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Abstract

Purpose: This paper aims to scrutinize the concept of Islamic financial literacy and propose
the suitable items for its measurement.

Design/methodology/approach: An exploratory study is conducted due limited existing
research works are available in the area of Islamic financial literacy. The items for
measurement of Islamic financial literacy in this paper consider a number of significant
features of Islamic finance.

Findings: A proposed measurement items of Islamic financial literacy have been developed.
Several questions are constructed and grouped namely the money basics, Islamic banking,
Takaful and Shariah-compliant investments.

Research implications: This study attempts to contribute towards acquiring new theoretical
models, especially in suggesting items to measure the level of Islamic financial literacy and
personal financial behavior.

Practical implications: The expected outcomes from this research will highlight an idea to the
Islamic financial literacy and also act as a tool in order to improve the financial behavior as
guided by Shariah.

Originality/value: This study is the first of this kind to advocate the items for measurement
of Islamic financial literacy level by developing test questions consist of these four main
aspects in Islamic finance and four elements to be measured in personal financial behavior.
Keywords: Islamic Financial Literacy, Financial Literacy, Financial Knowledge, Personal
Finance, Islamic Finance

Introduction

The importance of financial literacy is undeniable especially when the Malaysian Department
of Insolvency (Mdl) revealed a total of 100,610 bankruptcy cases from year 2013 to 2017 with
18,227 cases in year 2017 alone which equivalent to 50 cases each day (Bankruptcy Statistics,
2018). This condition is particularly alarming when the Credit Counselling and Debt
Management Agency (AKPK) Malaysia revealed that a total of 683,169 individuals had
attended financial counselling conducted by AKPK since its inception in 2006 (Hashim and
Syazana, 2018) which is mostly resulted from poor financial planning (45.1%) besides high
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cost of living (18.5%) as well as other contributing factors (Kaur, 2017). The main causes of
bankruptcy cases in 2017 as reported by Mdl are due to hire-purchase loan (26.4%), personal
loan (25.8%) and housing loan (16.7%). Inevitably, the need for bank’s loan is unavoidable in
financial world nowadays as people seek for financial assistance to meet their current needs
in accordance to their lifestyle. Hence the major concern is not to deny the needs of
borrowing, but most importantly to control and manage the debt wisely by having adequate
financial knowledge and apply them accordingly.

Islam offers clear guidelines on how to appropriately manage all aspects of one’s life
including the financial matters. Islam clearly guides people on the financial affairs including
the prohibition of any form of oppression comprising riba (interest), gharar (ambiguity),
maisir (gambling) and unethical investments as well as guiding Muslims pertaining to the
behaviour in spending including the importance of giving charity (zakat, sadagah, waqaf) and
the obligation to pay debts. This implies that if Muslims truly adhere to this guidance, they
will be able to manage their financial matter wisely and avoid any kind of financial distress.
Being literate therefore is the answer to the misconception and misbehaviour in personal
finance. Earlier in the Quran, God mentions the importance of literacy as knowledge enables
people to differentiate between the hagq (truthfulness) and the bathil (falsehood) as stated in
Surah Al An-am verse 119.

“Why should you not eat of (meats) that upon which the name of Allah has been mentioned
while He has explained in detail to you what He has forbidden you, excepting that to which
you are compelled. Indeed, do many lead (others) astray through their [own] inclinations
without knowledge. Indeed, your Lord is most knowing of the transgressors.

Muslims are required to be knowledgeable in both religious matters and worldly
affairs including being well-versed in financial dealings. As success in Islam includes being
successful both in this world and in the hereafter (Al-falah), it should be emphasized that
Islamic financial literacy is a religious duty for every Muslim in realization of Al-falah. Being a
Muslim with high level of Islamic financial literacy literally means having an ability to
understand Islamic finance concepts and inculcate good financial behaviour as guided by
Shariah which will result in prudent and wise financial decisions. With the increasing number
of bankruptcy cases, and bad record of personal financial report, one wonders whether
Muslims understand and apply the Islamic finance principles.

Lack of literacy in Islamic finance is actually a serious threat not only to individuals but
also to the survival of Islamic finance industry. The former Governor of Central Bank of
Malaysia asserted several years ago that in order to make Islamic financial products be
acceptable and recognizable among Malaysian, there is a dire need to enhance level of
literacy on Islamic finance among population. This is necessary in order to facilitate financial
transactions with a pure understanding and appreciation of the unique characteristics and
features of Islamic finance and its real economic value. Customers need to be well-informed
regarding the innovation in the financial market as it will lead to a better financial decision
hence positively affect the investment and growth. Indeed, the consumer protection and
financial literacy are vital pillars to ensure a sound and stable financial system (Lukonga,
2015), which brings us to the realization that there is pressing need for Islamic financial
literacy.
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Literature Review

Being literate is highly emphasized in Islam, even the first word revealed by God in the Quran
is Igra’ (96:1) which means read, learn and understand. Being literate enable people to
differentiate between the right and wrong and lead to guided decisions. The standard
definition of literacy as developed by Literacy Definition Committee refers to the using of
printed and written information to function in society, to achieve one’s goals and develop
one’s knowledge and potential (Kirsch et al, 2001). The idea of literacy has been expanded to
the various studies of particular skill sets including financial literacy in which it relates to the
ability to understand and apply the financial knowledge. Financial literacy as conceptualized
by Huston (2009) to have two dimensions namely understanding (financial knowledge) and
use (financial application). (Figure 1).

APPLICATION DIMENSION
Ability and confidence to
effectively apply or use
knowledge related -
to personal finance -
concepts and products. =
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- = KNOWLEDGE DIMENSION
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&g specifically related to essential personal finance concepts and products

Figure 1: Concept of Financial Literacy by Huston (2009)

The literatures on Islamic financial literacy are scarce. The only definition of Islamic
financial literacy is highlighted by Abdullah and Anderson (2015) which built on Huston’s
(2010) definition of financial knowledge stating that Islamic financial literacy means “the
knowledge gained through education and/or specific experience relating to important
concepts and products of Islamic finance”. Due to the novelty of this definition, at present
there is no universally accepted meaning of Islamic financial literacy (Abdullah and Chong,
2014).

Several studies have been conducted pertaining to financial literacy. Some standard
measurements of financial literacy have been established, various studies concerning on
specific target groups have been conducted and most importantly the definition of financial
literacy itself has been discussed thoroughly. However, very few researches conducted in
respect of Islamic financial literacy and its coverage. The measurement of Islamic financial
literacy needs to be strictly adhered to Islamic principles. According to Huston (2010), the
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content areas of financial literacy which mostly used by previous researchers are (1) basic
concepts of money, (2) borrowing concepts, (3) protection concepts and (4) saving or
investment concepts. Therefore, these four features will be focused in this study.

Basic concept of money in Islam

Money is the property held by man as vicegerent of God. It should be used wisely as
determined by its ultimate owner, as guided by Shariah. In contrast to the core principle of
conventional finance which is time has value, in which time affects the value of financial
transactions, Islamic finance however prohibits interest. Personal financing products for
instance forbid the borrowers to pay more than the original borrowing. Paying the interest to
compensate the lender for the time during which they use the funds is totally condemned in
Islam as lending money must solely for the purpose of helping, not for profits (Alhabshi, 2012).
Money in Islam performs social role and should be invested to promote socio-economic
justice for the benefit of ummah (community as a whole). Paying or receiving interest is
prohibited as clearly stated in many verses the Quran.

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

“And whatever you give for interest to increase within the wealth of people will not increase
with Allah. But what you give in zakah, desiring the countenance of Allah, those are the
multipliers.” (30:39)

In contrast to conventional finance which gives the rise to more money through fixed
interest payments, lending money to someone else or simply by putting it in a bank, Islamic
finance considers many other important elements. The human effort, initiative and risk
involved in a productive venture are equally important as the money used to finance it (Ismail,
2010). Therefore, money should be considered as potential capital rather than capital. Money
becomes capital only when it is invested in business.

Islamic banking products and principles

Modern banking is based on the concept of time value of money. This concept is applied in
the increments in the amount deposited by the bank’s customers, as well as the increment
on loan to be paid by the borrowers. Siddigi (2004) concluded that unanimous opinion of
Muslim scholars throughout history that any excess charge on loan is riba, including interest
charge on loan by the banks. Islamic finance however does not reject the monetary valuation
of time. For instance, the increase in loan for the price of commodity in any sale contract to
be paid at a future date is not prohibited (Ahmad and Hassan, n.d). However, any financial
transaction must be free from making time value of money as an element of lending where it
is claimed as a predetermined value. Islam highly encourage loan or financing to be given as
it would fulfill one’s need, but not for the purpose of making profit by the lender. The
intention behind providing loans is only for helping the needy (Alhabshi, 2012).

As a replacement, Islamic banks introduce several interest free products and services to
accommodate the banking and financing needs especially for Muslim customers. Islamic
banks may use the several Shariah-compliants contracts for deposit products such as Wadiah
(safekeeping), Mudharabah (profit sharing), Tawarrug (commodity murabahah) and Qard
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(interest free loan). Meanwhile, Shariah-compliant contracts applied for financing products
includes Murabahah (markup sale), Mudharabah (profit sharing), Musyarakah (partnership),
Al-ljarah Thumma Al- Bai (hire purchase), Bai Bithaman Ajil (deferred payment sale) and
Musyarakah Mutanagisah (declining partnership) (Razak, 2012). Although Islamic banks offer
several highly competitive products as the conventional banks’, but the understanding of
customers towards those products are still low (Mahamad and Tahir, 2010), while certain
people perceive Islamic banking products as similar to the conventional counterpart
(Abdullah and Rahman, 2007). Even though Islamic banking terminologies are widely and
easily accessible through various mediums, apparently bank customers are not attempting to
understand them better (Hamid and Nordin, 2001; and Rammal and Zurbruegg, 2006). Many
Islamic financial products are still alien to some people due to the degree of information
earned varying from one to the other, different understanding regarding Islamic banking
operations as well as the perception towards Islamic banking concepts such as the
assumptions that these products might not be Shariah-compliant or similar to the
conventional products (Buchari, Rafigi and Al Qassab, 2015). For that reasons, it is important
to study how far Muslim customers really acknowledge and understand the products and
services offered by Islamic banks.

Takaful

Takaful which derived from Arabic word “kafala” means to mutually guarantee. It is based on
mutual intention to protect one another against financial mishap. Takaful is a protection
scheme which based on the concept of mutual assistance to provide a financial security to
the participants if any one of them faces any unexpected risk (Alhabshi, 2012). The related
Islamic concept applied in this scheme includes tabarru’ (donation), ta’awun (cooperation)
with the sense of brotherhood. This is possible if the members of the group feel for
themselves as much as the feel for the others. Indeed, the feeling of responsibility towards
each other is being reinforced by the Islamic teachings as stated in the Quran.

“And cooperate in righteousness and piety, but do not cooperate in sin and aggression.” (5:3)

Essentially, Takaful is a cooperative insurance where members are those who face the
same risk or danger of incurring losses and who willingly contribute certain amount of money
which knowingly will be used to compensate those members of the group who incur such
losses. As the conventional insurance against certain Shariah principle for instance, the
presence of the element of chance taken by the company, element of maisir (gambling) that
arise out of the chance and riba (usury) that is present in the form of return from investment
(Alhabshi, 2012), hence Islamic insurance or Takaful is needed. Of course it is because the
insurance or Takaful is necessity and beneficial to the community.

Shariah-Compliant Investment

There are many types of investments vehicles including placing money in saving accounts,
stocks, bonds and derivatives. However, for Muslims investors, there are several guidelines
that must be adhered on order to earn profit as well as to achieve al-falah. Islamic investment
must be free from element of riba (interest), maysir (gambling), gharar (ambiguity) and
operations based on selling of prohibited products (ISRA, 2016). Pertaining to these principles,
Usmani (1998) outlined three conditions to deal with equity shares. The first condition is
Muslims are only allowed to invest in Shariah-compliant business companies. It means,
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investing in companies whose main business is involving interest such as conventional banks
or insurance companies, or companies producing non halal products such as liquor or pork,
or companies involving in gambling and pornography activities is prohibited in Islam. This
prohibition covers all facets of such activities including all involved in the supply chain. The
next condition is when the main business of the company complies with Shariah, but certain
income of the company comes from interest-bearing account and included in the net income
of the company. Pertaining to this issue, the fraction of interest income which included in
dividends paid to the shareholders has to be given away and not retain by the Muslim
investor. This process is called as dividend clearing and also be applied when selling the stocks.
The last condition refers to non-liquid assets that must be retained in the company in which
some scholars argue that the ratio on non-liquid assets must be at least 51 per cent.

In addition, Shariah-compliant investment means to be free of the elements of Gharar
(uncertainty), which is regarded as gambling. The prohibition of gharar is founded on the rule
of justice and fair dealings which is applied to speculative investments including trading in
stock and futures markets. Moreover, investing in the company stocks that involve excessive
risk is also questioned. Muslims are also only allowed to invest in ordinary shares since the
preference shares are prohibited due to a predetermined rate of return offered to the
investors, which would be considered as riba (interest) (Hassan and Zaher, 2001).

The proposed items for measurement of Islamic financial literacy are as follow;

Islamic Banking

Islamic Financial Literacy

Takaful

Shariah-compliant Investment

Figure 2: Proposed Measurement Items of Islamic Financial Literacy

Method

Research Design

In this paper, an exploratory research is going to be conducted because limited existing
research works are available in the area of Islamic financial literacy and a literature review
will be conducted to better explain the research area.

There are various methods of measuring financial literacy. Previous studies on
financial literacy mostly covers the aspects of investment concepts (69%), basic concepts of
money (63%), borrowing concepts (52%) and financial protection concept or insurance which
is 33% (Huston, 2010). In this study, researcher decides to focus on these areas by adhering
to the Shariah compliance principles. Therefore, the items for measurement of Islamic
financial literacy developed in this study focus on four aspects namely money basics, Islamic
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banking products, Takaful and Islamic investment. As these measurement items need to be
tested, Churchill (1979) structured framework has been applied by following the steps below:

[ Specify domain of | I Literature search
" construct ]
, A
—* Generate sample
L ftems J Literature search
A0 . Focus group
Collect data
L
Purify measure g;:gcﬁ;i%a
2
Collect data
N _
_— Coefficient alpha
Access reliability Split-half reliability
L
_— Multitrait multimethod matnx
Access Validity Criterion validity
2 o
Average and other statistics
Develop norms summarizing distribution of scores

Proposed Measurement for Islamic Financial Literacy

As this study focuses on the four areas which are mostly covered by previous researchers,
several related questions have been designed and tailored to the Islamic finance perspective.
The summary of the items and questions developed depicted in Table 1.

Table 1
Islamic Financial Literacy Question Items

True False | Not
Sure

Money Basics

1. | Any excess or interest charge on loan is “riba”.

2. | Paying or receiving interest is prohibited in Islam.

3. | Lending money must be for the purpose of helping, not for
the profit.

4. | Money can only be generated through lawful trade and
investment where parties share the risks and rewards.

5. | Money is not a commodity but a medium of exchange.

6. Human effort, initiative and risks must be considered to earn
profit.

562



INTERNATIONAL JOURNAL OF ACADEMIC RESEARCH IN BUSINESS AND SOCIAL SCIENCES

Vol. 8, No. 12, 2018, E-ISSN: 2222-6990 © 2018

Islamic Banking

7. | Islamic banks eliminate the element of riba (interest).
8. | The income of Islamic banks comes from profit and rent.
9. | Islamic bank only finance Shariah complaint business/goods.

10. | The basic principle of Islamic banking is “risk-sharing”.

11. | Islamic banks in Malaysia are governed by Bank Negara
Malaysia and Shariah Committee.

12. | Financing arrangement of Islamic banks are based on profit
sharing, trading, agency and services.

Islamic Investment

13. | Guaranteed return in investment is contradicted to Shariah

principle.

14. | Shariah allows the element of gharar (uncertainty) in
investment.

15. | Shariah prohibits the element of maysir (gambling) in
investment.

16. | Shariah Advisory Council under Securities Commission
responsible to monitor and approved the Shariah-compliant
investments products

17. | Mudharabah is an example of Shariah-compliant investment
contract.

Takaful

18. | Takaful contract is based and the principle of tabarru’ which
is “donation”.

19. | In Takaful, the participants guarantee each other.

20. | Takaful consist the element of gharar (uncertainty) just as
applied in conventional insurance.

21. | Takaful contract is based on the contract of sale.

22. | There is no insurer-insured relationship between Takaful
operator and participants.

A set of questionnaire will be distributed to the respondents to evaluate the level of
Islamic financial literacy among them. 1 point will be given for the correct answer, while 0
point for wrong answer in which the total point will be sum up to compute the total score.
The score will then be graded to determine whether the level of Islamic financial literacy
among respondents is low, medium or high.

Conclusion

Financial literacy is one of the central concerns as it is about individual’s understanding on
personal finance, which leads to wise financial decisions. Islamic finance which governs by the
Shariah (Islamic law) determines the ways of conducting all the financial transactions
including buying and selling, spending, saving, borrowing as well as investment and financial
protection. It is assumes that when a person is literate on Islamic finance, they will behave in
accordance to Shariah and prudently in spending. This paper proposes four important areas
for measurement of Islamic financial literacy namely money basics, Islamic banking, Takaful
and Shariah-compliant investments. The proposed measurement for Islamic Financial Literacy
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is likely to be useful in order to understand the level of literacy among consumers. Islamic
finance is regarded as the remedy that cures people from the financial illness as there are
such clear guidelines regarding individuals’ financial affairs, revealed by the God - the creator.
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