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ABSTRACT

The rising awareness of Islamic values has taken shariah
compliance notably into another phase of expansion in Islamic
finance. One of the critical aspects in shariah compliance is
screening process. Past research only outlined the screening
process in general thus, screening for shariah compliance is
lacking of details in the literature. This study would therefore
examine the matter. The study adopts qualitative approach
using expert interviews to highlight the technicalities in the
screening process. The interviews outcome explains the process
involved and is confirmed with the outline found from the
literature. The characteristics of negative screening from the
literature are also surveyed. The outcomes of the study will
serve as groundwork for knowledge management as well
as data analytics in Islamic finance. Once the processes and
characteristics are understandable, the key points can be
structured hence; it can be modeled and expanded to other
area.
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1. Introduction

Shariah compliant investing has gained its own audience in recent
years. The growth in Muslim population together with increasing
level of awareness towards Islamic value is probably one of the reasons.
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Latest figure of Muslim population is 2.18 billion as in 2014 (www.
muslimpopulation.com) with growth rate of 1.84%. The demand
for Islamic indices, which adhere to the Islamic law, has increased the
interest for Islamic investment solution, which led to screening for
shariah compliance. Shariah screening (Adam & Bakar, 2014; Derigs
& Marzban, 2008; Khatkhatay & Nisar, 2007; Zainudin, Miskam, &
Sulaiman, n.d.) was introduced in Islamic capital market to examine
the existence of any prohibited elements in stocks and securities which
are unacceptable under shariah law. Such stocks will be eliminated from
the list of Shariah compliant stocks that Muslims can invest in. Since
business is expanding and many new things come up, the compliance
status of companies need to be reviewed from time to time to ensure
that their activities comply with the shariah. In this context, Securities
Commission of Malaysia (SCM) issues an updated listing twice a year.
The screening process is carried out to check the presence of prohibited
elements such as riba (usury), maysir (gambling), gharar (excessive
uncertainties), haram (such as alcohol and pork related) and others in
the companies’ core business.

This study aimed to uncover the screening and testing process
for shariah compliant companies. In specific, the study would like to
investigate how the SCM carried out the screening process and what
criteria are they using in the screening. Interviews were conducted with
the experts of Securities Commission of Malaysia.

2. Literature Review

The issue of shariah screening started to gain interest way back in 2011.
Then, sources of literatures on the topic were mainly in the forms of
newsletters and short articles. Five years later, there was a notable increase
in the articles written on the topic. Many were gaining more interest in
searching and researching, investing into the matter thoroughly out of
curiosity. It is in fact an indication that Islamic finance has gained more
attention from many parties.

Islamic finance is a financial system that operates according to
Islamic law. It consists of Islamic capital market, Islamic banking
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and Islamic insurance (takaful). These components held the same
responsibility of examining their products for shariah compliant. This
study will only discuss the shariah screening for stock and securities.
Before delving into the issue of screening, the relationship between
Islamic finance and shariah compliant is discussed.

2.1  Shariah Compliant in Islamic Finance

Shariah law is rooted from the Quran and the Hadith. Compliance is a
state of being in accordance with established guidelines or specifications.
Therefore, shariah compliant is the state of being in accordance to
shariah law. As of today, we cannot find any stock that is fully shariah
compliant as businesses in the country are owned by Muslims and
non-Muslims (Khatkhatay & Nisar, 2007). Therefore, certain bench
markings are introduced to accommodate the non-halal portions of the
sources and activities. In addition, shariah compliant is not only about
compliant stocks (Osmadi & Zainuddin, 2016; Rahman, 2015), but
it also cover other elements such as financial reporting (Che Azmi &
Hanifa, 2015) and auditing (Kasim, Mohamad Ibrahim, & Sulaiman,
2009).

A critical review on Shariah investment screening criteria can be
found in Abdul Rahman, Yahya, & Mohd Nasir (2010); Donia &
Marzban (2009) and Mahfooz & Ahmed (2014). Screening can be
defined as examining or testing something to find out if they are suitable
for a particular standard or criteria. Shariah screening is conducted to
eliminate stocks which are unacceptable for investments i.e. which
involved in prohibited elements. Examples of shariah screening
framework are given by IdealRatings (idealratings.com) and Amiri
Capital (amiricapital.com).

2.2 The Process

Screening process involves two main activities: qualitative screening
and quantitative screening. Qualitative screening looks at the core
business of the companies. They should adhere to Islamic principles not
to involve with producing or selling impermissible product or services
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such as tobacco, casino games and pork-related product (Mahfooz &
Ahmed, 2014). Qualitative screening can be carried out using positive
screening or negative screening (Obaidullah, 2005; Sefiani, 2009).
Positive screening looks for companies that engage with activities to
provide basic necessities to the society. On the other hand, negative
screening will screen the company’s involvement with prohibited
element. Quantitative screening criteria is in place to exclude companies
with excessive involvement with unpermitted income from e.g. interest-
based investment and conventional debt (Mahfooz & Ahmed, 2014).
Most of the literature outlined the characteristic but not the overall
process. The characteristic can be categorized into five broad categories
(Ho, 2015): riba and gharar, non-halal products, gambling, immoral
and other impermissibles.

Ngadimon (2009) displayed the overall process flow of the
screening as depicted Fig. 1. The screening processes are carried out in
four different phases. First phase is carried out to gather information.
The next step is to go through shariah compliance review. Then, the
outcome will be compared with the shariah financial benchmark.
Finally, the result will be presented to SAC for approval.

3

«Information *Compare with Shariah

¢ Undertaking Shariah financial benchmark *Tabulate the results to the

extraction - " . h .
compliance review Shariah Advisory Council

Fig. 1. Shariah-compliant screening process

Steps 1 to 3 are conducted by a team of experts. Whatever findings
that they have will be presented to the Shariah Advisory Council for

certification.

3. Methodology

The first part of the study is to go through the literature to obtain both
the characteristics and the screening process. Comprehension on the
screening process will help us to design a suitable set of questions for
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the expert interviews. It also helps to post supporting questions during
the interview session.

Qualitative approach is employed to achieve the objective of
the study where expert interview with the person in charge with the
screening process is conducted. An expert in the matter is the person
who is responsible for the development, implementation or control of
solutions or policies, such person who has authorization to information
about decision processes (Meuser & Nagel, 2009). They have high degree
of skill and knowledge in the industry due to long time experience and
status, power to act and decision-making opportunities based on these

skills and knowledge (Belting, 2008).

Expert interview is a quick way to obtain specific information
(Belting, 2008). It offer researchers an effective means of quickly
obtaining results and, indeed, of quickly obtaining good results
(Bogner, Littig, & Menz, 2009). It also has high insight in aggregated
and/or specific knowledge. In this study, expert interview is conducted
because such processes and information are difficult to be explored by
other methods (Audenhove, 2007; Bogner et al., 2009). Even if they
may be available in literature, the resources are insufficient, such as only
discussing on general guideline, do not expose the actual implementation
which may subject to private and confidential (Bogner et al., 2009).
This study will discuss the processes with the confidentiality in mind.

The flow of the interview process is given in Fig. 2. The potential
respondent(s) was first identified. Appointment is made upon
confirmation of their availability to be the respondents. The interview
took place at the respondents’ workplace and it took about one hour
per interview to complete. The next process is to transcribe the data
that has been obtained before analysis could be made. The finding is
presented in the following section.

A semi-structured interview was carried out with the personnel
at Securities Commission with the aim to investigate the specific task
used to do screening for Shariah compliance. Additional questions were
added to the session wherever necessary.
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Fig. 2. The interview processes

4. Results and Discussions

Screening is indeed a tedious process (Popotte, 2010; Sefiani, 2009)
and of course getting the correct information is crucial. The following
subsections discuss the findings from the literature survey and the
expert interview.

4.1  The Characteristics of Negative Screening

The characteristics of negative screening are summarized in Fig. 3.
Generally, the characteristics are divided into five broad categories
namely gambling, non-halal product, riba and gharar, immoral and
others (Abdul Rahman et al., 2010; Derigs & Marzban, 2008; Ho,
2015; Sengupta, 2012). Literally, riba means an increase or addition. In
Islamic banking, riba refers to interest charged on loan and the penalty
for any late payments. Gharar on the other hand is uncertainty which
may happen when details concerning the conditions of contract are
unknown in financial products. Gambling or maysir can be defined
as games of chance, while immoral activities mostly concerns with
entertainment.
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Figure 3: Negative Shariah Screening Characteristics

The negative screening characteristics as displayed in figure 3 might
give informative keywords for the review team to make screening.
However, no visible attempt was found so far on how to structure
the knowledge of shariah compliance to be used in apps, thus give a
solid background for data analytics. Much of the data and information
available online are duplicates and redundant, which need to be
transformed into meaningful data. By having structured data in place, it
may help the data scientist to further understand the Shariah compliant
characteristics since they do not have background knowledge in e.g. the
Islamic finance domain.

4.2  The Screening Activities

Screening for compliance is an on-going process as companies’ activities
are not static. They may experience product improvement, new
partnership, new market and many other activities that may increase
their profit. Therefore, their activities need to be monitored periodically
to ensure their compliant status. Furthermore, each company has
different entry into the compliant screening system. Therefore, each
has different dateline in submitting report for analytical purpose. The
busiest time at the office is before the announcement of the new updated
list that takes place every May and November each year.
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The outcomes of interview on screening process are summarized in
Table 1. The response from the interview indicated that the review team
follows the required steps in screening each company under review.
The main sources of information come from company’s prospectus
and annual report. If there is additional information required, they
may request such information directly from the company itself. This
is the advantage of serving as the authorities, which cannot be done by
ordinary Shariah consultant. The approval is subject to the guidelines
by SAC of Securities Commission. They have released a new benchmark
in 2013 which first take effect on November 2013 Shariah compliant
list. The revised screening methodology introduce financial ratios: cash
over total assets and debt total assets (Securities Commission Malaysia,
2013). Both ratios must be lower than 33%. The rationale of having the
ratios is intended to measure riba and riba-based elements.

Table 1. Summary of main questions and answers

NO. QUESTIONS RESPONSE
1. When is the screening process | Twice a year to produce the
carried out? new list of Shariah compliant
companies
2. How the screening It follows the steps as in Fig. 1
process is carried out? subject to guideline from the
government body
3. What are the sources of data? | Company prospectus, annual
report and special request to the
company
4. Who perform the screening | A team  under  Securities
process? Commission
5. Who  will approve the | Board of Shariah committee
screening output? known as Shariah Advisory

Council.
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Table 2. Refined screening process from expert

STEP | PROCESS ACTIVITIES CARRIED OUT
1. Information extraction Prospectus, annual report, special
request information

2. Undertaking Shariah | The core business is manually
compliance review screened towards prohibited element

3. Compare with Shariah | Involvement ~ with  prohibited
financial benchmark element income is checked

4. | Tabulate the results to the | The tabulated information is
SAC for final decision presented to the SAC. They will

approve the compliant status

Table 2 displays the refined screening process according to the
steps. As stated in Table 2, information was extracted from prospectus,
annual reports and special request to the respective company. One big
challenge awaits Securities Commission is information overflow as huge
amount of data are available on the web. They can no more rely solely
on the supplied data by the company but to open their data repository
e.g. social media to dig on. Certain information available in social media
may sometimes become a good reference in supports of data analysis.

5. Conclusion

Shariah compliant investment is one of the popular alternatives
in investment world. It opens its door for Muslims to gain wealth
without violating the Islamic rule. This study was carried out to
gain understanding on how the screening process is conducted. The
characteristics that may lead to non-compliant status are also examined.
Any involvement in activities such as producing non-halal products,
involvement in conventional banking and entertainment; may put
the company at risk of non — compliant status. The study managed to
gain a clearer picture on how the screening process is being carried out.
Although plenty of research articles had discussed the issue of screening,
further extension of the work is needed to analyse the data from the
scientific point of view. Hence, further study is necessary to look for the
possibility of modelling the process into modern technological apps.

89
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