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Introduction

Jurisprudence is one of the most valuable disciplines since it enables
one to comprehend God Almighty's discourse as well as learn His mandates
and prohibitions. Because jurisprudence is the understanding and knowledge
of practical Shari'a rulings deduced from detailed evidence, and because the
incidents to which Islamic jurisprudence refers are renewed and change over
time, Islamic jurisprudence is also renewed, because Shari'a rulings are always
valid and places.

As a result, Figh Nawazil (Contemporary Issues Jurisprudence) has
existed since the Prophet's (SAW) time. When the Companions (RA) faced a
problem, they would turn to the Messenger of God for a fatwa and questions
regarding the rulings, and the revelation would come to him explaining,
interpreting, and clarifying their decisions.

Following the Prophet's (SAW) death, the Companions made attempts
to cope with tragedies for which they could not find a judgment in the Quran
and Sunnah, and these efforts continued to clarify the Sharia ruling and
achieve the aim that God desired in His discourse.

With the rapid development of life and the growth of lifestyles, it was
important for Figh Nawazil to evolve in such a way that the believer
understood the outcome of Figh Nawazil.

Figh Nawazil is a science concerned with explaining verdicts on current
and emergent facts and concerns that demand sharia rules.

Figh Nawazil gained popularity as people's lives progressed, eventually
becoming one of the most important areas of Islamic law. It has been given a
variety of names and titles, including contemporary issues, jurisprudence of
modern issues, etc., and others, all of which fall under the chosen definition.

The majority of books on fatwas are Figh Nawazil books, and the
literature on fatwas and Figh Nawazil has changed as these issues have been
repeated or changed. We have a collection of these contemporary issues in our
hands, so we decided to gather them with Sharia rules on various topical topics
as well as clarify the jurists' perspectives on them.

This book is not an effort to give a ruling on new issues (/jtihad)
because ijtihad had a very specific technical meaning relating to the activity
of an appropriately qualified jurist (a mujtahid) in producing or justifying a
legal judgement (hukm shar 7) but rather a collection of the jurisprudence and
opinions of jurists on various contemporary issues.

It is collecting and arranging, which is one of the foundations of
contemporary scientific research methods. Our work on it is to arrange and
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evaluate it in a way that makes it easy for the researchers of knowledge to
reach the ruling on that issue along with its evidence for Quaran and Sunnah,
and it is beneficial for students and researchers. We made its title “Issues in
the Jurisprudence of Calamities™ to indicate that they are separate issues and
not in one chapter of Islamic jurisprudence, and that in the jurisprudence of
some contemporary issues that occurred with the change in people’s lifestyles.

Finally, we express gratitude to researchers and scientific forums for
their contributions to this work, aiming to renew Islamic jurisprudence, and
enabl knowledge-seeking students to study these rulings.

Dr. Naim Hank
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How Companies Around the World Are Using Artificial Intelligence

IT activities are the most popular.

Detecting and detering security intrusions

I
Resolving users” technology problems _ 41
Information technology
I --
I --

Reducing production managemeant
work by automating it

Gauging internal compliance in using
approvad technology vendors

using runbook automation - 15

Anticipating future customer purchases |

and presenting offers accordingly | | L
Improving media buying fi 15
Monitoring social media comments to | | 16
detarmine overall brand affinity and issues |
Tailoring promotions (online or offline) I s

Financial trading (e_g., high-frequency
trading enabled by Al)

- Los Finance and accounting

Automating call distribution - 15 Customer service
L]
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Zakat And Its Social-Economic Roles in The Society: Evidence
from Nigeria

Idris Babatunde Adeyemi
Prof. Abdulrahman Yazici

Introduction

Islam, as both a religious and socioeconomic system is based on five main
pillars. These are certain mandatory acts for Muslims to perform personally
or collectively. These actions are summed up in the hadith of Jubril. One of
these pillars is zakat, which means the giving of a certain portion to be
distributed in alms among those who are poor and indebted. For Muslims,
zakat is seen as a way of showing your faith and piety in helping people who
are less well off than you. It also has the double benefit not only to help those
who have little but themselves needy, it makes things more equal between the
wealthy and poorer members of society.

The concept of Islamic economic systems entails not only the social
welfare but also increasing religiosity and faith through implementation and
understanding of “Maqasid al-shariah” (Chapra, 2006).

With respect to this paper, its concern is with Zakat. Giving zakat serves
two main purposes: First, it cleanses the soul of the giver and helps bring them
closer to Allah. Second, it engenders feelings of love and brotherhood toward
humanity that foster the desire to collaborate in rebuilding society (Abdullah
& Suhaib, 2011).

The issue with zakat isn't just about collecting it. The problem of zakat
distribution. Zakat is even critical today. In the Quran, more instructions are
given about sharing zakat than collecting it. But, an important issue that has
been fixed until now is how zakat - a type of charity payment - goes to the
ones who get it, called Asnaf (Suprayitno, 2019).

In Islam, it's okay to do any business for making money. But you can't
hurt others or the environment. So, people are expected to make fair help for
all humanity. Moreover, the Islamic system encourages people to create good
rules to stop having a lot of money in just a few hands. Zakat is a special way
to make sure that money and wealth are shared more fairly. It helps close the
gap between different people in society by giving some of your own wealth to
those who need it most (Adnan Khurshid, Al-Aali, Ali Soliman, & Mohamad
Amin, 2014)
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The purpose of this research paper is to provide a proper understanding
of the way zakat is collected and distributed in society to reduce the level of
the inequality gap and improve brotherhood, feelings of love, and kindness
towards humanity.

The importance of this study is to identify some of the roles of zakat in
finding the solution to some selected SDGs goals, with an example of Zakat
and Sadagah Foundation in Nigeria, where in 2000 with the idea to float an
entity that would revive the most neglected pillar of Islam, to improve the
guality of education, health, social welfare among others.

The zakat concept is available in many Islamic countries, but its nature
varies, being rely on the interpretation of the Shariah law in a certain country.

The structure of this paper is as follows; Meaning, definition, and
significance of zakat, Review of existing literature of the study, roles and
objectives of zakat, zakat as the solutions to the problems of economic
injustice, case study of zakat distribution, and recommendation and
conclusions.
1.0Literature Review
Aliyu (2017) The research utilized a heuristic approach to conducting a
comprehensive study titled "The Socioeconomic Impact of Zakat in an Islamic
Economy on Consumption, Savings, and Investment,” which analyzed
macroeconomic indicators.

Suprayitno (2019) also uses the macroeconomic approach to research
on how Zakat affects consumption, economic growth, and investment.

Aliyu (2017); Suprayitno (2019) both look at Zakat as a mechanism
for the growth in economy. They both find that Zakat is positive and
significantly related to consumption, economic growth, investment, and
savings.

Bukowski (2014) also contributes to the research area titled “the social role of
Zakat in Islamic Economics.” The study mainly focuses on the positive and
negative aspects of Zakat implementation.

Bin-Nashwan, Abdul-Jabbar, Aziz, and Viswanathan (2020) study
researched “the socio-economic model of Zakat compliance”, specifically
examining how zakat system fairness, zakat morale, peer influence, and law
enforcement are related to zakat compliance behavior among entrepreneurs.

Abdullah and Suhaib (2011) wrote an article, on “the impact of zakat
on the social life of Muslim society”, discussed the establishment of zakat as
an institution in Muslim countries for social development, and also how zakat
has impacted the social life of Islamic community.

129



S. M. Ibrahim (2015) also in his research article, “the role of Zakat in
establishing social welfare and economic sustainability” discussed the essence
of institutionalization of Zakat and also elaborate on how zakat has impacted
the social life of Islamic community.

Abdullah and Suhaib (2011); S. M. lbrahim (2015) both discussed the
Institutionalization of Zakat and Its impact on social development.

Johari, AF, Ab Aziz, and Ahmad (2014) wrote an article titled “the
importance of Zakat Distribution and urban-rural poverty Incidence among
Muallaf” discussed the dispersal of new converts in terms of urban-rural
poverty involved in the allocation of Zakat. The research investigates the
effectiveness of zakat distribution programs in maintaining the belief in the
oneness of God (Tawheed) and faith (Iman) among Muallaf.

It is obvious from the literature review that there is an absence of
literatures that discuss extensively Zakat distribution in Muslim society,
except "titled the importance of Zakat Distribution and urban-rural poverty
Incidence among Muallaf” (Johari et al., 2014). Nonetheless, even this article
only covers the aspect of Zakat distribution to the Muallaf.

This paper aims to address a gap in the existing research. To be more
precise, there is scarce literature that discusses aspects of Zakat distribution in
the whole of Muslim Society.

1.1 Zakat: Meaning, Definition, And Significance

It means “that which purifies”(von Benda-Beckmann & von Benda-
Beckmann, 2007). 1.e. “Purification”

“Take from their wealth so that you might purify and sanctify them’
Zakat serves to cleanse the giver's heart of greed and selfishness, as well as to
allocate a portion of their wealth to assist those in need. Zakat is perceived as
a methods of purification for worldly possessions, removing any impure or
unethical means of acquisition, and is intended to be given to the community
in accordance with God's wishes.

Zakat is mandatory (Fard) for all Muslim male and female who meet
the criteria of Sahib-e-Nisab (i.e. possesses a specific amount of wealth). They
are required to remove a set proportion of their capital or savings, including
things such as agricultural product, livestock, income from commercial
activities, paper money, and valuable metals like gold and silver, on an annual
basis (Abdullah & Suhaib, 2011).

v 1

1Quran 9:103
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Zakat was mentioned in the Holy Quran many times. Zakat is considered a
commandment from Allah, just like the obligation of performing prayer. Allah
says in the Holy Quran.
“and has blessed me wherever | might be and has enjoined upon me Prayer
and Zakah (purifying alms) as long as I live’™
Zakat is among the fundamental pillars of the Islamic faith, along with four
other practices. The Prophet Muhammad (SAW) said:
“Islam was built upon five pillars: to witness that there is no God, but Allah
and that Muhammad (SAW) is His servant and messenger, performing prayer,
giving Zakat, performing pilgrimage and fasting the month of Ramadhan”.
Zakat is considered a pillar among the Five Pillars of Islam, which
means it is a compulsory religious duty for Muslims who possess sufficient
wealth to offer financial assistance to those in need. Zakat is a compulsory
form of charity that is sometimes viewed as a type of tax (Hefner, 2006) The
payment and disputes related to zakat have had significant significance in the
history of Islam.

2.0 Roles and Objectives of Zakah

Typically, Islamic directives originate from individuals and progress toward
creating an ideal society. Zakat has a similar process, where it first shapes the
character of an individual and then has broader effects on society. Zakat is
crafted by Islam to achieve many functions in the Muslims’ life and some
cases non-believers as well, a critical analysis of literatures on zakat helps to
identify the various roles and objectives of Zakat.

1. Elimination of Poverty:

It acts as a preventative measure against poverty and wretchedness,
Hairunnizam and Radiah (2010) used the structure by Mikami and Inoguchi
(2008) A researcher who investigates how people perceive the cause and
effects of political systems. According to their findings, zakat is an
exceptional measure established by Islam that aims to eradicate poverty by
making it a social responsibility of the wealthy.

Shirazi and Amin (2010), conducted an empirical study and found that various
countries have diverse policies and approaches towards reducing poverty.
However, they suggested that member nations of the Organization of Islamic
Cooperation (OIC) could utilize these mechanisms (Zakah and Sadagah) as
means to eradicate poverty. Their results also indicate that 15 out of 37
societies require only a small number of resources for alleviation of poverty.

1Quran 19:32
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Proper implementation of Zakat can significantly reduce poverty, leading to
its eradication from society.
2. Promotes Human Brotherhood:

Zakat fosters a sense of unity and fraternity among people, promoting
genuine brotherhood. The Quran emphasizes the importance of both prayer
(Solat) and Zakat in strengthening brotherhood in Islam. The Quran says:-
"But if they repent and establish worship and pay the poor-due (Zakat), then

they are your brethren in religion™
3. Social Justice and Security:
It is used as social security for humanity. Zakat eliminates strife and social
tension and establishes social justice. P. H. lbrahim (2006) suggests that it
plays arole in promoting social justice and strengthening the fabric of society,
which can lead to political stability.
To confirm this, Allah says in the Qur’an.

"The Believer men and women are responsible for each other, and they
promote justice, discourage wrongdoing, perform the five daily prayers, give
zakat, and obey Allah and His Messenger. Allah will shower His mercy upon

them, as He is the Almighty and the Wise” *
4. Redistribution of Wealth:

Zakat plays a role in redistributing wealth within communities and
helps prevent the concentration of wealth among a small group of individuals.
Hairunnizam and Radiah (2010) suggest that zakat plays a role in
redistributing wealth to prevent the prevalence of inequality. P. H. Ibrahim
(2006), emphasizes that zakat serves a dual purpose of not only promoting
social justice but also providing resources for the poor. Zakat can also enhance
the production capability of the Muslim community (Muhammad et. al 2013).
This is supported by the Qur’an verse where Allah says.

“This (Wealth) may not circulate solely among the rich from among you”
5. Reduce Inequality:

Zakat stops the loss of social welfare and cuts down unfairness between
groups. Kusuma and Sukmana (2010), found out that the main goal of zakat
is to lessen money inequality within social and economic systems. Their
research involved identifying three different stages of distribution schemes
from the Islamic perspective: The first stage is pre-distribution, then comes
the post-distribution stage and finally there's redistribution. Their research

3

1 Quran 11:9
2Quran 9:71
3 Quran 59:7
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reveals two big issues. One is to fairly share wealth and help with those who
need it can lead to better chances in the economy. The other shows that there
are positive signs of growth and unfairness.

6. Peace and Prosperity:

Zakat helps to promote social justice by creating a more equitable
distribution of wealth among different groups in society, thereby reducing the
occurrence of criminal activity and extremist behavior. The people are created
with natural jealousy and envy toward one another. The act of paying zakat
can eliminate the jealousy that the less privilege may feel toward the wealthy.
It promotes the genuine spirit of brotherhood as advocated by Islam, by
eliminating the gap between the wealthy and the poor (Abdullah and
Abdulquddos 2013).

P. H. Ibrahim (2006) and Nadzri, Rahman, and Omar (2012), indicate
that zakat is one of the actions that can reconcile the poor's hearts from
negative emotions such as resentment and envy towards the wealthy. If the
poor know that they have a fixed part of the rich person's money, they will
help to keep them safe and hope for their wealth to grow.

7. Promoting self-respect:

Giving money to the poor is important for rich people. They believe it's
their duty as told by God. Giving to the poor is not seen as a kind act; on the
contrary, not doing this duty might lead to getting in trouble and facing Allah's
anger on Judgment Day.

The act of giving Zakat is seen as a duty assigned by Allah, and therefore,
those who give it should be grateful to the recipients for helping them fulfill
this obligation. The Holy Quran says;
“O you who believe! Render not vain your almsgiving by reproach and
injury” !
8. Discouraging Beggary:

Islam discourages beggary and Muslims are urged to refrain from
begging. In a Hadith, narrated by Abu Huraira (RA) that the Holy Prophet
said:

"Whoever begs from people to accumulate more riches, he is asking for a
live coal (fire) from Hell, so let him ask for a lot or little"

1 Quran 2:264
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If all those who should give Zakat do it from their proper share, we won't need
poor people to ask for charity. Nowadays, begging is a big problem in a lot of
communities. Islam teaches the rich to help poor people. But it also says those
in need shouldn't ask for help from others by putting out their hands.

2.1 Zakat as A Solution to The Problem of Economic Injustice
Zakat not only purifies the heart of the recipient from envy and hatred
towards the wealthy but also promotes good feelings towards fellow Muslims.

However, there are other essential aspects to consider as well. Islam places

great importance on achieving economic justice. Zakat is primarily seen as a

means of alleviating the hardship of the impoverished and thus plays a crucial

role in redistributing income and eradicating poverty, which is the primary
gauge of economic inequality. The Islamic State has to collect Zakat from all
those who meet the criterion i.e. A system of Zakat is established to provide
financial aid to the less fortunate, especially to widows and orphans.

There are eight kinds of recipients of Zakat (Bukowski, 2014). The
complete roster of beneficiaries is as follows:

1. Al-Fugara (the poor): People who have no properties or means of
livelihood are considered poor. However, according to Hanafi jurists, the
poor are defined as the ones who possess fewer assets than the number on
which Zakat is payable.

2. Al-Masakin (the needy): This group refers to individuals who do not have
enough resources to support themselves and meet their basic needs. This
is essentially an extension of the previous category.

3. Al-‘Amilina ‘Alayha (administrators of zakat): These are individuals who
are charged with the important responsibility of collecting and disbursing
funds of Zakat;

4. Al-Mu’allafate-Qulubuhum (converts): the people who convert to Islam.
People whose hearts are softened. Some intellectuals argue that the
obligation of giving Zakat extends to poor individuals who are not
Muslims as well.

5. Fir-Rigab (slave): This refers to individuals who are seeking to
emancipate themselves from slavery or servitude.

6. Al-Gharimin (debtors). However, it should be noted that this only
includes debt incurred for basic and permissible expenses.

7. Fi-Sabilillah (in the cause of Allah): Most Islamic scholars concur that
this group can be supported for the purpose of defense and for promoting
Shariah principles.
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8. Ibnas-Sabil (wayfarers and travelers): This category refers to individuals
who are stranded during their travels and have no means to return home,
even if they are considered wealthy in other circumstances.

Zakat is thought to help both the one getting it and the person giving it, acting

as way for giver's heart to be clean of wanting too much stuff or cash. This

makes them care more about people not so privilege.

The proper allocation of the Zakat fund, as stated in the Quran, ensures fair

distribution and transfer of wealth from wealthy individuals to those who are

less fortunate. Zakat's ability to increase the money supply has a significant
impact, as it leads to an increase in demand for products and services,
increasing their supply; Zakat has the potential to alleviate debt as well.

Giving Zakat is a way of acknowledging that all riches belong to Allah and

emphasizes His fair judgment. When Zakat is given to the poor, it helps to

decrease poverty and enhance the overall welfare of society (Ammani, Abba,

& Dandago, 2014).

3.0 Research Methodology

The research is a comprehensive reappraisal of the literature on Zakat
as well as its relation to social responsibility. This process includes a thorough
and minute investigation to find the most important studies and reports. The
aim is to put this disparate information together in a coherent conceptual
framework that will provide the foundation for subsequent analysis.
In this study, qualitative data mainly consists of research papers and reports
drawn from a few different Zakat organizations. These materials are important
in revealing insights about the possible benefits of Zakat, its complex socio-
economic functions and distribution patterns within a country.
The analysis of the data collected follows a thematic approach. This involves
finding recurring trends and themes within the piled-up data. These results are
then reconciled with what was to be studied originally. The analysis tries to
break up the many dimensions and implications of Zakat in terms of social
responsibility within this studied locale, while categorizing and synthesizing
these sometimes-conflicting themes.

4.0 Zakat Distribution in Nigeria

In Nigeria, Zakat was not institutionalized by the state i.e. not collected
and distributed by the government. Rather, the Nigerian government collected
taxes from an individual, companies, etc. A limited number of Nigerian states
with a Muslim majority have established Zakat institutions, including Kano,
Zamfara, Sokoto, and Bauchi, which have established agencies for the
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collection and disbursement of Zakat (Abdullahi, 2022). Private institutions
such as mosques and Islamic centers often collect Zakat in states where there
are no well-functioning Zakat institutions, despite the lack of support from
state governments. Some of the organized non-governmental Islamic
organizations that collect and disburse Zakat in Nigeria include , Islamic
Forum Lagos, Zakat and Sadagat Foundation Lagos, Al-Habibiyyah Islamic
Society Abuja, and Jama'atul lzalatul Bidi'ah Wa'igamatul Sunnah in Jos
(Abdullahi, 2022).

In the absence of the many zakat institutionalized bodies in the country,
some of the affluent people distribute their zakat by themselves.

Our focus in this research paper is the Zakat and Sadagat Foundation

(ZSF) in Lagos. In the year 2000, the idea to establish an organization that
would revive the neglected pillar of Islam led to the birth of this entity, which
was incorporated in Nigeria in 2002 and currently has eight branches across
various states in the country. The mission of ZSF is to assist in eliminating the
wealth gap between the wealthy and the less privilege, to provide support and
make a positive impact on people's lives, and to contribute to the improvement
of society as a whole .
ZSF's goals are to reduce inequality between the rich and the poor, promote
social responsibility among Muslims, uphold the importance of Zakat in
Islam, establish a trustworthy system for distributing Zakat, ensure that wealth
is distributed evenly to support those in need and foster positive relationships
with similar organizations locally and internationally. They provide various
services, including evaluating, collecting, and distributing Zakat, providing
economic support for empowerment, educational and medical support,
determining and distributing inheritance, and more.

In this research article, we are going to analyze the disbursement of the
organization in the years 2018 and 2019 as released in their 14" and 15" Zakat
Distribution Brochure to the various part of the country to fulfill their core
objectives.

1 https://zakatandsadagat.org.ng/
136



Fig 1.0. ZSF disbursement for the years 2018 and 2019.
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ZSF collected a total amount of NGN142, 938,905.00 and NGN
167,374,712.00 in 2018 and 2019 respectively. Fig 1.0 shows the
disbursement of the total amount by ZSF for the years 2018 and 2019 among
different sectors across 21 out of 36 states in the country. These funds were
allocated to various sectors, including education, healthcare, welfare support,
economic empowerment, and other essential services. We see that the
disbursement differs significantly on some services between 2018 and 2019
such as welfare support, and medical support.

ZSF aims to enhance the standard of living and eradicate poverty by allocating
a greater proportion of funds collected from affluent individuals toward
economic empowerment. This includes the provision of equipment such as
tailoring machines, generators, and hairdressing tools for entrepreneurs, as
well as capital for small-scale businesses and those with promising business
ideas. Additionally, ZSF seeks to discourage begging and promote
brotherhood, peace, prosperity, and social security.

Upon comparing the disbursement patterns between 2018 and 2019,
notable differences emerge. In particular, the amounts apportioned towards
welfare support and medical care vary greatly. We need to study the changes
underlying these shifts in light of such factors as changing patterns of funding
here at ZSF and changes over time in socio-economic conditions, needs,
interests.

There were several factors that may have led to the changes in
disbursement seen between 2018 and 2019. These include:
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Socio-economic Trends: Distribution of funds among different fields may all
be influenced by changes in the public's living standards, unemployment rates
and other social economic indicators. Examining these trends can provide
some insights into the different patterns of disbursements.

Regional Disparity: Since ZSF works in a territory of 21 states, it is essential
to look at the regional differences with respect to various socio-economic
development conditions, population density and special needs. These
differences may explain why there are different disbursement patterns in
various sectors across the states.

Stakeholder Input: Local communities, stakeholders and beneficiaries
participation in decision-making can influence the allocation of resources.
Understanding how others see things and their feedback can be a guide to
changes in disbursement.

In addition to its working for the achievement of its goals, ZSF also works to
improve the quality of life for the needy people. The medical support program
of ZSF provides financial assistance for surgeries or essential medications to
gualified low-income patients. In fact, more than 30 percent of the total
collected amount goes towards offering such patients free treatments.

Analyzing the changes in disbursement by ZSF is important for
measuring the impact of its efforts and identifying areas for improvement.
These analysis findings can provide inputs for strategic decision making,
including adjusting the distribution of resources (funds), entering into
discussions on cooperative efforts with other organizations and improving
quality control by ZSF in its service delivery. Also, this analysis can provide
a reference for future research and policy discussions on how to best allocate
monies for social welfare as well as humanitarian assistance.

However, in the allocation of funds by ZSF for 2018 and 2019 (see
Figure 1.0), there are some notable differences between various sectors.
Understanding the reasons for these differences is necessary to maximize
ZSF's efforts and realize efficiency in using resources. Based on an analysis
of socio-economic trends, regional disparities and stakeholder feedback,
results presented here are useful in understanding the flow patterns for ZSF
disbursements. They provide a foundation upon which informed decisions can
be made as well as suggestions with regard to future refinements.

Conclusion and Recommendation

In my opinion, the institutionalization and proper management of Zakat
should be a top priority. Ideally, this responsibility should be taken up by the
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Islamic State. However, in the absence of an Islamic state, Muslim
organizations can step in and fulfill this role.

For example, in Nigeria the Zakat and Sadagat Foundation takes up this

responsibility for zakat collection. If other organizations of Muslims take on
a similar task it would have a major effect not only within Muslim society,
improving many aspects of economic legislation; but also reducing inequality
between rich and poor which can easily lead to social instability if allowed
expression through unbridled democracies or revolutionary.
Islam is based on the fundamental principles of justice, fairness and equity.
Zakat is an important part of modern public finance in this regard. It provides
social security, narrows the wealth gap, reduces poverty and alleviates mass
suffering. Above all matters of employment is a prerequisite for providing
socio-economic infrastructure or public goods to people in needy
circumstances. In addition, Zakat promotes social harmony and cohesion
within society.

Electronic and print media can be a strong lever in promoting
understanding about Zakat and its role in society. Furthermore, Muslim
scholars and khateebs (religious preachers) can also play a role in
disseminating this message. so by working together they can express Zakat's
social, moral and economic significance as well as its spiritual meaning. They
will thus encourage people to fulfill their duty toward Zakat.

Briefly, Zakat is an integral part of a properly functioning Islamic
economy and it's not just the religious duty of giving money to those less
fortunate than oneself or even some kind of tax on wealth. It plays a huge role
in the socioeconomic well-being of society. On one hand, it directly affects
resource allocation; on another, stabilizes economic fluctuations and helps
achieve distributive justice and social security.

The efficient distribution of Zakat can help overcome the problems
facing us today. Thus paper calls for the establishment of more zakat
institutions and rejuvenation of existing ones in all Muslim-inhabited areas
across the globe. Finally, popular awareness campaigns together with full
disclosure of the operations carried out by Zakat institutions should be
encouraged to actively involve larger portions of society. Likewise, efforts
would have to concern themselves more closely and seriously about how best
funds received as Zakat could in turn benefit mankind.
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Asset-Backed and Asset-Based Sukuk

Nazli KOL
Dr. Omer Faruk TEKDOGAN

1. Introduction

Islamic finance, as an important and effective part of Islamic economy,
derives its source from Shariah and basically based on profit-loss sharing and
an interest-free mechanism. In this sense, sukuk is one of the important capital
market instruments in the field of Islamic finance. Although the term sukuk
has been in use since the classical period of Islam, the current form of sukuk
has only been in the world's consciousness since 2002! and its issuances
reached USD$182,71 billion in 20222.

Accounting and Auditing Organization for Islamic Financial
Institutions (AAOIFI) determined some rules regarding sukuk and defined as
undivided and common shares in the ownership of tangible assets, usufruct
and services. Accordingly, sukuk must be backed by real assets. They must
signify co-ownership of productive resources, services or investment
activities.

Ultimately, sukuk are categorized into “trade based” and “participation
based™. It depends on whether they are issued to raise fund for trade or
investment. However, after some default cases in sukuk market in 2008 due
to the global financial crisis, a new classification entered the sukuk discourse,
which are “asset-backed” and “asset-based” Sukuk. While asset-backed sukuk
are based on a true sale transaction with the securitization of underlying assets
and reflect a profit-loss sharing, asset-backed sukuk are the process of
securitization of receivables and reflect a kind of contractual debt obligations.
This is notable as it is the first time any sukuk has defaulted in modern history.
On the other hand, while most defaults occurred in asset-based sukuk, which
often carry a common debt instrument structure, there was no event of default
in any of the asset-backed sukuk because they had a profit-loss sharing
structure rather than a debt structure.

1 Ahmed Abdirahman Herzi, "A comparative study of asset based and asset backed Sukuk from
the Shariah compliance perspective", The Journal of Muamalat and Islamic Finance Research
2016), 25.

2 [IFM Sukuk Report 2023), 29.

3 Abdul Karim Abdullah, "Asset-backed vs asset-based sukuk", Kuala Lumpur: International
Institute of Advanced Islamic Studies (1AIS) Malaysia 2012), 751.
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Apart from these default cases, due to the similarity of asset-based
sukuk to the traditional debt structure, an important debate has begun
regarding whether this new classification of sukuk complies with sharia. In
addition, their features cause the sukuk to be called ‘Islamic Bond’, by
reminding of interest-based debt structure that is clearly forbidden in Islamic
finance.

In the literature, there are many studies address the differences between
two types of sukuk or their compliance with Shariah rules. With a broader
perspective, this paper aims to draw attention to the place of the issue in
Islamic philosophy beyond its compliance with formal conditions. Thus, it
contributes to the realization of the objectives of Shariah in the fields of
finance society in general, by increasing people’s awareness.

For that purpose, the following of the study is organized as five parts.
In the second chapter, related studies are outlined. In the third chapter, the
emergence of this differentiation is explained. The differences between asset-
backed and asset-based sukuk are mentioned in the fourth chapter. Then, what
is Shariah view of the issue is addressed in the five chapter. Finally, the sixth
chapter offers the conclusion.

2. Literature Review
While there has been a great increase in Sukuk issuance since the first
issuance, there are also questions as to whether these Sukuk issuances are
Shariah compliant. In this sense, there are several studies in the literature on
this issuel.
Zolfaghari examines Sukuk in comparison with other securities of various
aspects in his study and points out asset-backed Sukuk is more like shares and
asset-based Sukuk is more like bonds. On the other hand, while second type
of Sukuk does not match to draft standards of Sukuk that we can observe in
asset-backed Sukuk, today it has become increasingly popular both because
sukuk issuers want to raise fund without having to sell their assets and
investors want to make a profit without taking on risk.>

Radzi mentions that sukuk structures have changed in line with the
preferences of market participants, from asset-backed to asset-based to asset-

1 Abdullah, "Asset-backed vs asset-based sukuk”, ; Essia Ries Ahmed vd., "Asset-based and
asset-backed Sukuk: structure and legitimacy"”, Opcion: Revista de Ciencias Humanas y
Sociales 21 (2019), ; Herzi, "A comparative study of asset based and asset backed Sukuk from
the Shariah compliance perspective", 25-34.

2 Pegah Zolfaghari, "An Introduction to Islamic Securities (sukuk)", 2017), 1-25.
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light and blended-assets, mostly due to the insufficient of underlying assets as
well as Shariah solutions offered by Shariah advisers.!

Herzi, analyzing and demonstrating Shariah compliance of asset-
backed and asset-backed sukuk structures from a sharia perspective, states that
asset-based sukuk structure is more compatible with Sharia than asset-based
sukuk in terms of form and content, and emphasizes that the sukuk structure
that dominated the market until 2014 was asset-based sukuk due to the legal
framework, market demand and sharia.?

Ahmet et al., reveal, by using the Partial Least Squares (PLS) analyses
method, that asset-based Sukuk differs from asset-based Sukuk in terms of
legitimacy and the asset-backed Sukuk has a greater impact with regards to
legitimacy than asset-based Sukuk.®

3. The Emergence of Sukuk Differentiation into Asset-Backed and Asset-
Based Sukuk

The term sukuk has been in use since the classical period of Islam. In the 7th
century, the Umayyad government used certificates of goods or “sakk al-
bada'i” (groceries) to pay the salaries of government officials 4. In modern
history, the first sukuk were issued by Shell in 1990 for a total of $30 million,
following the approval of the Sukuk structure by the Organization of the
Islamic Conference in 1988° . However, it was not until the year 2001 that the
sukuk market became important as an Islamic financial instrument for the
raising of funds for long-term projects. At that year, Bahrain government
release the first international sukuk, based on ijarah. After 2001, the Malaysian
sukuk issuances were outstanding in term of integrating the ijarah sukuk with
conventional bond in 2002°. Sukuk issuance, which continued to grow,
declined significantly in 2007 with the announcement of Sheikh Taqi Usmani.
Accordingly, 85% of Gulf Sukuk structures, which mostly are Mudarabah and
musharakah and partly ijarah structure, are non-Sharia-compliant. After this

! Rafisah Mat Radzi, "Evolution In the Sukuk (Islamic Bonds) Structure: How Do Market
Demands And Shariah (Islamic Law) Solutions Shape Them", Journal of Islamic Banking and
Finance 6/1 (2018), 16-28.

2 Herzi, "A comparative study of asset based and asset backed Sukuk from the Shariah
compliance perspective", 25-34.

3 Ahmed vd., "Asset-based and asset-backed Sukuk: structure and legitimacy", 1248-1262.

4 Radzi, "Evolution In the Sukuk (Islamic Bonds) Structure: How Do Market Demands And
Shariah (Islamic Law) Solutions Shape Them", 18.

5 Sajjad Zaheer, Financial Intermediation and Monetary Transmission Through Conventional
and Islamic Channels Universiteit van Amsterdam [Host], 2013), 91.

6 Radzi, "Evolution In the Sukuk (Islamic Bonds) Structure: How Do Market Demands And
Shariah (Islamic Law) Solutions Shape Them", 18.
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announcement, ijarah sukuk gained popularity. On the other hand, there are
also some problems related to ijarah sukuk structure since the investors do not
always have sufficient tangible assets.

To understand how the differentiation between the asset-backed and
asset-based sukuk emerges and also whether these sukuk structures are
Shariah-compliant, it is useful to know the related features in sale contract and
key conditions in sukuk issuance.

From the Shariah rules of “tamkin wa takhliyah”, the buyer as owner must
have full access to the object of sale without any impediments; and thus, sukuk
holders should be able to deal freely with the underlying asset as they are the
owners of the asset (Uddin et all., 2015). This rule forms the basis for the
distinction between two types of sukuk.

As for key conditions in particularly related to these types sukuk issuances,
Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI) released Standard 17th with the name of “Investment Sukuk ™.

In this Standard, sukuk is introduced as investment Sukuk and defines as
“certificates of equal value representing undivided shares in ownership of
tangible assets, usufruct and services or (in the ownership of) the assets of
particular projects or special investment activity.”

It can be clearly seen in this definition that the underlying asset of Sukuk must
represent tangible assets, usufruct, services, special projects or investment
activities. These assets have a different meaning compared to conventional
financial instruments.

Generally, the term "asset" in the context of bond issues, including
tangible and intangible assets, refers to outstanding claims or cash serving to
support and guarantee the issuance of such bonds. However, the term "asset"
in the context of the issuance of sukuk (asset-backed sukuk) indicates that
tangible assets are converted into this type of security, which is owned by the
sukuk holders, but is not considered as collateral for the principal and the
resulting gains.

Apart from the requirement of underlying asset, there are other rules in
context of these types of sukuk issuances in the Standarts. Firstly, the owners
of these certificates share the return and bear the losses in proportion to the
certificates held by them, as stated in the subscription prospectus. Secondly,
there should not be any statement about the issuer of the certificate accepts the
liability to compensate the owner of the certificate up to the nominal value of
the certificate and that he guarantees a fixed percentage of profit. Finally, the

L AAOIFI Shari‘ah Standarts (Manama: Kabul 2015, 467-488.

145



prospectus should be prepared in a way that avoids ambiguity. For instance, it
must include all contractual conditions, adequate statements about the
participants in the issue, their legal position and rights as well as obligations
or must state that each owner of a certificate participates in the profit and bears
a loss in proportion to the financial value represented by his certificates.

In the early development of Sukuk, in addition to the requirement for a
true sale of the underlying assets to the Sukuk holders, there was a requirement
for 100% tangible assets to be completely secured for the benefit of the
investors, however, as of 2002, Malaysia government changed this trend due
to some legal obstacles'. Accordingly, due to the unsecured international
bonds of Malaysian government and to avoid a negative pledge, it was
determined that sukuk could be based on beneficial ownership of assets
instead of real sale transaction. This solution resulted from the decision of the
Figh Academy of the Organization of Islamic Cooperation that both the legal
and beneficial owner are recognized from the Sharia perspective and
following stages, the majority of sukuk issued in Malaysia are asset-based?.

This US$ 600 million ijarah sukuk issued by the government was
considered the first “asset-based sukuk” in the market®. By incorporating
income and capital guarantees into the sukuk structure, asset-based sukuk
have been given a debt-like structure. The income guarantee was involved into
the sukuk structures by requiring issuers to pay investors a specified number
of “dividends” on specific dates. The dividends are calculated as a percentage
of the total amount “invested” rather than as a percentage of total profits,
similar to the way interest payments are determined as a percentage of the total
amount of a given loan 4.

There are other reasons besides avoiding a negative pledge. Insufficient
physical assets cause the originator to issue asset-based sukuk. Legal obstacles
regarding the asset transfer are also directed issuer to asset-based sukuk
issuances. Beyond these technical issues, another important reason is the
individual choices to this type of sukuk in the market.

Sukuk issuers want to raise fund without having to sell their assets and
investors want to make a profit without taking on risk. For that reason, the

! Radzi, "Evolution In the Sukuk (Islamic Bonds) Structure: How Do Market Demands And
Shariah (Islamic Law) Solutions Shape Them", 19-20.

2 Md Akther Uddin vd., "A critical analysis of Islamic bond: A case study on Sunway Treasury
Sukuk", 2015), 20.

3 Radzi, "Evolution In the Sukuk (Islamic Bonds) Structure: How Do Market Demands And
Shariah (Islamic Law) Solutions Shape Them", 20.

4 Radzi, "Evolution In the Sukuk (Islamic Bonds) Structure: How Do Market Demands And
Shariah (Islamic Law) Solutions Shape Them", 21.
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market used common law instead of the Shariah concept of sale. According to
common law, a sale which falls short of a true sale will be treated as a valid
sale, without the need to transfer legal title to the assets!. Combining these
preferences with the other boundaries like absence of an actual sale of the
underlying assets or the legal issues, the new class of sukuk, called asset-
backed and asset-based sukuk, has gained popularity.

4. Differences Between Asset-Backed and Asset-Based Sukuk

Asset-backed sukuk can be defined as Islamic security issued in

accordance with a securitization process. This process is the most important
feature of asset-backed sukuk.
In this structure, there is a true sale transaction. A true sale transaction refers
that the asset is separated from the originator’s book. Thus, in the event of
default and liquidation, these assets will not be added to the assets of the
originator. In addition, due to this reason, underlying asset plays active role as
a collateral in this case and sukuk holders only have recourse to asset. The
buyers of sukuk do not have recourse to the originator if there is a default
event or payments are less than usual. Moreover, redemption for sukuk
holders is at open market value, which could be zero.

In the first step, when the originator decides to raise funds by issuing
sukuk, it is imperative to find a special purpose vehicle (SPV). This foundation
acts on behalf of originator until sukuk issuances and the transferring the
assets to sukuk holders. After, the originator sells the underlying assets to
SPV, and the legal ownership of the assets transfer to SPV. In this way, all the
risks and rewards of ownership pass to the SPV.

In the second step, SPV that holds these assets issues the sukuk backed
by them. SPV is in turn an explicit trustee of the investors/sukuk holders while
the sukuk holders are owners of the underlying asset. The SPV also handles
the receipt and distribution of profits among the Sukuk holders in accordance
with the principle. This means that the underlying asset of the sukuk or
business venture is granted to the investors. After this stage, sukuk holders are
responsible for risk in line with their shares and they receive a return on
investment based on the performance of the underlying asset. So, periodic
rentals are generated directly by these assets and profits are not fixed in
advance.

! Zolfaghari, "An Introduction to Islamic Securities (sukuk)", 11.
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Besides, it is important to note that the profit and principal payments are not
guaranteed. If the sukuk assets are impaired or returns of sukuk are not
generated, sukuk holders will bear any losses.

Because of these features, asset-backed sukuk are closer to equity than
debt structure and comply with Shariah regulations, mentioned the previous
chapter.

On the other hand, the asset-based sukuk structure is a securitization of
receivable and there is no real sale transaction. They are not intended to be a
representation or demonstration of any particular asset. This is the main
difference from the asset-backed sukuk. This means that the legal ownership
of the asset is the originator, not the sukuk holders. Only beneficial ownership
of the underlying assets belongs to the sukuk holders.

Beneficial ownership is a legal term in which although legal ownership
of the property belongs to another person, certain property rights like its usage
and possession, belong to one person. The owner of funds held by a nominee
bank or for stocks held in the name of brokerage firm is an example of
beneficial ownership®. Thus, the issuer purchases the underlying assets and
then invest, trade or lease them on behalf of the investors.?

Asset-based sukuk most often takes the form of a sale and lease back to
the originator and is embedded with a binding commitment, stemming from
common law, from the originator to repurchase the underlying assets at the
end of the term. It is therefore important for the holder of a sukuk to know
whether the issuer has a good credit rating rather than the underlying asset.

In this structure, the feature of transferring only beneficial ownership is

also important in the event of default and liquidation since the underlying
assets are not used as collateral. These assets remain on the balance sheet of
the originator after the issuance of the sukuk. As a result, investors have no
recourse to the assets and the sukuk holders only have recourse to the
originator.
In the asset-based sukuk structure, the issuers must guarantee the fixed
income, interest and principal to the sukuk holders through their tangible or
intangible assets, and there is no requirement that they are based on a specific
asset. Actually, they are replicas of conventional bonds; they have the same
risk, the risk of default. Because of these features, asset-based sukuk are closer
to debt structure and clearly contradict to Shariah rules abovementioned.

L Uddin vd., "A critical analysis of Islamic bond: A case study on Sunway Treasury Sukuk",
18.
2 Zolfaghari, "An Introduction to Islamic Securities (sukuk)", 8.
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5. Shariah Perspective in Asset-Backed and Asset-Based Sukuk Issuances
Shariah issues related to asset-based sukuk can be categorized as the conflict
between legal documents and sharia necessities, that Sukuk holders do not
have the right to sell the underlying asset, the usage of wa'ad and independence
of the SPV™.

From a Sharia perspective, taking risks and sharing profits and losses
are conditions for gaining permissible profits in Islam. All financial
instruments must meet not only formal but also substantive compliance to be
labeled as sharia-compliant securities. In this sense, the underlying asset must
belong to the sukuk holders. However, in the asset-based structure, there is no
legal documents indicating that sukuk holders own the assets. As a result of
not being a true sale transaction, they do not have the right to sell the
underlying asset. This situation is contrary to the principle of justice (A'dalah)
in Islam, as it can cause the aggrievement of sukuk holders in default cases?.
In addition, although the independency of SPV is a requirement according to
Shariah perspective, the SPV is not an independent foundation and seen as a
credit-linked to the originator because there is no real sale transaction.

The unconditional commitment to purchase (wa'ad) in the asset-based
structure makes sukuk that must be based on a profit or loss sharing structure
resemble a debt instrument, which is clearly against the basic philosophy of
Islamic finance.

Apart from Shariah particular rules about these sukuk issuances, it should be
addressed with a broader Islamic perspective. Because Islamic finance as an
important part of the Islamic economy is essentially based on the rules of
Sharia.

Shariah derives its source from the Quran and the Sunnah and, in the
widest sense, is a system of life which regulates not only individual worship
but also encompasses economic and social activities.

The basic aim of Sharia is to ensure the well-being of people in this world and
in the Hereafter, or to relieve them of hardship®.

All the rules and prohibitions in the religion of Islam ensure the
protection and preservation of religion, life, family unit, property, intellect and
honor of individuals. Furthermore, they also aim to achieve the establishment

! Herzi, "A comparative study of asset based and asset backed Sukuk from the Shariah
compliance perspective", 28.

2 Herzi, "A comparative study of asset based and asset backed Sukuk from the Shariah
compliance perspective", 28.

3 Muhammed Ayub, Understanding Islamic Finance (England: John Wiley & Sons Ltd., 2007),
41.
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of justice and equity in society, the promotion of social security, mutual help
and solidarity, particularly to help the poor and the needy in meeting their
basic needs, the maintenance of peace and security, the promotion of
cooperation in matters of goodness and prohibition of evil deeds and actions
and the promotion of supreme universal moral values and all actions necessary
for the preservation and authority of nature were identified as secondary
objectives?® .

For these purposes, Islamic finance is basically based on the principle

of excluding interest which is defined as 'riba' from all transactions. As it is
fixed in various verses of the Quran (2; 275-279) and the words of our Prophet,
interest, which disrupts social justice and causes income inequality, is
prohibited in Islam in all its forms. In addition, the religion of Islam prohibits
all kinds of economic activities that will cause unfair earnings, exploitation
and injustice and considers it appropriate for every person in the world to
receive a fair and equitable income. In this context, interest practices increase
the income gap between individuals by causing capital to be concentrated in
the hands of a few people and cause unfair earnings, exploitation, injustice,
social unrest and turmoil.
There are some other situations that should be avoided in financial activities
apart from interest. One of them is gharar and refers to the uncertainty or
hazard caused by lack of clarity regarding the subject matter or the price in a
contract or exchange. It prevents a fair financial transaction, usually leads to
dissatisfaction of the parties and cause harm or conflicts between them due to
this ambiguity. Such a situation would hinder the realization of the objectives
of sharia. Similarly, games of chance or gambling is also banned due to
causing grievance to one of the parties and its harmful impacts on society.

With this ethical background and especially prohibiting Riba direct
financial activity in an Islamic economy towards asset-backed transactions?.
That is, all financial transactions should represent real transactions or sales.
Additionally, the assumption of the business risk is a prerequisite for the
entitlement to a profit over and above the capital in Islamic religion. This
implies that if one wants to make a profit on one's investment, one has to bear
losses, if any. Profit must be realized by sharing the risk and reward of
ownership.

On the other hand, it is crucial to state the role of money in Islamic
economics teaching to understand the problems in sukuk issuances. This is

L Ayub, Understanding Islamic Finance, 24.
2 Ayub, Understanding Islamic Finance, 73.
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totally different from that in conventional economics. The conventional view
of money is that it is a commodity for sale, purchase or rent, with a profit or
rent payable by one of the parties, regardless of the use or role of the money
loaned in the hands of the loaner.

On the other hand, Islamic finance does not allow money to be made
with money. In this regard, since money itself is not considered as capital and
has no intrinsic value within Islam, no return can be obtained from money
alone. Money should be seen as a medium of exchange and used for basic
needs like food, clothing and housing®. Afterall, investment in Islamic finance
does not consist of a financial or monetary transaction in which the transfer of
funds is the only activity; it is only considered if it is part of the real activity
or is itself a real activity.

In fact, all these regulations are interrelated with each other, and they
complement each other to ensure justice and peace in society by preventing
one of the parties to the transaction from suffering.

In terms of the capital markets, Islamic securities must be financed or
produced with real assets, like asset-backed sukuk, and not with financial
securities. As a result, the Shariah prohibition on the use of money as a source
of profit necessitates the existence of an underlying tangible asset. In this
sense, it is seen that the asset-based sukuk is clearly contradict with the spirit
of Shariah, while asset-backed sukuk fully in accordance with.

To prevalent the sharia-compliant structure, which is asset-backed
sukuk, regulations that eliminate legal obstacles are necessary in Muslim
countries. Yet, beyond that, it is imperative to give importance to educating
people and increase their awareness to act according to the spirit of Islam and
to show the necessary sensitivity in financial transactions.

6. Conclusion

Sukuk issuances as an important part of Islamic finance have reached a
significant potential in both Muslim and non-Muslim countries since the first
issuance date until today.

Especially after the 2008 global mortgage crisis, asset-backed and asset-based
sukuk structures emerged, and on the other hand, discussions about whether it
was compatible with sharia came to the fore.

When examined closely, asset-based sukuk structure is similar to
conventional interest-based debt structure and clearly contrary to the AAOIFI
standard. Furthermore, they also do not comply with the spirit of sharia which

! Radzi, "Evolution In the Sukuk (Islamic Bonds) Structure: How Do Market
Demands And Shariah (Islamic Law) Solutions Shape Them", 17.
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aims to eliminate interest and ambiguity and all unjust treatment in all
financial activities and thus ensure the justice and harmony in society.

As for asset-backed sukuk, they are totally aligned with both the formal
rules and the spirit of Shariah, as it is based on the understanding of risk taking
and sharing of profits and losses. In addition, to promote this type of structure,
it is important to educate people and increase their awareness.

References

Herzi, Ahmed Abdirahman. "A comparative study of asset based and asset
backed Sukuk from the Shariah compliance perspective". The Journal of
Muamalat and Islamic Finance Research (2016), 25-34.

1IFM Sukuk Report. 2023. https://www.iifm.net/sukuk-reports

Abdullah, Abdul Karim. "Asset-backed vs asset-based sukuk". Kuala
Lumpur: International Institute of Advanced Islamic Studies (IAIS) Malaysia
(2012), 751-754.

Ahmed, Essia Ries, Ramyar Rzgar Ahmed, Fathyah Hashim - Md Aminul
Islam. "Asset-based and asset-backed Sukuk: structure and legitimacy".
Opcion: Revista de Ciencias Humanas y Sociales 21 (2019), 1248-1262.
Zolfaghari, Pegah. "An Introduction to Islamic Securities (sukuk)". (2017), 1-
25.

Radzi, Rafisah Mat. "Evolution In the Sukuk (Islamic Bonds) Structure: How
Do Market Demands And Shariah (Islamic Law) Solutions Shape Them".
Journal of Islamic Banking and Finance 6/1 (2018), 16-28.

Zaheer, Sajjad. Financial Intermediation and Monetary Transmission

Through Conventional and Islamic Channels. Universiteit van Amsterdam
[Host], 2013.

AAOIFI. Shari'ah Standarts. Manama: Kabul 2015,

Uddin, Md Akther, Yousuf Sultan, Mosharrof Hosen - Nazim Ullah. "A
critical analysis of Islamic bond: A case study on Sunway Treasury Sukuk".
(2015), 1-49.

Ayub, Muhammed. Understanding Islamic Finance. England: John Wiley &
Sons Ltd., 2007.

Hassanain, Khalifa M. "Islamic Financial and Capital Markets". Islamic
research and Training Institute (2016), 1-49.

152


https://www.iifm.net/sukuk-reports

Assessment of the Emerging Islamic Banking Experience in
Ethiopia

Fahmi Hussein ABDULKADIR
Assoc. Prof Dr. Adnan OWEIDA

Introduction

Banks are one of the significant institutions for the financial stability
and economic wellness of a country. They act as intermediaries in the financial
sector by transferring funds between the surplus and deficit units, collecting
money from the depositors, and passing it to the borrowers. On the other hand,
they generate profit from the services that they provide to their customers by
using different kinds of products and services.

Islamic banking is a financial system that supposed to adhere to the
precepts of Islamic economics and Shariah law. This law specifically forbids
the charging and receiving of interest. In broad terms, it also forbids trade with
financial risk, which is regarded as a kind of gambling. Additionally, it forbids
funding companies deemed impermissible, such as those that market pork or
liquor (Moghul et al., 2006). The history of Islamic finance goes back to the
time of the prophet PBUH. The primary business of the Prophet PBUH was
trade, which involved both buying and selling dealings. The Prophet PBUH
made a lot of these business transactions at the start of his prophecy and during
his journey to Medina, and he also completed numerous commercial
transactions during his stay in Medina. (Swadjaja et al., 2023). Moreover, the
fugaha' typically draws emphasis to the Prophet PBUH's venture into
Mudarabah with Khadijah, which began over fifteen years before the
commencement of the revelation, when debating the validity of Mudarabah.
Additionally, they discuss the widespread Mudarabah customs in the culture
of the Makkah community (Khan & Kahf, 1992).

Islamic Banking is a new phenomenon in Ethiopia, especially the Fully
Fledged Banking (FFIB) scheme. The industry only started operating in 2013
in the country through windows schemes offered by conventional banks then
after the declaration made by the current prime minister in 2019 and
proclamation No 1159/2019 of the NBE that allowed the launching of FFIBs
some new banks started to get the license to provide Islamic banking products
and services. Currently, to the knowledge of the researcher, there are four
newly established FFIBs throughout the country namely (ZamZam Bank),
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Hijra Bank, Shabelle Bank, and (Rammis Bank) that offer Shariah-based
financial products and services.

This study aims to analyze the emerging Islamic banking experience in
Ethiopia by emphasizing the newly established Islamic Banks (NEIB) that
operate in a fully-fledged manner.

Literature Review

The literature on Islamic finance in Ethiopia is quite limited. The reason
for this scarcity is that the Islamic financial sector in the nation is still in its
early stages of development. Recognizing this information gap, our aim in the
subsequent discussion is to shed light on some of the existing literature
reviews about Islamic finance both in the region and at the global level.

(Azouzi & Echchabi, 2013) studied the link between Islamic
financing and Kuwait’s economic expansion as measured by GDP growth and
commerce. The results of the paper revealed that there is no long-term link
between Islamic financing and economic expansion, although it was shown
that overall Islamic financing was caused by commerce progress in the near
term. The paper also offered regulators and experts ideas for potential actions
to take so to best utilize the economic expansion and Islamic finance
enhancement for the entire advancement of the economy of Kuwait.

(Karbhari et al., 2004) explored the biggest issues and prospects
confronting Islamic banking in. The study findings revealed that there are
many issues with Islamic banking, which are likely the causes of the lack of
Islamic banks in the UK. In addition to legislation not supporting Islamic
banking, the institution has also failed to conform to regulation, which is why
there are no real Islamic banks. Lack of cooperation among the Muslim
society, a staffing shortage, and lack of consensus among the scholars are a
few other problems the system faces. (Ali et al., 2010) looked into the
interaction between customer satisfaction and service efficiency for
conventional and Islamic banks in Pakistan. The findings showed a significant
and favorable correlation between customer contentment and service
efficiency. Furthermore, in contrast to traditional banks, Islamic banks had a
stronger correlation between customer contentment and service efficiency.

(Seid Ali et al., 2020) tried to determine the advantages of non-interest
microfinance firms over other businesses, based on socioeconomic, legal, and
other factors. As a comparative descriptive technique, the study looked at
other nations that adopted IFM (Interest-free microfinance), such as Pakistan,
Sudan, Bangladesh, and Indonesia. The results of the study stated that more
commitment to boosting IFM institutions in Ethiopia would help the sector
flourish, and encouraging IFM firms will enable more individuals around the
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nation to participate in the financial sector, which will assist the economy
effectively. Moreover, IFM groups have the power to eliminate poverty,
generate jobs, and meet the poor's micro-financial needs. (HAILU &
BUSHERA, 2020) looked into the benefits and drawbacks of the newly
implemented full-fledged interest-free banking institution, and the history of
the Interest-free banking system in Ethiopia. According to the paper, Islamic
finance has a significant promise in Ethiopia due to the large number of clients
who are not in banking and the high demand from the community. On the
other hand, the sector is confronted with obstacles such as a scarcity of
competent human resources, regulatory concerns, and public unawareness.

(GIRMA, 2020) tried to analyze the anticipations and issues that are
encountered by FFIBs in Ethiopia. The findings of the paper revealed that the
industry has a bright future in Ethiopia since there is a high interest in FFIBs
from society. In contrast, the industry is having issues that are regulatory
based, since Islamic banks are not able to offer services that are compatible
with Islamic law. (Alemu Kebede, 2021) aimed to evaluate customer
awareness and satisfaction toward Interest-free Banking and its role in
Ethiopia's economic development targeting some Commercial banks in
Ethiopia. The researcher concluded that IFB contributes to the economic
growth of the nation by attracting people to the banking sector, redistributing
unused assets, and generating job opportunities. Moreover, there is a general
lack of knowledge about IFB among both bank staff and clients.

Research Methodology
Research Design

A descriptive research design is employed in this study, and data is
presented in percentiles and frequencies. Descriptive research aims to describe
a phenomenon and its features. It mainly focuses more on what has occurred
than why it has occurred. Consequently, data collection methods frequently
include surveys and observational instruments. Although the data in this kind
of research might be gathered qualitatively, it is frequently subjected to
guantitative analysis, with correlations being found through the use of
statistical analyses such as averages, frequencies, and percentages (Nassaji,
2015).

Methods of Data Collection

The primary data of this study was collected from the respondents by
conducting an online survey questionnaire that was prepared on Google form
and shared with them via e-mail or online link. The survey was prepared with
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the help of the supervisor. This study also used secondary data by collecting
data from different sources of articles, books, magazines, and websites.
Population Sample and Data Analysis

The target population of this study was the residents of (Jigjiga) City,
and since the total population size of (JigJiga) City is 428,759 according to the
Ethiopian Statistical Service of 2023, a sample group was taken from the
inhabitants. A total of 93 respondents participated in the study’s online
guestionnaire survey to give their views regarding the presented questions.
The data collected from the respondents was analyzed by using the IBM SPSS
Statistics software and was presented in figures and tables. Descriptive
statistics such as percentile, frequencies, and mean values were employed.

Findings and Discussions
Demographic Background
Table 1 Respondents Demographic Background

Variables Variable Type | Frequency | Percentage | Mean
Gender Male 76 81.7 1.18

Female 17 18.3

Educational High school 12 12.9 2.26

Background Bachelor’s 47 50.5
degree 32 34.4
Master’s 2 2.2
degree
Ph.D.

Occupation Unemployed 5 5.4 2.74
Student 26 28.0
Employed 50 53.8
Self-employed | 12 12.9

Total 93

Source: Study Survey results

The above table illustrates the demographic background of the respondents.
Most of the respondents 81.7 % were males, while the rest 18.3% were
females. When we come to their level of education 50.5% of them were
bachelor’s degree holders, followed by master’s degree completers, which
accounted for 34.4% of the sample, 12.9 % were high schoolers, and only 2.2
% held a Ph.D. In terms of their occupation, 53.8% were employees, 28.0 %
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were students, and the remaining 12.9% and 5.4% were self-employed and
unemployed, respectively.

Awareness and Trust

Figure 1 Respondents' Idea of Islamic Banks

9.68%

= Not clear

= Partially clear

m Completely clear

Source: Study Survey results

The surveyed individuals' general conceptual knowledge of Islamic Banks is
depicted in Fig 1. We tried to understand the level of awareness our sample
has about IB. It is significant to highlight that the statement aimed only to
identify the general concept that the respondents had about IBs, without
focusing on their deep knowledge of the industry. As the figure shows 50.54%
of the respondents stated that they have a completely clear idea about IBs,
39.78% claimed they have a partially clear idea, and 9.68% pointed out that
they have no clear idea about IBs.

Table 2 Trust on Islamic Banking Products

Statement Participants | Frequency | Percentage | Mean
view
I have trust in the Strongly 33 35.5 4.05
products and agree. 37 39.8
services that the Agree 19 20.4
NEIBs offer. Neutral 3 3.2
Disagree 1 11
Strongly
disagree
Total 93 100.0

Source: Study Survey results
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The purpose of addressing this statement was to determine the amount of trust
that the participants had in the products and services that NEIBs offer. As
demonstrated in Table 4, 39.8% of the data providers strongly agree with the
statement, 35.5% agree with it, and 20.4% submitted a neutral perspective. On
the other hand, 3.2 % disagreed, and only one individual strongly disagreed.

Opportunities and Challenges
Table 3 Common Opportunities and Challenges

Statement Participants Frequency | Percentage | Mean
View
The NEIBs Strongly agree. 43 46.2 4.32
play a Agree 39 41.9
significant role | Neutral 9 9.7
in the Disagree 2 2.2
development of | Strongly 0 0
the economy. disagree.
The NEIBs Strongly agree. 34 36.6 4.24
can promote Agree 49 52.7
financial Neutral 8 8.6
inclusion. Disagree 2 2.2
Strongly 0 0
disagree.
Cultural Strongly agree. 21 22.6 3.68
resistance is Agree 35 37.6
one of the Neutral 24 25.8
challenges that | Disagree 12 12.9
NEIBs are Strongly 1 1.1
facing disagree.
The lack of Strongly agree. 29 31.2 3.88
skilled staff is | Agree 40 43.0
one of the Neutral 12 12.9
challenges Disagree 8 8.6
NEIBs face. Strongly 4 4.3
disagree.
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The NEIBs are | Strongly agree. 27 29.0 3.86
facing Agree 38 40.9
regulatory Neutral 17 18.3
challenges. Disagree 10 10.8
Strongly 1 1.1
disagree.
Total 93 100.0

Source: Study Survey results

As the above table outlines 46.2% of the respondents strongly agree that
NEIBs play a significant role in the economic development of Ethiopia.
Moreover, 41.9% agreed with the statement, 9.7% were impartial or neutral,
and only 2.2 % disagreed. This implies that most of the respondents assert that
the banks could play a vital role in the prosperity of the country’s economy.
As for the respondent’s opinion toward the cruciality of the NEIBs' role in
promoting financial inclusion in the country, the table indicates 36.6%
strongly agreed, 52.7% agreed, 8.6% remained neutral, and only 2.2%
disagreed with the statement. This shows that the majority of the participants
believe that Islamic Banks might play a significant role in bringing a lot of
unbanked customers to the financial sector of the country as only two
respondents opposed the statement. The above table also demonstrates
whether or not the respondents think that NEIBs in Ethiopia are dealing with
issues connected to culture. According to the table, 37.6% of respondents
agree with the statement that the NEIBs in Ethiopia are dealing with cultural
resistance issues, while 22.6% of respondents strongly agree. In addition,
25.8% of respondents gave neutral responses, 12.9% disagreed, and 1.1%
strongly disagreed with the statement. While a sizable portion of respondents,
which is nearly 40%, disagreed or gave neutral responses to the type of
challenge that was posed, the majority of respondents still thought that the
industry faces difficulties connected to culture.

As is apparent from the above table the majority of the respondents
suppose that the NEIBs' human capitals are not competent enough. The
feedback from the survey respondents demonstrated that 31.2% strongly agree
the NEIB staff lack certain necessary skills, 43.0% of the respondents also
agree, 12.9% were even balanced or neutral on their feedback, 8.6% and 4.3%
disagreed and strongly disagreed correspondingly. Moreover, the respondents
assert that the industry is facing regulatory issues as 29.0% of the respondents
strongly agree that the banks are encountering regulatory obstacles, while
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40.9% agree, and 18.3% were unbiased or neutral in their response. Moreover,
10.8% disagreed with the existence of that sort of challenge, and only 1.1% of
the respondents strongly disagreed.

Fig 2 Lack of Public Awareness

Strongly agree A o/ .06%
rgrec N - -
Neutral A 5.05%
Disagree W 323%

Strongly disagree B215%

Lack of public awerness

0 10 20 30 40 50 60

Percent
Source: Study Survey results

Fig 2 expresses whether the newly established Islamic Banks are encountering
a challenge which is a lack of awareness from the public. The respondents'
results as outlined in the Figure disclose that 27.96% of the participants
strongly agree with the presence of such an issue, while 51.61% agree and
15.05% neither agree nor disagree. Conversely, 3.23% of the respondents
disagreed, and 2.15% strongly disagreed. In general, a bigger percentage of
the survey responses showed positive feedback on the presence of such an
issue.

Performance And Future Outlook
Table 4 General Performance

Statement Participants | Frequency | Percentage | Mean
View
The NEIBs do have Strongly 31 33.3 4.00
good customer services | agree. 38 40.9
Agree 19 20.4
Neutral 3 3.2
Disagree 2 2.2
Strongly
disagree.
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The NEIBs do have Strongly 24 25.8 3.81
significant financial agree. 36 38.7
assets. Agree 25 26.9

Neutral 7 7.5

Disagree 1 11

Strongly

disagree.
The most important Strongly 16 17.2 3.38
drawback of the NEIBs | agree. 37 39.8
is their lack of Agree 14 15.1
transparency. Neutral 18 194

Disagree 8 8.6

Strongly

disagree.
The NEIBs offer Strongly 22 23.7 3.73
products and services agree. 37 39.8
that are fully compliant | Agree 22 23.7
with Shariah. Neutral 11 11.8

Disagree 1 11

Strongly

disagree.
Total 93 100.0

Source: Study Survey results

As outlined in the above table, 40.9% of the participants agree that the NEIBs
have good customer service, while 33.3% strongly agree with that, 20.4%
were neutral, 3.2% disagreed, and 2.2% strongly disagreed. To put it simply,
approximately 75% of the participants expressed satisfaction with the
customer services provided by NEIBs, and the remaining respondents
expressed dissatisfaction or objectivity. As for the respondents’ view towards
the possession of the NEIBs of significant amounts of assets, it indicates that
38.7% of the participants agree that the NEIBs possess substantial financial
assets, 25.8% also strongly agree, and 7.5% were objective in their responses.
Furthermore, 7.5% of the respondents disagreed and 1.1% strongly disagreed
that the banks have significant financial assets. However, the NEIBs should
pay attention to their openness and transparency as the results reveal that
39.8% of the respondents agree that the NEIBs lack transparency, while 17.2%
strongly agreed, and 15.1% exhibited a neutral response regarding the
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provided statement. In contrast, 19.4% of the respondents disagreed, and 8.6%
strongly disagreed. Additionally, the outputs of the degree of agreement of the
respondents show that 39.8% strongly agreed, 23.7% agreed, and a similar
percentage responded neutrally. On the other side, 11.8% disagreed and only
1.1% strongly disagreed that the banks are providing products that are
completely Shariah compliant. Overall, the majority of the respondents agreed
with the proposed statement.

Figure 3 General Performance Estimation

Source: Study Survey results
40 30.11% 34.41%
= . 21.51%
?_5 20 13.98%
¢, ]
Acceptable Good Very good Excellent

Genaral performance estimation

The above figure shows the participants' views regarding the overall
performance of the newly established Islamic Banks in Ethiopia. As the figure
displays, 34.41% of the respondents think that the NEIBs are performing
excellently, 30.11% rated it as very good, 21.51% responded as good, and
13.98% as acceptable. So, the majority of the respondents suggest that the
banks are performing in an effective approach, and none of them assumed that
they are acting poorly.

Table 5 Future Outlook of Islamic Banks

Statement Participants | Frequency | Percentage | Mean
view

My likelihood | Very likely 53 57.0 441

of continuing Likely 27 29.0

to use the Neutral 11 11.8

services of Unlikely 2 2.2

Islamic banks | Very unlikely |0 0

in the future is.
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I would like to | Strongly 53 57.0 4.40
see an increase | agree. 29 31.2
in the presence | Agree 6 6.5
of Islamic Neutral 5 54
banks in the Disagree 0 0
future. Strongly
disagree.
Total 93 100.0

Source: Study Survey results

Table 5 illustrates the respondent’s likelihood of continuing to use Islamic
Banking facilities. As it is apparent from the table, 57.0% of the participants
responded with very likely, 29.0% replayed with likely, 11.8% provided a
neutral response, and the remaining 2.2% responded with unlikely as the
results on the table display most of the respondents are eager to continue using
the products and services of IBs, which is a positive aspect for the company.
The above table also depicts whether the participants need to see many Islamic
Banks in the country. The degree of agreement from the participants shows
that 57.0% strongly agreed with seeing an increase in the presence of IBs in
the future, 31.2% agreed, 6.5% gave neutral feedback, and 5.4% disagreed
with the statement. In general, 88.2% of the participants desired to see
widespread Islamic Banks inside the country.

Discussion

If we attempt to draw attention to some of the issues that the findings
revealed, one of them is the lack of awareness from the public. The findings
of the research implied that almost 80% of the respondents expressed their
degree of agreement by either agreeing or strongly agreeing, asserting that
there is a lack of awareness concerning Islamic Banks within the public. The
newly established Islamic Banks must create methods of approaching the
public to bring a lot of clients to their industry. Moreover, since the results of
the research disclosed that the majority have a good level of confidence in the
industry and the services that they provide, that will be also another
opportunity for the NEIBs to mobilize funds from the public, especially the
ones who were anticipating for the introduction of FFIB for a long time, which
is the Muslim community, and also the Non-Muslims who have devotion to
the ethical banking system.
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Another issue that was expressed in the survey results is the lack of
transparency. Therefore, to avoid those kinds of issues the FFIBs, particularly
the newly established ones should clarify their products and manifest the steps
of their transactions and must be more open and transparent to their
shareholders and customers so that they don’t lose the level of confidence of
their customers. Similarly, sharing their financial reports annually might be a
sensible choice. Moreover, their products and services must be more simplistic
and clearer for the clients.

On the other hand, the findings of the study unveiled that approximately
90% of the respondents either agreed or strongly agreed that the NEIBs could
act as a major catalyst in the economic expansion of the country, and only
2.2% thought the opposite. Similarly, The NEIBs can promote financial
inclusion in Ethiopia. As the survey results of the study show, a bigger
percentage of the respondents, i.e. 89.3%, believe that the industry can
significantly promote financial inclusion inside the country. Given that
Muslims abstain from all acts that involve interest, it is reasonable to assume
that they would advocate for an interest-free financial system. Another crucial
point that must be emphasized is the overall performance of NEIBs. As we
have mentioned in the results, most respondents advocate that the NEIBs are
performing excellently. To have better insight into the real performance of a
bank, factors such as the soundness of the bank, capital adequacy, cost and
profit ratio, etc. must be considered. Moreover, comparing the company with
similar companies that use different approaches like conventional banks might
have a more accurate implication. However, in this study, we tried to have a
public opinion about the NEIBs' performance in a simple and superficial
outlook, and the received feedback was largely positive. This is a beneficial
prospect for the NIEBs, as it entails how satisfied are the public with the
facilities that they have been providing so far, even though excluding one
bank, which is (ZamZam Bank), the other three banks launched only in 2022.

Conclusion and Recommendations

Islamic Banking in Ethiopia commenced operating for the first time in 2013
after a persisting demand from the Muslim society in the country.
Nevertheless, the government only allowed the already existing conventional
banks to offer interest-free services through windows. (Zam Zam Bank) which
launched in 2020 was the first Fully Fledged Islamic Bank in Ethiopia. This
study aimed to assess the experience of emerging Islamic Banks, particularly
the fully-fledged newly established IBs. The study further intended to
ascertain the public perception of the NEIBs concerning their general
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performance, future conjectures, and the challenges and opportunities that the
banks are experiencing.

The study findings revealed that the NEIBs are dealing with issues like
public lack of awareness, shortage of competent staff, lack of transparency,
and cultural resistance. On the other hand, the results have shown that there is
a good level of confidence in the NEIBs from the public, and the banks do
possess significant financial assets. Moreover, the banks can play a
fundamental role in promoting financial inclusion, and economic development
of Ethiopia. One of the issues that the Islamic Banks in Ethiopia are facing is
regulatory challenges. The regulatory framework of Ethiopia, especially the
commercial code impedes banks from owning more than 10% equity in any
interest-free financial operations. As a result, implementing equity-based
financing modes like Mudarabah and Musharakah will be reasonably
challenging for Islamic Banks. The National Bank of Ethiopia (NBE) and the
associated policymakers should therefore present a regulatory context that
supports and is relevant to Islamic Banking operations to have an equally
balanced competitive marketplace for both conventional and Islamic Banks,
which is a meritorious aspect for the economic enhancement of the country.

Another essential point is that the Ethiopian Muslim community's lack
of trust in conventional banks offering interest-free window services is partly
due to their suspicion that these banks are merely using their names as
marketing to draw interest-free-minded customers to their businesses rather
than genuinely avoiding interest from their investment portfolio or financial
transactions. As a result, the NEIBs must endeavor to prevent these kinds of
routines. Additionally, since the client now has a high level of trust in them,
the banks should try to deepen this connection by being as open and
informative as possible. A potential approach to do this would be to post
annual and interim financial reports on the banks' official websites. Customers
also need to be made aware of the modes of operandi for financing, the steps
taken, the utilized products, and the projects that are invested in.

In general, the survey results have revealed that FFIBs in Ethiopia have
a promising future and are playing a significant role in both financial inclusion
and the nation's economic development. It would be a considerable approach
for policymakers and the NBE to help and promote emerging Islamic financial
institutions by giving them an equal footing when it comes to taxation and
liquidity support.
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