
explanatory variables (X) and zakah participation
variable (Zakah). The explanatory variables include a
set of household” socio-economic, demographic and
location characteristics. Specifically, the explanatory
variables include the head of the household age, gen-

der, marital status, educational level, size of the
household, (urban/rural) residence and distance to
health services. Zakah is our key independent varia-
ble, which is expected to have a negative sign, sug-
gesting that participating in health insurance through
zakah reduces OOP health expenditure incurred by
the poor households. Finally, ¢ is a normally distrib-
uted error term with zero mean.

To estimate our model, we tried both of the Heckman
selection model and ordinary least square (OLS)
method. It is well acknowledged that analyzing
households’ health payment decision using a sample
that excludes households who do not report health
care payments will lead to biased estimates (Rous
and Hotchkiss, 2003). Indeed, poor people generally
seek healthcare only when they are sick and so many
of them pay for health care only when they seek med-
ical treatment (Rous and Hotchkiss, 2003 and Ebai-
dalla and Ali, 2019). People who are reported to be
sick and seek treatment spend a positive amount on
medical attention. Consequently, healthcare spending
data is always characterized by a large cluster at zero
(0) and a right skewed distribution (Karimo, 2014).
In such case, the problem of sample selection bias
may arise and, therefore, the conventional OLS
method turns out to be inadequate to allow reliable
results. To solve the sample selection bias problem,
the study referred to the Heckman (1979) two-step
selection model to check whether the model under
consideration suffers from this anomaly4. The
Heckman model results rely on the significance of
lambda coefficient (1), (i.e. the selection term). If
lambda coefficient is significant, this implies that the
model suffers from the selection bias problem. On the
other hand, if lambda is insignificant, it indicates that
the model is selection bias-free, and that the OLS
estimation can be adopted. To specify the Heckman
two-step model, we used the existence of health facil-
ities in a certain community as an instrument in the
selection equation.

4 We use the existence of health facilities as an identifying
variable in Heckman selection equation. That is, a household
residing in a community in which health facilities are available
tend to report positive expenditures on health care service, but
not the amount of OOP expenditure.
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5. Empirical results and analysis
Following the above-outlined methodology, this sec-
tion reported and discussed the empirical findings. It
was divided into three sub-sections: the first sub-
section highlighted the contribution of zakah to
health insurance and health care provision based on
the administrative data. the second su-section detailed
the qualitative analysis based on Klls whereas sub-
section three provided the econometric results and
some descriptive statistics on the respondents’ key
characteristics.

5.1 The role of zakah in the provision of health
care to the poor: Institutional data analysis

As outlined in section two, zakah contributes signifi-
cantly to health care provision through two channels:
(i) enrolling the poor households into health insur-
ance and (ii) supporting medical treatment of the
poorest people. Figure 3 displays the average of
households that enrolled annually into the health in-
surance coverage during the period (2011-2019).

Figure 3. Households that enrolled by zakah into health insurance by state- average period (2011-2019)
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Figure 3 shows that across all Sudanese states, the
number of zakah beneficiaries who were accommo-
dated into the health insurance coverage is more than
20,000, on average during the period of 2011-2019.
Zakah beneficiaries in some states, such as West
Kordufan, Gedarif and Gezira exceeded 40,000
households. In Khartoum state, for instance, the
number of zakah beneficiaries is about 135,000 poor

households. This can be justified by the fact that
Khartoum is the biggest Sudanese city and hosts
more than the quarter of Sudan’s population.
Regarding the proportion of poor people covered by
zakah, Figure 4 shows the percentage of poor house-
holds who benefited from zakah as a ratio of total
number of poor families, over the period of 2016-
2020.
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Figure 4. Percentage of poor households insured by zakah as a ratio of the total number of poor families
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Figure 4 points out that the average percentage of
poor households who benefited from zakah insurance
coverage program during the last five years is about
11%. This implies that during this period, zakah an-
nually enrolls about 11% of the poor population into
the health insurance coverage. This also highlights
the role of zakah in facilitating access of poor house-
holds to health care services.

As for the second channel through which zakah sup-
ports poor households (i.e., direct payment), the
available statistics revealed that zakah has allocated a
considerable fund to treat thousands of poor patients
over the last ten years. Figure 5 reports on the num-
ber of cases that benefited from zakah support along
with the total amount of fund in Sudanese pounds
over the 2015-2019period.

Figure 5: The amount of fund and number of cases that benefited from direct support
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Figure 5 indicates that the average of poor people
who received treatment support is about 10,000 per
year during the period of 2015-2019. As previously
indicated, the process starts by submitting the treat-
ment bills to the local zakah unit and then to the
chamber of zakah in a certain state for the payment of

the hospital or center where the poor received
themedical treatments. This channel contributes sig-
nificantly to facilitate the access of the poor to health
care services and then reduces the impoverishment
impact of OOP health payments.
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5.2 The qualitative analysis results

As outlined in the methodology, ten interviews were
administered to five NHIF’ officials (three at the fed-
eral level and two at state one) and five executive
people from the chamber of zakah (three in Khar-
toum and two in Kassala state). The interviews aimed
to answer the question on the extent to which zakah
contributes to improve access of poor households to
health care? These interviews also aimed at evaluat-
ing the intervention adopted by zakah to enroll the
poor into the health insurance system. In this sub-
section, we summarized the main answers of the in-
terviewees in the two institutions (NHIF and chamber
of zakah).

The chamber of zakah representatives in the two
states acknowledged that zakah continuously sup-
ports the poor through promoting education, facilitat-
ing health insurance participation and paying treat-
ment bills. In this regards, interviewee No.2
mentioned that, “Zakah supports many poor pro-
grams including education, health and microcredit.
The main objective of zakah fund is to help the poor
and needy, especially those who have no income to
pay the costs of health care.” Interviewee No.3
claimed that, “Zakah engages in several programs
that aim to improve individual and social conditions.
Zakah supports the health status of the poor in all
aspects, through providing health insurance policy
and treatment support for the poorest people”. All the
interviewees indicated that enrolling the poor into the
health insurance program is the most important initia-
tive adopted by zakah in the last decade. Interviewee
No 5 said that, “On monthly basis, zakah is commit-
ted to pay insurance premiums for thousands of poor
households in Khartoum state, hence, preventing
thousands from being exposed to poverty, as health
payments send many households to below poverty
line. Thus, through the health insurance program,
zakah contributes significantly to poverty alleviation
and hence to achieving the main objective of Shari’a
(preserving the life)”.

The interviewees from the chamber of zakah
pointed out that zakah as an Islamic obligation that
considers life preservation as a top priority. Thus,
through providing health insurance for poor house-
holds, zakah contributes to the economic welfare of
the nation as healthy people are more able to engage

in economic activities, which consequently increases
production and economic growth. Interviewee No.1
from zakah chamber said that “The overall goal of
zakah is to help the deprived people who are suffer-
ing from all kinds of discrimination. In this regard,
zakah often supports the healthcare system in Sudan
for the benefit of the poor in order to reduce the bur-
den of health expenses.” Overall, the zakah officials
revealed that zakah plays a crucial role in social pro-
tection through easing the access of the poor to health
care services, hence mitigating the burden of OOP
health payments and contributing to poverty reduc-
tion.

In the same vein, the information gathered from
the interviews with the health insurance officials con-
firm the support of zakah to poor households through
paying the monthly insurance premiums for thou-
sands of households. Most of the interviewees
claimed that the intervention of zakah in providing
health insurance led to the increase of insurance cov-
erage. Therefore, zakah contributes to the universal
health coverage policy in Sudan. For example, inter-
viewee No.2 mentioned that, “Since the beginning of
zakah program, the health insurance coverage has
increased remarkably”. He added that “Zakah sup-
ports the NHIF plan that aims to accommodate the
poor and informal workers under the umbrella of
health insurance”. Interviewee No.3 from the NHIF
pointed out that, “Through zakah initiative, many
poor households and their dependents benefited from
health insurance coverage and health service packag-
es provided by the NHIF in the form of medical con-
sultations, drugs and diagnosis”. These views con-
firm the expansion of health insurance coverage
during the last decade as shown in Figure 1.

Moreover, there is an agreement among most in-
terviewees that zakah prevents poor households from
catastrophic health charges. The interviewees also
indicated that zakah protects thousands of beneficiar-
ies against becoming a victim of extreme poverty due
to high out-of-pocket health payments. For example,
Interviewee No. 4 indicated that, “Through insuring
poor people, zakah contributes significantly to reduc-
ing the burden of health expenses endured by fami-
lies, and eventually helps curb poverty in the coun-
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Both NHIF and zakah’ interviewees mentioned that
there is a good collaboration between zakah and the
health insurance fund regarding the provision of
health care services to the poor population at both
federal and state levels. Overall, most of KlIs confirm
that zakah has a significant role in facilitating the
poor access to health care services and contributes
significantly to the UHC efforts in Sudan. They also
confirm that zakah reduces the negative consequenc-
es of OOP health spending among the poor popula-
tion in Sudan.

However, despite the positive role of zakah
providing the poor with access to health care, the
interviewees raised some concerns about the en-
gagement of zakah in enrolling the poor into health
insurance, and suggested some recommendations to
maximize the role of zakah. The NHIF interviewees
claimed that the lack of awareness among zakah ben-
eficiaries hampers their efforts to enable the poor
benefit from health care. In addition, political inter-
vention in selecting zakah beneficiaries indirectly
prevents potential poor persons from accessing health
care services. Therefore, the process of identifying
beneficiaries needs to be revised. On the other hand,
some chamber of zakah officials claimed that the
health care package provided by the health insurance
does not cover all medications, causing some of the
poor to request extra support from zakah and other

charitable organizations. They also indicated that the
high inflation and increase in insurance premiums
over the previous years weakened the ability of zakah
to expand health insurance coverage for poor house-
holds.

5.3 The role of zakah in providing health insur-
ance to the poor: A household level analysis

This sub-section introduced the results of quantitative
analysis based on the data collected from the house-
hold survey. It is divided into two parts: the first part
reported on the descriptive statistics of the sample
while the second one detailed the econometric results
of estimating the impact of zakah on OOP health
expenditure.

5.3.1 Descriptive Statistics

To understand the respondents’ demographic and
socioeconomic status, we introduced some descrip-
tive statistics about the sample used in the analysis.
As previously mentioned, the sample is divided into
three groups as shown in Figure 6 below. The first
group consists of poor households who enrolled in
the health insurance via the chamber of zakah (116)
while the second group involves the self-insured
households (192). The third group, however, includes
the poor households without health insurance (434).
Figure 6 shows the distribution of the sample by

group.

Figure 6: Sample distribution by group
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The pie chart in figure 6 shows that most of the re-
spondents (58%) do not have health insurance. This
indicates that a sizable portion of the poor popula-
tion in Sudan is out of the health insurance coverage.
This also reflects the low rate of health insurance
coverage among the poor households in Sudan, as
already stated in section 2. The percentage of house-
holds that pay for their insurance themselves is about
26%, while the portion of those enrolled through the
chamber of zakah is 16%. Since zakah fund concen-
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trates on the poorest population, this percentage em-
phasizes the efforts made by zakah institutions to
provide health coverage for the poor households.
This result is also consistent with the administrative
data, which shows that the average of poor house-
holds who received insurance has been around 11%
at the national level, during the last five years.

Table 1 reports the respondents’ demographic char-
acteristics, dividing the sample into three groups:
zakah insured, self-insured and non-insured people.

Table 1. Demographic characteristics of the head of households

Respodents Measure Zakah insured Self-insured Non-insured
Freq. Percent Freq. Percent Freq. Percent

>= 24 year 1 1 4 2 20 5

24-35 year 13 11 26 14 108 25

Age 36-50 year 47 41 80 42 208 48
51-64 year 35 30 56 29 77 18

More than 64 20 17 26 14 21 5

Gender Female 18 16 27 14 53 12
Male 98 84 165 86 381 88

Size of 1-3 members 13 11 31 16 61 14
household 4-7 members 39 34 68 35 229 53
More than 7 64 55 93 48 144 33

Married 101 87 168 88 361 83

. Single 2 2 12 6 47 11
Marital Status Divorced 4 3 5 3 14 3
Widowed 9 8 7 4 12 3

[lliterate 39 34 50 26 123 28

Educational Primary . 37 32 53 28 116 27
status Intermediate 9 8 13 7 37 9
Secondary 20 17 45 23 116 27

University and above 11 9 31 16 42 10

Source: Survey data, 2018

Table 1 indicates that compared to the self-insured
and non-insured groups, the majority of zakah bene-
ficiaries are elders with above 50 years. This implies
that zakah targets the elderly, who are more needy
and vulnerable to unemployment and illnesses. The
percentage of female respondents in the zakah sam-
ple is also higher than those of the other two sub-
samples, implying that zakah supports the poorest
females. Moreover, the table shows that the percent-
age of large households (i.e, having more than seven
members) is high for zakah group (55%) compared
to self-funded (48%) and non-insured groups (33%).
Since the large households are more vulnerable to
poverty and involve a greater number of dependents,
targeting this type of households ensures that more

people from poor families enjoy health care services.
Regarding the marital status, all sub-samples are
similar, since married category is similar to the bulk
of the respondents. Interestingly, this table also
shows that the majority of zakah beneficiaries have a
low educational level if not illiterate, as the percent-
ages of the illiterate and primary education level for
zakah sub-sample are 34% and 32%, respectively,
compared to 26% and 28%, for self-insured, and 28
and 26%, respectively for the non-insured group.
The high rate of illiterate (34%) among zakah group
indicates that about one third of zakah beneficiaries
are not educated, which might justify their misery.
Likewise, the table indicates that the proportion of
the respondents who have completed tertiary educa-
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tion is very small among zakah beneficiaries. Re-
garding the socio-economic characteristics of re-
spondents, Table 2 reports on the main socio-

economic indicators for the three groups under
study.

Table 2. Socio-economic Characteristics of the Respondents

Measure

Zakah insured

Self-insured Non-insurance

Freq. Percent Freq. Percent Freq.  Percent
Less than SDG 500 15 13 2 1 8 2
SDG 500 - 1500 52 45 26 14 36 8
Monthly Consump- gpG 1500-2500 28 24 34 18 78 18
tion SDG 2500 - 3500 15 13 58 30 134 31
SDG 3500 - 5000 2 2 39 20 79 18
> SDG 5000 4 3 33 17 99 23
Employment status  Employed 96 83 169 88 372 86
Unemployed 20 17 23 12 62 14
Residence’ build- Wood and grass/net 46 40 72 38 191 44
ing materials Mud 42 36 64 33 150 35
Bricks 28 24 56 29 93 21

Source: Survey data, 2018

The table revealed that compared to self-insured
and non-insured groups, the majority of zakah bene-
ficiaries live with income less than 1500 SDG per
month. This indicates the extreme deprivation
among zakah beneficiaries, measured by monthly
income. In other words, different from the self-
insured and non-insured groups, more than half of
zakah respondents live on less than 1500 SDG in-
come. This result confirms once more the fact that
zakah targets the poorest households. Interestingly,
the respondents with a monthly income above SDG
5000 represent about 3%, 17% and 23% for zakah,
self-insured and non-insured, respectively. Table 2
also indicates that the unemployment rate among
zakah beneficiaries is high (17%) compared to 12%
and 14%, for the self-insured and the non-insured,
respectively. Furthermore, the table shows that a
considerable segment of the respondents from the

zakah group (i.e. about 46%) resides in houses made
of wood and grass, confirming that the majority of
the zakah beneficiaries live in extreme poverty. The
big number of houses made of wood and grass may
also indicate that poor households lack access to
sanitation and hygiene services and are more likely
to be exposed to poverty and illnesses. Moreover,
living in such harsh conditions is more likely to in-
crease the incidence of infections and acute diseases
and, as a result, expose such people to high OOP
health payments.

To get better insight into the health situation of
the respondents, we introduced some facts about
their health characteristics. This would enable us to
understand the role of zakah in facilitating the poor
access to healthcare. Table 3 sheds some light about
the health situation of the respondents.
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Table 3. Respondents Health Status

Measure Zakah insured Self-insured Non-insured
Freq. Percent Freq. Percent Freq. Percent
Healthy 48 41 113 58 342 79
gﬁiﬁ%’;‘:}em Health — pycabled 4 3 1 1 3 1
Chronic diseases 64 55 78 41 89 21
Diabetes 28 44 26 33 21 30
Tvpes of chronic Dis Hypertension 11 17 10 13 18 26
egs%s of the Respond- Asthma. > 8 2 3 4 6
ents Heart disease 4 6 1 1 5 7
Others 4 6 6 8 6 9
Co-morbidity 12 19 33 42 15 22
Dependents chronic Yes 52 45 64 33 93 21
diseases status No 64 55 128 67 341 79
None 0 0 2 1 16 4
Number of consulta- One time 8 7 15 8 43 10
tion/ visits to health Two times 3 3 21 11 62 14
centers/hospitals Three times 12 10 20 10 91 21
> three times 93 80 134 70 222 51
Nothing 5 4 3 2 17 4
< 100 SDG 23 20 19 10 10 2
Out of pocket health 100-500 SDG 30 26 42 22 95 22
Expenditures 500-1000 SDG 12 10 40 21 88 20
1000-1500 SDG 18 16 36 19 88 20
> 5000 SDG 28 24 52 27 136 31

Source: Survey data, 2018

The table shows that more than half of zakah-
insured respondents (i.e. 55%) suffer from chronic
diseases. For the other two groups, however, the
proportion of respondents with chronic diseases are
about 41% and 21% for self-insured and non-insured
groups, respectively. Likewise, the proportion of
healthy respondents among zakah beneficiaries is
very small compared to the other two groups. These
statistics indicate that the incidence of chronic dis-
eases among zakah beneficiaries is approximately
the double of that of non-insured group. It is worth
mentioning that households with a high rate of
chronic diseases are more likely to require health
care services and be vulnerable to high out-of-pocket
health expenditure. Thus, zakah plays an important
role in facilitating access of the poor to health care
and reducing their OOP health payments.

Regarding the types of chronic diseases, Table 3
indicates that diabetes and hypertension are among
the most common chronic illnesses among the full
sample and zakah respondents. Respondents suffer-
ing from diabetes represents 44%, 33% and 30% in

zakah, self-insired and non-insured groups, respec-
tively. The prevalence of these illnesses among poor
households may signify the widespread of chronic
diseases among the poor population in Sudan. This
also confirms the eligibility of zakah beneficiaries
for a health insurance coverage. Moreover, the table
reveals that the prevalence of chronic diseases
among the dependents of zakah beneficiaries is high
compared to other groups. Since the members of the
household benefit from the subscribed head of the
family in insurance, zakah provides a huge segment
of the poor population with health care.

The table also reveals that the majority of the
respondents in the three groups seek medication
more than three times throughout the six months
preceding the survey. The high rate of visits to
health care facilities among zakah beneficiaries im-
plies that health insurance enhances health care re-
sort for the poorest families. Interestingly, the table
shows that, compared to the non-insured group,
zakah respondents pay less for healthcare, implying
that zakah beneficiaries are less likely to incur high



The Role of Zakah in providing Health Care for the Poor in Sudan 35

out of pocket health expenditure. This also means
that zakah plays important role in reducing risk as-
sociated with OOP health payments; in other words
it promotes access to health care. Moreover, despite
the high morbidity rate among zakah beneficiaries,
their OOP expenditure is less than that endured by
non-insured group, indicating the importance of
insurance in reducing OOP health spending. Overall,
the above findings imply that zakah has a significant

impact in facilitating access of poor households to
health care, with low OOP health expenditure.

Concerning the respondents’ perception on the
quality of the health insurance services, table 4 re-
ports some responses regarding service satisfaction
and insurance coverage. Since we have only two
groups of insurance participants, we rather focused
on zakah and self-insured groups only.

Table 4. The perspective of insurance enrollees regarding satisfaction

Measure Zakah insured Self-insured
Freq. Percent Freq. Percent
Excellent 44 38 44 23
Beneficiaries’ Satisfac-  Good 51 44 91 47
tion Acceptable 13 11 41 21
Bad 8 7 16 8
Covers all prescribed drugs 19 16 24 13
HI's coverage Covers part of prescribed drugs 96 83 159 83
Does not Cover the drugs 1 1 9 5
Less than 6 months 4 19 10
How long under HI 6 moths- one year 12 10 17 9
One year- two years 17 15 42 22
More than two years 82 71 114 59

Source: Survey data, 2018

Table 4 informs us that about 38% and 23% of
zakah and self-insured groups, respectively, believe
that the services provided through health insurance
are excellent. About half of the participants in both
zakah and self-funded group declared that these ser-
vices are good. It is also claimed that the majority of
the participants in both groups indicated that health
insurance covers only a part of the prescribed treat-
ments. This confirms the claim of zakah participants
who recognizeded that the insurance does not cover
all health care services. Finally, according to the
same table, the majority of the respondents from the
two groups indicated that they have been registered
in the health insurance for two years. This confirms
the continuous support of zakah to enroll poor
household members into the health insurance cover-
age.

5.3.2 Econometric Results

As outlined in the methodology, to examine the role
of zakah in health care provision, the study estimat-
ed the impact of zakah on OOP health spending. The
first step in the analysis is to apply the Heckman
(1979) two-step selection model to test whether it
suffers from the problem of sample selection bias.
The results in Table 5 indicate that the lambda coef-
ficient (the selection term) is significant, implying
that our model is suffering from this bias problem.
Therefore, we proceeded with the Heckman selec-
tion approach to estimate our model. The Heckman
model estimation results are displayed in Table 5.
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Table 5: Heckman Selection Model Estimation Results

Dependent variable is the log of health expenditure

Variables Outcome equation Selection equation
Coefficient Std. error Coefficient Std. error

Zakah -0.338*** 0.038 -1.329*** 0.324
Male 0.105** 0.043 -0.187 0.407
Age 0.001 0.001 0.009 0.012
Married -0.010 0.042 0.834** 0.326
Years of schooling 0.002 0.003 -0.029 0.028
Household size -0.002 0.005 -0.015 0.043
No of rooms 0.013 0.010 0.339*** 0.119
Chronic 0.032 0.034 -0.305 0.288
Admission 0.195*** 0.027 0.105 0.266
Urban -0.041 0.035 -0.143 0.395
Khartoum 0.059* 0.034 -0.810* 0.465
Distance 0.121** 0.052 -0.066 0.500
Health facilities - 0.494*** 0.102
Constant 1.348** 0.084 0.277 0.820
lambda -0.262** 0.107

Observations

550

Standard errors in parentheses

*** **and * indicate significance at the 1%, 5% and 10% level, respectively

Focusing on the obtained equation, we can observe
that the zakah coefficient is negative and statistically
significant, implying that zakah significantly reduces
out-of-pocket health expenditure among poor
households. This also suggests that zakah reduces
the risk of catastrophic health payments, something
that was avoided by th poor; hence zakah positively
contributes to their access to health care. In other
words, since high OOP health expenditure reduces
access to health care, the negative sign of zakah co-
efficient implies that zakah improves access of the
poor to health care. This finding also confirms the
results reported in the descriptive statistics, as zakah
respondents are less likely to incur high OOP health
payments compared to non-zakah beneficiaries.

6. Conclusion and Recommendations

Over the past two decades, the chamber of zakah in
Sudan has exerted sizable efforts to provide health
care for poor people. However, despite the relatively
long engagement of zakah in health care provision,
the information available on its role is very scanty.
This study, therefore, aimed to examine the role of
zakah in facilitating the poor access to health care in
Sudan. To this end, it used administrative data,
household surveys and key informant interviews.

Concerning the control variables, the Heckman two-
step selection model results indicate that most of the
variables are associated with the expected signs and
their magnitudes are in agreement with previous
studies. Specifically, this result implies that males
are more likely to expose to OOP health expenditure
than their female counterparts. Admission into hos-
pital has a positive and significant impact on OOP
health payment, implying that this admission in-
creases OOP health spending. Finally, and as ex-
pected, the distance coefficient is positive and statis-
tically significant, suggesting that households
residing in remote areas tend to spend more in order
to get access to health care services.

The results revealed that zakah accommodates a
considerable portion of Sudanese poor households
into the health insurance coverage throughout the
country. Specifically, zakah enrolls about 11% of
poor households into the health insurance annually,
targeting families with disabled members and living
in extreme poverty. Zakah also contributes to the
treatment of thousands of patients every year. The
key informant interviews indicated that during the
last two decades zakah has allocated considerable
resources to support poor patients and enroll thou-
sands of poor household members into the health
care coverage. Thus, the zakah intervention obvious-
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ly improved the access of the poor to health care
services in Sudan. The insurance officials mentioned
that zakah initiative to accommodate the poor into
the insurance coverage has significantly contributed
to the universal health coverage in Sudan, mainly
during the last ten years. The qualitative analysis
also pointed out that the lack of awareness among
zakah beneficiaries and the mistakes in selecting
target groups are among the main constraints that
hamper the role of zakah in facilitating access of
poor households to health care services.

Moreover, the household survey indicated that
zakah accommodated about 16% of poor households
into the health insurance in the two states under
study. The socioeconomic and demographic charac-
teristics of the respondents confirm that zakah tar-
gets the poorest households. The results also proved
that zakah beneficiaries are less likely to be exposed
to out-of-pocket health expenditure, thanks to the
zakah intervention, which noticeably reduced the
health expenses. Furthermore, the econometric re-
sults revealed that participating in the health insur-
ance programme through zakah reduced the OOP
health expenditure, confirming the fact that zakah
significantly facilitated the poor access to health care
in Sudan.

Based on the above findings many recommenda-
tions can still be proposed to promote the role of
zakah in providing health care for poor households.
First, awareness among zakah beneficiaries should
be enhanced to increase health care utilization
among participants. Second, the selection mecha-
nism of target beneficiaries needs to be revised to
maximize the role of zakah by targeting the poorest
households. Third, given the increase in poverty in
the recent years, further resources need to be maobi-
lized for zakah fund to expand the insurance umbrel-
la and accommodate more poor people so as to help
achieve the universal health coverage. Fourth, col-
laboration between the chamber of zakah and health
insurance fund should be strengthened via an ex-
change if information in order to enhance the role of
zakah in this health coverage.

Nevertheless, the results of this study are subject
to some limitations. First, the findings resulting from
the household survey are based on data collected

from two states (Khartoum and Kassala). Although
these states represent about 30% of the Sudanese
population, the guantitative analysis results cannot
be generalized to the rest of the states. Second, the
administrative data covers a very short period of
time (2015-2020); hence, the unavailability of data
that spanned over a longer period prevented us from
investigating the effect of zakah on health sector on
the long run. Third, during the past few years, Sudan
has witnessed unfavorable economic performances
due to the COVID-19 pandemic and political insta-
bility after the Sudanese revolution (2018-2019). All
these definitely influenced the role of zakah in sup-
porting the poor population. Therefore, the lack of
new data disallowed us to examine the performance
of zakah under the new economic setting of Sudan.
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Abstract. Institutionalized zakah has long been a decisive tool that provides various
types of support to addressing a variety of well-being problems of the Muslim
community in Sri Lanka, a country where such a community is a minority. Being
significantly successful to empowering the underprivileged of the community, the
zakah has also faced challenges that negatively impacted its effective functioning. This
study aimed to investigate institutionalized zakah’s multiple support, identifying its
challenges and suggesting some recommendations to make its’ role more effective.
This is an exploratory study used qualitative data collected through interviews with five
zakah institutions in the Eastern part of the country. The findings showed that: zakah
provided the target community with access to basic needs, economic opportunities and
assistance for higher education. However, the shortage of professional and properly
trained human resources, misuse of support, lack of beneficiary monitoring
mechanism, and lack of community awareness on zakah were all identified as prime
challenges that have to be addressed to attain the utmost benefits from the embedded
potential of zakah.
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1. Introduction

Sri Lanka, an Island nation in South Asia, is a multi-
ethnic, religious and linguistic country. About 22
million people of the county belong to three major
ethnic groups: Sinhalese, Tamils and Muslims. While
Sinhalese are majority, Tamils and Muslims form the
first and the second ethnic minorities of the Island
respectively. Sinhalese are predominantly Buddhists,
overwhelmingly living in the South of the country,
and speak Sinhala as their native tongue. Meanwhile,
Tamils, mostly Hindus, are largely concentrated in
the North and East, and speak Tamil as their mother
tongue. For the Muslim minority is scattered across
the Island, living in the Southern, Northern and East-
ern of the Island. While Muslims living in the South
use Sinhala as their first language, their counterparts
in the North and East speak Tamil (Ali, 1997; Ali,
20004; Imtiaz and Hoole, 2011; Imtiaz and Igbal,
2011; Imtiaz and Amjad Mohamed — Saleem, 2015;
Mayilvaganan, 2008). However, the Muslims are the
only community that is able to speak both languages
fluently compared to the two other communities
(McGilvray, 2007; Ali, 2004). Religion, language
and culture are unique features differentiating the
three ethnic groups as they are inseparably tied to
them (McGilvray, 1998; McGilvray, 2008;
McGilvray, 2011).

Zakah is known as a religious tax wealthy Mus-
lims have to pay to help the underprivileged members
in their community for their well-being. Being an
integral part of their religious life among the Muslims
of Sri Lanka, zakah has long been an in institutional-
ized way and a significant tool to assist people in
need to deal with the various problems that affected
their daily lives. This study aimed to investigating
how institutionalized zakah has addressed people’s
well-being problems and the challenges it has experi-
enced. The study has also suggested some recom-
mendations to deal with those challenges to help the
zakah play a more effective role.

In early times, Sri Lanka, Muslims did not have
any institutionalized zakah nor did they have any
organization to handle it formally. Although they
complied with this Islamic obligation, their zakah
was more personal, unsystematic and socially unpro-
ductive in responding to the problems of needy in
their community. Many reasons contribute to this
situation: First, Muslims have not achieved a full

implementation of the zakah as a social responsibil-
ity to help the needy in the community. Second, they
therefore have not have not seriously considered the
establishment of any institution to bring together all
zakah providers in the community to pay zakah
collectively through a formal channel as a communi-
ty program. And finally, those zakah providers in
their community followed no proper criteria when
choosing their beneficiaries, these were always their
friends, relatives and neighbors even though they are
not entitled for it (A B. Sharifdeen, personal commu-
nication, August 9, 2020).

In modern Sri Lanka, the Muslims’ approach to
zakah has witnessed several change that were trig-
gered by various factors this change. Sri Lankan so-
ciety began to face a new domestic social context that
embraced neo-liberal economy that effectively pro-
moted marketing, privatization, microfinance-
economy and migration of local labour force. While
bringing some progress , this new social climate
brought about some disadvantages to the communi-
ty. It widened the already existing socio-economic
disparity in the community, destroying the poor ac-
cess to their basic needs. It turned the basic services
into marketable commodities that have become inac-
cessible to all the members of the community since
the underprivileged were unable to pay for them. A
Life in modern Sri Lanka has become a competitive
where vulnerable groups in the community had lit-
tle/no opportunities to live and therefore turned to
others for support. These new social order character-
istics changed the Muslims’ traditional socio-
economic perception and behaviour, prompting them
to respond to the needy problems in their community
with a collective and formal support. Institutionalized
zakah was therefore the ultimate result of this
change (Hashim, Personal communication, October
20, 2020).

In 1957, Ceylon Baithulmal Fund (CBF) was es-
tablished by the Sri Lankan Muslims as the first or-
ganization to formally handle the zakah of their
community. While the CBF actively pursued zakah ,
it could not function as a zakah institution for the
entire community after it faced many challenges. In
fact, it suffered from a shortage of physical and hu-
man resources, which made unable to cover since the
people who deserve the zakah were scattered across
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the country. In addition, a good number of CBF em-
ployees were inexperienced and untrained to properly
achieve their work, which affected its’ effective func-
tioning. Furthermore, the financial difficulties made
the CBF unable to pay its staff salaries which limited
the CBF’s capacity in delivering the zakah to the
community. Such challenges ultimately resulted in
mosques becoming zakah organization in many
neighbourhoods (K.M. Najmudeen, personal com-
munication, October 19, 2020).

2. Literature Review

The word “zakah ”, known as one of the five pillars
of Islam, emanated from the Arabic word “Zakah ,”
which means purification (thaharah) and growth
(mana) (Machado, Bilo and Helmy, 2018). While
Islam has promoted zakah as a religious duty of
Muslims, it has equally encouraged it as a tool to
redistribute wealth among the poor and the different
vulnerable groups of people in society (Damilola,
Nassir and Baba, 2015; Khulugo, 2016). Traditional-
ly gold, silver, agricultural products and livestock are
the sources of zakah , but today they have been ex-
pended to involve business assets, financial assets,
bank accounts, and rentable buildings too (Machado,
Bilo and Helmy, 2018).

In our modern socities, the zakah has been insti-
tutionalized and has become a critical source of social
welfare, helping the underprivileged through mone-
tary and in-kind intervention to ensure their well-
being. In both Muslim and non-Muslim majority
countries, several formal zakah institutions have
been established and a variety of social welfare pro-
grammes have been launched by these institutions to
empower the various vulnerable groups of people in
the community socially and economically. In pre-
dominantly Muslim countries- such as Sudan, Egypt,
Jordan, Palestine, Indonesia, Malaysia, Turkey, Paki-
stan Bangladesh, the institutionalized zakah has con-
tributed to reduce poverty, provide some kind of so-
cial protection; promote the civil organizations
capacity building, develop the infrastructure and even
promote social reforms. As such the institutionalised
zakah helped the beneficiaries a) access basic ser-
vices like education, healthcare, water and sanitation,
self-employment; b) generate income source; c) en-
hance their purchase power; d) reduce inequality; e)
address a number of social problems like crime, job-
lessness, begging and loss of a partner (widows)

(Damilola, Nassir and Baba, 2015; Gilimiis,
Yardimcioglu and Altintag, 2019; Machado, Bilo and
Helmy, 2018).

Mosque as zakah institution

Traditionally, the mosque, known as a worship place,
has played the role of a zakah institution. In the
times of the Prophet Muhammad (PBUH), the
mosque was the most influential community organi-
zation that provided people with services to over-
come their problems (Ajeel, 1995). People used
mosques not only as a place for prayer, but also as a
venue for their social and cultural events. The events
were opportunities for people to meet together where
they learned about each other’s’ problems through
discussions and offered to help address them. They
considered mosque most suitable social institution
and provided their support to the needy through these
mosques (Wahid et al., 2011).

Role of Institutionalized Zakah

Institutionalized zakah has played a decisive role in
ensuring people well-being. When people had diffi-
culties to meet their basic needs, institutionalized
zakah has effectively answered through offering
shelter, livelihood, water and sanitation, and
healthcare. The other role included providing eco-
nomic opportunities for those who needed to sustain
an income. Such people were offered some kind of
self-employment- fishing, farming, retail businesses,
rice-grinding, hopper-making- among other oppor-
tunities (CBF, n.d.; Mahmud, Hassan, Sohag and
Alam, 2011; Wahid, Kader and Ahmad, 2011). Last
but not least, institutionalized zakah enabled people
with some assistance for educational, religious and
cultural needs (Ahmed, 2004; Mahmud et al., 2011).

Challenges of Institutionalized Zakah

While helping people deal with their different prob-
lems, institutionalized zakah has faced several chal-
lenges that harmed its effective functioning. To begin
with the zakah institutions lacked proper planning to
promote zakah in society. In fact, it was important to
educate the wealthy and make them aware that
providing the zakah is their religious duty that would
allow helping the poor in the community. Besides,
several zakah institutions struggled to identify zakah
providers and recipients because they did not have an
appropriate mechanism to achieve this procedure
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professionally. This resulted in the zakah institutions
inability to include the potential providers, and hin-
dered their efforts to reach all the recipients. Addi-
tionally, the zakah institutions lacked adequate phys-
ical and human resources and their workers had poor
skills in administering zakah . Furthermore, these
institutions did not have any post-distribution moni-
toring strategy to follow up the recipients and ensure
they used zakah assistance in a proper way. Finally,
the selection process of the beneficiaries was some-
times affected by bias and favouritism of the zakah
organizations, challenging their credibility and neu-
trality (Asma, 2010; Wahab and Rahman, 2011).

Method

This was meant to be an exploratory study using
qualitative data. It is for this reason that the authors
opted for the qualitative method. The qualitative ap-
proach has been a viable tool to clearly capture the
research participants’ perception and the real mean-
ings of their experiences over their problems or
events (Jones, 2004). The qualitative method increas-
ingly serves to gather rich information to generate
full picture of a phenomenon to be investigated in a
research (Sadala & Adorno, 2002). Finally, in social
science research, this method has been more popular
after it tackles people’s experiences about problems
presented in their own words in order to hear the
voice of “others” (Askeland & Bradley, 2007; Cre-
swell, 2007). This study, therefore, relied on the qual-
itative method in order to capture the whole picture
about institutionalized zakah contribution to social
wellbeing of people (Asma, 2010; Burnard et al.,
2008; Yumna and Clarke, 2011).

Sample

The study’s sample consists of five zakah institutions
perating as part of mosques but have separate admin-
istrations. They are located in the two districts of
Ampara and Batticaloa in the Eastern Province. Our
choice of this province is due to many reasons: First,
the province has a relatively high concentration of
Muslims. Second, this province included the oldest
zakah institutions that have been very active and
served the local people for decades. And finally, the-
se zakah organizations involved a large number of
different types of zakah providers such as farmers,
merchants and herders, who receive significant
amounts of zakah every year.

Out of the five institutions, four were based in
Ampara and one in Batticaloa. Purposive sampling
and separate recruitment criteria were set up and ap-
plied by the researchers of the study themselves. The-
se criteria included: 1) zakah institution should be
active and part of any mosque 2) it should have a
minimum of a five-year experience in the zakah field
3) the institution should have a formal administrative
structure to run zakah ; and 4) it should willingly
express its readiness to participate in the study.

Data Collection

Data were collected through interviews, which were
conducted with the representatives of all the five
zakah institutions. They were asked to explain: how
they were conducting their zakah programme; what
their experience in the fields was; and the challenges
they met while pursuing the zakah programe. Open-
ended questions were used in interviews that lasted
for 80-90 minutes on average with each organization.
The interview venues were the organizations’ offices
as chosen by interviewees themselves.

With the participants’ consent, the interviews
were digitally recorded for a later analysis. Setting
the questions, conducting the interviews and record-
ing them were all carried out by the researchers of the
study with the help of two research assistants.

Data Analysis

The digitally recorded interviews- data collected
from the zakah institutions- were transcribed into
verbatim transcriptions, which were later split into
main, sub and supportive themes. While the sub
themes were integral part of the major themes, the
supportive ones remained less important but could
still serve the analysis of the findings. Three factors
played a key role in determining the themes: these
included different types of supports from zakah , its
success and its challenges.

Selecting the themes was essential, because there
was a need to a) learn the ways the institutionalised
zakah benefited people to achieve their well-being;
b) recognise how it empowered them, and c) identify
the types of challenges it faced. Meanwhile, splitting
the data into multiple themes, according to the quali-
tative method, is important to align the findings with
the research objectives (Corbin & Strauss 1998;
Halmi, 1996).
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The data were manually analysed and run with the
support of a computer data management system. Data
analysis, themes organization and management were
all carried out by the researchers of the study with the
support of research assistants.

Table one shows that all the five zakah institu-
tions were founded in different years and were in
different neighbourhoods of both Ampara and Batti-
caloa Districts in the Eastern Province of the country.
Meanwhile, Table 2 proves that the research partici-
pants, representatives from all the zakah organisa-
tions, had different backgrounds and experiences in
the zakah field.

Results

Table 1. Socio-demographic Characteristics of the Zakah Institutions
Institutions Characteristics
N=5 Establishment Affiliation Town/District
Zakah Foundation 2000 All Mosques Federation Akkaraipattu/Ampara
Zakah Fund 1972 All Mosques Secrateriat Sammanturai/Ampara
Baithul Zakah 1997 Grand Jummah Mosque Saintamarutu/Ampara
Zakah Foundation 1986 All Mosques Federation Maruthamuna/Ampara
Zakah Foundation 1985 All Mosques & Muslim Kattankudi/Batticaloa

Organisation Federation

Table 2 . Participants’ Socio-demographic Characteristics (Officials of Zakah Institutions)

Participants

Characteristics

N=5 Age Education Occupation Position (Zakah ) Year Experience
P1 44 Master’s Deputy Director President 2015 13
P2 56 Bachelor Retired Principal In charge 2014 06
P3 59 Bachelor Medical Doctor President 2016 10
P4 42 Bachelor Child Officer President 2014 16
P5 56 Mater’s Lecturer President 2015 15

Mosque as Zakah Institution

All the zakah institutions were part of mosques
but independent entities with separate constitutions
and administrative structures in providing zakah . In
all the neighborhoods. The mosque upheld enormous
influence as a popular social organization that could
help the disadvantaged of the community build a
decent life. The mosque provided advices to people
on how to deal with problems affecting their life

based on the ground of religion. They simply fol-
lowed such advice considering it as alternative to
help bring changes in their life. All the zakah institu-
tions increasingly wanted to be part of mosque to use
the mosque’s social clout to gain a legitimacy for
them from the community as it could serve them to
run zakah more effectively. A representative of one
of the zakah institutions stated:
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‘Our organisation’s success in zakah simply lies
in being part of mosque that wields greater influence
on people at the community level.’

Multiple support

Institutionalized zakah was a tool of change,
providing multiple support for the vulnerable groups
in society to improve their life situation. Giving such
groups access to the basic needs was its most crucial
support. There were families that lived with relatives
for years. Being extremely poor, these families
sought a housing support after they found themselves
unable to afford to own or rent a house. While some
of the homeless possessed a piece of housing land,
others did not, but they all needed to be helped. Insti-
tutionalized zakah responded to this kind of problem.
The families were selected and each of them was
given RS 500,000 (US$ 3,500) in three separate pays
to build a house themselves on their land. They were
also given a six- month period as a deadline for com-
pletion and were monitored if they met the deadline.
Meanwhile, zakah institutions purchased the lands,
built the same Rs 500,000 worth houses within six
months and offered them to other homeless who
owned no land. Each shelter had minimum living
conditions and consists of two bedrooms, a multipur-
pose room and a kitchen and was enough for a family
of five to live in. When selecting beneficiaries, the
zakah institutions gave priority to age, occupation,
income and number of children in the families. The
families had to abide by an agreement with zakah
institutions that the house ownership could be trans-
ferred only to any family member and that the house
could not be sold for any reason. One zakah organi-
sation’s official noted:

“The support really made a difference in the bene-
ficiaries’ life, addressing prolonged housing prob-
lem.’

In the Muslim community, there were families
who lacked clean water and a toilet facility since they
were extremely poor and unable to afford to. The
families had long used other people’s facilities, which
sometimes led to a conflict between these families
and the facility owners. Zakah institutions had effec-
tively overcome this problem by providing these
families with drinking water connection and separate
toilet. One zakah institution said:

‘We have given families safe water and separate
toilets that cost Rs. 40,000 and Rs. 100,000 respec-
tively. Our help not only satisfied their basic needs
but also put an end to an unwanted conflict between
them.

The lack of a steady income was also one of the
most serious problems that increasingly put some
families’ livelihood at risk. Families, including wom-
en-headed ones, sought financial or material assis-
tance to generate a source of income. Institutionalized
zakah provided these families with several types of
self-employment projects. Some families whose tra-
ditional occupation was cattle -rearing were provided
with cows or goats. Each family was given a couple
of dairy cows or four goats, depending on their own
choice. Women-headed families received a Rs
50,000-worth rice grinder or hopper-maker as a form
of support to sustain a steady income. They make
their own choice by themselves on the form of sup-
port they would like to get.

Financial assistance was also part of the self-
employment support offered by institutionalized
zakah . Those who were traditionally shopkeepers
sought support to resume their shop-keeping to en-
sure an income. To start a retail business, they were
given Rs 300,000 each. Those who were artificial
flower makers, for instance and looked for self-
employment support to keep their business going on
were given Rs. 250,000 by zakah organizations
helped them expand their business and earn more.

Many other families received different other
forms of help in the Muslim community in the stud-
ied regions. Underprivileged parents whose daughters
reached maturity but could not marry because of fi-
nancial hardships were given Rs 250,000 from zakah
organizations to help them with the marriage expens-
es and set their own families. Helping the needy chil-
dren with education was another significant support
of institutionalized zakah . Many of these children
got selected to access public universities such fields
as medicine, engineering, management, law, infor-
mation technology, business administration, social
sciences and humanities but unfortunately could not
join these universities after they achieved had good
grades in the government’s highly competitive uni-
versity admission test. These children were able to
pursue their studies after zakah institutions gave each
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child Rs 15,000 a month and the support was to con-
tinue for four years.

Other Effects

After institutionalized zakah helped those in need
to ensure their basic needs, the follow up of their
support resulted in positive impacts on the recipients
while rebuilding their lives. For example, a woman
who received a hopper-making self-employment
assistance from one zakah organisations was later
able to build her house herself from her own earn-
ings. Institutionalized zakah also empowered its re-
cipients to become those who provide help to the
other needy in the community later on. One recipient
who was helped with a self-employment project of
goat-raising later became a zakah provider, endow-
ing a certain number of goats every year as zakah to
the institutions to help others after his business took
off. Another recipient who got a support for plastic
flower making project was later able to employ some
from the poor families when his business flourished.
It was also noticed that the number of the needy
dropped significantly among the Muslim community.
This was obviously achieved thanks to zakah . One of
the zakah organizations’ official claimed:

While our zakah has helped people with basic fa-
cilities, it has equally helped reduce the number of
the needy in the community. Today the number of
applications we received has dropped significantly
compared to the past.

Challenges

Institutionalised zakah experienced several challeng-
es, which badly hampered its’ effective operation in
many aspects. Almost each of the zakah organiza-
tions lacked skilled staff and the dire shortage of hu-
man resources increasingly limited their ability to run
zakah properly. This made organizations unable to
accommodate all the potential zakah providers in
their community when collecting zakah . Missing
such a potential led to the reduction in the collected
zakah ’s amounts, affecting the needy recipients and
limiting the volume of support for them. One zakah
organization representative complained:

‘Residents in our town include about 30,000 fami-
lies. To carry out zakah collection in the town, we
need at least 300 workers- a worker per 100 families.

We don’t even have 100 volunteers. The shortage
really challenges our work.’

The second challenge was the poor awareness in
the community, particularly among the rich, on im-
portance of paying zakah . Many of the wealthy in
the community who ought to be zakah providers
were apparently indifferent to religious duty after
they were not informed that paying it is a religious
obligation. Meanwhile, some of those who were al-
ready zakah providers were not regular in doing so
since they had not perceived it as mandatory. All this
had a significant impact on the zakah program.

At this point, it is worth mentioning that zakah
institutions had no proper mechanism to monitor their
beneficiaries and check whether they used the zakah
assistance in the right way to improve their life condi-
tions. The lack of such monitoring strategies led to
the recipients’ misuse of the support, and even using
it or other purposes. A representative of one zakah
organization said:

‘One beneficiary who got a financial support for
self-employment did nothing and he used our money
to just buy a television although his family was
struggling to provide their basic needs.’

An official from another organization reported:
‘A householder received some financial assistance
for self-employment of plastic flower making, instead
he used the support for purchasing a motorcycle to
just ride even though his family had no secure in-
come for a living’

Another zakah organization member added:

‘The fundamental problem challenging our success is
that we don’t have a proper mechanism to make sure
that our support is productively used by beneficiaries
to address their problems.’

Discussion

Zakah institutions has been an integral part of
mosque in almost every Muslim neighbourhood
throughout the country even though they were inde-
pendent entities operating with separate constitutions
and administrations in pursuit of zakah . Being aware
of the mosque’s role in the community, helping peo-
ple with their socio-economic problems brought this
alignment. It increasingly helped zakah organiza-
tions gain a social recognition and popular support in
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their mission. It consisted mainly in handling the
zakah , particularly identifying the zakah providers,
collecting the endowed contributions and distributing
among the underprivileged. This finding echoed the
results of Ajeel (1995) and Wahid, Kader and Ah-
mad, (2011).

Institutionalized zakah has played a decisive role
to effectively address various socio-economic prob-
lems that deeply disturbed people’s everyday life.
When several families experienced homelessness for
long time, institutionalized zakah effectively re-
sponded to the problem by providing such families
with lodging. When basic facilities, like water and
sanitation, were inaccessible for the needy for years,
making them depend on others and leading to sporad-
ic conflicts with the hosts, institutionalized zakah
provided a permanent access to these facilities and
brought conflicts to an end. When livelihood became
a protracted problem for people because they lacked
a steady income, institutionalized zakah empowered
them by providing different types of self-employment
support, which not only helped them build a sus-
tained income, but quickly turned them into zakah
providers able to help others. Finally, institutional-
ized zakah helped young girls when they lacked
opportunities to get married and found a family since
their parents were financially too vulnerable to afford
it. These findings dare in line with those of Mahmud,
Hassan, Sohag & Alam (2011); Yumma & Clarke
(2011) and Ahmed (2004).

However, despite its multiple achievements, insti-
tutionalized zakah still faced several challenges.
First, they lacked an awareness program to encourage
the wealthy in the community to pay zakah and this
impacted the zakah organizations’ efforts in many
ways. Due to the lack of this social awareness, zakah
institutions could not reach out all zakah providers
for collection, which had impacted the volume of the
collected zakah from people every year. While num-
ber of entitled zakah payers was on the increase in
the community, collection has not seen any simulta-
neous growth. Because of the lack of awareness
among the zakah providers, many of them were not
giving what they owe on a regular basis since they do
not know the importance of paying zakah as a reli-
gious obligation. On the other hand, zakah organiza-
tions also did not have a proper follow-up mechanism

to monitor recipients and guide them effectively use
endowment to achieve its objectives. Lack of guid-
ance for beneficiaries in the after math of zakah pro-
vision made zakah assistance unproductive. Recipi-
ents misused the zakah at will. Incompetent staff and
acute shortage of human resources are another short-
coming in zakah organizations causing serious im-
plications on zakah . This result corroborates with
that of Asma (2010) and Wahab (1995).

Conclusion

Institutionalized zakah has effectively addressed
various well-being problems of people in Sri Lanka, a
country where Muslims are a minority community. It
has helped people access basic needs, establish liveli-
hood, generate a sustainable income, achieve marital
life, and receive tertiary education. However, it still
faced significant challenges that could affect its effec-
tive functioning. These challenges remain serious and
need to be addressed. This study therefore proposes
some recommendations to deal with those challenges
to make the institutions work more fruitful.

Recommendations

To address their staff shortage, zakah institutions
need to collaborate with volunteer organizations in
the community. Such a collaboration will help zakah
institutions get enough human resources from volun-
teer bodies to be able to carry out their work properly.

All zakah organizations need to launch a social
awareness campaign to educate people in their com-
munity, particularly the rich, on the importance of
paying zakah as a religious obligation in order to
encourage them to become regular zakah providers
in the future. Religious teachings and real life situa-
tions of the needy in the community should be used
in the campaign to further sensitise zakah payers.
Zakah organizations can conduct open seminars,
workshops, house to house conversing, question-
answer sessions and use Friday sermons too. Ban-
ners, posters, leaflets and social media could be use-
ful for advertisement. The target group should not be
only locals within the community even the migrants
who live abroad in significant numbers could be in-
volved. The could be reliant zakah contributors since
thy enjoy significant earnings.

There are several local and international non-
governmental organizations that have been operating
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in Sri Lanka for decades, delivering multiple humani-
tarian support to people in need. These agencies have
their own well established strategies with internation-
al standards to guide their beneficiaries to use their
assistance in a constructive way. Zakah institutions
can obtain expertise and other necessary help from
these human service agencies and develop their own
post-zakah monitoring mechanism to supervise their
recipients. Finally, zakah organizations have to de-
velop a working policy which holds their employees
to account for any malpractice, and ensures fair and
equal treatment and social justice when selecting
beneficiaries for help.
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Abstract. The adoption of the Islamic Financial Services Board (IFSB) criteria for
Islamic banks is more challenging for a bigger number of supervisory and regulatory
authorities than for conventional banks. This paper investigated the IFSB-15 standard;
revised capital adequacy standard for institutions offering Islamic financial services
[excluding islamic insurance (takaful) institutions and islamic collective investment
schemes], by evaluating the possibility of its adoption within a dual banking system
and introduced an analysis of the effects of Islamic banks in Pakistan. The study found
that in practise, investment account holders are treated as conventional depositors that
are capital-guaranteed rather than basing that allocation on the basis of profit and loss
sharing (PLS) in accordance to Shari‘ah norms and stipulations. This treatment forced
Islamic banking institutions to take a market-perspective approach to profit
distribution. This makes them ensure a steady profit pay-out (paying a competitive rate
of return by accepting displaced commercial risk). The paper therefore suggested that
the implementation of technical standards has to be accompanied with institutional
growth, like that involved in the Islamic banking structure and institutional capacity in
accordace to the substance of Shar1‘ah norms and stipulations rather than the form.
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1. Introduction

The financial system of Pakistan is evolving through
time in response to the country’s economic growth
and the government’s development objectives. Paki-
stan’s financial sector heavily relies on banks and
needs diversification in order to fulfil the future fi-
nancial requirements (IMF, 2017)). The system con-
sists of the State Bank of Pakistan (SBP) — a central
bank, commercial banks, and a variety of non-bank
financial institutions (NBFIs) including development
financial institutions (DFIs), investment banks, mort-
gage companies, rental companies, modaraba com-
panies, investment funds, brokerage firms, and insur-
ance companies. The SBP supervises banks and DFIs
and is responsible for the monetary policy. Invest-
ment banks, leasing firms, insurance companies, mo-
daraba companies and mutual funds are all regulated
by the Securities and Exchange Commission of Paki-
stan (SECP).

Islamic banking in Pakistan has grown rapid-
ly in response to both economic and cultural as well

as religious demands (SBP, 2021). The elimination of
riba from the economy began in the 1970s, but the
most significant and practical steps were taken in the
1980s. The efforts to re-establish the Islamic banking
in Pakistan were restarted in 2001, when the govern-
ment decided to promote this sector in a progressive
yet compatible way, in compliance with the highest
international standards.

In 2021, the total deposits of the Islamic
banking sector were expected to increase by 24.2
percent. By the end of December 2021, the Islamic
banking sector's assets grew to 5,577 billion Pakistani
rupees (US$31.6 billion), and deposits reached to
4,211 billion rupees (US$23.9 billion). The Islamic
banking sector's financing increased by 38.1 percent
in 2021. Pakistan also declared an ambitious aim of
boosting this sector participation by 76 percent by
2025 (Table 1).

Table 1: Pakistan Islamic Financial Industry Progress (billion Rs.)

Period No. of Islamic No. of No. of Assets Deposits
Banks BranchesY  Windows
Dec, 2020 22 3,651 1,579 4,884 3,822
Dec, 2021 22 3,956 1,442 5577 4,211

Note: 1/ including sub-branches
Source: State Bank of Pakistan

By the end of December 2021, the network of
Islamic financial institutions consisted of 5 full-
fledged Islamic banks (IBs), 17 conventional

banks with stand-alone Islamic banking branches
(IBBs), and 3,956 branches distributed over 125
regions (Table 2).

Table 2: Islamic Banking Industry in Pakistan as of 30 December 2021

Type Name of Bank No. of Branches
Al Baraka Bank (Pakistan) Limited 176
Banklslami Pakistan Limited 229
Islamic Banks MCB Islamic Bank Limited 176
Dubai Islamic Bank Pakistan Limited 210
Meezan Bank Limited 905

Sub Total 1,693
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Islamic Branches of
Conventional Banks

Sub-branches

17 conventional banks (including having standalone 2,103
Islamic banking branches)

6 Conventional and 3 Islamic Banks (except for 160

Meezan Bank and MCB Islamic Bank) have sub-

branches

Grand Total 3,956

Like any other majority Muslim country, the
Pakistani central bank is working toward the
adoption of IFSB standards. This paper evaluated
the viability of the IFSB-15 Standard adoption for
Islamic banking institutions in Pakistan. This re-
search contributes to the body of knowledge by
addressing the following issues: i) conduct the
impact study on the IFSB Capital Adequacy
Standard; ii) assess the implications of BASEL Il
on Islamic banks; and iii) review the IFSB stand-
ard and propose changes to the Capital Adequacy
Standard (CAS) in Pakistan.

The remainder of the paper is organised as
follows. Section 2 provided a brief summary of
the pertinent literature to the theoretical model of
Islamic banks and the empirical investigation of
Islamic bank behaviour. In Section 3, the applica-
tion of IFSB standards in Pakistan was discussed.
Section 4 explained how to calculate capital ade-
guacy for Pakistani banks. The methodology
adopted in this study as well as the used data were
introduced in Section 5. Section 6 was devoted to
the discussion of the achieved results, while the
conclusion and recommendations were suggested
in Section 7.

2. Review of the Theoretical and Empirical
Studies

The following features distinguish the Islamic
banking concepts from the conventional banking
principles: i) risk-sharing, in which financial capi-
tal providers and entrepreneurs share business and
financial risks in exchange for profit shares; ii)
money as potential capital, where the money be-
comes an actual capital only when combined with
other resources to engage in productive activity;
iii) prohibition of speculative behaviour, which
discourages hoarding and prohibits transactions
involving extreme uncertainty, gambling, and
risk; iv) money as potential capital, in which

money becomes actual capital only when com-
bined with other resources to engage in productive
activity; and v) Shari ‘ah-compliant actions.

Islamic banking seems to lack the need for a
radically distinct prudential framework. More
broadly, anecdotal evidence indicates that the Is-
lamic banking practice is evolving, albeit not al-
ways in the direction of what some regard as the
ideal of increased risk and return sharing. Numer-
ous Islamic banks have launched new Shari ‘ah-
compliant accounts that mimic more traditional
fixed-return deposits. On the liability side, how-
ever, profit-sharing and risk-bearing Mudarabah-
based investment accounts continue to be widely
used across jurisdictions, accounting for a sub-
stantial amount of Islamic banks' funding in the
vast majority of countries. (IFSB, 2021).

Islamic financial institutions conform to figh
al-mu'amalat (Islamic commercial jurisprudence),
which involves a variety of interest-free commer-
cial contracts that do not share risk in the conven-
tional sense of asset-based contracts. Exchange-
based contracts involve the lender selling or leas-
ing the asset to the client (ljarah) and financing
working capital via advance purchase or progress
payments (Salam and lIstisna’). Musharakah and
Mudarabah are two types of partnerships based
on contracts involving risk sharing or equity.

Risk- and reward-sharing contracts, often in
the form of profit-sharing investment accounts,
are typically used to mobilise funds on the liabili-
ties side of an Islamic bank's balance sheet. The
majority of jurisdictions have witnessed an in-
crease in the use of these investment accounts
(IFSB, 2021). Contracts for investment accounts
are often constructed on the basis of Mudarabah
in the majority of Islamic banks (IFSB, 2021).
The Mudarabah contract is not always, and in the
case of unrestricted profit-sharing investment ac-
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counts, a time-limited investment. In fact, it can
continue as long as the contractual terms are fa-
vourable to both the Mudarib (Islamic bank) and
the Rabb al-mal (investment account holder), who
may also choose to retain his funds voluntarily.

Recent Islamic finance study aims to distin-
guish between conventional and Islamic bank
interest rates through empirical studies, (Ergec
and Arslan, 2013; Sarac and Zeren, 2015; Aysan,
Disli and Ozturk, 2018; Zulkhibri, 2018). All find-
ings support the notion that overnight interest rate
movements have unequal effects on Islamic and
conventional banks in Turkey and are strongly
cointegrated with conventional bank movements.
Similarly, Cervik and Charap (2011) prove that
conventional bank deposit rates and profit and
loss sharing (PLS) rate of return exhibit a long-run
link and that conventional bank deposit rates af-
fect returns on PLS accounts.

Most empirical investigations show that there
are no substantial variations in business model or
efficiency between Islamic and conventional
banks (Beck, Demirguc, and Merrouche, 2013;
Abedifar, Ibrahim, Molyneux, and Tarazi, 2015).
Hasan and Dridi (2010 discover that Islamic bank
profits fell more than those of conventional banks
in 2009 and attribute the disparity to Islamic
banks' inadequate risk management procedures.
Similarly, Rashwan (2012) indicates that prior to
the 2007—2009 crisis, Islamic banks were more
efficient and profitable than their conventional
counterparts, but their efficiency and profitability
declined during the crisis.

3. Implementation of IFSB Standards in Paki-
stan
The Islamic Financial Services Board (IFSB) is an
international standard-setting organisation that
issues prudential standards and guidelines for the
banking, capital markets, and insurance sectors in
order to promote and enhance the stability and
soundness of institutions offering Islamic Finan-
cial Services. Although the majority of Islamic
finance countries conform voluntarily to Islamic
finance practices (Lukonga, 2015), full compli-
ance is the only way to avoid potential concerns
with stability and soundness (Hussain, et al.,

2016; Shabsigh et al., 2017). It is essential to
evaluate the effect of the standard on Islamic
Bank in Pakistan and, value of ‘o’ under the su-
pervisory discretion and the risk-weights for
Musharakah and Mudarabah.

As a new standard for Islamic banking institu-
tions, the IFSB-2 on Capital Adequacy Standard
for Institutions (other than Insurance Institutions)
Offering Only Islamic Financial Services was
published in December 2005. The aims and objec-
tives of this standard are:

1. To address the unique structure and contents of
Shart ‘ah-compliant products and services of-
fered by the IIFS that are not addressed by the
currently adopted standard.

2. To suggest international capital adequacy
standards, Shart ‘ah-compliant mitigation, and
standardise the approach to identifying and as-
sessing risks in Shari‘ah-compliant services
and products.

The IFSB-2 Capital Adequacy Standard relies
heavily on Basel-l1l principles. The Basel-ll
framework did not adequately address particular
risks associated with certain Shari‘ah-compliant
Islamic forms of financing or investments, nor the
structure or substance of Shari ‘ah-compliant
goods and services. Consequently, significant
modifications were made to address these risks. In
the existing Basel-1l Capital Adequacy Ratio
(CAR), the value of ‘o’ was expected to be 0.7.
Changes and additions to the IFSB-2 Capital Ad-
equacy Standard, as well as its implementation
and issuance to Islamic banks in Pakistan, could
not be implemented.

In January 2009, the IFSB issued IFSB-7 on
Capital Adequacy Requirements for Sukiik, Secu-
ritization, and Real Estate Investment in response
to concerns that capital adequacy was not ade-
quately addressed by the IFSB-2 Standard, partic-
ularly in regard to types of sukiak not covered by
IFSB-2, sukiik origination and issuance, as well as
property investment. To address these problems,
the IFSB decided to adopt a single supplemental
standard, IFSB-7. The standard was developed for
non-insurance IIFS. Supervisory agencies could,
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at their discretion, apply this criterion to self-
contained Islamic ‘window’ activities or other
applicable 1IFS in their respective countries. In
addition, the risk weighting method should be
applied to sukik or real estate investments, espe-
cially for non-Islamic “window” corporations and
other organisations. However, modifications and
amendments for its implementation and standardi-
sation to Islamic banks in Pakistan could not be
implemented, either.

The IFSB published IFSB-15: Revised Capital
Adequacy Standard for Institutions Offering Is-
lamic Financial Services in December 2013. The
IFSB-15 standard consists of six sections and is a
combination, revised, and updated version of
IFSB-2 and IFSB-7. The standard also includes
rules specific to various sources of capital. In ad-
dition, the Standard specifies how to apply the
additional features introduced by the BCBS in its
Basel Il papers, such as the capital conservation
buffer, the countercyclical buffer (CCB), and the
leverage (or common equity to total exposures)
ratio, with changes required for IIFS.

Various aspects of the supervisory evaluation
procedure, such as capital planning and the Inter-
nal Capital Adequacy Assessment Process
(ICAAP), were not discussed in detail in this
standard (ICAAP). This guideline does not in-
clude the Basic and Advanced Internal Rating-
Based (IRB) methodologies for determining credit
risk capital requirements and the Advanced Meas-
urement Approach (AMA) for computing risk
management capital requirements. Supervisory
authorities may allow IIFS in their jurisdiction to
migrate to advanced techniques at their discretion
if they are satisfied with i) the robustness of inter-
nal models, ii) the availability of sufficient and
reliable data, and iii) the fulfilment of other appli-
cable requirements.

4. Capital Adequacy Standard for the Banking
Industry

Banks perform unique roles in the economy, and

as a result of their highly leveraged business mod-

el, they are subject to stringent restrictions, in-

cluding large regulatory capital requirements rela-

tive to other businesses. Capital adequacy is the

extent to which the assets of a bank exceed its
obligations, and it is a reliable measure of the
bank's solvency or ability to withstand a revenue
loss. Bank regulators were concerned about capi-
tal sufficiency because their duty is to prevent
bank panic and contagion. A bank with such a
high capital-to-asset ratio would be better
equipped to withstand a sudden collapse than one
with a low capital-to-asset ratio. As a result, the
likelihood of a bank failing or otherwise being
subject to a run decreases. In Pakistan, regulatory
capital requirements are enforced both in nominal
and risk-based terms (Minimum Capital Require-
ments — MCR!and Capital Adequacy Ratio — CAR
respectively).

The Capital Adequacy Ratio (CAR) is a risk-
sensitive indicator of capital adequacy used to
evaluate a bank's capital sufficiency in light of its
exposure to risk. The Basel Committee on Bank-
ing Supervision (BCBS) of the Bank for Interna-
tional Settlements (BIS) creates guidelines regard-
ing member countries' risk-based capital adequacy
requirements. The Basel Capital Framework spec-
ifies the detailed criteria for determining CAR
components, namely Total Eligible Capital (TEC)
and Total Risk-Weighted Assets (TRWAS). Under
this paradigm, the computation of capital (for use
in capital adequacy ratios) entails adjustments to
the amount of capital reported in the financial
statements. The quantity of risk-weighted assets
(RWAS) represents a bank's risk-weighted expo-
sure to a specific risk aspect, such as credit, mar-
ket, or operational risks. CAR is calculated by
converting TEC to TRWAs using the supplied
parameters.

Pakistan is presently subject to the Basel IlI
Capital Adequacy system, which has been phased
in from December 31, 2013, to December 31,
2019, with CAR + CCB norms rising gradually
from 10 percent to 12.5 percent. Due to the fact
that the Basel Capital Adequacy Framework being
implemented in Pakistan does not discriminate
between conventional and Islamic institutions,

1 MCR is the absolute amount of paid-up capital/assigned
capital (net of losses) required to be maintained by each
bank/DFI at all times.
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both conventional and Islamic banks in Pakistan
apply the same legal and regulatory framework
for capital adequacy purposes.

In 2013, the IFSB developed the IFSB-15
standard on capital adequacy ratio to cover the
IIFS Shari ‘ah-compliance. The IFSB-15 standard
introduces numerous new capital adequacy-related
areas not previously addressed by the IFSB stand-
ards. This also intends to provide the supervisory
authorities with more comprehensive guidance on
implementing capital adequacy criteria for I1FS by
combining and enhancing the IFSB-2 and IFSB-7
content, thereby levelling the playing field be-
tween IIFS and market players. It also allows fi-
nancial supervisors the freedom to use it across
regions and on small to large and complicated
IFS.

4.1 International Practices with IFSB-15 Capi-
tal Adequacy Standard

The supervisory authorities in the various jurisdic-
tions mandate that IIFS use a capital adequacy
approach that takes into account the degree of
risk-sharing between being an IIFS own capital
(shareholder funds) and that of its Investment Ac-
count Holders (IAHSs). It also considers the result-
ing levels of Displaced Commercial Risk (DCR)
or the associated ‘o’ factor (Gulf Research Coun-
cil, 2012). Additionally, assets sponsored or in-
vested by URIA might receive ‘a’ related discount
which would promote the Islamic banking by
lowering capital adequacy requirements for IBs.
When setting ‘a’, no specific quantitative tech-
nique is used since it is rather perceived as an
effort to advance Islamic banking. Table 3 shows
the values of ‘a’ used by various countries to cal-
culate CAR.

Table 3: ‘a’ levels in different countries for CAR

Country name

Implemented ‘o’ Value

Qatar*
Sudan
Turkey
Dubai
Bahrain
Malaysia

0.50
0.50
0.50

0.35
0.30

1.00

Source: Gulf Research Council, July 11-14, 2012, University of Cambridge, UK; *Qatar Central Bank Circular No. 6 of 2014.

5. Methodology and Data

5.1 Comparison between Basel Il guidelines and
IFSB-15 standard

IFSB-15 standard on Capital adequacy of IBIs is
basically an Islamic version of Basel Il Capital
Adequacy accord. The Basel Il capital adequacy
framework for banks aims to not only establishing
a solid foundation for prudent capital regulation,
supervision, and market discipline, but also en-

hancing risk management and financial stability.
Therefore, it should not effectively cover the con-
cepts utilised in Islamic finance (Table 4). In re-
sponse, the IFSB published capital adequacy
standards that are mostly based on the Basel
methodology, with changes and adaptations to
account for the distinctive nature and characteris-
tics of Shari ‘ah-compliant goods and services.

Table 4. Comparison between Basel 111 and IFSB-15 standard

IFSB-15 additional features

Gap

1. Additional Tier-1 capital instruments
should be Musharakah Sukik that are ca-
pable of absorbing losses alongside the
bank's underlying assets.

Not covered by existing Basel Capital Frame-
work.

2. Tier-2 instruments may be issued as
Musharakah, Mudarabah or wakalah. To

Not covered by existing Basel Capital Frame-
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avoid gharar, the terms of conversion
should be clearly specified.

Subordination only in the event of loss
absorbency (point of non-viability or in-
solvency) —not applicable in the ordinary
course of business.

work. In IFSB-15, subordination is contingent
upon a trigger event only.

PER, IRR and profit-sharing investment
accounts are not to be treated as part of
the regulatory capital. However, the im-
pact of PER and IRR is accounted for in
the denominator of IFSB-prescribed CAR
calculation.

Leverage Ratio - since exposures regard-
ing assets financed by PSIA funds are
borne by the IAH, for the purpose of cal-
culating the leverage ratio; these bank ex-
posures are included after deducting any
relevant balance of IRR.

Leverage Ratio — assets financed by re-
stricted PSIA must not be included in ex-
posure unless they are a source of DCR
for the bank.

Not covered by the existing Basel Capital Frame-
work

The treatment of PER and IRR for capital purpos-
es needs to be decided

Restricted and Un-restricted PSIAs need to be
discussed

Zakdah obligations (on bank’s assets) are to
be deducted as part of Regulatory Ad-
justment and Deduction from CET1.

Not covered by existing Basel Capital Framework

Discussion on Capital Conservation Buff-
er (CCB) — additional sections pertaining
to profits or interim profits

Not covered by existing Basel Capital Framework
Further, more clarity would be required for prof-
its/ interim profits

Islamic Windows could be permitted to
raise its own capital (through the issue of
Sukiiks) which could then be turned into
Islamic Banking Fund (at trigger point).
On the occurrence of the trigger, the loss
absorbency clause (convertibility into
bank’s capital or IBF) will be based on
whichever comes first (non-viability of Is-
lamic window or the bank).

Not covered by existing Basel Capital Framework

10.

Risk weighting regime for nine classes of
Islamic financing assets are to be defined
in a matrix format, enabling the bank to
apply market risk or credit risk based on
the corresponding contract stage.

Not covered by existing Basel Capital Framework
Treatment of risk weighting regime needs to com-
ply with the IFSB-15 standard.

11.

IFSB-15 allows all qualified collaterals to
be pledged for Credit Risk Mitigation
(CRM) purposes.

Basel rules do not allow pledged assets as collat-
erals for capital purposes.

12.

Under the CRM section, new types of
(Islamic) Collaterals like Hamish Jiddi-
yah, Urbun etc. have been introduced.

Islamic collaterals are not covered by existing
Basel 1
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13. As per IFSB-15 standard, Musharakah or
Mudarabah investments in commercial
enterprises are risk weighted at 300%
(listed) or 400% (unlisted).

SBP Basel Il standard requires application of
1000% risk weight on significant investments in
commercial entities.

14. IFSB-15 allows the use of Supervisory
Slotting Method to apply risk weights to
projects or commercial enterprises.

SBP Basel rules restrict the use of Supervisory
Slotting Method under IRB approach only (not
under standardized approach).

15. Under Market Risk Section, Section per-
taining to Commodities and Inventory
Risk.

Existing SBP Basel directives do not account for
Commodity and Inventory Risk.

16. IFSB-15 includes section on Sukuk and
Securitization and investment in Real Es-
tate Activities

Basel guidelines contain conventional securitiza-
tion instructions that are distinct from its Islamic
equivalent.

17. CAR formula and method for calculating

[P

o

Basel CAR formula differs from that of the IFSB-
15, which does not prescribe IRR, PER and the
use of ‘e’ to reduce Risk Weighted Assets.
Required to fulfil the disclosure requirements and
Excel format for ‘a’ calculations.

IBD has to develop the Profit Distribution mecha-
nism, pool administration, and weighting assign-
ment in order to complete the ‘o’ calculation for-
mat. In addition, the protection of depositors'
principal has to be analysed in light of existing
laws and regulations.

Source: author’s own

Numerous IBIs provide capital-protected
products that necessitate a capital charge on the
liabilities side of the balance sheet. In addition,
the relationship between the special risk of
Shart ‘ah-compliant financial institutions and con-
ventional financial risks is largely overlooked.
Out of the various IIFS distinguishing aspects
covered in IFSB-15 and its related standards al-
ready implemented in Pakistan, IBls must adhere
to additional regulations for Shari‘ah Governance
and compliance etc. In addition, under the Pool
Management Guidelines, IBIs in Pakistan may
maintain reserves whether they are profit equalisa-
tion reserves (PER) or investment risk reserves
(IRR), to smooth out the income or cover the loss-
es. Furthermore, until December 2014, Hibah
(general and special) mitigated the Displaced
Commercial Risk but since January 2015, IBIs are
not allowed to offer special Hibah.

The CBP conducted a special evaluation to
determine the viability of the IFSB-15 standard,
which may aid IBIs in calculating CAR for im-
proved capital adequacy management. In this re-
gard, the CBP investigates the viability of IFSB-
15 as a parallel standard to Basel-11l. To evaluate
the adoption of the IFSB-15 standard for IBIs in
Pakistan, the following quantitative and qualita-
tive research techniques were used by the CBP:
review and analyse the 2010 impact study on
IFSB-2; research international practices regarding
the IFSB-15adoption; review papers, data, and
information pertinent to the standard; collect data
from IBIs on CBP and IFSB templates; and per-
form extensive data analysis.

The CBP developed a template (i.e., CBP-
Alpha template) based on GN-04 of IFSB for the
calculation of ‘a’, while the IFSB provided a tem-
plate. The main difference between the two tem-
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plates is the value of ‘C’ that is used only in CBP-
Alpha ‘o’ template and not in IFSB template. The
value of ‘C’ is the confidence interval at 99 per-
cent confidence level. The study determined the
value of the two under Section 5.1 templates. In
Section 5.2, the study matched the CBP templates
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with IFSB templates established on RWA for IBIs
in order to develop a harmonised template that
incorporates the components of both Basel 11l and
IFSB templates on RWA. The standard formula
for calculating CAR is given below.

Eligible Capital

Total Risk — Weighted Assets (Credit + Market Risks) + Operational Risk

Less

Risk — Weighted Assets Funded by PLS A/C (Credit + Market Risks)

In order to reduce shifted commercial risk,
withdrawal risk, and systemic risk, the IFSB mod-
ified the fundamental technique to include re-
serves held by IBIs. In markets where IBls main-

CAR

tain PER and IRR, the supervisory authorities
retain the authority to adjust the denominator of
the CAR calculation. The following is the IFSB-
15 standard formula for calculating CAR.

Eligible Capital

The IFSB-15 formula for CAR now includes
‘0’ component in the denominator, which impacts
the denominator values for any ‘a’ value (0, 1 or
between 0 and 1) This influence of the ‘@’ factor
does not appear in the typical formula for calculat-
ing the CAR's denominator. For the analysis,
monthly data are compiled from four selected
banks (Bank A, Bank B, Bank C, and Bank D),
while secondary data for qualitative analysis are
obtained from various sources.

6. Empirical Results
6.1 Calculation of ‘o’ under CBP-Alpha template

If PSIAs are utilised as risk absorber, the CAR
denominator will be reduced by the volume of the
PSIAs (both restricted and unrestricted) while the
related operational risk is borne by the bank.
When the banks use PER to mitigate DCR rather
than allow the IAHs to absorb the losses i.e., when
DCR exists, the IBI requires the denominator of
the capital ratio to include a specified proportion

( Total Risk — Weighted Assets (Credit + Market Risks) + Operational Risk

Less

Risk — Weighted Assets Funded by PLS A/C (Credit + Market Risks)

Less

(1 — a)Risk — Weighted Assets Funded by Unrestricted PLS% (Credit + Market Risk)

Less

a[Risk — Weighted Assets Funded by PER and IRR of Unrestricted PLS A/C(Credit + Market Risk)]

of assets funded by the investment account owner.
This percentage, known as ‘o’, reflects a propor-
tion of business risk borne by Islamic financial
institutions as a result of the DCR implementation.
The 1AH is required to absorb a portion of the
commercial risks indicated by the residual value
(1- o). IBI’s PER and IRR were not included in
their capital according to the IFSB-15.

Under the CBP-Alpha template, the following
description is used to calculate the values of ‘a’:

Alpha = DCR / Maximum DCR
where ‘DCR’ is a Displaced Commercial Risk

DCR = Ul; - Ulo and
Maximum DCR = Ul, — Uly, hence,
Alpha = [Ul; — Ulo] / [Ul; — Ul4]

Unexpected Loss is denoted by Ul, under Scenar-
io-1; Ul; under Scenario-2 and Ul, under Scenar-
i0-3.
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i) Scenario-1 (Ulo): PSIAs are treated as Pure
Investment Products (PIP)

In this scenario, IAH is responsible for any com-
mercial risks linked with the assets it finances. In
other words, there is no actual ‘smoothing’ of
IAH payments. As a result, there would be no
DCR, and the values of ‘a’ and ‘w’ will be zero.
In this scenario, additional risk factors, including
PER and IRR, as well as income transfer from
shareholders to 1AH, would be zero, thus
Mudarib's share would be fixed (i.e., ‘@’ =0, w =
0, Rl = RA - SP, and IRR/PER = 0). As a result,
the rate of return to shareholders would be solely
determined by the rate of return on investment
(i.e., return on assets and Mudarib's share):

REO=RA-SP

ii) Scenario-2 (Uly): PSIAs are treated as pure
deposit-like products (PDP)

IAH bears no losses throughout this hypothetical
scenario, while owners face all the commercial
risks associated with assets financed by IAH. As a
result, the DCR is at its maximum, and the values
of ‘o’ and ‘w’ would also be at their maximum —
that is, 1 — whereas some risk determinants such
as PER and IRR, Mudarib's share, as well as earn-
ings transition from shareholders to 1AH would
then differ depending on the IIFS pay out policy

(i.e., under this scenario, ‘e’ =1, w = 1, Ri = Rm).
The equity rate of return is as follows:

RE; = (RA— SP) + DI/K. (RA— Sp— Rm)

iii) Scenario-3 (Uly): PSIAs are treated in be-
tween PIP and PDP

In scenario 3, the PSIAs are regarded as a middle
ground among pure investment or deposit-like
assets. The letter "C" stands for a constant factor
that is being used as a dummy variable. It may
have a negative value to account for the difference
between rate of return on assets and the rate of
return on IAH as well. In this scenario, which
represents a midway ground between the two ex-
treme scenarios (Scenarios 1 and 2), the payment
to IAH seems to be a weighted average of market
and investment returns. As a result, there has been
some risk-reward sharing between IAH and IIFS
shareholders, leading to certain DCR. As a result,
the values of ‘a’ and ‘w’ would be set between
zero and just one. PER and IRR, Mudarib's share,
or income transfer from shareholders to IAH,
which are determined by the IIFS pay out policy
and the sufficiency of 1AH's reserves, are addi-
tional risk factors. The rate of return on invest-
ment is calculated as follows:

RE2 = (Ra — Sp) + DI/K. w. (Ra— Sp — Ru)

Ul, is a multiple of standard deviation (SD) of Re, (UL-Scenario-1)
Ul; is a multiple of standard deviation (SD) of Re; (UL-Scenario-2)
Ul; is a multiple of standard deviation (SD) of Re, (UL-Scenario-3)

Re — Rate of return on shareholders’ equity

Re, — PSIAs are treated as pure investment products (PIP)
Re; — PSIAs are treated as pure deposit-like products (PDP)

Re, — PSIAs are treated in between PIP and PDP

PSIA — Profit sharing investment account
RM- Mudarabah income
K — Shareholders’ funds
(1-p) — Mudarib share
A — Total assets

R«— Rate of return on shareholders’ funds that is invested in other assets

Rp - Appropriation to PER as % of total assets

Sy — Provisions made out of current income as % of total assets (Total Provision of Current In-

come/Average Assets)
Ra - Gross rate of return on assets
IAH —Investment account holder

R: = f*RM/D+-RIR and put value of RM*
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R1= f*[A*(Ra-Ry-Sp) - KRJ/D1-RIR
R;: - Rate of return attributable to I1AH

p - 1AH’s share of Mudarib profit
D1 - PSIAs funds
RIR — Investment risk reserve

KRk — Income attributable to shareholders outside of Mudarabah

*Ry = [A*(Ra-Ry-Sp) - KRi]

R = A*(Ra-Rp=Sp) = KR vvvevecvvee e e e (@)
Ri = A/K*(Ra-Sp-Ro-Di) e eee v eveeveeeeee s ennnnnn (D)
Ri= W*(Rn)+(1-W) *RatC ..ccooeoeecce e (€)

Rm — Market benchmark rate
Ri —Rate of return to be paid to IAH

W — Weight attached to Rm in the decision on pay-outs to I1AH
Dx — May take the form of a donation, out of shareholder’s profit

Re = (1-8) */Ru/K+A*Rp /K] +Ry .....

Reo = (RA‘Sp)

Rel = (RA-SP) +D1/K*(RA - Sp - Rm)
Res= (Ra-Sp) +DL/K*W*(Ra - Sp = Rt) vov e

A regression was applied for the calculation of
‘W’ using the CBP-Alpha template on the data

e (2)
e e (3)
S )

from eight selected banks applying the following
equation (derived from Eq. ¢ above).

W =[Ri—Ra-C]/[Rn-Ra

Table 5a: Calculation of W and ‘o’ based on IFSB templates

Avg. Dep. Rates

Sukik rates T-Bills rates

No. Bank Name W ‘o W ‘o W ‘o
1 Bank A 0.33 0.36 0.34 0.32 0.35 0.33
2 BankB 0.39 0.37 0.32 0.33 0.34 0.34
3 BankC 0.38 0.38 0.38 0.39 0.39 0.37
4 BankD 0.59 0.71 0.26 0.22 0.36 0.29

Source: author’s own

The results under the CBP-Alpha template
(Appendix 1) do not fulfil the requirements of
‘C’ and the values of ‘a’ and ‘W’ are found
negative. Therefore, we proceed to the calcu-
lation ‘e’ under the IFSB template.

6.2 Calculation of ‘a’ under the IFSB

As the results of CBP-Alpha template were
unanticipated, the study calculated the values
of ‘W’ and ‘o’ using the IFSB template. The
data of four banks were analysed using three
different market rates i.e., Sukuk rates, Treas-
ury Bill (T-Bill) rates and average deposit
rates. The regression results are displayed in

Tables 5a, Table 5b and Table 6. The study
calculated the values of W and a, using three
market rates. These market rates were applied
on panel data to calculate W and ‘o’.

The panel data helped reduce the residual
errors in the time series data and the regres-
sion model used in the template contained
parameters for return on assets and profit paid
to 1AHs by banks. In this model, there is no
dummy variable and the actual data from the
four selected banks provided suitable values
for Wand ‘o’.



IFSB Standards Adoption and Its Impact on Islamic Banking Practices: Evidence from Pakistan 65

Table 5b: Panel Data Regression for the calculation of W and ‘o’

Market rates Unexpected loss ~ Unexpected Unexpected lossto  Value of ‘o’ =
to shareholders loss to share-  shareholders (Uly) ‘W’ (UL2-ULy) /
(Ulo) holders (Uly) (UL1-ULy)
Sukak 0.3991 56.836 20.141 0.51 50.92%
1 0
Average Deposits 0.3991 56.821 34.877 0.63 62.41%
-Bi 0
T-Bills 0.3991 57.192 21.060 0.37 37.82%

Source: author’s own

Credit RWA attempts to determine the level of
credit risk associated with the various asset cate-
gories based on the obligor and asset type. Market
RWA attempts to measure the market risk associ-
ated with a certain asset class based mostly on the
asset’s issuer or maturity. Operational risk is the
risk of losses either from insufficient or failed
internal procedures, people, and systems, or from
external events, such as legal risk and Shari‘ah
non-compliance risk. This definition excludes
both strategic and reputational considerations.

Table 6 is a summary of a comprehensive re-
view of data received from four banks. It is found
that the CAR values are based on three categories:
(i) Tier-1 to adj. RWA amount, (ii) Total Eligible
Capital to adj. RWA both without impact of ‘o’
and (iii) Capital Adequacy Ratios (Supervisory
Discretion Formula) with impact of ‘a’. These
values were calculated using three market rates
i.e., Sukiik rates, Average Deposit rates and T-Bill
rates.

Table 6: Calculation of CAR based on IFSB-15 Standard RWA Format (in Million Rupees)

Bank A Bank B Bank C Bank D
a. Tier-1 Capital 7,333 9,779 10,654 32,014
b. Tier-2 Capital 1,115 1,646 2,729 9,123
1 Eligible Capital = (a + b) 8,448 11,425 13,383 41,227
c. RWA Credit Risk 73,596 58,233 89,396 253,576
d. RWA Market Risk 2,723 530 1,479 11,952
e. RWA Operational Risk 7,947 9,695 8,189 39,323
Total Risk Weighted Assets (TRWA) =(c +d
2 +e) 84,266 68,458 99,064 304,851
3 Total Adjusted RWA* 39,045 41,471 46,261 180,019
4 CAR without ‘a” impact on RWA
(i) Tier-01 to adjusted RWA 19 24 23 18
(ii) Total Eligible Capital to adj. RWA 22 28 29 23
5 (iii) CAR with ‘o’ impact on RWA
CAR based on Sukik rates 22 26 19 20
CAR based on average deposit rates 21 16 19 15
CAR based on T-Bills rates 22 26 22 19

Note: *Total adjusted RWAs are calculated by subtracting the sum of Total RWA funded by PLS account and RWAs funded by PER

and IRR from Total RWAs amount.

Source: author’s own


file:///C:/Users/azam6741/Desktop/IFSB-15%20%20%20New%20WG/Sukuk%20All%20banks%20Data/Combined%20Sukuk.xls
file:///C:/Users/azam6741/Desktop/IFSB-15%20%20%20New%20WG/Avg%20dep%20all%20banks%20data/Combined%20Avg%20dep.xls
file:///C:/Users/azam6741/Desktop/IFSB-15%20%20%20New%20WG/T%20Bills%20all%20banks%20data/Combined%20TBills.xls
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6.3 CAR calculation under IFSB-15

The analysed data was collected from
some selected banks and the IFSB-15 template
was used for CAR calculation for the month of
September 2019. The Bank wise analysis in
Table 7 shows that Bank A has similar CAR
values (22%) for: i) Sukuk rates and ii) T-Bills
rates, but a lower CAR value (21%) for aver-
age deposit rates. Similarly, Bank B has simi-
lar CAR values (26%) for: i) Sukuk rates and
ii) T-Bills rates, but a lower CAR value (16%)
for average deposit rates. Bank C has similar
CAR values (19%) for i) average deposit rates
and 1) Sukuk rates, too. Nevertheless, it has a
higher CAR value (36%) for T-Bills rates.
Bank D has no comparable CAR value under
the three rates. The analysis is based on the
following regression model.

Ri= Constant + a1* ROA + W*Rn

The analysis ran a regression on the da-
ta and calculated the value of “W’, which is a
weighted rate that banks apply to market rates
while calculating ‘Ri’ i.e., returns payable to
IAHs. As ‘o’ has significant importance in the
calculation of CAR, the value of ‘W’ is signif-
icant for ‘o’ estimation. W is the multiple of
market rate (Rm), ROA is return on Assets and
a1 is the ROA coefficient. The discretionary
power of the regulator has a significant impact
on the selection of one rate (Rm) among the
three market rates (Average deposit, Sukuk
and T-Bills) used in the analysis (Table 7).
The results of Table 7 corroborate with Table
5a that depicts the value of ‘a’ ranges from
0.22 to 0.71. These values are in conformity
and under the limits of ‘o’ values implemented
by the six countries under study.

Table 7: Calculation of CAR based on IFSB Standard

Under IFSB Template

No. Bank Name Average Deposit Sukuk T-Bills
1 Bank A 21 22 22
2 Bank B 19 26 26
3 Bank C 19 19 36
4 Bank D 15 20 19

Source: author’s own

6.4 Panel Data Analysis for CAR

A panel data analysis was conducted for the
‘a’calculation in order to have a comprehen-
sive insight of the impact of three market

rates on IAHS' returns from IBIs. Table 8 il-
lustrates these values using panel data for all
banks and provides a summary of the CAR
results.

Table 8: Results for Panel data on ‘a’ calculation for CAR

Million Rupees Capital Adequacy Ratio (CAR)
Capital
Adj. RWA Under IFSB Template
No. Bank Name Tier-1 Total Average Deposit Sukuk T-Bills
1 Bank A 7,333 8,488 39,045 13 15 17
2 Bank B 9,779 11,425 41,471 19 21 23
3 Bank C 13,383 13,383 46,261 16 19 22
4 Bank D 32,015 41,227 180,019 15 17 19

Source: author’s own
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Table 9 provides a conclusive comparison of
the CAR values calculated using different
values of ‘a’ under the IFSB template and
different values of CAR calculated using the
CBP-CAR template, based on Basel Ill. The
findings show that when a=1, all the selected
banks generate low CAR values with the ex-
ception of Bank B; the CAR values for all the
banks are approximately similar to the CAR
values under CBP-CAR template. However,
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when o=0 is used, all the selected banks yield
high CAR values. In fact, in this case, no sin-
gle value of CAR is close to the CAR values
calculated using CBP-CAR template. It also
confirms the inverse relationship between ‘o’
and CAR. CAR values derived using the
IFSB template and based on three market
rates indicates that Average Deposit rates
yield lower CAR values than the other two
market rates as shown below:

Table 9: Calculation of CAR under different values of ‘a’

Values of Values of CAR at different values of ‘o’
CAR based
No. Bank Name on CBP- ‘o’ at Avera
_ _ ge . o
CAR Tem- o=0 o=1 Deposit o’ at Sukuk o’ at T-Bills
plate
0 0 0 0 0
1 Bank A 11% 220 11% 12% 22% 22%
0 0 0 0 0 0
2 Bank B 13% 28% 17% 14% 26% 26%
13% 29% 14% 16% 19% 22%
3 Bank C
14% 23% 14% 15% 20% 19%
4 Bank D

Source: author’s own

The study further computed the RWASs values
based on data obtained from four banks and a
comprehensive mapping of two templates. In
the IFSB template, the RWAs are based on
different risk weights of the Islamic finance
modes  (Mudarabah, Musharakah, and
Mudarabah and ljarah etc.) and Sukuk,
whereas in CBP-CAR templates, they used
debt-based modes. Therefore, the IFSB for-
mat is deemed to be more suitable than the
CBP-CAR template for the calculation of
RWAs and CAR for IBIs.

7. Conclusion
The study of market practices reveals that
IAHSs are treated as conventional PLS depos-
its that are capital-guaranteed. IBIs take a
market perspective on profit distribution,
which in turn makes it virtually obligatory to
distribute profits smoothly (accepting DCR

and paying a competitive rate of return, i.e., to
cushion losses. From a Shari’ah standpoint,
IAH should be considered as a pure invest-
ment with no promise of principles or profits.
To analyse these issues, three different market
rates (Sukuk, T-Bills, and Average Deposits)
were used as benchmark rates for the calcula-
tion of ‘W’, ‘o’, and DCR. The average de-
posit rate is the best estimator among the
three rates used in these computations, as the
CAR values for all the selected bank institu-
tions are close to those of Basel I11.

This analysis suggests that the rights of
PLS depositors/IAHs are not specifically pro-
tected by the existing legal framework due to
their loss-sharing and risk-taking characteris-
tics. Moreover, in the event of an IBI liquida-
tion, the priority of claims does not take into
consideration the deposit/investment account
hierarchy. Concerning the maintenance and
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recording of data/information for CAR (IFSB-
15), the study indicated that the maintenance
of the system-based data required for CAR
computation under the IFSB-15 is a serious
concern. In addition, there was a lack of es-
sential data due to the unavailability of suita-
ble software applications and their integration
with the core banking application. In addition,
IBIs disclose capital adequacy in a compara-
ble way as that of conventional banks, i.e., by
assigning risk weights based on counterparty,
even for products such as Musharakah, which
are classified as investment or financing.
International regulatory and Shari’ah
standards such as IFSB and AAOIFI require
fulfilling the fiduciary responsibility. Each
IBI should have a Governance Committee, a
body charged with overseeing governance
matters pertaining to IAH. IBIs must have an
effective accounting system that can deter-
mine the type of each asset at the time of re-
porting, since the risk weights fluctuate with
the change in the nature of bank assets. To
monitor the PLS depositor or 1AHs based
pool activities, separate disclosure require-
ments must be met. A review on IFSB stand-
ards and documents considering major updat-
ing or advancement of BCBS consultative
documents may affect their adaptation.

The assessment of the IFSB-15 adaptation
in other jurisdictions shows that in almost all
countries (Bahrain, Oman, Qatar, and Sudan),
this standard was adopted partially on a sub-
jective basis by allowing low risk weights for
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Al. Summary on Bank As’ monthly data for ‘W’ and ‘o’

Market rates ALPHA =
Value of ‘W’ (UL2-ULy)
/(UL1-ULy)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULo) shareholders (UL1) shareholders (UL3)
Sukiik 0.1444 0.0316 -0.2147 12.6 %
Avg Dep. 0.1072 0.0827 0.7485 73.3%
T-Bills 0.1130 0.0471 -0.3887 32.6 %
A2. Summary on Bank Bs’ monthly data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL2-ULy)
/(UL1-ULo)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULo)  shareholders (UL1) shareholders (UL>)
Sukiik 0.7077 66.5 %
0.0367 0.0297
Avg Dep. 0.0412 0.0423 1.0429 104.54 %
T-Bills 0.0921 0.0518 -0.5100 47.11 %
A3. Summary on Bank Cs’ monthly data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL2-ULo)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULg)  shareholders (UL;) shareholders (ULy) /(UL1-ULo)
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Sukitk 0.0599 98.3615 48.7198 0.4950 49.5 %
Avg Dep. 0.0599 97.0342 97.5394 1.00520 1.01%
T-Bills 0.0599 99.6010 35.6899 -0.35893 36.8%
A4. Summary on Bank Ds’ monthly data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL2-ULy)
Unexpected loss Unexpected loss Unexpected loss J(UL1-ULy)
to shareholders to shareholders to shareholders
(ULo) (ULy) (ULo)
Sukitk 0.0004 15.5521 0.4067 -0.0261 2.61%
Avg Dep. 0.0004 9.2132 0.6842 -0.07427 7.33%
T-Bills N.A N.A N.A N.A N.A
A5. Summary on Bank Es’ monthly data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL2-ULy)
/(UL1-ULo)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULo)  shareholders (UL1) shareholders (UL>)
Sukitk 0.0108 0.1406 0.0173 -0.1032 5.01 %
Avg Dep. 0.0108 0.0764 0.0102 -0.1488 -0.93%
T-Bills 0.0108 0.1036 0.0144 -0.0702 3.82%
A6. Summary on Bank Fs’ monthly data for ‘W’ and ‘o’
Market rates ALPHA =
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULo) shareholders (UL:) shareholders (UL;) Value of ‘W’ (UL2-ULo)
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/(UL1-ULy)
Sukiik N.A N.A N.A N.A N.A
Avg Dep. 0.0180 0.1602 0.1397 0.8676 85.57 %
T-Bills 0.0180 0.0322 0.0207 -0.3549 18.59 %
A7. Summary on Bank Gs’ data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL2-ULy)
/(UL1-ULo)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULo) shareholders (UL1) shareholders (ULy)
Sukitk 0.0412 0.2656 0.0468 0.0737 0.25%
Avg Dep. 0.0412 0.3232 0.0411 -0.0125 -0.03 %
T-Bills 0.0412 0.2929 0.0516 0.1012 4.13%
A8. Summary on Bank Hs’ monthly data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL2-ULo)
/(UL1-ULo)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULo)  shareholders (UL1)  shareholders (UL>)
Sukitk N.A N.A N.A N.A N.A
Avg Dep. 0.0566 0.3224 0.1027 -0.4659 17.33 %
T-Bills 0.0566 0.2114 0.17885 0.7927 78.93 %

Note: N.A denotes not applicable
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B1. Panel Data Regression Analysis for Calculation of ‘W’ and a
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Market rates  Unexpected lossto  Unexpected loss ~ Unexpected loss to ALPHA =
shareholders (ULg) to shareholders shareholders (UL>)
(ULY) Value of ‘W’ (UL,-ULy)
/(UL1-ULy)
Sukitk 0.3024 41.1883 3.3565 -0.0774 1.47 %
Avg. Dep. 0.3024 40.4502 0.2502 -0.0049 -0.13%
T-Bills 0.3152 44,1144 6.5468 -0.1448 14.23 %
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1.0 Introduction

Ethical investment, such as socially responsible
investment (SRI) and faith-based investment,
such as Islamic finance (Reddya, Mirzab,
Nagvic, & Fu, 2017) have become widespread in
the economic development discourse. These two
ma rkets are the fastest growing areas of finance,
where total Islamic finance assets grew by
7%,and were valued at US$2.2 trillion in 2016
(United Nations 2018). Globally, SRI assets
soared from US$18.3 trillion in 2014 to US$23
trillion in 2016 (Global Sustainable Investment
Alliance, 2015). This rapid growth has triggered
a discussion regarding the convergence of SRI
and Islamic finance, as both strive to exclude
certain industries considered unethical from their
investment strategies, including alcohol, tobacco,
arms, pornography, etc. (Binmahfouz & Hassan
2013; Binmahfouz 2012). Meanwhile, many
studies have shown that Islamic ethics are
compatible with business ethics which is the
theoretical foundation of SRI practices (Beekun
& Badawi, 2005; Brammer, Williams, & Zinkin,
2007; Dusuki, 2008; Dusuki & Abdullah, 2007;
Mir, Hassan, & Hassan, 2017). The principles of
Islamic finance emphasize equitable risk-sharing
and the prohibition of interest-based financing.
To date, SRI has focused on equity investments
rather than fixed income, as financial
intermediaries have found it easier and more
direct to invest in SRI products in equities rather
than fixed income (Bennett & Igbal, 2013).

The "similarities" of SRI and Islamic finance,
with a strong focus on ethics, have raised
opportunities to consolidate the position of
Islamic finance in a market dominated by
conventional finance. Many have considered that
among Islamic financial instruments, Sukik or
Islamic bonds are a financial model that bridges
the gap between the two markets (Azman & Ali,
2016; Bennett & Igbal, 2013; Noordin, Haron,
Hasan, & Hassan, 2018). This could explain
many similarities in the structure of Sukik
coupled with social impact bonds that potentially
meet the demands of Shari ‘ah (Islamic law) and
SRI investors (Azman & Ali, 2016; Kassim &
Abdullah, 2017). Moghul and Safar-Aly (2014)
have established some criteria and guidelines for
green Sukik and proposed "how" integration
between SRI and Islamic finance can be made
possible. While the proposal sounds very
appealing, in reality there is a contentious divide
between the two markets and joint initiatives
seem to be rare. This distinction reflected in

Sukiik to date is only in a small number of SRI
Sukuk successfully issued in global capital
markets (Richardson 2019). A recent report by
Standard & Poor's shows that the amount of
Sukuk that takes into account environmental
issues is still poorly addressed compared to the
global green bond market, which saw US$168
billion of issuance in 2018, and subsequently
social aspects seem to have taken a back seat
(Damak, Roy, Bendersky, & Gorce, 2018). A
review of the Sukiik market to date suggests that
the objectives of those participating in Sukiik
certificate issuances have not always been
directly focused on the impacts of these
instruments on society or collective welfare in
general (Idraki, 2016).

The philosophy of Islam as a religion
emphasizes the betterment of society and
goodwill among humans. All activities of
Muslims should be centered on the highest ethics
and social responsibility. At the same time,
Islamic economists believe that the norms of
their religion provide clear guidance in every
conceivable area of economics. They are also
convinced that these norms would be equally
effective in all Muslim societies, regardless of
their  size, history, level of economic
development and institutional  framework
(Chapra, 1985; Kuran, 1983, 1995). The
philosophical underpinnings of an Islamic
financial system go beyond the interaction of
production factors and economic behaviour
(Igbal, 1997). Financial aspects are emphasized
as part of the broader Islamic ethical system since
these factors in Islam are considered part of the
"religion”, and all business activities, wealth
creation, economic activities, wealth distribution,
and human welfare are the "affairs of religion"
(Furgani, Laldin, & Mulyany, 2016). While the
conventional financial system mainly focuses on
economic and financial issues of transactions
with their material outcomes, the Islamic system
gives equal importance to various ethical, moral,
social and public good dimensions to enhance
equality and equity as well as the state's role
(Igbal, 1997). Therefore, one of the reasons for
this acceptance could be due to its ethical
promises. Islamic finance is perceived as an
ethics-based system that operates with a set of
moral precepts in financial transactions (Laldin &
Furgani, 2013).

Ideally, if Sukiak are structurally aligned with
the ethical principles of Islamic finance, they
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should have an established place within the
broader responsible finance or SRI market.

Unfortunately, as this is not the case in
practice, this has led to at least two significant
problems. Firstly, Islamic finance is based on a
religious worldview, and is therefore often
considered ethical in itself (Nienhaus, 2011).
Similarly, the basis or root of SRI is found in
religious law. Many consider the close and
substantial connection with the Christian religion
to have long been the driving force behind the
growth of SRI (Paranque & Erragragui, 2016).
Although the two share many convergences and
have their roots in religion, many argue that
ethics and social responsibility in business and
investment are complex issues. It has not been
clear to what extent business ethics should
depend on some general ethical codes universally
applicable to all social structures. Nor is it clear
to what extent it should rely on individuals'
personal values and moral commitments to the
social good, or to what extent it is simply a
contradiction in terms or definitions (Hellsten &
Mallin, 2006). These gaps have motivated this
study to examine what is considered ethical or
socially responsible as incorporated in SRI and
Islamic finance. This analysis further compares
the values or principles of SRI bonds and the
framework or standards of SRI Sukiik, to enable
Islamic finance players understand the real scope
and purpose of SRI. Furthermore, it is important
S0 as to match the segment opportunity available
in SRI (MIFC, 2015).

Second, if Islamic finance has similarities
with SRI, why are SRI Sukiik still absent from the
financial sector? One may ask why the Islamic
finance sector has not contributed more to certain
sectors of society, as required by the principles of
magasid al Shari‘ah (higher objectives of
Shart ‘ah). Given the 'gap' between the principles
and practices of Islamic finance, this could be
due to different cultural traditions, differences in
target markets, preoccupation with their own
economic growth, perception and reputation
issues, lack of initiative by industry leaders, or
simply a lack of understanding each other (Hayat,
2013). However, these factors unfortunately
remain ambiguous as any survey-based study has
not proved them. Therefore, this study will
examine "what" limits Islamic financial market
players in issuing and structuring SRI Sukik. It
does so by collecting qualitative data from semi-
structured interviews with Shari‘ah advisors in
Malaysia, as the country is currently the largest

Sukuk issuer in the world and has become the
leading player in Sukik development (IIFM,
2018). Moving beyond the academic discourse
that has primarily focused on 'how' to align Sukitk
with SRI, this study rather seeks to broaden the
discourse by examining ‘what' restricts or
discourages Islamic financial market participants
from participating in social responsibility
investing.

The significant contribution of this study is to
develop Islamic finance to cover the shortfalls
that  jeopardize the future  Sustainable
Development Goals 2030. The United Nations
Conference on Trade and Development
(UNCTAD) has argued that achieving the
Sustainable Development Goals (SDGs) by 2030
will require the investment of $3.9 trillion in
developing countries each year (United Nations,
2018). Mindful of this funding, Sukak are
considered appropriate for SRI investors as they
offer investors a high degree of certainty that
their money will be used for a specific and
meaningful purpose. In order to comply with the
underlying principles of Shari‘ah, the funds
raised through the issuance of a Sukitk must be
applied to the investment in identifiable assets or
businesses (Bennett & Igbal, 2013). For this
reason, if Sukitk are structured to provide funds
to a specific development project that attracts
SRI investors, such as a renewable energy project
or a low-cost housing scheme, there is little
chance that investors' money will be diverted and
used for another purpose (Bennett & Igbal,
2013). However, the issuance of Sukuk still faces
a number of obstacles related to the legislative
framework of Sukiik. The issuance of Sukik often
requires the issuing entity to create a special
purpose vehicle (SPV) and transfer the assets
underlying the Sukiik to that SPV. This can result
in additional taxes and stamp duties.

For decades, conventional capital markets
have been used to channel investments into
development projects in poor countries (Standard
& Poor's in Bennett & Igbal, 2013). The World
Bank, as a pioneer, issued its first bond in 1947
and used the proceeds to finance projects in
developing countries, followed by other
supranational institutions. While Islam has a long
historical tradition of ethical practice, social
issues have not been of great concern to Islamic
financial institutions and the banking sector. It is
not uncommon to find claims in the Islamic
finance literature is failing to achieve the goals
for which it was initially designed (see Azman &
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Ali, 2016; Mohamad, 2014; Mohamad, Lehner,
& Khorshid, 2016). Such conclusions invite the
key question: has Islamic finance fulfilled the
objectives of Shari‘ah? This question means that
assessments need to be made on the roles played
by Islamic finance in, for example, poverty
alleviation, income distribution, equal and
expanded access to finance, and economic
productivity and efficiency (lbrahim, 2015).
Therefore, this study argues that the role of Sukiik
remains important insofar as the ideals of Islamic
ethics need to be put into practice.

This paper uses the content analysis approach
to examine the aspects that are ethical or socially
responsible in SRI and Islamic finance. For
comparison, three standards were considered,
namely (i) the SRI Sukiak Framework 2014
published in Malaysia, (ii) the Social Impact
Bond Act 2014 in the United States and (iii) the
principles published by the International Capital
Market Association (ICMA) for the European
market. Content analysis is used to help
researchers quantify and analyse the presence,
meanings and relationships of certain words,
themes or concepts. To examine what constrains
Islamic financial market participants in the
issuance and structuring of SRI Sukik, semi-
structured interviews were conducted with four
Shart‘ah advisors working for the Shari‘ah
Advisory  Council, Securities Commission,
Malaysia. All of them have worked for 10 years
or more in this sector. The questions to be
answered relate to the challenges and limitations
of structuring SRI Sukiik.

This paper is structured as follows. First, the
concepts of ethical investment in SRI and Islamic
finance will be explained and compared. Then, a
more in-depth examination of the facets that are
considered ethical investment as reflected in SRI
bonds and Sukik standards or framework is
presented. Next, aspects that limit Islamic
financial market’s participants in  social
responsibility  investement are  examined,
focusing on SRI Sukiik.

2.0 The concept of ethical investment in SRI
and Islamic finance: a comparison of social
bonds and SRI Sukiik

In the world of SRI per se, defining this ethical
investment is a somewhat difficult task, as there
is no consensus on the "ideal™ characteristics that
SRIs should possess. In fact, its principles and
limitations are still debated in the literature
(Gillet & Salaber-Ayton, 2017; Miglietta &

Forte, 2007; Statman, 2005). It is often used
loosely with other general terms such as 'socially
responsible’ or  environmentally  friendly
investment, ethical, social, green, alternative,
divergent, focused, creative, developmental,
strategic, etc. which have Dbeen used
interchangeably (Cowton, 1998). However, from
a practitioner's perspective, sustainable investing
is the process of integrating environmental, social
and governance (ESG) factors into investment
decisions. Sustainable investors choose to invest
in companies, organisations and funds with the
aim of generating measurable and beneficial
social and environmental outcomes, not just
financial returns (Ernst & Young Global Ltd,
2020). On this issue, the paper discusses the
aspects that are considered ethical in SRI based
on its development (Lewis, 2010) and the
investment criteria of SRI practices established in
various countries (Gillet & Salaber-Ayton, 2017).

The development of SRI has taken place in
three stages, from avoidance of sinful practices to
positive screening to sustainable investment. The
roots of SRI in the Western world go back to the
17th century, when the Quakers in the United
States refused to make a profit from the arms and
slave trade. The founder of Methodism, John
Wesley (1703-1791), stated in his sermon "The
Use of Money" that people should not engage in
sinful trade or profit by the exploitation of others
(Renneboog, Horsta, & Zhang, 2008). However,
at the initiative of the Methodist Church, the first
investment fund with ethical screening criteria,
the Pioneer Fund, was established in 1928. This
entity was reserved exclusively for a restricted
religious community and prohibited investments
in so-called "sinful" (in the biblical sense)
companies, i.e. those involved in activities such
as brewing, tobacco, weapons and gambling
(Paranque & Erragragui, 2016). At this point,
ethical investing is essentially built around
negative screening - the exclusion of investments
considered harmful and inconsistent with the
values of investors or fund managers.

Originating from religious doctrine, SRI
gradually expanded to include anti-war projects,
promote  human rights, and implement
environmental protection policies (Abdelsalam,
Duygun, Matallin-Séez, & Tortosa-Ausina,
2014). Discontent among students and other
youth led to protests against the Vietnam War in
the 1960s, and the boycott of companies that
supplied weapons used in the war meanwhile
issues involving civil rights and racial equality
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arose and became very important. Community
development banks set up in low-income or
minority communities were part of a movement
that gave rise to the Civil Rights Act of 1964 and
the Voting Rights Act of 1965 in the United
States. SRI entered the mainstream when
Dreyfus, a major mutual fund distributor,
launched its Third Century Fund, which included
stocks of companies known for their sensitivity
to the environment and their local communities
(Knoll, 2002). Based on this positive screening,
this second stage of SRI investment sought
opportunities in industries that positively impact
the economy, the environment and other relevant
areas of society.

The third stage of SRI development occurred
in the late 1990s and early 2000s, when SRI was
increasingly defined as a means to promote
environmental sustainability (Lewis, 2010).
Coinciding with the increasing use of
sustainability reporting, sustainable investing
strives to identify and select the most sustainable
companies in their sector through best-of-breed
or best-of-class investing. Quantitative and
gualitative measures are used to determine the
environmental, social, governance (ESG) or
ethical performance of companies, using criteria
such as adherence to principles of good corporate
governance, use of resources, treatment of
employees, approach to customers and suppliers,
and community involvement and contribution.
These factors are often summarised by the
acronyms ESG and  corporate  social
responsibility, although all three approaches
(ethical, environmental and sustainable) are
concerned with environmental outcomes, albeit
with different emphases.

Given the increasing globalization of
financial markets, the foundation of the ethical
criteria for SRI investment differs from country
to country. For example, in the United States,
socially responsible funds favour product
exclusions of alcohol, tobacco, weapons and
gambling companies (Social Investment Forum,
2007), while in Belgium, France and Switzerland
they follow a combined best-in-class and
standards-based selection approach (Eurosif,
2012). Elsewhere in Europe, the boundaries of
SRI diverge significantly. The exclusion of
alcohol companies from ethical funds is common
in Denmark, Spain and Sweden, but not the case
in Austria, France and Germany. Nuclear power
plants are excluded from most socially
responsible funds in Austria, Germany and Spain,

but are not automatically excluded in other
European  countries. These product-based
exclusions are more popular in continental
Europe than in the UK, where they are mostly
used by the church, charities and private
investors (Gillet & Salaber-Ayton, 2017).
Therefore, in SRI, the investment decision is
based solely on what the company or a group of
people perceive and believe to be ethical,
sustainable and promoting good governance.

In Islam, ethics is referred to as akhlag
(plural khulug), a term defined as the standards of
right and wrong that prescribe what people
should do, as taught in the Qur'an and
demonstrated in the exemplary life (actions and
words) of the Prophet (pbuh) (Furgani et al.,
2016; Hashi, 2011). In the Qur'an, many terms
describe the concept of ethics such as khayr
(goodness), maslahat (public interest), birr
(righteousness), qgist (fairness), ‘adl (balance and
justice), haqgq (truth and righteousness), ma'ruf
(known, approved), nahi munkar (avoidance of
evil and harmful things), and tagwa (godliness)
(Zarug, 1999). In short, the Qur'an wants all
Muslims to do good and not engage in evil deeds;
therefore, defining characteristic of finance,
including investment, lies in the ethical principles
embodied in Shari‘ah (Islamic legal and ethical
system), the same source from which theological
beliefs are derived. Shari‘ah originates from the
rules dictated by the Qur'an (the holy scriptures
of Islam) and its practices, as well as the
explanations given (more commonly known as
Sunnah) by the Prophet Muhammad (pbuh). For
all aspects that are not covered by Shari ‘ah but
by figh or jurisprudence, the rulings are specified
by Islamic jurisprudence scholars within the
framework of the Qur'an and Sunnah.

Based on an ongoing exchange between some
renowned banking experts and renowned Islamic
scholars in the context of Islamic economies, five
fundamental "pillars" that oversee the regulation
and religious validity (Shari‘ah compliance) of
any financial activity have been defined over the
past two decades (Glller & Leins, 2010). Four
pillars represent the fundamental prohibitions of
Islamic finance, namely riba (usury), gharar
(uncertainty),  maysir  (speculation)  and
investment in prohibited or haram activities,
while the fifth pillar encourages the sharing of
risks and returns. Prohibited activities include
mainly alcohol, pork, tobacco, pornography,
gambling activities, arms, non-mutual insurance
and conventional banking, where some of these
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activities are tolerated on a minimal basis. In
addition to filtering out exclusions, the Islamic
investment process includes 'purification’, which
comes in response to the lack of fully Shariah-
compliant businesses worldwide. The objective is
to exclude companies characterised by
unacceptable levels of conventional debt,
liquidity, interest-based investments and/or
impure income, subject to the discretion of the
Shart ‘ah board in determining the tolerance level
of ratios.

The pillars, including Shari‘ah, are all
important in  shaping Islamic  economic
transactions (Hayat, 2013). For a minimum
requirement, any type of Islamic financial
investment is considered Shari ‘ah-compliant if it
complies with this theological framework (Y usof,
Bahlous and Kassim, 2010). The pillars must be
combined together to preserve balance,
distributive justice and equal opportunity and
must always be honored in any transaction that is
consistent with Islamic practice. Shart ‘ah is not
only about Islamic rules or legal principles, but
also about values and ethics. All Shari‘ah
prohibitions in financial activities are aimed at
removing mafsadah (harm) that could be inflicted
on the transacting parties, and these prohibited
actions are in fact ethically harmful. Similarly,
any Shari‘ah injunction aims to ensure the
realization of benefits (maslakah) - positive
values that would ensure fairness, justice and
benevolence in a transaction (Laldin & Furgani,
2013). Therefore, if an investment is in line with
Shart ‘ah principles, it should be fundamentally
ethical (Mohamad Damak in Qlnvest, 2017). At
this point, the existence of the Shari‘ah
Supervisory Board plays the most crucial role as
a guardian to preserve the legitimacy of Islamic
banking operations and products, which explains
why the Islamic financial system is primary an
ethical system.

It is clear that the ethics of Islamic finance
are based on sacred revelation, whereas the ethics
derived from the social values of SRI are
inevitably more transitory. Islamic finance relies
on Shart‘ah as an authoritative ethical and legal
reference. The ethics of an Islamic system differ
from those of a conventional system, as the
ideals, theories and ethical practices of the former
are shaped by the respect for Allah (SWT), while
those of the latter are based on transient customs.

This unchanging basis creates a stable set of
parameters for contemporary Islamic finance.

Muslim jurists sometimes interpret Shari‘ah in
different ways, which affects the scope of
permissible investment products and transaction
structures, resulting in flexibility and difficulties.
On the one hand, the flexibility of Shari‘ah is
supposed to help Muslims resolve problems and
circumstances that arise in interpreting Shari ah.
However, the flexibility offered by Shari‘ah in
product development must be understood within
the framework of Shari‘ah’s rules and principles.
On the other hand, different interpretations by
Muslim scholars have led to a lack of
standardization of Shari‘ah rules within the same
jurisdiction and in various regions. This can
create confusion and problems in presenting the
Islamic industry brand to consumers and
investors. Nevertheless, as long as the benchmark
for Islamic investment is derived from Shari ah,
there are clear rules about what is allowed and
what should and should not be included in the
investment. SRI, on the other hand, while
reflecting much of the theological framework that
shapes Islamic finance, does not use a single
reference point, and the reasons for its sectoral
exclusion are not systematically normative and
may evolve in response to social issues'. There is
a wide range of interpretations and
inconsistencies as to what is considered ethically
and socially responsible according to people's
consciences and beliefs. However, the extent to
which these 'interpretations' diverge from Islamic
ethics explains the 'gap' between the two markets.
The following section provides a more in-depth
comparison of what is considered ethical
investing, as reflected in their standards or
framework.

3.0 Social Impact Bonds and SRI Sukik: what
aspects are considered ethical?

As concerns about social impact investment
grow, SRI bond markets have developed a range
of securities attached to individual SRI bond
issues, in which the security used is usually
linked to the nature of the projects to be funded
with the bond proceeds (Richardson, 2019). From
a practitioner's perspective, green bonds are more
about environmentally beneficial projects, and
social bonds fund projects that seek positive
social outcomes. Meanwhile, sustainability bonds
finance projects that have both green and social
objectives. Another category of SRI instruments
is social impact bonds, but these are not, strictly

! For example, French SRI managers do not exclude the
nuclear industry, but it may be excluded in other countries
(Paranque & Erragragui 2016).
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speaking, a bond as repayment and return on
investment are dependent on achieving the
desired social outcomes, which is known as pay-
for-success  (International  Capital Market
Association, 2019).

Relatively new to the capital market is the
SRI Sukiak, which aims to provide financing for
societal welfare and environmental protection in
accordance with Islamic principles (Securities
Commission Malaysia, 2016).

Clearly, what characterises SRI bonds is the
link between the use of their proceeds and the
green and/or social project being funded.
However, the categories of projects that can
benefit from this funding have not been
universally accepted (Hedley, Brown, Menon,
Zaman, & Basu, 2015), which is similar to the
concept of ‘social' in SRI, and falls under social
interpretation (Richardson, 2019).

By comparing projects deemed ethical from
the SRI and Islamic finance perspectives, the SRI
Sukitk Framework 2014 emerged as the first
global standard for SRI Sukiik. The Social Impact
Bond Act 2014 in the US and the principles
published by the International Capital Market
Association (ICMA) for the European market are
equally important to consider because about half
of all SRIs are assets under management in
Europe, and more than a third of them exist in the
us®.

In addition to eligible projects, this study also
provides an analytical comparison of the due
diligence aspects of the respective frameworks or
guidelines in structuring SRI bonds or Sukiik.

As shown in Table 1, the SRl Sukiik
Framework 2014 was issued by the Securities
Commission, Malaysia, which expands the
existing Sukitk framework (or Sukitk guidelines)
by including an eligible issuer, use of the
product, eligible SRI projects, independent
assessment and reporting requirements.

The framework was issued by the
Commission to facilitate the creation of an

2 In terms of where sustainable and responsible investment
assets are domiciled in the world, Europe continues to
manage the largest proportion, with almost half of global
sustainable investment assets in 2018. The proportions of
global sustainable investment assets in the US (39%), Japan
(7%), Canada (6%) and Australia/New Zealand (2%) have
remained largely stable over the past two years (Global
Sustainable Investment Alliance 2017).

enabling ecosystem for SRI investors and
promote sustainable and responsible investment,
in line with the growing popularity of green and
social impact bonds (MIFC, 2015).

These government regulations are to be
mandatorily implemented by foreign companies
and governments when issuing SRI Sukitk in
Malaysia® .

In the US, the announcement of H.R. 4885,
otherwise known as the Social Impact Bond Act,
was introduced by the U.S. Congress in June
2014, with the aim of improving the lives of
those in need by funding social programs that
work.

The bill will encourage and support public-
private partnerships to improve the American
nation's social programs and other purposes. In
the European market, the International Capital
Market Association (ICMA) published the Green
Bond Principles (GBP) in 2014, followed by the
Social Bond Principles (SBP), and the
Sustainability Bond Guidelines (SBG) in 2018.

Very similar to the 2014 SRI Sukik Framework,
ICMA's principles provide guidance on four core
elements: (i) use of the product, (ii) project
evaluation and selection process, (iii) product
management, and (iv) reporting. Unlike the
Securities Commission of Malaysia and the U.S.
Congress, ICMA is a voluntary, self-governing
body, and therefore all types of issuers in the debt
capital market can choose to join; in other words,
membership is not imposed by the government.

While the London Stock Exchange (LSE)
does not require that listed green/social bonds
meet specific standards, it does require that the
products be used for a class of eligible projects.
Furthermore, a second opinion is required to
certify projects, which is similar to the ICMA
components.

% Eligible issuers of SRI Sukik are companies within the
meaning of sub-section 2(1) of the Capital Markets and
Services Act (CMSA) 2007 and foreign governments, as set
out in paragraph 3.1 of the Sukitk Guidelines.
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Table 1 Comparison of eligible SRI projects and requirements under different SRI frameworks and legislation

Counries _——

us

European countries

Malaysia
criteria

Guidelines/ SRI Sukuk Framework

2014
Framework

Corporation, foreign
Issuer

government
Eligible SRI 1. Natural resources
projects 2. Renewable energy

and energy efficiency
3. Community and eco-
nomic development
4. Wagf proper-
ties/assets

The Social Impact Bond Act
2014 (H.R.4885)

Public —private partnership

1. Increasing work and earn-
ings by individuals who
have been unemployed in
the United States for more
than six consecutive
months.

2. Increasing employment
and earnings of individu-
als age 16 to 24.

3. Increasing employment
among individuals receiv-
ing Federal disability ben-
efits.

4. Reducing the dependence
of low-income families on
Federal means-tested ben-
efits.

5. Improving rates of high
school graduation.

6. Reducing teen and un-
planned pregnancies.

7. Improving birth outcomes
among low-income fami-
lies and individuals.

8. Reducing rates of asthma,
diabetes, or other prevent-
able diseases among low-
income families and indi-
viduals.

9. Increasing the proportion
of children living in two-
parent families.

10. Reducing incidences of
child abuse and neglect.

11. Increasing adoptions of
children from foster care.

12. Reducing recidivism
among individuals re-
leased from prison.

13. Other measurable out-
comes defined by the State
or local government that
result in positive social
outcomes and Federal sav-
ings.

= Green Bond Principles 2014
= Social Bond Principles 2018
= Sustainability Bond Guide-
lines 2018
By International Capital
Market Association
All types of issuer in the debt
capital market
Green Bond Principles:
Renewable energy, energy
efficiency, pollution prevention
and control, eco-efficient
and/or circular economy
adapted products, production
technologies and processes,
green buildings, terrestrial and
aquatic biodiversity
conservation, clean
transportation etc.

Social Bond Principles 2018
providing and/or promoting:
affordable basic infrastructure,
access to essential services,
affordable housing,
employment generation, food
security, or socioeconomic
advancement and
empowerment

Sustainability Bond Guidelines
2018

to finance or re-finance a
combination of Green and
Social Projects
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» preserve and protect
the environment and
natural resources

= conserve the use of
energy

= promote the use of
renewable energy

= reduce greenhouse gas
emissions

= improve the quality of
life for the society

Use of proceeds

i. prospectus or
disclosure document
(eligible SRI projects,
objectives, compliance
with the relevant ESG
standards or best

Reporting and
disclosure

To overcome specified social
illness and reduce federal
government spending on
social program

= Green Bond Principles 2018
- to finance or re-finance
projects with clear environ-
mental benefits

Social Bond Principles 2018
- to address or mitigate a
specific social issue and/or
seek to achieve positive so-
cial outcomes, especially but
not exclusively for a target
population(s).

Sustainability Bond Guide-
lines 2018 — to finance or re-
finance a combination of
green and social projects

i. Progress report
(Summarize progress of
achievement, challenges, for
each expected outcome
including information on the

Annual reports

(lists of project which bonds
proceed have been allocated,
brief descriptions of the

practices) improved future delivery) projects, amounts allocated and
expected impact)

ii. Annual reports to ii. Final report

investors (evaluates whether social

(original, utilized and

obligations have been

utilized amount including  fulfilled, challenges faced and

impact objectives
regarding the SRI

= Appointment of Sha-
Appointment of riah advisors to ad-
assessor vise on all aspects of

Shariah

= [ndependent party
Use specified pre-
determined key
performance indicators
(KPIs)

Assessment of
the project

Independent evaluator

Use of experimental design
using random assignment

unique factors that contributed
to the success or failure of the
project) projects)

External Review

Qualitative performance
indicators and quantitative
performance measures (where
feasible)

Sources: Guidelines on Sukuk 2014, Social Impact Bond Act 2014 (H.R.4885), Green Bond Principles 2018, Social Bond
Principles 2018 and Sustainability Bond Guidelines 20

3.1 Eligible projects and use of revenues

The 2014 SRI Sukik Framework states that
proceeds from the issuance of SRI Sukik should
only be wused to finance eligible projects,
specifically natural resources, renewable or
efficient energy, community projects, economic
development and wagf (endowments). The Social
Impact Bond Act of 2014, however, explicitly
outlines 13 social issues to be addressed as
eligible SRI projects, which are consistent with
the U.S. government's national programs to
address several problems, largely based on
increasing employment and eradicating social
scourges. From ICMA's perspective, based on
these principles, several categories have been
defined as eligible green projects, social projects

and a combination of these two categories as
sustainable projects, as summarized in Table 1.
Most of these projects deemed ethical are similar
in these three standards or framework for socio-
economic development projects, though with
minor differences in emphasis. The SRI Sukiik
Framework 2014 and the ICMA Principles are
similar in  considering renewable energy,
environment and natural resources as eligible SRI
projects. The guideline also covers eligible
projects that aim to improve the quality of life for
all members of society. This social objective
emphasizes community and economic
development  projects related to  public
hospital/medical  services, public education
Services, community Services, urban
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revitalization, green building projects, or
affordable housing. However, the difference
between the SRI Sukik Framework 2014 and
other legislations lies in the former's unique
provisions to channel Sukik proceeds towards
wagqf development. In Malaysia, these eligible SRI
projects are substantial and aimed at developing
unused wagf land®. This provision is expected to
achieve the potential of waqgf in Shari‘ah-
compliant SRI projects.

3.2 Reporting and Disclosure Requirements

The public disclosures are very comparable across
the standards, including brief descriptions of
eligible SRI projects, the amounts allocated and
the expected impact of these projects. This
relevant information to be prepared by the issuer
is included in an annual report as described by
ICMA. However, the Social Impact Bond Act of
2014, requires two reports to be submitted. In the
progress report, the independent assessor
summarises the progress and challenges in
achieving each outcome, including information on
improvements to the future delivery of those
social impacts. In the final report, an assessment
is summarized as to whether the state or local
government awarded the social impact bond
contract fulfilled each obligation and any
documented factors that contributed to the success
or failure of the project. However, the reporting
requirement of the 2014 SRI Sukitk Framework is
a bit more stringent than the other two. The
disclosure requirements of the framework require
details of qualifying SRI projects in the issued
prospectus, as well as a statement that the project
has complied with relevant environmental, social
and governance standards and recognised best
practices relating to the qualifying SRI project.
However, there does not appear to be any further
guidance on what these best practices should be,
or whether (and if so which) international
standards may be applicable. Similarly, when
reporting to investors, the issuer must provide
annual reports or other forms of disclosure
regarding the amount of initial capital, the amount
used (or not used) for the SRI project.

* These properties and lands are underdeveloped, which is
largely due to their location, as much of the wagf land is
rural, scattered over large areas, so the potential for
development is low. Current statistics indicate that of the
nearly 13,500 hectares of wagf land in Malaysia, only 2% of
the total area has actually been redeveloped (Nazrin, in New
Straits Times, 2018).

3.3 Appointment of Evaluator and Project
Delivery

All of these standards include requirements for
independent evaluators to provide an independent
and valid assessment of the progress of these SRI
projects. The ICMA principles require that the
external valuation provider(s) confirm the
alignment of their bond or bond program with the
four core components in which the valuation takes
place before and after the bond issue. ICMA
further states that an issuer may seek the advice of
consultants, institutions and/or rating agencies
that provide more than one type of service,
separately or in combination, in the form of an
opinion, verification, certification or green bond
rating. To communicate the expected impact of
projects, ICMA recommends using qualitative
performance indicators and, where possible,
guantitative performance measures. ICMA does
not specify in detail the qualitative and
guantitative measures to be used, but issuers
should nevertheless report on whether their green,
social, sustainable or sustainability bond(s)
remain aligned with all the key elements of the
Green Bond Principles (GBP), Social Bond
Principles (SBP) and Sustainable Bond Guidelines
(SBG). Issuers will be exposed to significant
reputational risk if their green, social, sustainable
or environmental bonds fail to meet their
environmental or social commitments and cease
to be aligned with the GBP/SBP/SBG.

Meanwhile, the Social Impact Bond Act 2014
requires a local government that has secured a
social impact bond as an approved project under
the act to conduct an independent evaluation to
determine whether it has achieved its intended
outcomes. The law also emphasizes that the
evaluator must have substantial experience in
determining the effectiveness of the program. In
terms of the techniques used, the evaluator must
employ random assignment or other research
methodologies that provide the strongest possible
causal inferences. The metrics used to determine
whether the proposed outcomes have been
achieved and how these metrics are measured
should be reported, but do not detail the
qualitative and quantitative indicators to be used.

The SRI Sukitk Framework 2014 requires an
independent party to undertake the assessment of
eligible projects using a number of predetermined
key performance indicators (KPIs). To report on
the impact or expected impact of eligible SRI
projects, the issuer may use qualitative
performance indicators and, where possible,
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guantitative performance measures, but again, the
precise details of what these should be are
missing. The framework does not appear to focus
on the relevant institution with recognized
expertise in social and/or environmental issues to
provide an independent and valid assessment of
the progress of SRI projects. Instead of appointing
an independent party, SRI Sukik must be
reviewed and approved by Shari‘ah advisors to
ensure that the structures are Shari'ah compliant
in all aspects including:  structuring,
documentation, investment, administration and
operations. As the SRI Sukiik Framework 2014 is
an extension of the existing Sukitk guidelines, all
other requirements of these guidelines continue to
prevail, which demonstrates that, Islamic finance,
given its emphasis on avoiding excessive riba and
gharar, is also concerned with how to structure
the finance. This is not an ethical concern in
socially responsible investing.

By comparing projects deemed ethical from
an SRI and Islamic finance perspective, this study
finds that the SRI Sukik framework provides a
comprehensive list of eligible SRI projects, and to
some extent, the projects are similar to the ICMA
principles that cover both environmental and
social aspects. The Social Impact Bond Act 2014
explicitly describes 13 social projects that focus
on addressing social and employment issues in the
US, in which most socio-economic projects are
deemed ethical and similar to these three
standards or frameworks. Other due diligence
aspects of the respective frameworks or guidelines
present, to some extent, a comparable approach in
the formulation of their respective methodology
when issuing Sukitk or SRI bonds, although with
slightly different emphases. However, this
comparison highlights the substantial difference
between the SRI Sukitk Framework 2014 and the
specific reference to waqf property development
as one of the important categories of SRI projects.
Another difference between eligible SRI Sukik
projects and their conventional counterparts is
compliance with Shari'ah principles, which
requires Shari‘ah advisors to oversee Shari‘ah
issuances.

In conclusion, with the exception of Shari‘ah,
Sukik and SRI bonds are based on guidelines with
essentially similar qualities, characteristics and
objectives and are considered ethically and
socially responsible. Given the broad definition of
SR, their ethical investment motives are largely
similar to Islamic finance, which is also
necessarily accurate for social impact bonds.

Although social impact bonds do not have a
unique approach in their implementation, they all
share four necessary characteristics (Nicholls &
Tomkinson, 2013):

i. A contract between a commissioner and a
legally separate entity called a "delivery
agency";

ii. A particular social outcome that, if
achieved by the delivery agency, will
activate a payment from the commissioner;

iii. At least one investor that is a legally
separate entity from the delivery agency
and the commissioner; and

iv. Investors to bear some or all of the financial
risk of non-performance.

In this public-private partnership, private
investors provide initial capital and the
government agrees to repay them when good
social outcomes are evident. In this scenario, the
commissioner repays the investors their capital
plus returns based on the level of success. If
results are not forthcoming, investors may not get
their investment and return back. With regard to
the guarantee of capital and returns, coupled with
returns dependent on the outcome of the
programme or project, such features are inherent
in the Sukiak structure. Looking more closely at
the objectives of social impact bonds that go
beyond economic returns, similar intentions
embody the Islamic concepts of magasid al-
Shart‘ah  (higher Shari‘ah objectives) and
maslahah (public interest) (Dusuki, 2008).
Therefore, it is not surprising that some scholars
argue that the general model of social impact
bonds does not violate Shari‘ah principles
(Mujahid & Adawiah, 2015). Similarities
therefore exist, however, until today, Sukitk have
not yet been issued to specifically address
financial inclusion issues as discussed in the
previous section. The following section discusses
the limitations of such issuance.

4.0 What are the limitations of Islamic financial
market players in terms of socially responsible
investment? The case of SRI Sukiik

In the context of the domestic Sukik market, the
Malaysian government, through the Securities
Commission and the Central Bank of Malaysia,
has provided the regulatory framework,
infrastructure, and fiscal incentives for the growth
of the nascent green and/or sustainable Sukik
segment. This infrastructure allows Malaysia to
lead the Sukik market with combined domestic
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and international issuance totalling US$612
billion from January 2001 to December 2017
(IFM, 2018). However, it is important to note, for
the further discussion on the challenges for SRI
Sukitk, the following fact: historically, financial
services, infrastructures and utilities sectors have
been the main drivers of the Malaysian domestic
Sukuk market, and historical trends show that
these sectors have been the main drivers of the
Malaysian domestic Sukik market (RAM, 2019),
while the number of SRIs remains low
(Richardson, 2019). Although the Malaysian
Sukik market has grown significantly since the
world's first Sukik was issued in 1990, the
issuance of Sukik focusing on social and moral
issues has not seen the same growth. The
exploration of what hinders Islamic capital market
players in social responsibility investing, will be
based on what emerges from semi-structured
interviews with several Shari ‘ah advisors working
for the Shari‘ah Advisory Board, Securities
Commission of Malaysia.

In Islamic finance, Shari‘ah law governs the
industry, hence it is important to understand the
role of religious scholars in ensuring the
industry’s credibility and integrity, and that their
role is no longer limited to Shari‘ah consultancy
and products’ approval. With the development of
the Islamic financial market, Shari ‘ah advisors are
now involved in product development and
innovation, in addition to overseeing Islamic
finance transaction, as well as, on some occasions,
policies and regulations. In exploring the
limitations of Islamic financial market players in
investing in social responsibility, various
limitations were identified, which can then be
classified as investors' appetite for good financial
returns, lack of awareness of social investment,
and of data and methodology associated with the
business model - Triple Bottom Line or 3P
(people, planet and profit). It should be noted,
however, that this analysis is purely academic and
is not intended to challenge the decisions made by
Shart ‘ah advisors.

4.1 Investors' appetite for financial returns

The glaring difference between Sukiik and SRI
Sukiuk is that Sukiak can fund a variety of
commercial projects, whereas SRI Sukiik, as
discussed in the previous section, aims to improve
the quality of life of society, including a greener
and better environment. Despite this difference,
Shari‘ah advisors believe that when it comes to
structuring Sukiik or even SRI Sukiik, the process
and Shart ‘ah considerations are quite comparable.

Even if it is a simple structure, Sukizk can involve
a complex task that includes a cash flow diagram
riddled with multiple boxes and diagrams;
however, the complexity of setting upSRI Sukiik
is not an issue for them, as in the case of the
Malaysian Sukitk market. The main obstacle to
structuring the SRI Sukiak market is that most
investors are still motivated primarily by financial
returns.

Some Shari‘ah advisors point out that
investors in Sukitk market still see Sukuk as an
alternative to conventional bonds. In other words,
they still want their profits and capital to be
guaranteed and rewarded without taking any risk.
The pressure on investors' "appetite” for a fixed
return has meant that the vast majority of Sukiik in
the market are structured to mimic conventional
unsecured bonds, based on guaranteed income and
principal, which can be reflected in the preference
for the structure of Sukiik in practice. According
to the International Islamic Financial Market,
Annual Sukik Report 2018, based on data from
2001 to 2017, wakalah (investment agency) and
ijarah (lease) are the two most preferred
structures required by issuers where Sukiik
wakalah shares have increased to 75%. For
example, in the case of corporate Sukiik, the issue
size of wakalah, ijarah, musharakah (joint
venture), murabahah (cost plus financing),
mudharabah  (profit sharing between the
entrepreneur and investors) was one in which
Sukik amounted to more than 90% (IIFM, 2018).
Given that Malaysia has long dominated global
and domestic Sukiik issuance worldwide (Wright,
2016), it is reasonable to assume that Sukik
wakalah and ijarah structures reflect investor
preferences in the Malaysian Sukik market.
'Replication’, however, uses Islamic legal
contracts in a novel way to develop Shari‘ah-
compliant financial products, in which the system
differs from the conventional one. This approach
has provided a practical solution to prevent
Muslims from practicing »iba when dealing with
conventional banking and financial institutions. It
has also facilitated the development of a viable
Islamic finance sector in the modern economic
landscape (Laldin & Furgani, 2013).

Looking more closely at the types of Sukiik as
described by the AAOIFI °, Shari‘ah Standards

® AAOIFI (Accounting and Auditing Organization for
Islamic Financial Institutions) is a non-profit organization
that was established to maintain and promote Shari‘ah
standards for Islamic financial institutions, participants and
the industry as a whole. It was established on February 26,
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No. 17 provides for 14 permissible Sukiik
structures, of which Financial Accounting
Standard No. 25 distinguishes between debt-type
Sukik  and  equity-type  Sukitk.  Debt-type
instruments are defined as “investments whose
terms provide for fixed or determinable payments
of profits and capital." On the other hand, equity-
type instruments are defined as "investments that
do not have the characteristics of debt-type
instruments and include instruments that prove a
residual interest in the assets of an entity after
deducting all of its liabilities." In the case of a
debt contract such as ijarah, the structure most
closely resembles a conventional lease and offers
the flexibility of fixed and floating rate payments.
The cash flows from the lease, including rental
payments and principal repayments, are passed on
to investors in the form of coupon and principal
payments. In this context, ijarak can be used to
ensure regular payments throughout the term of a
financing agreement, while offering the
possibility of adapting the payment profile. These
features make  the ijarah relatively
straightforward, as it has similar characteristics to
bonds, which is part of the reason why these
structures are so popular in the Sukitk market.
Similarly, for equity-based Sukik that include
wakala, including musharakah and mudharabah
partnership-based Sukiik, the capital preservation
structure, frequency of periodic distributions and
rate of return also replicate conventional bond
structures. The fundamental characteristics of
equity-based Sukik, which are anchored in the
two capital bases, cannot be guaranteed. The
periodic returns - which depend on actual earnings
- may be variable and therefore not attractive to
risk-averse investors with a conventional mindset.
Based on this preference in the structure of Sukiik,
Sukuk holders or institutional investors are
looking for a stable cash flow over time, fixed
payout of profits with little or no risk, whereas
investment bankers should rely on on these two
structures that best meet these expectations.
Arguably, with such preferences and practices, the
Islamic finance sector may create problems for
SRI Sukiik in their development, as at some point
the spirit and higher objectives (magasid al-
Shart ‘ah) of Islamic finance are neglected.

4.2 Early stage of awareness of market

participants regarding socially driven investment
In general, the concern of an SRI instrument,
whether Sukzk or bonds, is what motivates

1990 to ensure that participants comply with the regulations
of the Islamic finance industry.

investment in social values rather than purely
commercial considerations. It broadens the
definition of return on investment to include both
financial and social returns - and is a way to use
finance and investment tools to create social
change.

This type of investment represents the
intersection between philanthropy and
conventional finance. Judging from the comments
of most Shari'ah advisors, SRI investment in
Islamic form, particularly SRI Sukik, is still a
fairly new concept in Malaysia. Awareness of the
value proposition implicit in socially responsible
investing (SRI) in Malaysia is still a new concept
compared to more mature markets that have long
traded conventional bonds or SRI bonds.
Although SRI Sukitk have made progress, it will
take some time for the market to gain momentum
and become a mainstream asset class for Islamic
investors. The SRI strategy is very different from
conventional or traditional approaches, in which
decisions are almost always based on economic
considerations, which to some extent has led to
the assumption that limiting the possible
investment universe will necessarily inhibit
financial returns. As a result, the common
assumption that an investor must sacrifice
financial returns in the name of reform or societal
improvement is unquestioned. In addition to the
big question for investors, whether SRI strategies
involve accepting lower financial returns,
Shart ‘ah advisors respond that many players in
the financial services industry have adopted a
wait-and-see attitude, including Islamic players.
Not only investors, but also Sukizk market players
of all kinds, still regularly face a dilemma when it
comes to weighing financial versus social returns
in their investment decisions, and any
development of Sukiik for SRI still remains weak.

This dilemma is necessarily true if one
considers, for example, the structure of the SRI
Ihsan Sukik. It was the first Sukik issuance for
social and/or sustainable investment in the
Malaysian Sukitk market, issued in 2015 with the
primary objective of improving access to quality
education in Malaysia®, and follows a "pay for
success" structure that measures success through
several key performance indicators (KPIs) for a
period of 5 years. If, at maturity, the KPIs are

% The discussion is based on the Sukizk lhsan, and the key
terms and conditions and information memorandum were
obtained from the Securities Commission of Malaysia
website.
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fully achieved, Sukiik holders will forfeit or
contribute up to 6.22% of the face value due
under the Sukiik, reducing the return to 3.5% per
annum. If the KPIs are not or are only partially
achieved, Sukizk holders will receive up to the face
value due on the Sukiik as agreed at issuance. In
this top-down approach, higher returns are given
to investors if the programme does not achieve the
stated KPIs. Yet, the investors' principal and
returns are fully guaranteed by Khazanah
Nasional Berhad as the debtor, despite the
program's future and less than ideal performance.
Arguably, in the absence of financial risk or
default for investors, the principle of "risk
sharing”, often touted in Islamic finance, is
virtually nullified. However, such a structure has
been developed in response to the current state of
SRI, which is still new in Malaysia, as well as the
profit motive and capital retention of institutional
investors, meanwhile this creates some tension for
issuers to align their economic decisions with the
social or sustainability pillars that characterize
Sukiik issuance. On the supply side, it is argued
that important decisions need to be made between
ethical investment and marketing issues on the
demand side.

The central principle of an Islamic economic
system requires a balance between financial and
social objectives, in other words a disciplined
approach to long-term sustainability.
Unfortunately, this is not the case in the way the
current Islamic finance industry is practiced. In
weighing the needs between financial and social
returns, it seems that investors with significant
influence in the Sukik market have prioritized
profit, while the real objectives take a back seat.
Therefore, there is a lack of awareness and
appreciation of the true nature and spirit of the
real value that should be espoused by Islamic
finance.

In a conventional sense, the Social Return on
Investment (SROI) method is the most commonly
used method for measuring social impact or return
(Florman, Klingler-Vidra, & Facada, 2016).
Launched in 1997 by Robert's Enterprise
Development Fund (REDF), the SROI method
was the first comprehensive quantitative social
impact assessment method, as it can be used for
three purposes: screening, external reporting, and
retrospective evaluation. Since the introduction of
this method, the number of social impact
assessment methodologies has increased, such as
Social Value Measures (in 1999), Balanced

Scorecards (1999), Progress Out of Poverty Index
(2005), Product Social Impact Assessment (PSIA)
in 2013 (Florman et al., 2016). In order to assess
the level of contribution of Islamic finance to
social outcomes, there is a need to design accurate
measurement tools. Given that Islamic finance
itself represents a distinct field with a unique
concept and underlying principles, Mohamad and
Borhan (2017) made a recommendation of
appropriate metrics to measure the social impact
of the finance industry from an Islamic
perspective. The selected parameters represent the
aspects to be fulfilled by the Islamic finance
industry in order to preserve the five objectives of
Shart ‘ah: protection of religion, protection of life,
protection of lineage, protection of intellect, and
protection of wealth.

4.3 Data and methodology associated with the
'Three Bottom Line' or 3P (people, planet and
profit) business model are probably still
insufficient for implementing social and/or
sustainable investments.

Based on interview data, some Shari ‘ah advisors
believe that the limitations of issuing Sukik as a
form of social investment may be related to the
concept of the "3Ps" (people, planet and profit),
an economic model developed to encourage
corporate social responsibility and sustainability
worldwide. In general, the archetypal social
responsibility fund is characterized by an equal
emphasis on the "three Ps": people, planet and
profit. This "Triple Bottom Line" asserts that
financial considerations (profit) are on equal
footing with social (people) and environmental
(planet) concerns. In  Islamic  financial
management activities, profit is only achievable
when all religious conditions are met, and under
Shart ‘ah principles, it is forbidden to invest in
activities related to alcohol, pork, gambling,
weapons, tobacco, unethical media,
"conventional” financial institutions, pornography
and anything else considered "haram" (illegal). It
also ensures that not only the underlying
investments but also the contractual terms agreed
between the investors and the investment manager
are in line with Islamic principles. In this regard,
Shart‘ah advisors stated that through the
screening and purification process, most of social
responsibilities towards people were largely met.

The screening criteria used by the Shari‘ah
Advisory Council (SAC) of the Securities
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Commission (SC) Malaysia focuses on business
activities and financial ratios. The business review
(or qualitative review or sector review) is
conducted to examine the nature of the core
business, by excluding companies whose main
activity is ineligible according to Shari‘ah
criteria. If the main activity is Shariah
compliant, but some secondary activities are not,
the review focuses on whether or not these
secondary activities are within Shari‘ah tolerance
level. Meanwhile, the financial ratios or
guantitative examination is carried out to check
the income of the business and to conclude
whether it is free from prohibited income and
unassociated with it, according to the acceptable
ratio allowed by the Shari‘ah scholars. In this
way, a type of investment that could harm people
can be avoided.

However, several issues related to
responsibilities to the planet (or the environment)
have been raised.  First, the most difficult
challenges facing social finance revolve around
the question of how to measure social impact.
Quantifying  social returns is  somewhat
complicated because there is no precise method
for measuring social impacts or for creating a
"green" environment. The crux of the problem is
that social progress cannot be represented by
dollars or any other universally accepted
numerical equivalent; in fact, it is not compatible
with financial accounting standards. In this
regard, there is no sound, reasoned methodology
for "calculating" social and/or environmental
benefit, as this is a subjective undertaking that
depends on the assumptions underlying the input
variables.

Secondly, between the environment and
socio-economic conditions, which one should be
given priority for an investment decision? Simply
put, how do you balance environment and social
development, since both are considered SRI
projects? The example of mining activities reveals
the best aspects of opportunity cost and what can
be achieved in monetary terms, as illustrated by
the interviews with some Shari‘ah advisors. On
the one hand, the development of the coal mining
industry has undoubtedly created wealth and
employment opportunities, and also contributes to
local economic development, as mining
companies provide and/or improve local
infrastructures (e.g. roads, electricity and water
supply). On the other hand, coal mining has led to

significant environmental degradation, serious
human health problems (e.g. directly through
toxic or carcinogenic results) or indirectly, such as
the reduction or contamination of water supplies.
While SRI projects may ensure socio-economic
development, they do not always guarantee a
good future for the environment. Shari ah
advisors have simply stated that if one prefers to
preserve the environment, it means allowing the
community to continue to live in darkness and
remain poor, a decision that requires very reliable
data and evaluation criteria.

It is clear that the SRI approach involves a
high degree of subjectivity and requires much
more in-depth data, beyond "extra-financial
information™, to evaluate the methodology and
measure the results to determine the success level
of specific social impact investment projects.
According to the interviewees, it is quite difficult
to issue SRI Sukik without reliable data and
proper environmental measurement. In Western
economies or conventional finance, the social
responsibility movement has a spectrum of
approaches, including evaluation criteria to
determine the marketing impact for business
needs and the delivery of social improvements;
these criteria are relatively easy to measure
because they are based on raw data. However, in
Islamic finance, to some extent, Shart ‘ah advisors
have stated that commonly accepted standards and
a verification system for  performance
measurement are still limited; and the lack of a
standard system for assessing and measuring
environmental or social performance and of
independent verification agencies in many
Muslim countries has created an obstacle for
investment market participants considering the
benefits of SRI.

5.0 Conclusion

In analysing the ethical aspects of SRI and Islamic
finance, we have highlighted that the ethics of
Islamic finance are based on sacred revelation, as
expounded in the Qur'an and Sunnah. The ethics
derived from social values in SRI are inevitably
more transitory, in which the SRI investment
decision is based primarily on what the wider
society or group of people perceive and believe to
be ethical, sustainable and conducive to good
governance. However, a closer look at the SRI
Sukuk framework and other SRI legislation
reveals that both have similar qualities,
characteristics and objectives, given that SRI
Sukitk are guided by Shari‘ah law. This is
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particularly true for the general model of social
impact bonds, which do not appear to violate
Shart ‘ah principles.

While the objectives of the two forms of
investment are similar, SRI Sukiik are challenged
by investors' appetite for profit, lack of awareness
of social investment and the absence of data and
methodology associated with the Triple Bottom
Line or 3P (people, planet and profit) approach.
Indeed, Sukik issuance focusing on social and
moral outcomes for the economy and society has
not been as successful in the Malaysian Sukik
market. This finding suggests that proper
education on Islamic finance may be the key
ingredient in making this work, especially at the
postgraduate level, in order to raise awareness of
the importance of the growth of Islamic finance in
promoting and supporting an ethical and
sustainable ecosystem and the environment
globally. While academia engages in research,
training and consulting through education,
agencies will support the evaluation methodology
and measure the results to determine some social
impact investment projects' success (and payout).

Government policymakers, through central
banks in Malaysia and other countries, should
continue to engage with industry players to
identify loopholes in business practices. Engaging
investors in closer dialogue with borrowers
demonstrate that there is a differentiating factor in
pursuing the SRI path, which requires continued
collaboration among local stakeholders to increase
transparency and awareness among issuers and
investors. There is also a need to find ways to
increase investment returns and reduce the risk of
Shart ‘ah-compliant portfolios when they mimic
Western or conventional portfolios.

Further research should therefore answer the
guestion: how can these investors benefit from
holding diversified portfolios or at what level
should SRI Sukiik represent an appropriate risk-
return ratio, comparable to conventional
Sukitk/bonds?

Finally, given the wait-and-see attitude of
investors and the lack of data and methodology
for SRI projects, public-private partnerships could
be considered as a form of start-up initiative to
promote SRI Sukiik issuance. As this study points
out, several overlapping sectors or projects are
considered ethical from an SRI and Islamic
finance perspective, and Islamic finance players

can therefore look to the segmentation
opportunities available in the SRI context.
Nevertheless, this study considers only three
standards or frameworks from three markets and
embraces the views of Malaysian Shari ah
experts, which may vary in terms of ethical
aspects due to Islamic experts’ different legal
opinions in other countries.
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ABSTRACT. Sukik is one of the products of Islamic financial institutions IFIS), so the
rating of such instruments should be considered. This study aims to provide empirical
evidence of the influence of Good Corporate Governance on Sukik rating, with
financial performance as a mediating variable. Multiple regression, ordinal logistic
regression and Sobel test were used to test the Assumptions on 222 Sukak, which were
listed on the Indonesia Stock Exchange as of December 31st, 2020. The results show
that the supervisory board's size, independence, experience, and the audit committee's
size and experience directly affect the Sukiik rating. Financial performance has also
been shown to have a direct influence on Sukik rating, which in turn can mediate the
effect of the three elements of the Good Corporate Governance supervisory function on
Sukiuk rating, namely: the size of supervisory boards, the independence and the number
of Shari‘ah supervisory boards. It is therefore important for companies to pay due
attention to the Good Corporate Governance, especially with regard to the supervisory
function and financial performance to support Sukiik rating. This study confirms that
the existence of a Shari ah supervisory board can support the achievement of financial
performance and Sukak rating in IFIs.

Keywords: Sukiik, Good Corporate Governance, financial performance, Sukik rating,
Indonesia Stock Exchange.
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1. Introduction

Credit rating is an essential indicator of the credit
quality of a company. Bond rating information is
also essential in providing information and
improving the efficiency of the capital market
(Bradford et al., 2019). The publication of such
bond rating information can increase the
transparency of securities, which in turn can reduce
the information asymmetry between management,
shareholders and bondholders. The publication of
bond ratings can also reduce the monitoring costs
that need to be incurred by the company (Chiang et
al., 2017). Companies that issue bonds must be
monitored and evaluated by a government-
appointed rating agency (Alam et al., 2018), such
as PEFINDO in Indonesia. Sukizk ratings differ
from other securities and are separate from the
issuer (corporate) rating. Sukuak requires an
underlying asset that guarantees the use of the asset
per the Shari‘ah contract, and companies issuing
Sukitk are supervised by a national religious
supervisor. The implementation and effectiveness
of religiosity through Shari‘ah guidance helps
companies to better maintain ethics, which further
reduces the problem of incentives and moral
hazard behavior (Grassa, 2013). It is, therefore,
interesting to examine Sukiak rating, which
contains an aspect of religiosity in their issuance.

In Agency Theory, agency costs are the sum of
the monitoring costs incurred by the owner, the
bonding cost incurred by the agent, and the
residual income (Jensen & Meckling, 1976).
Empirical research proves that corporate
governance attributes mitigate not only agency
conflicts between owner and manager but also
potential conflicts between bondholders and
shareholders that may lead to wealth transfer
effects between them (Jiraporn et al., 2014;
Alkhawaldeh, 2012; Hong, 2019). Public debt
cannot be separated from bond ratings, which are
influenced by corporate governance (Alali et al.,
2012; Aman & Nguyen, 2013). Corporate
governance is reflected in several different
dimensions and measures. Based on the guidelines
of the Indonesian Stock Exchange, the structure of
corporate governance is divided into an executive
function performed by the CEO (Chief Executive
Officer) and the board of directors, and an

oversight function performed by the board of
commissioners and its supporting committees
(www.idx.co.id). At the same time, according to
Law No. 21 of 2008, for companies that conduct
business activities according to Shari‘ah principles,
the existence of a Shari‘ah supervisory board is
added to the supervisory function (Menkumham,
2008). Previous research has examined MCMs
with a focus on the oversight function, including
examining the role of the supervisory board (Ntim
et al.,, 2017; Elhaj et al., 2018; Sahabbudin &
Hadianto, 2020), the board of directors (Grassa,
2016), Shari‘ah board and the existence of an audit
committee (Uhde et al., 2017; Putri & Prasetyo,
2020). However, previous research results provide
inconsistent evidence on the effect of board size on
bond ratings.

Several studies have found positive effects
(Aman & Nguyen, 2013; Elhaj et al.,, 2018;
Sahabbudin & Hadianto, 2020). Meanwhile, other
researchers have found a negative impact
(Altwijry, 2015; Zemzem & Zouari, 2016). There
are even those who did not find any influence
(Grassa, 2016; Mariana, 2016; Marfuah, 2016).
Research on the impact of supervisory board
independence on bonds rating also shows
conflicting results. Some found a positive
influence (Grassa, 2016; Sahabbudin & Hadianto,
2020), a negative influence (Marfuah, 2016;
Mariana, 2016) and no effect (Altwijry, 2015;
Zemzem & Zouari, 2016; Elhaj et al., 2018).
Conflicting results also exist regarding the effect
of audit committee's size on bond rating. Some
studies show a positive influence (Marfuah, 2016;
Sahabbudin & Hadianto, 2020) and others that
show no effect (Mariana, 2016). The application of
religious councils' authorizations is effective and
efficient in monitoring management. The rating
agency should also pay attention in the evaluation
of Sukik rating (Grassa, 2016). Research on the
association of Shari‘ah board with bond rating also
provides inconsistent results (Mseddi & Naifar,
2013; Grassa, 2016). For instance, OJK (Otoritas
Jasa Keuangan) regulation number 34 of 2014
states that the remuneration committee is a
committee formed to be able to provide
suggestions regarding the remuneration of the
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board of directors and their ranking for their
performance (OJK, 2015). Their existence will be
able to improve the performance of directors and
employees, which will impact the company's
performance (Elmagrhi et al., 2020).

Therefore, this study uses an intervening
variable, namely financial performance, which is
supposed to mediate the effect of GCG on Sukik
rating. Previous studies have successfully provided
evidence of the influence of GCG on financial
performance (Mahrani & Soewarno, 2018; Chou &
Buchdadi, 2018; Ghalib, 2018; Kurniati, 2019;
Darwanto & Chariri, 2019). Other studies can also
provide evidence of an influence between financial
performance and credit ratings (Elhaj et al., 2018;
Skousen et al., 2018; Qizam & Fong, 2019; Dewi
& Utami, 2020). Based on the above evidence, it
can be concluded that financial performance is
appropriate to be used as an intervening variable in
the influence between GCG and Sukiik rating.

This study differs from previous research in
several ways. First, this study uses the financial
performance variable as a mediating variable in the
effect of GCG on Sukik rating, and previous
studies have never used this mediating variable.
Second, most previous literature examines
governance through shareholders' perceptions
(Quttainah et al., 2013). This research focuses
more on the perspective of bondholders with
specific reference to Islamic bonds (Sukiik). Only a
few papers have studied the effect of corporate
governance on bond ratings (Alkhawaldeh, 2012;
Alali et al., 2012; Aman & Nguyen, 2013;
Sahabbudin & Hadianto, 2020) and credit in
Islamic banking (Grassa, 2016). Meanwhile, few
have conducted specific research on Sukiik in this
area. Third, the corporate governance of a Sukiik
issuer differs from that of bond or equity issuers,
which lies in the existence of a Shari‘ah
supervisory board that oversees the use of Sukik
funds to identify activities that do not violate the
Shart‘ah contract.

The emergence of a vigorous Shart ah-
compliant financial services sector concentrated in
the Middle East and Asia represents an attempt to
develop an independent financial system alongside
the dominant one, and thus provides significant

additional options for risk diversification (Sherif &
Erkol, 2017). Much of the considerable asset
growth in some countries has been fuelled by
Sukiuk, which are different from bonds or other
debt instruments. Sukuk, like stocks, represent the
ownership share of the assets of a project or a
private investment activity; therefore, the rights of
the Sukiik holder are determined in the assets of the
project or company itself, while bonds are payable
to the issuing company and are not linked to the
specified assets (Aidi & Salama, 2019). As this
difference is unique to Sukiik, it is worth exploring
further.

This study aims to provide empirical evidence
regarding the impact of supervisory function in
GCG on Sukik rating with financial performance
as a mediating variable. This study makes a
practical contribution to the prediction of Sukiik
rating through governance, especially with the
supervisory function performed by the Sukik
issuing company. This research is important in
providing empirical evidence for corporate
governance research related to Sukizk rating and
financial performance, and it highlights the new
developments in Sukik including the role of the
Shart ‘ah board and the remuneration committee.

2. Literature Review and Assumptions

2.1. Agency Theory

The Agency Theory assumes that the CEO
(agent) has more crucial information, as the
principal cannot monitor the activities of the
company on a continuous and periodic basis. Since
the principal does not have sufficient information
about the agent's performance, he can never be
sure how the effort contributes to the company's
actual results. This conflict is then referred to as
agency costs. Jensen & Meckling (1976) divide
agency costs into three types: 1) monitoring costs,
costs designed for the activities carried out by the
agent; 2) bonding costs, to ensure that the agent
will not act in a way that may harm the principal,
or to ensure that the principal will provide
remuneration if the agent does indeed take the right
action; 3) the residual cost, which is equivalent to a
decrease in principal-based welfare due to
differences in interests. According to Islamic
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principles, the agent is a fiduciary, so he does
not need to be guaranteed unless he commits a
breach through negligence or violation of
instructions  (Al-Masri, 2021: 204). The
existence of the supervisory function in the MCM
structure is one of the bonding costs that can
ensure that the agent does not take actions
detrimental to the principal. The board of
commissioners (especially the independent ones),
the Shari‘ah supervisory board, the audit
committee and the remuneration committee under
the board of commissioners are formed to
supervise the managers (agents) to make the right
decisions.

2.2.Sukiik (Islamic bonds)

Sukuk  are  securities  of  equivalent
denominations representing ordinary shares in the
ownership of property (a ‘yan), returns, services or
private investment activities. On the one hand,
bonds depend on interest-based loans. On the other
hand, Sukik rely on the existence of legitimate
assets that form the basis of the securitization
process and generate income; investors own these
assets based on their shares. It is not like a bond
which is based on interest-based loans (Aidi &
Salama, 2019). Also, unlike bonds, Sukik issuers
are not obliged to provide returns to investors if the
investment performance is below expectations, so
the risk of default is lower. In Sukiik, there should
be no fixed payments to investors and the profit
sharing is based on investment performance in the
real economic sector (Aidi & Salama, 2019).
Whether the Sukitk is equity-based (with similar
characteristics to equities) or debt-based (with
similar characteristics to convertible bonds in the
conventional sense), the expected market reaction
should not be the same as for bonds.

2.3. Sukiik rating

The credit rating agency (CRA) ranking
indirectly affects income inequality, but also
provides a better and broader understanding of
income distribution, especially in developing
countries (Biglaiser & McGauvran, 2021). Good
Corporate Governance can affect the corporate
bond rating. However, relative scale and audit fees
have a negative effect on bond ratings. Bond
specific attributes (collateral and credit size) are

positively related to bond rating. Agency costs
should be reduced with a reduction in
shareholding, which in turn can benefit
bondholders (Bradford et al., 2019). Shareholders
who disagree with auditors have an impact on
lowering yield spreads and bond ratings. Other test
results also provide evidence that audit attributes
(auditor seniority, auditor size, audit fees) and the
auditor's characteristics affect the cost of debt
based on perceived auditor's quality (Bao & Tanyi,
2020). Aman & Nguyen (2013) report that the
better the company's governance, the higher its
credit rating will be. Previous research has shown
that credit rating has a negative effect on the size
of the board of directors with 5% ownership, a
positive effect on the rights of minority
shareholders, and a positive effect on the quality of
working capital accrual; and the speed of its
acquisition is  positively related to the
independence of the board of directors and the
ownership of the board of directors, while it is
negatively related to the power of the CEO on the
board of directors. Strong corporate governance
will lead to a better credit rating, and the
relationship is stronger for small companies than
large ones (Alali et al., 2012). The credit rating
estimation model is based on the financial
information  published by the company
(Plakandaras et al., 2020). The structural MCM is
divided into the executive functions, namely: CEO
and oversight functions performed by the board of
commissioners, remuneration committee and audit
committee (Uribe-Teran & Mosquera, 2019). The
above research results prove that there is an effect
of corporate governance (CGM) on credit ratings.
The better the corporate governance, the more
reward the company will get by increasing its
credit rating, including, in this case, its Sukitk
rating.

2.4. Assumptions

Companies with good governance can
guarantee their suppliers a return on the money
invested in the form of dividends to shareholders,
interest and principal to the bank, and coupons and
principal to bondholders (Shleifer & Vishny,
1997). In implementing good governance, bond
issuing companies must control the top
management by appointing a supervisory board.
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Indonesia adopts a two-tier system; as a result,
there is a board of commissioners and directors in
a company (Hartanto & Sulaksono, 2019). The
resource-based view theory states that a large
number of supervisory boards consisting of many
experts are needed to provide advice to the board
of directors to improve the performance of the
company. Their existence will enable the company
to achieve a high bond rating status (Aman &
Nguyen, 2013; Elhaj et al., 2018). Directors are
prohibited from investing the money from the
issued bonds in dangerous projects favored by the
controlling shareholders or distributing the money
from the issued bonds as dividends to the
company's shareholders. It is expected that the risk
of outstanding bonds will decrease so that the
rating status of the company's bonds will increase
(Grassa, 2016).

Meanwhile, R. Khalil et al. (2020) found that
independent directors with multiple directorships
allocate their monitoring efforts unevenly
depending on the relative prestige of the director.
A bank loan from a company with a higher
proportion of independent directors has a relatively
higher bond rating. The attention of independent
directors is associated with lower borrowing costs
(Huang et al.,2018). The above research results
prove the importance of having a board of
independent commissioners to represent minority
shareholders in a Sukiak issuing company.

Several studies have examined the different
effects of the size of the Shari‘ah board. An
Islamic board with a higher number of scholars
will be an indirect incentive for the management's
opportunistic behavior, which ensures better
management decision-making and leads to better
credit rating (Grassa, 2016). Previous research
proves the importance of a Shari‘ah supervisory
board, especially for Sukik issuing companies
whose mechanisms are regulated based on Islamic
law, which is undoubtedly different from the rules
for bonds in general. A Shari‘ah supervisory board
also ensures that the company will apply Islamic
rules accordingly (Menkumham, 2008). Islamic
banks and bank management have the option to
accept and follow their advice or not, which in turn
can challenge the influential role played by the

Shari‘ah board as a body to supervise Shari‘ah
practices in Islamic banks (Grassa, 2013). The
supervisory role of the Shari'ah board will
indirectly monitor and control the management
activities to make better decisions to reduce the
risk of default which in turn may affect its credit
rating.

Accurate information must meet two principles,
namely transparency and disclosure. Therefore, it
is necessary to establish an audit committee that
oversees the directors and ensures that these
principles have been appropriately implemented
(Grassa, 2016). If this committee can function
properly, there will be a reduction in opportunistic
board behavior. In addition, bond issuers will have
a low risk of default and an increase in their rating
status. The audit committee's effectiveness in
performing this function depends on the number of
individuals in the position; the more individuals in
the audit committee, the better the rating status of
the bonds (Marfuah, 2016). Based on previous
research, it has been proven that the number of
audit committees and their competence can affect a
company's credit rating.

The effect of a remuneration committee has not
been studied much, especially in Sukik issuing
companies. The remuneration of an independent
committee strengthens the link between top
managers' salaries and company performance. The
independent remuneration committee pays top
managers more (Usman et al., 2020). High salaries
affect the performance of CEOs, which is
consistent with the managerial premise because top
managers who work for companies with better
governance receive less income than companies
with poor governance. The quality of the internal
governance structure affects the sensitivity of
performance payments. These results are consistent
with the optimal contract theory and the
managerial power assumption (Elmagrhi et al.,
2020). More independent boards and larger
companies strengthen the association between pay
and performance (Blanes et al., 2020). The results
of this study indicate that the existence of a
remuneration committee can improve GCG, which
in turn, affects increasing the rating of Sukiik.
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Based on the above explanation, the first
assumption of this research is as follows:

H1: Each supervisory function in the GCG
structure affects Sukik rating.

The empirical results confirm that the Shari‘ah
board has a significant and positive effect on the
financial performance of Islamic banks in terms of
return on assets (as an indicator of return rate) and
capital adequacy ratio (as an indicator of capital
level), and has a negative effect on non-financial
performance (as an indicator of funding risk). At
the same time, the board of directors significantly
affects the financial performance of Islamic banks,
following the three components of the Shari‘ah
supervisory board (Darwanto & Chariri, 2019).
GCG and CSR (corporate social responsibility)
mechanisms have a positive effect on financial
performance and earnings management (Mahrani
& Soewarno, 2018). Good Corporate Governance
has a significant effect on stock returns in a
negative direction but has no significant effect on
financial performance (Kurniati, 2019). Bank
governance scores can directly affect the
performance of banks as measured by ROA and
ROE. The bank governance score is positive and
significant for ROA (Return On Asset) and ROE
(Return On Equity) models. Bank stability is also
favourable for bank performance, which shows an
indirect contribution of GCG rating to bank
performance.

Institutional ownership, a number of meetings
and commissions have a significant positive effect
on net working capital turnover (NWCT); only the
number of commissioners variable is not proven.
NWCT has a significant positive effect on ROE,
while the variables of number of meetings and
number of commissioners are not proven. NWCT
is proven to mediate the relationship between
several meetings and ROE, while the other
variables are not proven (Wijaya, Rohman &
Zulaikah, 2018). GCG is the most significant
determinant of bank profitability. GCG and the
combination of better credit risk management and
the right business strategy can increase banks'
profitability (Ghalib, 2018). The remuneration and
nomination committee (CNC) has a negative
relationship with executive remuneration (EC).
While the variable of beneficial ownership (BO),

which is used as the dependent variable in this
study, reveals the possibility of agency problems or
inactive block holder conditions that make the role
of corporate supervision ineffective, as the results
show that the more BO, the more EC, and worse
corporate performance (Chou & Buchdadi, 2018).
Based on the previous research results, the
following assumption can be derived:
H2: Each of the supervisory functions in the
MCM structure affects financial performance.
The reliability of the financial disclosure
quantity (FDQ) affects Sukiik rating, but not that of
bonds. Leverage is considered the most influential
factor in rating Sukizk and bonds. FDQ, to some
extent, was found to influence the relationship
between ABR-Arbor Realty (i.e. operating income,
leverage and ROI) and Sukitk or bond rating. The
distinction between Sukitk and bond issuers is not
empirically proven. Furthermore, there s
additional evidence that relevance stands out more
than reliability, and bond ratings are more affected
by financial size variability than Sukik; further
research is needed to confirm this. This is
sufficient evidence of the extensive relevance of
the value of financial disclosures in Sukuk and
bond markets (Qizam & Fong, 2019). Thus, it can
be concluded that there are performance
differences between Sukik and bonds in terms of
corporate performance and rating. Meanwhile,
based on the research results and data on the effect
of profitability and liquidity on bond ratings and
their effect on bond yields, it can be concluded that
profitability has a significant effect on bond
ratings, liquidity has no significant effect on bond
ratings, and bond ratings have a significant effect
on bond yields (Dewi & Utami, 2020). The above
research provides evidence of the importance of
financial performance in increasing a company's
credit rating.

The results of other studies indicate that after
controlling company characteristics, Sukik rating
is positively related to CEO-Chairman duality,
board size and independence, and negatively
correlated with leverage, while positively
associated more with profitability and size. The
results of this study also prove that having two
positions in an organization, CEO and chairman,
can increase the responsibility in corporate
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decision-making and provide better rating
performance of Sukiik. Furthermore, the results
show that the larger the board size, the better the
Sukuk rating. In addition, greater board
independence leads to better ratings (Elhaj et al.,
2018). There is a significant positive relationship
between CEO network centrality and bond rating,
indicating that companies with better-connected
CEOs receive better bond ratings. Companies with
better-connected CEOs experience a lower cost of
debt, which is measured by bond yield. The results
are consistent with the notion in social science that
well-connected CEOs can provide positive
outcomes and benefit their companies (Skousen et
al., 2018). Based on the above explanation, the
third assumption is derived as follows:

H3: Financial performance affects Sukiik rating.

Previous studies have successfully provided
evidence of the influence of GCG on financial
performance (Mahrani & Soewarno, 2018; Chou &
Buchdadi, 2018; Ghalib, 2018; Kurniati, 2019;
Darwanto & Chariri, 2019). Other studies can also
provide evidence of the influence of financial
performance on credit ratings (Elhaj et al., 2018;
Skousen et al., 2018; Qizam & Fong, 2019; Dewi
& Utami, 2020). A better supervisory function will
lead to better governance, so it can improve the
company's performance, which in turn can increase
the rating of Sukuk issued. Based on the above
evidence, it can be concluded that financial
performance is appropriate to be used as an
intervening variable in influencing the GCG on
Sukiik rating.

H4: Financial performance can mediate the
effect of the supervisory function in the GCG
structure on Sukiik rating.

2.5. Control variable

This study uses company characteristics namely:
company size, age and leverage as control varia-
bles. Company size shows the resources and capa-
bilities of a company. Large companies tend to be
more leveraged, which exposes them to a greater
risk of bankruptcy. Previous research has shown
that company size has a positive effect on the
company's credit rating (de Souza Murcia et al.,
2014; Borhan & Ahmad, 2018). The age of the
company shows its maturity in managing the busi-

ness. Previous research has shown that the age of
the company affects the credit rating of the compa-
ny (Marshall et al., 2019; Lin et al., 2020). Lever-
age shows how companies use their debt. The
higher the company's debt relative to its equity, the
greater the risk of default it may face. Previous
research has proven that there is a negative influ-
ence between leverage and credit rating (Ash-
baugh-Skaife et al., 2006; Harper et al., 2019).

3. Research Methodology

3.1. Sample

This research examines Sukik that were still
outstanding as of December 31, 2020, which is 250
Sukik. After using the purposive sampling method
by eliminating 9 MTN (Medium Term Notes)
Sukitk, 1 Sukiuk whose company was already
bankrupt, 3 Sukik that did not pay until 2020 and
15 Sukik with incomplete data, the final sample
used was 222 Sukitk. Sukuk rating data was
obtained from the Indonesia Bond Market
Directory report on the official website of the
Indonesia Stock Exchange. Data on the
supervisory function of each Sukik issuing
company can be found in the annual report
published one year before the issuance of each
Sukitk. The supervisory function here is divided
into the number of commissioners, percentage of
independent boards of commissioners, number of
Shari‘ah boards, length of experience of the
Shari‘ah board, number of audit committees and
length of experience of the audit committee,
remuneration committee and length of experience
of the remuneration committee exercising
supervisory function in each Sukik issuing
company. These divisions perform supervisory
functions according to their respective areas.

3.2. Research Model

A structure-based oversight function in the
MCM consists of a particular structure. First, is
the existence of a Board of Commissioners and an
independent Board of Commissioners. In
Indonesia, which implements a two-tier system,
there is a separation between the Board of
Directors and the Board of Commissioners. On the
board of commissioners, some commissioners are
also shareholders of the company and a board of
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independent commissioners. An independent
commissioner means that he or she has no
relationship with the company, either as a
shareholder or by serving in the executive structure
of the company. This independent auditor is
responsible  for representing the  minority
shareholders, so his presence is necessary for the
supervisory function. The second supervisory
function is for companies that issue financial
instruments with Shari‘ah contracts; for these, the
existence of a Shari‘ah supervisory board is
essential in the supervisory function. The number
of Shari'ah supervisory boards and their
experience in this field are essential to ensure the
implementation of Shari‘ah provisions. Third,
there is the audit committee whose task is to

review the company's financial statements and
check whether they comply with the applicable
accounting standards. Their existence and
experience are necessary to ensure accountability
and financial transparency in this area. Fourth, the
remuneration committee is responsible for
overseeing the awarding of remuneration for the
executive function (company officer), to determine
whether it meets the principles of fairness and
honesty for all parties. Therefore, it is expected
that the existence of the remuneration committee
and its experience can achieve the GCGs in the
company. Based on the above research model
image, the following is the research equation
model:

Sukitk Rating = a + 1 Board size + B2 Board Independent + 3 Shari‘ah Board Size + 4 Shari ‘ah Board
Experience + 5 Audit Committee Size + 6 Audit Committee Experience + ;7 Remuneration Committee
Size + B8 Remuneration Committee Experience + p9 Leverage + p10 Firm Size + pI11 Firm Age +

Financial Performance (ROA) = a + 1 Board size + 2 Board Independent + B3 Shart ‘ah Board Size + 4
Shart‘ah Board Experience + B5 Audit Committee Size + p6 Audit Committee Experience + 7 Remuner-
ation Committee Size + 8 Remuneration Committee Experience + p9 Leverage + 10 Firm Size + p11

FIrm Age + €.

Sukitk Rating = a + f1 ROA + [2- p4 Control Variable + €...........cccocuvinvvvicniiiiicnenn, (H3)

Sukitk Rating = a + 1 Board size + B2 Board Independent + 3 Shari‘ah Board Size + 4 Shari ‘ah Board
Experience + p5 Audit Committee Size + 6 Audit Committee Experience + 7 Remuneration Committee
Size + 8 Remuneration Committee Experience + 9 Financial Performance + 10 Leverage + p11 Firm

Size - B12 Firm Age + € ............. (H4)

3.3. Measurement of variables
In order to better understand each variable, we
describe below the definition, measurement and

type of scale for each variable in this study, which
is described in Table 1 on operational variables:

Table 1. Variable Measurement

Variable |

Measurement | Scale

Dependent Variable

Suktik Rating.q

Sukak rating by Pefindo AAA =7, AA+ - AA- =6, A+ - A- =5, BBB+ - BBB- =4, | Ordinal
(y) BB+ -BB-=3,B+-B-=2,D-CCC+=1

Independent Variable

Supervisory Board Size;
(x1a)

Number of commissioners a year prior to the issuance of the sukik Ratio

Supervisory Board Independ-
ence .1(x1b)

The ratio of the independent board of commissioners to the board of commissioners | Ratio
a year before the issuance of the sukak

Shari‘ah Supervisory Board
Size . (x2a)

Number of Shari‘ah supervisory boards a year before the issuance of the sukiik Ratio

Shari‘ah Supervisory Board
Experience 1 (x2b)

the issuance of the sukik

The average length of experience of the Shari‘ah board in this field is a year before | Ratio
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Audit Committee Size;(x3a) | Number of audit committees a year prior to the issuance of the suktk Ratio
Audit Committee Experience,. | The average length of experience of the audit committee in this field is one year | Ratio
1 (x3b) prior to the issuance of the sukik
Remuneration Committee Size | Number of remuneration committees a year before the issuance of the sukiik Ratio
1 (x4a)

Remuneration Committee The average length of experience of the remuneration committee in this field is one | Ratio
Experience .; (x4b) year prior to the issuance of the sukiik

Mediating Variable
Financial Performance ., (z) | ROA (return on assets) a year prior to the issuance of the sukiik | Ratio
Control Variable
Leverage;.; (c1) Ratio of long-term debt to the market value of total assets 1 year prior to the issuance | Ratio
of the sukik

Firm Size ., (c2) Natural log of total assets a year prior to the issuance of the sukiik Ratio
Firm Age 1 (c3) The natural log of the firm's age (in years). One year prior to the issuance of the sukuk | Ratio

Source: Authors’ Own

3.4. Assumption Testing Methods

Descriptive statistics were used to provide an
overview and distribution of the research data. At
this stage, they were used to determine the mean,
median, standard deviation, minimum and
maximum values that can provide information
about the data distribution. Once the descriptive
statistics were determined, the next step was to
test the feasibility of the research model. Next
comes assumption testing. This study used the
same methodology as that used by (Ashbaugh-
Skaife et al., 2006). The results of the empirical
tests based on the above model were aimed at
examining the effect of GCG supervisory function
on Sukitk rating. Since the dependent variable
(Sukitk rating) is an ordinal scale, this study uses

ordinal logistic regression to test the Assumptions,
as the seven categories of Sukizk rating are on an
ordinal scale. The effect of GCG supervisory
function on financial performance was tested by
multiple regression. At the same time, the indirect
effect of GCG supervisory function on Sukiik
rating was tested through the financial
performance calculated using Sobel test. After
testing the assumption, the next step was to
interpret the results and finally draw the study's
conclusions, limitations and implications.

Descriptive statistics describing the data
distribution across all observations in this study
are presented in Table 2.

Table 2. Basic Statistics

Variable N Mean Median StDev Minimum Maximum

Sukik rating 222 6.3108 7.0000 1.1003 1.0000 7.0000
Supervisory Board Size 222 6.613 6.000 2.191 3.000 10.000
Supervisory Board Independence 222 0.3302 0.3333 0.1771 0.0000 1.0000
Shari‘ah Supervisory Board Size 222 0.8694 0.0000 1.2389 0.0000 3.0000
Shari‘ah Supervisory Board Experi- 222 2.511 0.000 3.934 0.000 17.000
ence

Audit Committee Size 222 3.5586 3.0000 1.4122 0.0000 7.0000
Audit Committee Experience 222 3.525 2.833 2.964 0.000 13.667
Remuneration Committee Size 222 2.968 4.000 1.939 0.000 6.000
Remuneration Committee Experi- 222 1.6814 1.7500 1.3803 0.0000 5.6667
ence

Financial Performance 222 0.0123 0.0092 0.0289 -0.0572 0.0769
Leverage 222 18.168 17.821 1.708 15.168 21.184
Firm Size 222 3.6585 3.9703 0.5822 2.3979 4.7791
Firm Age 222 0.4596 0.3766 0.2252 0.0873 0.8953

Notes: This table reports summary statistics for the variables include in our main regressions.

Source: Authors’ Own
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Based on Table 2 above. we see that the
average Sukiik rating is 6.3, meaning it has an AA-.
AA or AA+ rating. The average number on the
board of commissioners is 6.6. or rounded to 7
people in each company. The average percentage
of independent commissioners is 33% of the full
board of commissioners. The number of Shari‘ah
supervisory boards is 0.86 or rounded to 1. This
proves that not all Sukik have a Shari‘ah
supervisory board in their company. The
experience of the Shari‘ah supervisory board is an
average of 2.5 years having served in the same
position in the company concerned and in other
companies. The average number of audit
committees is 3.55 or rounded to 4 people with an
average experience of 3.5 years. The average
number of remuneration committees is 2.9 or
rounded to 3 people with an average experience of
1.68 or rounded to 2 years. The intervening
variable in this study is financial performance as
measured by ROA with an average of 0.01232,
meaning that the net profit of the Sukik issuing
company to its total assets is 1.23%. This is
because several Sukiik issuing companies suffered
losses the year before issuing the Sukik. The

structure of the supervision function in GCG
coupled with the company's financial performance
and three control variables greatly influence the
Sukak rating, with an adjusted square value of
95.3%. Therefore, a company issuing Sukizk must
pay attention to the structure of the supervision
function within the company to increase its Sukik
rating.

4. Findings

4.1. The effect of the supervisory function in the
GCG structure on Sukiik rating

The first assumption of this study examines the
effect of each supervisory function of the GCG on
Sukitk rating. The supervisory function of GCG
greatly influences Sukiik rating, as shown by the
concordance value of 95.3%. This means that
95.3% of the Sukak rating is influenced by the
structure of the GCG supervisory function, while
other factors influence the rest, and it shows that
the existence of a supervisory function in a
company is essential, especially to increase the
rating of the Sukiik it issues. The results of the first
assumption test can be described as follows:

Table 3. First Assumptions Test

Variable Coef SE Coef p-Value
Constant
Supervisory Board Size -0.5385*** 0.1695 0.001***
Supervisory Board Independent 7.9743%** 1.6691 0.000***
Shari‘ah Supervisory Board Size -0.2903 0.3393 0.392
Shari‘ah Supervisory Board Experience -0.4697*** 0.1163 0.000***
Audit Committee Size 0.7063** 0.2790 0.011**
Audit Committee Experience -0.2171** 0.1080 0.044**
Remuneration Committee Size -0.1150 0.2069 0.578
Remuneration Committee Experience -0.3419 0.3448 0.321
Leverage -1.4247%** 0.3087 0.000***
Firm Size 1.1346** 0.4626 0.014**
Firm Age 6.4484*** 1.6466 0.000***

Source: Authors’ Own

The results of the direct effect test of
supervisory function on Sukizk rating in Table 3
prove that all the elements can exert influence,
except the size of Shari‘ah supervisory board, the
size of the remuneration committee and their
experiences. The number of supervisory boards,
the experience of the Shari‘ah supervisory board,
the experience of the audit committee and the

leverage have a negative effect on the rating of
Sukitk. This means that the more boards and the
more experience, the lower the Sukik rating. On
the other hand, the increase in the number of audit
committees, the independence of the supervisory
board, the size and age of the company have a
positive effect, which means that the Sukiik rating
results are higher. This result proves that an
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experienced supervisory function has indeed
lowered Sukizk rating. This indicates that a Sukitk
with a low rating requires staff in more supervisory
functions and involves people with longer
experience than Sukizk with a high rating.

4.2. The effect of the supervisory function in the
GCG structure on financial performance

The GCG supervisory function model, which
consists of nine financial performance variables,
has an R-squared value of 46.26%. This means that
46.26% of financial performance is influenced by
the supervisory function in the GCG structure,
while other factors influence the rest.

Table 4. Test of the second assumption

Variable Coef SE Coef p-Value VIF
Constant 0.0129 0.0219 0.558
Size of the Supervisory Board -0.0061*** 0.0010 0.000*** 2.17
Supervisory Board Independent 0.0478*** 0.0100 0.000*** 1.44
Size of the Shari‘ah Supervisory Board 0.0131*** 0.0022 0.000%*** 3.57
Experience of the Shari‘ah Supervisory Board -0.0011 0.0009 0.215 5.50
Size of the Audit Committee -0.0025 0.0015 0.111 2.21
Audit committee experience -0.0011* 0.0006 0.077* 1.63
Size of the Remuneration committee 0.0035*** 0.0013 0.008*** 2.97
Remuneration committee Experience -0.0011 0.0019 0.542 3.03
Leverage effect 0.0012 0.0013 0.360 2.13
Company size 0.0047 0.0030 0.123 141
Age of the company -0.0401*** 0.0125 0.002*** 3.63

Source: Multiple regression results
Source: Authors' Own

The results of the statistical output in Table 4
show that there are 5 structures of the supervisory
function in the GCG that affect financial
performance, namely: the size of the supervisory
board, and the size of independent supervisory
boards. The size of the Shari‘ah supervisory
boards, the experience of the audit committee and
the size of the remuneration committee in Sukik
issuing companies. On the other hand, the
experience of the Shari‘ah supervisory board, the
audit committee's size and the remuneration
committee's experience do not affect the financial
performance. As far as the control variables are
concerned, only company size has an impact on
Sukitk rating. This shows that the size of the
company is taken into account by PEFINDO in
determining the rating of Sukik. The number of
supervisory board and audit committee
experiences has a negative effect, while the
number of independent auditors, the number of

Shari‘ah supervisory boards and the number of
remuneration committees have a positive effect on
financial performance. This proves that a
company's financial performance is influenced not
only by the number of people involved in the
supervisory function or their experience, but also
by other factors.

4.3.The effect of financial performance on Sukik

ratings

The feasibility of this model, which is indicated
by the concordant value, is 89%. This means that
89% of Sukak rating is influenced by the
company's performance, while other factors
influence the rest. After the model was declared
fit, it could continue to test the Assumptions. The
research results regarding the effect of financial
performance as represented by ROA on Sukik
rating can be proved in the following table:

Table 5. Test of the Third Assumption

Variable Coef SE Coef p-value
Const-Sukuk Rating C & D 22.3852*** 4.3535 0.000***
Const-Sukuk Rating BBB 23.1120*** 4.3291 0.000***
Const-Sukuk Rating A 23.5288*** 4.3238 0.000***
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Const-Suktik Rating AA 27.2645*** 4.4625 0.000***
Const-Sukiik Rating AAA 27.3919*** 4.4678 0.000***
Financial performance 11.2015* 5.9060 0.058*
Leverage effect -1.6878*** 0.2434 0.000***
Company size 0.1804 0.3348 0.590
Age of the company 1.0734 0.8451 0.204

Source: Authors' Own

Table 5 provides the results of the test on the
effect of financial performance (ROA) on Sukiik
rating. This study proves its effect positively. This
shows that profitability is one of the elements that
determine the rating of Sukak issued by a
company; the higher the company's performance,
the higher the Sukiik rating. At the same time, the
only control variable that affects this model is the
company's leverage, while the other variables
have no effect. This proves that the leverage of the
company is important enough to determine the
Sukiik rating of the company.

4.4.The indirect effect of the supervisory
function in the GCG structure on Sukiik
rating through financial performance.
The last assumption tested the ability of financial
performance to mediate the association between
GCG supervisory function and Sukiik rating. This
indirect effect was tested using the online Sobel
test. The results of the study are presented in
Table 6 below:

Table 6. Fourth Assumption Test

Note Test statistics p-value
xlatoy through z -1.8125* 0.0699*
x1b to y through z 1.7629* 0.0779*
x2atoybyz 1.8966* 0.0579*
x2btoy by z -1.0397 0.2985
x3a to y through z -1.2258 0.2203
x3b to y through z -1.2977 0.1944
x4a to y through z 1.5510 0.1209
x4b to y through z -0.5832 0.5598

Source: http://quantpsy.org/sobel/sobel.htm

From Table 6, it can be concluded that
financial performance, as measured by ROA, can
influence the association between the supervisory
function, including the number of supervisory
boards, the percentage of independent supervisory
boards, the number of Shari‘ah supervisory
boards, and Sukik rating. However, the financial
performance failed to mediate the association of
other supervisory function structures to Sukiik
rating. The results of this study prove that the
existence of a supervisory board, independent
supervisory board and Shari‘ah supervisory board
IS necessary to increase the Sukiik rating of a
company.

5. Discussion and Implications

A growing body of research focuses on the
attributes of corporate governance from the

perspective of bondholders (Alali et al. 2012;
Alkhawaldeh. 2012; Aman & Nguyen. 2013;
Jiraporn et al. 2014). Empirical research proves
that corporate governance attributes mitigate not
only agency conflicts between owners and
managers but also potential conflicts between
bondholders and shareholders that may lead to
wealth transfer effects between them (Alali et al..
2012; Aman & Nguyen. 2013; Jiraporn et al..
2014). Therefore. GCG is needed which can help
to reduce these conflicts. One of the most
important functions of GCG is the supervisory
function to create responsibility, accountability,
transparency, independence and fairness between
the parties with interest in the Sukik issuing
company.

The results of this study prove that the
supervisory function is very important in GCG, as
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it can affect the company's performance and
Sukizk rating. It has also been shown that the
independence of the supervisory board affects the
financial performance and Sukik rating of a
company. Companies with a high percentage of
independent boards have relatively higher credit
ratings and better financial performance (R. Khalil
et al., 2020; Huang et al., 2018). An independent
supervisory board is necessary to represent
minority shareholders in a Sukiak issuing
company. In addition, the existence of the
Shari‘ah supervisory board in a Sukik issuing
company has also been proven to have a
significant influence on both improving the
financial performance and rating of its Sukik. The
Shari‘ah board is essential to ensure the
implementation of transactions in accordance with
Islamic rules so that it can increase the confidence
of Sukuk investors and Sukiik rating agencies,
which in turn leads to an increase in the rating of a
company (Grassa. 2013; Grassa. 2016). The
supervisory role of the Shari‘ah board is indirectly
able to monitor and control the management
activities to ensure better decisions.

The existence of an audit committee and a
remuneration committee can meet two principles
of financial reporting, namely transparency and
disclosure. They are responsible for overseeing
the board of directors, ensuring that the above
principles have been appropriately implemented
and providing remuneration incentives based on
the actual performance of directors (Grassa, 2016;
Usman et al., 2020). If executed properly, the
audit and remuneration committees would reduce
the risk of default and increase the rating of Sukiik
(Marfuah. 2016). One of the qualities of corporate
governance is influenced by the remuneration
system so that it can improve the company's
performance (Elmagrhi et al., 2020; Blanes et al. ,
2020). The results of this study indicate that the
existence of an audit committee and remuneration
committee can improve financial performance.

It has been proven that company performance,
both directly and as a mediator, can influence
Sukiuk ranking. Company profitability shows the
ability of the company to generate profits, so this
information is vital for Sukik ranking (Qizam &

Fong, 2019; Elhaj et al., 2018; Skousen et al.,
2018; Dewi & Utami, 2020). The results of this
study provide new evidence that financial
performance can mediate the effect of GCG
supervision function on Sukizk ranking. A better
supervisory  function will lead to better
governance so that it can improve the
performance of the company, which in turn can
increase the rating of the issued Sukik. The
supervisory function can reduce the binding cost
in the Agency Theory, to ensure that the agent
(manager) does not harm the principal. In
addition, it can also reduce the monitoring costs in
the case of Sukuak issuance, which involves not
only the usual monitoring function but also a
Shari‘ah  supervisory board that oversees
compliance with Islamic rules in corporate
transactions. The more the parties supervise the
managers, the more the companies will stay on
track.

6. Conclusion and Limitations
This study aims to provide empirical evidence of
financial performance in mediating the association
between supervisory function and Sukik rating. A
total of 222 Sukik that were still circulating on the
IDX (Indonesian index) as of December 31* 2020,
were tested, in order to show the results of the
effect of the entire structure of the supervisory
function of the GCG on Sukiik rating. The super-
visory board's independence and the audit com-
mittee's size are the variables that influence Sukik
rating the most. In addition, sukik rating is also
influenced by the size of the supervisory board,
experience of the Shari‘ah supervisory board, and
experience of the audit committee. It has also
been proved that the supervisory function of GCG
affects the financial performance, especially in the
5 supervisory functions, namely: the number of
supervisory boards, the percentage of independent
supervisory boards, the number of Shari‘ah super-
visory boards, the experience of audit committees
and the number of remuneration committees. In-
dependent supervisory board and number of
Shari‘ah supervisory boards are the most influen-
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tial variables in the association. Financial perfor-
mance as an intervening variable has also been
shown to have a direct effect on Sukiik rating. The
results of this direct effect were determined by
entering three control variables, namely: company
age, company size and leverage. At the same time,
the indirect effect of GCG monitoring function on
Sukiik rating through financial performance pro-
vides positive evidence. Financial performance
has successfully mediated the influence of some
supervisory functions (the number of supervisory
boards, the number of independent supervisory
boards, and the number of Shari‘ah supervisory
boards) on Sukiik rating. On the other hand, there
is no evidence that other elements of the supervi-
sory function of GCGs are mediated by financial
performance.

This study attempted to provide empirical
evidence that the supervisory function of the GCG
in sukik issuance is different from that of conven-
tional bonds, especially with the existence of a
Shari‘ah supervisory board which is necessary to
supervise the compliance of activities with
Shari‘ah. This research may be a reference for
Sukiik issuing companies in terms of its GCG
structure and promoting Suktk rating. As for the
regulators, the results of this study can be used as
a basis in setting rules for GCG in Islamic compa-
nies. In addition to being both a practical and the-
oretical contribution, this research also has some
limitations; first, it uses a small sample, of only
222 Sukuk circulating on the IDX; second, the
indirect effect on ordinal scale-independent varia-
bles cannot be tested directly with some statistical
software, but by a calculation based on the Sobel
test which can be performed online. Future studies
could involve a larger number of Sukiik and com-
pare them across different countries. The differ-
ences in rules and culture that exist in a country
may lead to different results. In addition, future
research can also use Sukiik ratings with different

measures, for example, on a ratio scale, so that the
effects can be tested using path analysis.
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Abstract. Sukiik is as essential a mechanism for developing the Islamic finance industry as the
industry itself. It provides the opportunity to apply SharT’ah principles in a modern outfit. The
complex nature of Sukiik, beginning with the underwriting stage to the dissolution, requires a
dynamic, but due diligent process. As such, selecting it alone for an in-depth publication is a
momentum contribution to the existing literature. Sukiik: Principles and Practices has been a
unique contribution to the overall development of the Islamic finance industry. Prior to its pub-
lication, the subject matter of Sukiik was usually scattered throughout a book chapter, a text-
book or journal article on Islamic economics, finance, banking and capital markets. This never
constituted a satisfactory material to quench the reader's thirst to the point of saturation. Never-
theless, this book has done a remarkable job of capturing all aspects of Sukiik and carefully
summarizes its characteristics, scopes, types and classifications, structures, and underlying
SharT’ah contracts. The book digs deep to trace the origin and evolutionary emergence of
Sukuk experience throughout history and connects it to current practice in different jurisdic-
tions. As such, Shari‘ah rulings and standards, fatwa resolutions, legal, regulatory and tax
frameworks have been carefully discussed in a step-by-step process through its five major parts
and precisely fourteen chapters. Finally, the book explains the emerging issues and future di-
rection of Sukuk practices. In spite of its comprehensiveness the book, like any other human
work, needs evaluation and assessment to pinpoint to its strengths and limitations for the pur-
pose of refining and improvement in future editions. This is what this review tries to accom-
plish.

KEYWORDS: Sukiik, Principles and Practices, Islamic Finance, Sukizk extinguishing, Inter-
national Shari‘ah Research Academy
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Sukitk: Principles and Practices remarkably co-
vers one of the most important and emerging top-
ics in Islamic finance. The expansion and deepen-
ing of global Islamic capital markets increase the
need to develop innovative products and diversify
instruments to meet this high demand. This will
satisfy the needs of investors and issuers and,
more importantly, provide the market with
Shar’ah-compliant financing alternatives; in addi-
tion to providing a reading compendium for stu-
dents, academics and professionals, this book is
an excellent reference in the subject.

At nearly seven hundred pages, the book con-
sists of five (5) major parts and more precisely
fourteen (14) chapters, respectively. The style is
both professional and intensely academic, with a
clarity and sound jurisprudential substance that
makes it a comprehensive and relevant material
for all branches of the Islamic finance field. The
book is critically appraised and reviewed by a
team of ten editors, two publishers, and four re-
view bodies. Eminent specialists of high academic
and professional standing have contributed to the
book, such as Beebee Salma Sairally, Farrukh
Habib, Hafas Furgani, Hissam Kamal Hassan,
Marjan Muhammad, Mohamed Zakariya Othman,
Mohd Bahroddin Badri, Najeeb Zada, Shabana M.
Hasan and Yussuf Adam Al-Badani. These schol-
ars were selected proportionally from the world's
leading academic, regulatory, and professional
bodies, such as the International Shari’ah Re-
search Academy (ISRA); Ar-Raniry State Islamic
University, Indonesia; SIMAH Rating Agency
Ltd. Saudi Arabia; Islamia College University
Peshawar, Pakistan and International Islamic Li-
quidity Management Corporation (IILM), Malay-
sia. In addition, the book was reviewed by four
interested organizations, namely CIMB Bank
Berhad, Khazanah Nasional Berhad, Malaysia
Rating Corporation and the Securities Commis-
sion, all located in Malaysia.

To ensure the clarity of concepts, the book
includes many illustrations. It has a total of 65
exhibits, 33 boxes, 67 tables and 54 figures to
give more explanation and timely data for analys-
ing trends and current performance of Sukik in
the market. At the same time, in three chapters,

Part 1 (pp. 1-143) presents an overview of Sukiik.
Beginning with Chapter 1 (pp. 1-51), it introduces
the concept and scope of Sukiik, the benefits of
Sukiik, and the difference between Sukiik, bonds,
and stocks. The second chapter (pp. 52-99) dis-
cusses the historical background and development
of Suktk. Beginning with the medieval period and
tracing the early uses of Sukuk, the various as-
pects of Sukik development and the growth and
expansion of Sukik market were discussed. This
is followed by the spread of the market across
jurisdictions over time, and the new emerging
sectors of Islamic finance such as the halal indus-
try and other innovative structures for future de-
velopment. Chapter 3 (pp. 99-143) presents a gen-
eral classification of Sukik according to Shart'ah-
based contracts, the nature and types of assets, and
other miscellaneous characteristics such as tech-
nical and commercial aspects.

The book continues with Part 2 (pp. 144-234),
which contains two chapters (4 & 5). Chapter 4
(pp. 144-193) covers SharT'ah rulings for Sukik
issuance, and Chapter 5 (pp. 144-193) covers the
general framework for issuing Sukiik. Interesting-
ly, both chapters reflect the practicalities and re-
quirements necessary to the issuance of Sukik,
which includes Sukiik as an instrument of trade,
the parties involved, the terms and conditions of
the valid contract, the underlining asset and pos-
session (Qabd), the negotiability of Sukik certifi-
cates and the promise undertaking (Wa'd), the
discount (Ibra"), and the waiver rights (Tanazul).
In Chapter 5, the general framework is discussed
at length, starting with the capital market frame-
work, then the book expands to Sukik, legal and
regulatory, tax and accounting, and SharT'ah gov-
ernance frameworks. It generally provides a step-
by-step process for issuing Sukiik, whether public
or private sector issues. It also provides a frame-
work for the offering of Sukiik, the roles and re-
sponsibilities of SPVs and fiduciary agents, which
are essential, while Suktik pricing, quoting, clear-
ing, and takaful application to manage risk in
Sukik trading serve as an important element for a
successful issuance.

Nevertheless, tax and regulatory changes have
been made by various countries to allow success-
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ful Sukiik issuance. There are different practices
in different jurisdictions, for example, Malaysia
offers tax incentives and neutrality on Sukik issu-
ances, structures, and issuance costs to make the
market more attractive, which until now, are not
tax exempt. Saudi Arabia has institutionalized the
payment of zakah on raising funds through the
issuance of Sukik. Turkey introduced a tax ex-
emption on Suktk, while the United Kingdom
removed the double burden of stamp duty proper-
ty tax on Sukik. France and Luxembourg also
made some changes to the regulatory and tax laws
applicable to the issuance, clearing, and listing of
Sukiik. Towards the end of the chapter, the book
focuses on the risks that may affect the trading of
Suktk. Different types of risks were identified,
with SharT'ah-compliance, liquidity, market, trad-
ing and regulatory risks becoming more im-
portant. This and other issues highlighted the chal-
lenges of the Sukiik framework and operation. A
comprehensive SharT'ah governance, compliance,
and interpretation framework, a robust legal and
regulatory Islamic capital market, and a market-
driven framework supported by innovative Sukiik
products could solve these challenges.

In addition, the book continues with the third
part (pp. 244-427) consisting of four chapters (6,
7, 8 and 9). The main topic addressed in this part
is Sukik structures based on underlying Shari’ah-
based contracts, specifically, chapter 6 (pp. 246-
293) which discusses sale-based Sukiik structures
such as murabahah, istisna', and salam contracts.
The main features were discussed in both their
SharT’ah-related and practical aspects and the
challenges of these structures. Chapter 7 (pp. 294-
341) discusses lease-based structures and looks at
different variants of ljara structures, including sale
and leaseback, master lease, sublease, and usu-
fruct "Manfa'ah" Sukik structures. The key fea-
tures of the basic structures and stages of their
practice vis-a-vis their differences in the applica-
tion of various jurisdictions, in addition to other
salient SharT'ah issues regarding ijara contracts
and their implication in market functioning. These
issues reflect the practical challenges of ljara
Sukiik structures. The book identifies four issues,
namely: pricing of Sukik LIBOR and EURIBOR
as a pricing benchmark, shortage of eligible un-

derlying assets, rate of return risk; and high trans-
action costs such as Takaful hedging in case of
loss or damage of the underlying asset.

In Chapter 8 (pp. 342-386), the book focuses
on partnership-based structures using mudharabah
and musharakah contracts. The main feature of
these structures is that they represent neither a
debt obligation nor a right of sale, and instead,
they represent an ownership right in the underly-
ing asset. Another feature is that their return is
fixed based on the sharing ratio. This has paved
the way for the emerging Shari’ah-related issues,
identified as third-party capital using (Tabarru’),
commitment to purchase by the issuer or debtor at
maturity, event of default or dissolution, liquidity
facility in case of the shortfall through credit en-
hancement, and incentive fee using the right of
renunciation (7andazul) by Sukik holders. The
book has remarkably well discussed these issues
by citing the standards of the relevant IIFA resolu-
tion, AAOIFI and IFSB, and SAC Malaysia's reg-
ulation on the issue. The book concludes Chapter
8 by providing practical solutions for partnership-
based Sukiik structures.

Similarly, Chapter 9 (pp. 388-427) includes
agency-based structures using the wakalah con-
tract. This is a nominating contract (Agad Mu-
samma) in which the proceeds will be managed
and invested in an income-generating project by a
designated agency. Different types of wakalah
with their individual characteristics were dis-
cussed, ranging from general Wakalah (Mutlagah)
to restricted Wakalah (Mugayyadah), Remunera-
tion Wakalah (Bai Al-Ujr) and Non-Renumeration
Wakalah (Bi Dun Al-Ujr), Temporary Wakalah
(Mu'aggatan) and Non-Temporary Wakalah
(Ghayr Mu'aqqgatah), as well as Binding Wakalah
(Lazima) and Non-Binding Wakalah (Ghayr
Lazima). However, on a practical level, Sukik
adopts the structure of wakalah bi al-istithmar or
istithmar Suktk. This type of wakalah becomes
very important because it suits the preferences of
both parties (issuers and investors). The process of
issuance was discussed, and then the book moves
to SharT'ah-related issues of Wakalah bi al-
Istithmar Sukiik. These are ownership issues of
underlying assets, combination of underlying as-
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sets, third party guarantee, liquidity facility, in-
centive fee and purchase commitment. These is-
sues resemble partnership-based Sukiik structures,
as they are all trust-based (amanah) fiduciary con-
tracts. Others are rules related to the parties in-
volved, the terms of the underlying assets, and
risk management practice, concludes the chapter.

Furthermore, Part IV (pp. 428-519), the penul-
timate part, examines another dimension of Sukak
types. This time, the commercial and technical
characteristics are explained in two chapters (10
and 11). Chapter 10 (pp. 420-474) defines three
types of Sukiik, namely (1) Convertible, which is
a type of Sukik where the right is given to the
holders to convert their Sukik into shares/stock in
the issuer's company. (2) Exchangeable, which
gives holders the right to exchange their Sukiik for
shares in the issuer's company in another compa-
ny; and (3) Perpetual Sukiik which combines ele-
ments of debt and equity that gives a regular re-
turn without a predetermined maturity. The first
two are redeemable if not converted or exchanged.
In comparison, the latter has a perpetuity element
and a call option for the issuer with a subordinated
debt obligation in the issuer's debt profile. These
technical features are only found in hybrid Sukik
with complex structures different from simpler
ones like plain vanilla Sukik. The underlying
issues of Shart'ah include the conversion or ex-
change mechanism, the prior fixing of redemption
and conversion or exchange rates in convertible
and exchangeable Sukik structures. However,
perpetual Sukitik presents problems such as deter-
mining the maturity period, deferring the periodic
yield, combining bay' and salaf, and subordinating
the debt. The book discusses these issues in detail,
based on classical legal opinions and the relevant
modern SharTah position according to the
AAOIFI resolution. The chapter concludes with
the regulatory issuances regarding the three types
of Sukuk.

Meanwhile, Chapter 11" (pp. 476-519) intro-
duces the other three types of Sukik technical
structures, namely, asset-based Sukik, asset-
backed Sukik, and covered Sukak. This chapter
provides definitions of each type, their differ-
ences, and the salient features of their structures;

for instance, the book describes the basic struc-
tures, significance, and practical issues related to
each type. In asset-based Sukik, there are issues
such as Sukik holders’ ownership and the re-
striction placed on them over the underlying asset,
which is likely to hamper the due diligence re-
quirement over the asset. All of these problems
are because the holders do not have actual owner-
ship of the asset in the Sukik arrangement. In the
covered Sukuk structure, the return is low due to
collateral coverage, prepayment with a generally
short Sukik life, and the problem of tax treatment
of transnational assets. However, in the asset-
backed structure, there may be issues of high
transaction costs, asset class, regulatory re-
strictions in some jurisdictions such as in GCC
countries, public perception and issuer’s negative
commitment in a previous issuance are some is-
sues that likely affect asset-backed Sukik.

Finally, Part 5 (pp. 520-666) describes the
market requirements, problems and the way for-
ward. This concluding part includes the remaining
three chapters (12, 13, and 14). First, Chapter 12
(pp. 522-575), presents a discussion of Sukuk
rating, which involves assessing various financial
risks related to the issuer, the underlying asset,
and the ecosystem of the issuing environment.
The credit rating is generally similar to that of
conventional products, except for SharT'ah issues
related to the underlying contract, terms and
agreement, and structure of Sukik. The book fo-
cuses more on the importance and scope of credit
rating. It discusses the rating agencies and their
methodologies. These include RAM, MARC,
S&P, Fitch Ratings, Moody's, and the Internation-
al Islamic Rating Agency (IIRA). The book also
provides a comparison of all the above-mentioned
rating agencies and their respective criteria. EXx-
amples have been given on various Sukuk struc-
tures such as BBA, Bay' al-Inah, Mudharabah,
Istisna’ and ljarah. In addition, other issues related
to SharT'ah compliance regarding different Sukiik
structures, purchase commitments and business
models were also discussed from a practical per-
spective.

Chapter 13 (pp. 576-621), focuses specifically
on defining the concept of default, insolvency,
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bankruptcy, financial distress, and restructuring
and rescheduling. The different types of default,
the reasons that led to default, and the volumes of
Sukiik defaults are explained. It places more em-
phasis on Shari’ah position on default and insol-
vency. While, in restructuring debt such as ex-
tending the maturity period and waiving some or
all of the difference between current and ascribed
asset value of the creditor's rights are usually ap-
plied. Others apply murabahah to settle the exist-
ing debt, exchange debt for shares, and increase
the rental rate in the ljarah contract have been
described. Towards the end of the chapter, the
book presents the debt restructuring process and
the restructuring exercise steps. Finally, Chapter
14 (pp. 622-666), analyzes the future directions,
prospects and challenges of Sukiik. This chapter is
considered the conclusion of the whole book, hav-
ing discussed in depth almost all aspects related to
Sukiik. The chapter explains in more detail the
problems in the market such as lack of repeat is-
sues, inadequate liquidity of Sukik in the second-
ary market, and complexity of various structures
of Sukuk, with elaboration on some contested
structures between jurisdictions due to the diversi-
ty of SharT’ah rulings and standards adoption.
Others include issues related to underlying identi-
fication and ownership. Similarly, the book con-
tinues with market perceptions and expectations
of Suktk, which affect investors, issuers, rating
agencies, and Shart'ah advisors as key parties in
Sukiik operations. The chapter continues with the
global expectations, future potentials and oppor-
tunities of Sukuk in the international market.

Finally, the book provides a brief overview of
sustainable and responsible Sukak. This is a cur-
sory look at the need for natural resource en-
hancement, socio-economic development, and
environmental impacts, such as renewable energy
efficiency and waqgf development. As such, the
book highlights key areas such as green Sukik,
diaspora or ummah Sukik, longevity Sukik, halal
industry, crowdfunding, and the need to expand
innovation in Sukiik assets using intangible assets
such as services, intellectual properties, software,
etc.

Observations

That said, the book has all it takes to lead the in-
dustry's thirst for knowledge in the global practice
of Sukuk. However, in line with this, and with
emerging issues resulting from the broad practice,
market expansion, and the proliferation of Sukik
programs, more innovation is needed to go hand
in hand with industry development. The following
major points can be considered when revising the
book for the next edition, namely:

1. Shar’ah Compliance: The expansion of Sukik
market leads to more complex Sukik
structures and raises issues that eventually
drive the need for Shari’ah positions, fatwa,
pronouncements, new  guidelines, and
prudential standards. In addition, COVID-19
has also opened new frontiers for expansion
into all facets of life. In Islamic finance,
sustainability Sukak, retail Sukik, and ESG
Sukik have emerged as catalysts to mitigate
the damage caused by the pandemic in order to
respond, restore, and reboot (3-Rs), as initiated
by the Islamic Development Bank. Sukik
related to cash-wagf, the application of Al in
Sukik, digital Sukik, green Sukik, blue and
marine  Sukik are witnessing  greater
recognition during this period which needs to
be improved in the next edition. Also, in
accordance with the current development,
trends in the global landscape with
unprecedented events pose uncertainty in the
industry. The future studies of Islamic finance
vis a-vis fintech, Al and digitalization of the
economy might be relevant if the following
study considers the application of postnormal
theory. Sardar et al. (2019) outline postnormal
time (PNT) theories in three tomorrows using
chaos, complexities, and contradictions (3Cs)
as key indicators on one side; speed, scope,
scale and simultaneity (4Ss) of events on the
other side, are the other factors. Risk,
volatility, and innovations should explore
Sukiik potentials and viability of Islamic
finance instead of the challenges and obstacles,
to use Magasid approach to protect lives,
wealth and properties. This will help maintain
their applicability, flexibility and compliance
with Shari’ah.
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2. Green Sukiik Taxonomy: This is an important

contribution to make to Green Sukik, the
Green Sukiik taxonomy should incorporate
Magqasid’s parameters as essential metrics for
the Green Sukik standard. This will help to
clearly distinguish between Green Sukik and
green bonds with their rating, review and
reporting. Instead of only taking ESG as a
benchmark to qualify eligible green projects,
Magasid will be more holistic in this regard.
The five necessities will have more impact
than simply imitating the Western form.
Magasid will give more color to green projects
by measuring the number of lives they could
save, improve, or enhance, as well as intellect,
progeny, and wealth. And also, religion in the
jurisdictions of Muslims. In addition, Magasid
will identify the prioritization hierarchy of
Dhartirtyyat, Hajtyyat, and Tahsintyyat aspects
of green projects in relation to the needs and
priorities of the jurisdiction, going beyond the
S&P Global Ratings (2020) ESG benchmark
and other rating agencies. The ends (Magasid)
will be specifically identified from the means
(Wasa’il) and their respective roles in the
Magasid-based green Sukik standard, as
suggested by Yahuza et al, (2022). Indeed,
Green Sukilk are a more innovative product
with high potential to tap more financial
resources from all jurisdictions including
Southeast Asia, GCC, Europe, and the African
sub-region (Alam et al., 2016).

. New Sukuk structures: Shari’ah-compliant
contracts such as muzara'ah, mugharasah and
musaqah should be given due consideration by
creating respective structures for them and to
leverage their excellent contribution to
agricultural development, environment and
climate change. The World Bank report (2020)
points out that agriculture was neglected in the
development of projects for green Sukik
issuance. It has huge potential to improve
Islamic finance's grip on climate-smart
agriculture (CSA) financing and sustainable
food security, food systems, and agricultural
value chain financing. Through this, Islamic
finance will gain innovation and diversification
of products and services for more investment
options. With this in mind, the classification of

Sukiik should be revised in the next edition to
include these structures and to more clearly
define the typology of Sukik classifications.
Regarding the technical classification of
Sukik, instead of the Asset-Based, Covered,
and Asset-Backed classification as provided in
Chapter 11 of the book (ISRA, 2017, pp. 476 -
519). Asset-Backed Sukik, from the point of
view of SharT’ah compliance, reflects a real
application of the contract, the existence of an
underlying asset and real ownership rights
should be the basis (‘Asl) of this classification
and synthesis as first. Then, Asset-Based
Sukiik as second should follow and finally
Covered Sukiik combining the two should
come third in the sequence. Being a technical
and the most challenging aspect of Sukik
classification, the essential pillars of each type
should also be added as a new heading to
replace the “importance and practical issues”
headings with advantages and disadvantages to
highlight their areas of strength and weakness
as in Al-Ali (2019). This should go beyond the
AAOIFI's (2017) definition of the Shari’ah
standard of Muzara'ah, Mugharasah and
Musagah Sukak. Also, beyond the few
practical explanations given by Ariff et, al,
(2014). Nevertheless, in his paper, Yahuza
(2020) suggests a Muzara'ah Sukiik model in
agricultural finance, other two structures are
needed. Therefore, the next edition should
develop from there, with well-fitted Sukak
models and provides the practical implication
for these structures on the underlying projects.

. As mentioned earlier, the pandemic caused

global disruption, but also brought more
opportunities. As such, it will be a great
contribution for the next edition of the book to
look at pandemic, disaster and emergency
management Sukik, a type of Sukiik that will
be strictly used to raise funds to apply on
projects during pandemic, disaster, insurgency,
flood, drought, famine and other calamities
natural or artificial. It should also include
procurement and provision of stimulus
packages, basic needs, microfinance,
settlement of flood-ravaged communities,
displaced persons, conflict resolution and
peace-building processes, security monitoring
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and intelligence, the establishment of new
health and quarantine centers for affected
people, etc. This is an important area that
makes the practice of Sukik more widespread
and in-depth in quality and quantity. Sardar et,
al, (2019) in another work, expose some
unthought future scenarios affecting Muslims
and the Islamic world in the global arena,
which includes cyber security, big data, food
crises, health and education systems, post-
capitalism and the issue of alternative
economic paradigm, all of which should be
taken in the praxis of applying Sukuk as a
panacea to the future challenges of Islamic
finance and economy. The waqf-based Sukik,
Qardh Hasan Suktk, and Subsidy Sukuk
models would be relevant for such a
development.

5. Sukik long-term issuance: This is another
important and emerging area for Sukik
development in the global market. Casey
(2012) suggests that the lack of long-term
Sukik issuance is a global challenge.
Moreover, the global bond market has recently
witnessed the issuance of 100-year bonds in
Belgium, Mexico, Argentina, Austria, etc. In
fact, Consols a perpetual bond can go up to
270 years as used by Britain and the United
States (Osbon 2019). The Longevity Sukuk
suggested in the book (ISRA, 2017, pp. 652-
654) for individual investors may be relevant
for the sustainability of financial institutions,
corporate entities, and public sectors. This will
also pave the way for the establishment of
global Islamic financial institutions to further
meet such sustainable development of the
Islamic finance industry in the development of
its products and services.

In conclusion, this book is an interesting read
for all, which promises to open a new dawn in the
knowledge and practice of Sukiik and even in the
development of Islamic economics and finance in
general. There is no doubt that the team of re-
searchers who contributed to this book deserves
commendation. One can be sure that the contribu-
tors will be ready to make frequent revisions and

updates at strategic intervals, incorporating read-
ers' suggestions and updating it with new devel-
opments in the global Sukak market in order to
keep it relevant to the global readership.
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