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ABSTRACT

Social Impact Bond (SIB) is a financial instrument used by socially motivated investors
to fund programmes that aim to improve social outcomes, the returns of which are
dependent on the impact achieved. The SIB model is seen as a suitable means (wasa il)
to address the issue of maqgasid al-Shari'ah discourse Islamic finance, as well as the
issues of social service inefficiency and financial constraints. The potential of SIB has
created a global interest, but its development in Malaysia is still nascent. This study
explores the potential development of Shari’ah-compliant Social Impact Bonds (SC
SIBs) in Malaysia from the perspectives of stakeholders. It focuses on four research
objectives: Firstly, it investigates stakeholders’ perception of SIBs, conventional bonds
(CBs), and SRI sukuk; secondly it investigates the factors influencing stakeholders’
intention to invest in SC SIBs; Thirdly, it identifies the critical success factors (CSFs)
and their order of importance; and finally, it identifies the priority social areas for SC
SIB implementation in Malaysia. Through a survey, the views of 260 (44% response
rate) Malaysian stakeholders (i.e. investors and financial developers) were gathered.
The data was analysed using descriptive statistics, non-parametric tests, multiple
regression analysis (MRA) and ranking techniques. The key findings indicate that
stakeholders’ general understanding of the salient features of SIBs is very low, as
compared to CBs and SRI sukuk. SIBs are also perceived to be significantly different
from CBs and SRI sukuk. A hypothesised MRA model based on the Extended Theory
of Planned Behaviour, extracted “attitude” as the most influential factor of stakeholders'
intention to invest, followed by “subjective norm” and “moral norm”, with a 67.1% of
the variance explained. However, “perceived behavioural control” was found to be
statistically insignificant. Results of the tests suggest that these factors exercised a
bigger influence on developers than investors. In terms of the critical success factors,
the top five are “good governance framework”, “fulfilment of ethical standards”,
“transparent procurement process”, “well-defined scope”, and “viable feasibility
study”, while the bottom three CSFs are the “existing social programmes adopted”,
“SIB guarantors”, and political will. These important factors must be considered in SC
SIB development. Results of the tests showed that investors and developers differ in the
CSF ranking. The areas of “Education”, “healthcare”, and “children” were ranked as
the top three priority areas, while the least prioritised areas were ‘“‘socioeconomic
disparity” and “repeat offending”. This research finding is important as it indicates the
social areas that should be prioritised to ensure the viability and sustainability of SC
SIBs in Malaysia, while stakeholders' low understanding of SIBs implies that the
stakeholder engagement must be increased. As investors and developers differed in
opinion, different strategies must be utilised when engaging with different stakeholder
groups. Additionally, what stakeholders perceived to be the differences between SIBs
and CBs and SRI sukuk brings into question whether the existing frameworks of CB
and SRI sukuk are suitable for SC SIB implementation. Overall, the research discovered
that stakeholder interest in developing and investing in SC SIBs in Malaysia is
encouraging but many the challenges must be overcome for its realisation.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF STUDY

Social service programmes are integral to a nation. They provide care and welfare to
people through various types of assistance in areas such as healthcare, education, and
social security. Providing these social services is the executive responsibility of the
government as the caretaker of the people and the nation’s public funds. However,
growing public debt and economic hardship reduce the ability of the government to
continuously fund social services and cover all the social areas that need attention (Fox
& Albertson, 2012). There is also a growing acknowledgement that existing social
programmes, especially those that are funded by the government, are not being managed
well enough to reach their full potential (Liebman, 2011). As a result, Non-Government
Organisations (NGOs) and Non-Profit Organisations (NPOs) have come into the sector
to offer their services and fill the gaps which the public services have failed to address.
However, despite their efforts to help the public, the social services provided by NPOs
often do not have a stable long-term funding, and lack the ability and resources to scale
up their operations (Liebman, 2011).

NPOs that offer social services typically have substantial knowledge,
understanding and experience in the social issues that they address and engage in
(Department for Communities and Local Government, 2014; Goering et al., 2014;
Nahar & Aslam, 2016; Social Finance & The Young Foundation, 2012). Often, these
NPOs have innovative ideas that can potentially help solve the issues at hand. At times,

they may even outperform the government in providing the social services as they are



more targeted since they are established by people who are closer to the grassroots and
have genuine concerns about the issues at hand (Nahar & Aslam, 2016).

Yet, past experiences show that their ideas are often implemented at a small scale
or are held back due to limited funds and restricted experience on how to obtain
additional and stable funding (Liebman, 2011; Nathan et al., 2014; Patel, 2014).
Additionally, unnecessary bureaucracy and red tape results in a lot of time and energy
being expended on efforts to obtain government funding (Nahar & Aslam, 2016; Nathan
et al., 2014; Patel, 2014). Although some programmes run by NPOs do receive
monetary assistance from the government for their operations, most of the time the
funding-streams are not consistent in the long term, and the amount is usually not
enough for them to scale up their operations to cover more affected people (Liebman,
2011). This over-reliance on government funding also raises the question of NPOs
compromising their independence and objectives to pursue the goals dictated by the
government (Aslam et al., 2013).

Furthermore, in the current system, very few government-funded social service
programmes focus on the outcomes of the services provided. Rather, the focus has been
on the delivery of services which are usually limited to a very specific activity.
Outcomes of these programmes may not be rigorously assessed, thus allowing public
funds to be wasted for years on ineffective programmes that have no indication of
providing adequate impact (Liebman, 2011).

In response to these challenges inherent in current social services, new strategies
have been proposed to create avenues for partnership between the public sector and
private organisations in social service delivery and funding. These strategies look
towards social financing, evidence-based policymaking or “social-impact” financing in

the form of Payment by Results (PbR), as well as cross-sector collaborations in the form



of financing mechanisms such as Social Impact Bonds (SIBs) (Bohler, 2014; HM
Government, 2011; ICF GHK & BMG Research, 2013; Ministry of Foreign Affairs of
the Netherlands, 2013; NSW Government, 2013; Social Finance & Center for Global
Development, 2013). It is argued that mechanisms such as SIBs may lessen the
government’s financial burden as the initial funding of social programmes is provided
by the private sector (Liebman, 2011). SIBs could also solve the problem of the
government spending money on inefficient programmes as repayment is made only if a
programme is successful in achieving the impact or outcome targeted. Additionally,
SIBs take away a significant amount of the financial risk from the public sector, as both
the public and private sectors now share the overall risk.

Given the arguments on the significance of SIBs, it is not surprising to see an
increase in global interest in innovative social service programmes. According to the
“Social Impact Bond Tracker” by Finance For Good (2017), as of February 2017, there
are approximately 58 SIB programmes being implemented globally. Initial pilot SIBs
have shown results that may establish the effectiveness of the concepts of “payment by
results” and “social impact investing,” and thus SIB models, which promises its further
development around the world (Disley et al., 2011).

Additionally, over the past two decades there has been some significant
innovation in the financial markets related to social finance and social impact financial
tools (Mendell & Barbosa, 2013). For example, change in the strategies of responsible
investing has been progressive, shifting from negative screening to a positive screening
and a proactive processes that take into account environmental, social and governance
(ESG) factors considerations, as well as social impact considerations (Eurosif, 2016;
US SIF, 2016b). The “Socially Responsible Investment” concept, also referred to as

“Sustainable and Responsible Investment” (SRI) has been in existence for quite some



time but has only been gaining prominence over the past 25 years (US SIF, 2016a). SRI
and impact investing models, such as SIBs, are encouraging new approaches to financial
investments and considerations of the effect on the society. The positive appraisal of
SRI and SIB is also encouraging the formation of public private partnerships (PPP)
aimed at tackling social issues in ways that have not been attempted before. Some
countries and institutions have even introduced concepts such as Social Private
Partnerships framework (PricewaterhouseCoopers, 2009) and Social PPP (Agensi
Inovasi Malaysia, 2015) to further this agenda.

From the perspective of Islamic economics and finance, SRI shares similar
values as Islamic ethics in aspects such as social responsibility considerations and
ethical investing practices. The roots of SRI practices, argued to have stemmed from
Christian ethical beliefs, are also similar to the practices of Islamic economics borne
out of the philosophies of the Shari’ah - a set of Islamic laws and principles which
provides a gambit for responsible behaviour, ethics, and accountability (CIWM, 2015).
These shared values and practices are especially prominent with Shari’ah-compliant
investment practices in the market where Islamic investment screening criteria have
become a standard approach. The SRI concept is not alien to the philosophy underlying
Islamic economics and finance. In fact, it is in line with the maqasid al-Shari’ah
(objectives of Shari’ah) and maslahah (public good) - two fundamental concepts
embodying the philosophical foundation and raison d’etre of Islamic economics and
finance (Laldin & Furgani, 2013).

The Islamic finance industry has shown tremendous growth since the early 1970s
where it started progressively with institutions that merely managed hajj (Islamic
pilgrimage) funds, and has since developed comprehensively with Islamic banking,

Islamic capital market, and takaful segments. Assets of the industry are approximated



at USD?2 trillion as of 2015 (IFSB, 2016). However, despite the promising progress of
the Islamic finance industry, there are tensions between its theory and practice.
Although the industry has facilitated legitimate legally-compliant financial services, it
is argued that it has not fully fulfilled its maqasid al-Shari’ah through social
development and social impact (Mohammad & Shahwan, 2013). Among others, there
is a severe lack of innovative financial tools that can help fulfil these objectives, while
at the same time also obtaining the financial returns needed to ensure its sustainability
(Ng et al., 2015). This is also the case for the SRI sector where there are still vast areas
for exploration and implementation of financial tools that can bring impact on the
society. Although there is a shift from negative to positive screening approaches in
investing, there is still a lack of financial product development based on the positive
screening and social impact. While the demand for Islamic and SRI driven financial
products is high, there is not enough innovation to provide adequate supply of such
products. Innovative financial tools, such as SIB and SRI sukuk, gives an opportunity
for Islamic economics and finance to fulfil its objectives and value proposition, while
also providing growth opportunities and sustainability in the long run.

As a leading country in Islamic economics and finance, the discourse on SRI and
SIB is very relevant to Malaysia. SRI financing models or financial instruments like
SIBs may provide an opportunity to improve Malaysia’s social financing structure and
efficiency, while at the same time provide an avenue for further growth and innovation
in its Islamic finance industry. Thus, in this context, there is a need to explore an SIB
model that is Shari’ah-compliant and hence operational within the Islamic economics
and finance industry. Various factors may influence the development of Shari’ah-
compliant SIB (SC SIB), hence also the need for further research in this aspect to ensure

its feasibility and sustainability. Therefore, this study is an attempt to explore the



