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ABSTRACT

Socially Responsible Investment (SRI) sukuk has a high potential to be an innovative
financing mechanism for Islamic microfinance. This paper explores the possibility of
implementing SRI sukuk for raising funds to support the microfinance industry and to
promote financial inclusion. It also aims to identify the associated issues and challenges
in implementing the SRI sukuk for microfinance purpose. The paper uses qualitative
research method through a thorough review of existing literature, archives, and library
research related to the area of social, sustainable and responsible investment sukuk,
Islamic microfinance and their related issues. The SRI sukuk has a high potential to
be developed as innovative shariah-compliant mechanism as shown by Malaysian
experience in issuing the SRI sukuk to develop socially-related projects including the
educational and green energy sectors. The paper also highlights and learn from the
successful experience of the European Bank for Reconstruction and Development in
issuing the first microfinance bonds. The findings from this study provide inputs to
the relevant stakeholders in implementing new financial tools to develop the social
sector, especially Islamic microfinance in helping the poor and assist them to become
economically independent. New innovative tools for raising funds in microfinance is
highly needed to achieve sustainability of the microfinance industry.
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I. INTRODUCTION

The real essence of Islamic finance is the achievement of Magqasid al-Shariah,
specifically the preservation of life (nafs). This preservation is not only about the
physical conditions of a human being but includes the environment and space in
which the human being survives and performs all his worships to his Creator. This
objective also includes ensuring financial sustainability for the poor to improve
their life conditions. Consequently, Islamic finance aims for the development of
the community from all aspects.

Today the Islamic financial industry is witnessing a remarkable double digit
average growth annually to reach a total asset of USD1.9 trillion approximately
(IFSB, 2017). With the sustained double-digit growth over the last decade, Islamic
financial system has gradually becoming an important component of the global
financial system. Despite its rapid growth, the development of Islamic finance
was limited to its three main sectors: the banking sector is the main and largest
component which contributed approximately 79% of the total industry, while the
rest of the share is being contributed by the Islamic capital markets and takaful
segments, each contributing 19.8% and 1.3%, respectively (IFSB, 2017).

The high concentration on these sectors has resulted to the creation of a gap
between Islamic finance’s ideals and reality. In particular, the social sector has
remained relatively under-developed as reflected by the sustainably high poverty
rate in the Muslim countries. Recent studies have found that about 50% of the
world’s poverty incidences are happening in the Muslim countries, despite the
fact that the total number of Muslims form only 24% of the globe’s population
(Mughal, 2018).

Being governed by the Islamic law (shari‘ah), the ultimate objective of Islamic
finance is achieving socio-economic justice and well-being among all members of
the society. However, these objectives have yet to be realized through the current
practice of Islamic finance, hence the urgent need to explore new areas of Islamic
finance to achieve its real intrinsic establishment purposes. In this regard, the
Socially Responsible Investment (SRI) is highly suitable and potential instrument
to reduce the gap between the ideals and real practice of Islamic finance and
expand the scope of Islamic finance to be more inclusive in nature. Through
shariah-compliant financial instruments such as SRI sukuk, Islamic finance has
the potentials to achieve multiple socio-economic objectives such as alleviating
poverty among the low-income group, reducing illiteracy in the education
field, improving health conditions among the community and taking care of the
environment to achieve better standard of living for all the levels of the society.

The introduction of a new sukuk type that is sustainable, responsible, and
socially impactful can be considered as innovation in the Islamic finance industry.
The SRI sukuk is the combination of ethical investment through the issuance of
sukuk which is the highest growing Islamic financial instrument. Currently, there
were few issuances of SRI sukuk to promote sustainable development in various
sectors such as educational, environmental, and health sector.
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II. LITERATURE REVIEW

2.1. Developing the Social Sector through Socially Responsible Investment
There seems to be no consensus on the specific definition of SRI, however, it is
commonly described as an investment that is based on personal values more than
financial decisions. Some refer to this type of investment as sustainable, others
refer to it as responsible, and some refer to it as impactful. For this purpose, we
have chosen the term SRI to reflect that type of investment which is based on social
impact and sustainability more than financial decisions.

Similarly, Adam and Shauki (2012) adds that the term “SRI” has been widely
used and often being described as an investment that will consider the impact
of the investment in terms of ethics, social and environment. Some defined it as
ethical, social and sustainable investment. The increasing demand over SRI made
it the hot topic these days. The need for social development is a major reason for
the high demand on SRL

According to AAOIFI (2015), sukuk or Islamic bonds are basically certificates
of equal value that represents undivided ownership of an assets, usufructs
and services or (in the ownership of) the assets of particular projects or special
investment activity. According to the MIFC, the global sukuk issuance has reached
USD74.8 billion at the end of the year 2016. Among the highest sukuk issuer are
Malaysia, USD34 billion, in which represents 46.4% of the global sukuk market,
followed by (GCC) Countries that has a total issuances of USD19.6 billion (MIFC,
2017).

Zain and Sori (2017) argues that it is the best time for Islamic financial system
to bridge the gap between the theory of Islamic finance and the practical side by
innovating and adopting innovative tools such as SRI sukuk for the development
of sectors other than the three main ones (Banking, Capital market, Takaful). Itis a
high time for Islamic financial institutions and authorities to implement the usage
of SRI sukuk in the development of the microfinance industry as it has remained
marginalized. The SRI sukuk can be implemented in a wide variety of fields and
sectors, it is not only limited in the health and energy sector. In this regard, the
Securities Commission Malaysia (SCM) (2017) has issued a guideline on the
issuances of SRI sukuk. The guideline indicates that the issuer of the sukuk must
utilize the proceeds raised form the issuance of socially responsible investment
sukuk for financing and eligible project. The SCM defines two main requirements
for projects in order to be considered as eligible SRI project. The first criteria is
related to the goals and objectives of the project, meanwhile the second is related
to the activities sector of the project.

According to SCM, a SRI project must be having on or more of the following
objectives. First, it concerns any project that aims to protect and preserve the
environment and its natural resources. Second, any project that has an objective
of conserving the consumption and utilization of energy. The third objective is
designed for projects that are aiming to promote the utilization of renewable
energy and reducing the gas emissions. The last objective concerns projects that
are aiming to improve and ameliorate the quality of life among members of the
society.

The eligible SRI projects must have activities or assets related to one or more
specific sectors. The first sector is the natural resources related activities, mainly
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it is related to projects in which their activity is to promote or participate in the
sustainable usage of lands as well as sustainable agriculture and forestry or any
related activity. Also, it includes all activities that conserve the biodiversity of
the planet. The natural resource sector is even extended to the redevelopment of
polluted sites, water treatment and recycling as well as the sustainable projects
that are aiming to sustainably manage the wastes.

The second sector of eligible SRI projects is the renewable energy and energy
efficiency related assets or projects mainly an existing or new renewable energy
project such as solar energy or hydropower. Additionally, efficient energy projects
consisting of efficient energy generation or energy that results in the reduction of
energy consumption or reducing greenhouse gas emission. The statement is clear
and includes all assets or activities related before mentioned projects.

The third sector of eligible SRI projects is more on any economic and community
development related activities such as medical services (public hospitals). The
activities of this sector are wide and include also any services related to public
education and other community services. Additionally, all activities aiming to
develop the social sector such as building sustainable projects or the contribution
in the supply of affordable housing for low income part of the society.

The last sector of SRI eligible projects is the waqf (endowment) activities. This
includes any project which undertakes to develop a wagf asset or property. The
above guideline represents a regulatory framework which is certainly beneficial
especially for promoting the progression of the sukuk caused by the growing
awareness and demand of investors and institutions towards SRI projects. Until
today the issuances of sukuk didn't is still concentrated on funding giant projects
rather than the development of social sector.

Mohamad, Lehner and Khorshid (2016) have criticized the Islamic finance for
its lack of participation in promoting financial inclusion and the social welfare for
the poor. The authors also highlight the exclusion of the social sector in terms of
the innovative products and services. The weakness of the Islamic finance is being
witnessed through the underdeveloped social sector within Muslim countries
which suffers from high poverty, illiteracy, unemployment and lack of social
welfare. The authors highlight there is a need for innovative shariah compliant
tools for the social sector.

2.2. The Experience of European Bank for Reconstruction and Development in
Issuing Microfinance Bonds

As a reference, the essence of SRI sukuk for financing the microfinance sector can
be extracted from the conventional counterpart known as microfinance bond or
social impact bond (SIB) issued by the European Bank for Reconstruction and
Development (EBRD). Since 2010 the EBRD has issued bonds worth of EUR 174
million to be used for financing micro-projects (EBRD, 2017). Targeting a large
type of investors, the EBRD was successful in meeting some of the objectives of
the issuances in terms of improving the life conditions, providing activities that
generates revenues, and expanding some small projects. Table 1 lists some general
information about some previous issuances of microfinance bonds in different
geographical areas.
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Table 1.

European Bank for Reconstruction and Development Microfinance Bonds Issuances

South African Currency Mexican Currency
Amount ZAR 726 million (EUR77 million) MXN 1.7 billion (EUR98 million)
Issue date 14/06/2010 15/12/2015
Maturity date 23/06/2013 15/12/ 2015
Coupon 6.7% semi-annually 5.08% annually
Redemption price 100% 100%

Source: European Bank for Reconstruction and Development (2017)

In the prospectus of the following issuances, the EBRD have highlighted
“Proceeds of the bonds support the development of micro and small enterprises in
the EBRD’s countries of operations”. Some of the proceeds of the following where
bonds were used in the following;:

Table 2.
Global Issuances of European Bank for Reconstruction and Development Bonds
for Microfinance

Tajikistan Kazakhstan P]I} osmia aI.ld Serbia
erzegovina
Amount USD4 million USD11.5 million EUR6 million EURS5 million
Local Partner FINCA Bank Center Credit Micro Credit Banca Intesa A.D
Foundation
Sector of Animal husbandry Diversified Agriculture Diversified
Activities
Purpose Develop rural areas  Support women-led Develop Support women-led
micro and small microfinance micro and small
projects industry in the projects
country

Source: European Bank for Reconstruction and Development (2017)

The issuance of the bond was for funding sustainable projects. Table 2 illustrates
the utilization of the funds where EBRD provides a loan to one of its local partners
to finance micro and small enterprises. As the local partner has the database of
the enterprises in need of funds, it makes the task easier to channel the funds.
The proceeds from a single bond can be utilized in various geographical areas to
diversify the risk also to promote financial inclusion in an international level.

On domestic level microfinance industry has witnessed several bond issuances
which couldn’treach international markets due to the non-development of the local
capital markets. According to Rhyne and Reddy (2006), microfinance institutions
usually approach the domestic markets for fund raising for several reasons. Mainly,
the raised fund will be in local currency which will reduce costs and will mitigate
the currency risk. Another factor is that domestic market players are familiar with
the local microfinance industry and in some occasions, they might be aware of the
MEFI specific activities. Additionally, the local investors might see microfinance as
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attractive investment because of the few investments offered to local investors.
Finally, the international markets are more oriented towards funding in large level
in which this is not the case for majority of microfinance institutions.

Rhyne and Reddy (2006) have highlighted several domestic bonds issued
by microfinance institutions. The three following issuances were all issued
on domestic level in Latin America due to their high need for developing the
microfinance sector.

2.2.1. Compartamos

The first was the Compartamos MFI which is a Mexican finance company which
was looking for new investors to target rather than depending uniquely on two
major sources of fund, the foreign lenders or the credit lines with the Mexican
banks. Table 3 illustrates the total issues at that time along with their ratings and
the investors which subscribed to the bonds and other relevant features of the
bond.

Table 3.
Compartamos Microfinance Bond Issues
Issue Year (é g]l;) L:;’i) Coupon (I,ng:) Rating Investors
1 2002 1 90 days 3 MX* A+ Individual (70%)
CETES’ + 250bp Institutional (30%)
2 2002 5 90 days 3 MX A+ Individual (50%)
CETES + 250bp Institutional (50%)
3 2003 5 90 days 3.25 MX A+ Individual (100%)
CETES +290bp
4 2004 16.6 28 days 5 MXAA Individual (60%)
TIIE® + 150bp Institutional (50%)
5 2005 31 28 days 5 MXAA Individual (30%)
TIIE + 117bp Institutional (70%)

Source: Presentations by Rafael Llosa (Mibanco), Fernando Alvarez Toca (Compartamos), Clara Serra de Akerman (WWB), and
the Small Enterprise Development Journal “The Financing of Microfinance” March 2005 adopted from (Rhyne & Reddy, 2006)

It is observable in Table 3 that the amounts of issuance have increased
significantly, also the institutional investors are increasing to reach 70% from total
investors. The institutional investors” interest on such issuances is a positive sign
to promote the growth of microfinance sector and to reduce the gap between the
private sector and the social sector. Interestingly, Standard & Poor’s (S&P) rated
the bond using national Mexico scale because they assume that investors will be
Mexican because this was issued on a domestic level was given a rate of A+ on first
three issues then AA for the next two issues.

* Mexican Federal Treasury Certificates
* National Mexico scale for rating
% Interbank Equilibrium Interest Rate
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2.2.2. Mibanco

Another domestic issuance in Latin America but this time in Peru, Mibanco which
is a commercial bank anted to diversify the sources of funds and on the same
time to obtain a longer tenor and better rates. According to Rhyne & Reddy (2006)
argues that this initiative was aiming to change the investors wrong perception
about the level of risk in microfinance industry. Table 4 illustrates the general
features of the Mibanco bond which was issued in a program of three issues.

Table 4.
Mibanco Microfinance Bond Issues

Issu Year Amount Coupon Tenor
ssue € (USD mil) P (years)

1 2002 5.8 12% 2 AA & AA Pension funds
Mutual funds
2 2003 5.8 12% 2.25 AA & AA Pension funds (26%)
Mutual funds (33%)
Public entities (29%)
Banks (10%)
Insurance companies (3%)
3 2003 29 5.75% 1.5 AA- & A+ Pension funds (20%)
Mutual funds (21%)
Public entities (59%)

Source: Presentations by Rafael Llosa (Mibanco), Fernando Alvarez Toca (Compartamos), Clara Serra de Akerman (WWB), and
the Small Enterprise Development Journal “The Financing of Microfinance” March 2005 adopted from (Rhyne & Reddy, 2006)

Rating Investors

83%)
17%)

~ o~~~

Fernando & Calcetas (2003) highlights that with a guarantee of 50% by the
US Agency for International Development (USAID), the first bond in 2002 was
issued for approximately $6.0 million. This latter was totally purchased by the
private sector by pension and mutual funds, but interestingly that public entities
and banks started subscribing to the second issues. After these issues Mibanco
continued to issue other bonds and other capital market instruments.

2.2.3. WWB Cali

Women’s World Banking Cali is a nonprofit microfinance institution in Colombia
in which it aimed to diversify its sources of funds and to get some long-term
financing, for this purpose this unregulated microfinance institution found bond
as a better solution. Table 4 illustrates the general features of the WWB Cali bond
which was issued in a program of three issues.
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Table 4.
WWB Cali Microfinance Bond Issues
Issue Year (1;1811];) umr:lt) Coupon ;l;/ig;)s; Rating Investors
1 2005 20 10.78% 3 AA+ Pension funds (31%)
Financial institutions (24%)
Brokers (37%)
2 2005 10 CPI*+5.5% 5 Others (8%)
3 2005 22 CPI+3.4% 6 AA+ Pension funds (17%)
Financial institutions (42%)
Trust funds (19%)
Others (22%)

Source: Presentations by Rafael Llosa (Mibanco), Fernando Alvarez Toca (Compartamos), Clara Serra de Akerman (WWB), and
the Small Enterprise Development Journal “The Financing of Microfinance” March 2005 adopted from (Rhyne & Reddy, 2006)

The successful issuance of microfinance bond by WWB Cali opened the
door of Colombian capital market for microfinance institutions to issue financial
instruments for raising funds. The proceeds of this issuance will be utilized to
finance micro projects aiming to develop the local microfinance industry. The
lessons that can be taken from such successful issuances and how their impact
is not only on the economy but also the society and for this reason this type of
securities has a primary objective of social development. Hence, it is the time for
Islamic financial providers to work on bridging the gap between the theory and
practice by the development of such tools.

III. METHODOLOGY

This paper adopts the qualitative method which is basically based on previous
literatures and archives as well as library research to collect data. The main source
of information is generated from secondary data which is composed of previous
published articles related to sukuk and microfinance. In addition, the paper uses
case studies method through studying previous cases of conventional bonds
in microfinance. The purpose of collecting the secondary data is to identify the
gap between the literatures and the current possibility of the issuance of Social
responsible investment sukuk for microfinance adoption of salam as an alternative
to tawarrug for Malaysian banks.

IV.RESULTS AND FINDINGS

Among the financial tools that have been derived from SRI concept are Social
Impact Bonds (SIBs) and Socially Responsible Investment (SRI) sukuk, however this
latter is set to be as a form of SIB that is arranged using a combination of shari‘ah
based contracts; but nonetheless they share the same commitments towards better

¢ Consumer Price Index in Columbia
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social outcomes, as well as some commonalities such as the result-based approach
since the returns are paid in accordance to the success of the programs.

During the past few years, there are several SRI sukuk issuances in several
sectors; the first one was sukuk Ihsan in 2015 in the educational sector. The second
one was by the World Bank along with the International Finance Facility for
Immunization which was issued in 2015 to develop the health sector, while the
third one is Tadau sukuk issued in Malaysia in 2017 for the purpose of providing
green energy. The above-mentioned issuances show that SRI sukuk are not limited
a specific sector, but it can be widely issued as long as it has the objective of social
development.

As sukuk has been always an efficient tool to raise funds for projects, then there
is potential to use sukuk for raising funds in order to financing micro projects. An
important question arises about the eligibility of the microfinance institution to
attack the capital markets through the issuance of an Islamic or conventional bond
and the possibility to approach markets. In this regard, Otero (2006) argues that
not all MF institutions are eligible or ready to attack the capital markets. There are
some newly established institutions which they still need more technical support
or guarantee to improve their day to day operations and governance. On the other
hand, there are other microfinance institutions sitting at the top end of the industry
where they are attractive to investors as well as their ability to absorb investments
on competitive commercial terms. The stability and reputation of the microfinance
institution plays and important role in easing the path for the accessibility to the
capital markets.

The origin of this type of investment goes far back in history such as the
non-participation of slave trading, but only in the 20" century it was recognized
as an investment strategy and especially during the last two decades it developed
significantly in size. Recently, there has been a growing interest in the global market
toward SRI instruments. It has shown an upward growth over the past decade.
According to Mujahid and Adawiah (2015) the total assets of socially responsible
investments in the United States was estimated around USD 6.57 trillion while
USD 90 billion in the UK as of 2014. In western countries, social impact bonds (SIB)
is an example of a highly used financial tool.

4.1. Proposed Model

Since bond is not in compliance with shariah principles, then sukuk is the alternative
to be issued for such purpose. The paper suggests a simple model based on
Mudarabah (profit sharing) that can be issued by a microfinance institution in order
to raise funds for financing micro and small projects that are in compliance with
shariah. Figure 1 below illustrates the movement of funds raised by the issuance of
SRI sukuk in microfinance.
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) > Micro-project 1 Micro-project 2
Sukuk holders Microfinance institution
(Rab al mal) Mudarib
5 4 Micro-project 3 Micro-project 4
20% Micro-project 5 Micro-project 6

h 4

Micro-project 7 Micro-project §

Micro Tajaful
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Micro-project 9 Micro-project ()

Source: Authors” own.

Figure 1. Proposed Generic Sukuk Model for Microfinance

The unique aspect of this socially responsible investment sukuk is that it is
basically a type of investment that is based on personal and social values more than
financial values. Nowadays, there is a need for value-based investments to bridge
the gap between all sectors of the economy and society. Some authors consider
that investing in microfinance “belongs to the realm of socially responsible
investment” (Galema, 2011).

Socially Responsible Investment (SRI) sukuk is a financial instrument that has
a primary objective of developing the social sector as well as the protection of
the environment. Different from other financial instruments, SRI sukuk is not only
driven by profitability but mainly driven by values and ethics. Like any other
sukuk, investors in the SRI sukuk will subscribe to an issued certificate where it
represents an undividable ownership in a specified project. As the projects goes on
investors will be receiving periodic profits (coupons) based on the performance of
the project, however by the end of the project investors will be paid based on their
shares or at any pre-agreed terms and conditions.

Microfinance exists in the heart of socially responsible investments, while
sukuk stands as the most trending Islamic capital market instrument. Today
there is the possibility of having a sukuk issuance in which the funds raised will
be used to finance micro projects through a microfinance institution. The funds
raised by the issuance of the SRI sukuk will be utilized by a reputable and well
governed microfinance institution on the bases of partnership where it carries the
responsibility to finance micro project. However, the microfinance institution will
carry additional duties such as supervision and monitoring the financed projects
as well as there will be some campaigns organized to improve entrepreneur’s’
management skills. This type of financing will promote risk sharing financial
transactions rather than the total dependence on debt-based financing.

In SRI sukuk, the proceeds of the issuance of the sukuk must be invested,
utilized, or applied in a specific assets or purposes that are in compliance with
the rules and principles of shariah. The purpose of the issuance must be clear and
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predefined rather than unspecified or general purposes. Additionally, income
from the certificates sukuk (periodic profit) must be generated from the purpose of
the issuance since sukuk are based on underlying assets that are real. As mentioned
before the sukuk represents an undividable ownership over specified assets. The
rights of ownership of the assets are transferred to the sukuk holders for a fixed
period in which it ends upon the maturity date of the sukuk.

In summary there are several steps involved in the issuance of the above
illustrated SRI sukuk for Islamic financial institution. The first step is the issuance
of the sukuk certificate by the microfinance institution in which investors will
subscribe into, then investors will be considered as sukuk holders while MFI
institution is the obligor. The relationship between both parties will be based
on partnership and specifically under the shariah contract of Mudarabah. Then
the proceeds of the issuance will be utilized mainly for two purposes, 80% (as
an example) of the funds raised in order to finance the micro projects. Financing
will be on the bases of several contracts depending on the nature of the project
for example Murabahah for some financing facilities (cash), Salam for agricultural
financing (olives), Ijarah for machineries (tailoring). The other 20% of the raised
fund will be utilized by the microfinance institution for the protection of the micro
enterprises through participation in micro-takaful fund where by this will mitigate
the risk of micro projects and this might be a source of an additional income for
investors in case of surplus in the takaful fund.

After the micro projects starts operating, their managers will start paying
periodic profits to the microfinance institution (mudarib) upon a pre- agreed
ratio (ex: 70% - 30%). Additionally, the micro projects managers will start paying
the asset redemption amount to the sukuk holders. This is for the micro projects
managers to own the projects at the end of the day (the redemption remains with
the Microfinance institution until maturity and then redeems it on one time to the
sukuk holder). Finally, the microfinance institution will be paying periodic profits
to the sukuk holders and at maturity it will be paying the redemption amount.

V. CONCLUSION

With the objective of exploring the viability of issuing an SRI sukuk to serve as
a financial tool for financing projects at a micro level, this paper finds that there
are potential for the issuances of the SRI sukuk in microfinance due to availability
of the legal infrastructure that supports the issuance also to the high demand for
such products by investor. The benefits that can be obtained through raising funds
through sukuk for financing micro projects are unlimited, and this was proven
throughout the last years, the several issuances of SRI sukuk have been witnessing
a positive impact on the society even before maturity.

The paper recommends that more attention should be given to the development
of the social sector rather than private sector due to the high need for innovative
products promoting financial inclusion as well as the development of social sector
in all its aspects to achieve Magasid al Shariah. In this regard, SRI sukuk is seen as
a financial instrument that can positively contribute in achieving these magasid.
According to Zain & Engku (2017), SRI sukuk can be utilized to develop and protect
and preserve the religion (deen) through the protection of the present and future of
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the society and its members. The alleviation of evil (mafsadah) and the important
consideration of public interest (maslahah) is a primary objective of Islam where it
is clear and comprehensive about this. Moreover, the authors give microfinance
as an example of protection of life (nafs), when a micro-credit is given without
interest, this will eventually create business opportunities which will result in the
creation of additional jobs for other members of the society. This process will lead
to lower unemployment rates and this is the essence of Islamic social finance.

The SRI sukuk for microfinance is not an ordinary financial instrument for
several reasons. The funds raised will promote to financial inclusion while on the
same time it will be generating profits for the investors. The microfinance institution
plays an important role due to its database that contains a list of micro projects that
have been studied but due to the lack of financing the projects couldn’t take place.
Moreover, the existing databases will reduce the cost of feasibility study because
the projects have been already studied by the MFI previously. Another important
role is being played by the takaful institution in providing coverage for the micro
projects and this will result to more profitable business.

In addition, there are several advantages of issuing such sukuk in microfinance.
The issuance of such sukuk will result in more contribution to the economic sector
and will give the opportunity to micro projects to participate significantly to the
economic activities. It should be highlighted that around the world, a huge quantity
of skills are being buried due to the lack of financing. Microfinance institutions
are suffering for the lack of resources to satisfy the need of the poor to engage in
economic activities. The ability of financing micro projects will promote to the
development of the financial and economic sector by increasing the output of the
society, this will result in increasing the GDP. Rachmawati (2015) found out that
the micro enterprises have contributed in around 36% of the GDP growth in 2012.

Another advantage of this issuance is the promotion a better risk sharing
environment between stake holders. As SRI sukuk in microfinance is a combination
of the private, public and third sector in economic activities. The sharing of risk
between the economic sectors will reduce the amount of risk for each party. The
private sector is composed of institutional investors, while the public sector is the
support provided by the government. Mohamad et al. (2016) add that this will
result in decreasing the government spending which will result in decreasing
government’s debt.

Moreover, SRI sukuk will act as an innovative financial instrument for social
finance. SRI sukuk in microfinance will act as an alternative to traditional existing
financing tools which are missing the lack innovation and diversity of financing
products especially the excessive dependence and use of debt financing as sukuk
in the essence represents a financial tool that is based on equity. At micro level the
financial instruments are very limited as well as the resources.

Finally, it will lead to a new alternative asset class that might be more attractive
some of the existing ones. this has been highlighted by Mohamad et al. (2016) that
securitization of social programs is a highly need asset class and such initiative is a
push towards the creation of alternative asset classes for investment in for Islamic
capital markets. One of the challenges for Islamic financial system is the lack of
financial instruments especially for Islamic capital market. The lack of innovation
is acting as a hindrance to the growth of the system. For this purpose, the SRI sukuk
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can be an alternative asset class and can target a large potential of investors that
have the intention of social development as well as lucrative objectives. However,
Rhyne and Reddy (2006) argues that microfinance is still facing some challenges
to be considered as a good asset class. The authors highlight that for microfinance
industry to be attractive asset class it should have the following characteristics.
First and most important, the microfinance institution must have an appropriate
risk and return profile to attract investors. Second, there should be a ready and
easy access to all information related to risk-return similarly with the stock market.
The third characteristic is to have suitable scale to cover investing costs and to be
able to generate profits. Last but not least, there should be easy entry and exit from
the securities and this aims to make microfinance as a highly liquid asset class.

Notwithstanding that with all the sustainable potentials offered by SRI sukuk
mentioned above, anumber of hindrances can jeopardize their steady development,
perhaps the easily spotted constrains is the small size of the secondary market,
mainly caused by the modest number of private and institutional investors who
operates with sukuk funds, and consequently are in need of players to boost the
secondary market, in order to meet their liquidity expectation (MIFC, 2016).
Perhaps the most adverse challenge is no other than the absence of standardization
and the establishment of a verification system for performance measurement not
only for sukuk but all the SRI bonds; even with the existence of various voluntary
guidelines. The sukuk industry is already struggling to keep pace with the rapidly
changing regulatory environment, and the process of reaching consensus among
governments, investors and the sukuk’s shariah boards is taking significantly long
(Natoor, 2017).

This last issue if it is not dealt with can incur more negative consequences,
because without standardization, investors have no reassurance other than the
reputation of the company, that the proceeds of the endeavor will be used for
projects with economic value, while at the same time meeting accepted and
credible green standards. add to that the high risk profile associated with some SRI
sukuk like the ones venturing in the energy sector, since it involve a sophisticated
degree of new technology with no precedent to fairly control the risks involved
(Mcaughtry, 2015).
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