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This report outlines the juristic precedence in determining proxies for the

Zakatable assets held in pension funds as well as the findings and the

recommendations for Muslim pension fund members in the United Kingdom for

calculating their Zakat liability. A four-month project in determining reasonable

proxies for the various types of pension funds was undertaken at National Zakat

Foundation Worldwide. Pension funds were categorised based on Shariah

compliance. Thereafter, the pensions were further categorised depending on

their asset allocations. The twenty most common pensions for each dominant

asset allocation were reviewed. The weighted average was determined for the

data sets. Our findings gave us the following results and recommendations: 

 

1. Ideally, Muslims who invest in defined contribution pension schemes should

review their fund’s factsheet. The precise Zakatable assets composition should be

determined to calculate the Zakat liability.  

 

2. If it is difficult for anyone to review their fund’s factsheet and discharge Zakat,

they may apply the following percentages as proxies for the probable Zakatable

assets composition for their type of fund. This will give a high degree of

assurance in discharging one’s Zakat liability on their pension fund:
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EXECUTIVE SUMMARY



All eligible Muslim workers are now auto enrolled into a pension scheme or have

actively opted out for whatever personal reason. Pensions are now inherent to

employment and work life. 

 

Put simply, a pension is savings for you to use upon retirement. What happens

between now and retirement with your savings is the key part. That is where it

gets a little technical. A pension fund is the vehicle used in the interim. A pension

fund is an investment product which invests your salary, tax relief and any

employer contributions into a portfolio of assets. 

 

There are different types of categorisations for pensions. We will consider the

most popular categorisation of pensions in terms of what determines the total

value of your pension. There are two types of pensions in this regard: defined

contribution and defined benefit.A defined contribution pension is the most

common type of pension. On retirement, the amount your defined contribution

pension is worth depends on how much money you’ve contributed and the

performance of your investments. Most modern workplace and personal

pensions are defined contribution pensions. Other types of pensions such as

AVCs (Additional Voluntary Contributions), SIPPs (Self-Invested Personal Pension)

and SSAS (Small Self-Administered Scheme) are all types of defined contribution

schemes. 

 

Defined benefit pensions – also known as final salary schemes – promise to pay a

retirement income based on a percentage of your salary. What you receive

depends on how long you spent working for your employer, and how much you

were earning at the time you gave up work. Outside of the public sector, this type

of pensions is pretty rare nowadays. 

 

Our view is that Zakat is only due on defined contribution schemes if invested in

Zakatable assets. The reason being is that the pension member has a beneficial

interest in the underlying assets of the pension fund and he/she assumes the

investment risk. The fact that one cannot drawdown on their pension savings

immediately until the age of 55 is immaterial; the entire concept of this

investment is to save for retirement. 
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INTRODUCTION



From a Fiqh perspective, contributing a percentage of one’s salary instead of

receiving one’s salary immediately, whereby you assume the investment risk and

have some ability to make investment decisions, qualifies a defined contribution

scheme as Zakatable
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ZAKAT ON PENSIONS

JURISTIC  PRECEDENCE FOR A
PROXY 
The AAOIFI Sharia Standard No.35 on Zakat sets a precedent on using proxies for

investments. Although the standard is explicit on shares, it can equally apply to

pensions due to the nature of the juristic reasoning. The article 4/2/4 states: 

 

“If it is possible to know through the company what is the exact amount of

Zakatable assets (cash, articles of trade and repayable debts) per share, Zakat

can be levied on that amount, otherwise Zakat is to be levied on the portion of

zakatable assets per share, which has to be reached through estimation.”  (AAOIFI

2015) 

 

The proxy is an estimation. In Islamic law, finding a proxy and estimation to make

matters easier for people is supported in classical Islamic law. One such example

is the legal case regarding the impact of impure substances on small and large

bodies of water. What is interesting about this legal case is that it is regarding

ritual purity and impurity – the foundation of all worship. A legal principle among

many jurists is that legal amounts and rates are based on revelation, and if

revelation is silent, the judgement is left to the onlooker to apply his discretion.

However, the Hanafi jurists suggested a specific amount to determine a large

body of water based on experience to make it easy for people. The detail of the

legal case is as follows:

 The position famously narrated from Imam Abu Hanifa is that a large body of

water is what the onlooker considers a large body of water. The onlooker uses his

own judgment to determine whether filth affecting one side would affect the

other. If he believes it will not, it is considered a large body of water [Tumurtashi,

Tanwir al-Absar]. 

 



It is also said that Imam Muhammad went back on his original position and

adopted the position of Imam Abu Hanifa. [Haskafi, Durr al-Mukhtar]. 

 

This is based on a key principle of Imam Abu Hanifa that legal estimations are to

be based on revelation and if revelation has not stipulated anything then

estimations are consigned to the judgment of the onlooker. [Ibn Humam, Fath al-

Qadir; Ibn `Abidin, Hashiya] Despite the above, most later authorities of the

school stipulated that a large body of water is one that is more than 25 square

meters in surface area. This position was chosen by the likes of Imam Mawsili in

his Ikhtiyar, Sadr al-Shari`ah in his Sharh al-Wiqayah, Imam Marghinani in the

Hidayah, and Qadhi Khan in his Fatawa. This is also the original position ascribed

to Imam Muhammad. [Ibn `Abidin, Hashiya]

 

The reason behind stipulating this was to make things easier on the laity and not

burden them with the task of making such judgments. The scholars understood

that leaving the matter to the laity could cause them hardship, misgivings and

doubts. [Ibn `Abidin, Hashiya]

 

Finally, it should be noted that this estimation was not randomly selected but

follows from the original position of Imam Abu Hanifa. The scholars based their

estimation on experience to determine what surface area is generally required to

prevent filth from spreading to the other side of a body of water when originally

affecting only one side. [Mawsili, Ikhtiyar]
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RESEARCH METHODOLOGY
Initially, the pensions were grouped into two broad categories: Shariah compliant

and other. This grouping was done to encourage Muslim pension members to

consider the Shariah compliance of their pensions. Thereafter, the ‘other’ category

was categorised in terms of common asset allocation. Most pensions can fall

within one of the following asset categorisations:

1.    Direct Property Fund

2.    Equity Funds

3.    Mixed Asset Funds

4.    Bonds/Gilts/Fixed Interest Funds



To establish the proxies, the top 20 most common pension funds were analysed

for each. The data was accessed via the UK’s most comprehensive sources of

online investment data, news and research such as Trustnet, Financial Times and

Morningstar. We then listed the breakdown of all assets of each pension fund in a

spreadsheet. We used a weighted average in determining the average assets per

pension fund category as this would provide a more accurate representation of

size and value of the different assets in the data set. The below figure is an

example of the data collected:

 

Upon analysing the data and working out the weighted averages for each data set,

the following results were established:

1. Shariah Funds:                                       26%

2. Direct Property Fund:                            15%

3. Equity Funds:                                         27%

4. Mixed Asset Funds:                                50%

5. Bonds/Gilts/Fixed Interest Funds:        100%

 

The above percentages serve as reasonable proxies for Zakat liability on the

different pension funds. From a Fiqh perspective, adopting such proxies is

supported by the juristic maxim: “The preponderant assumption is in the ruling of

certainty”In conclusion, due to the technicalities and difficulties in calculating

Zakat on pension funds, a person may use the above proxies for their Zakat fund

to discharge their liability.
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FINDINGS



Although this report is about the Zakat liability, it is equally important to

highlight that many pensions are not Shariah compliant. Whilst direct property

funds have a low non-Shariah compliance risk, conventional equity funds, mixed-

asset funds have a high non-Shariah compliance risk. Interest funds, gilt funds,

bond funds and fixed income funds are not Shariah compliant. Thus, Muslims are

encouraged to seek Shariah compliant pensions to ensure lawful savings and

earnings.

Assets behave differently; each asset has unique characteristics and reacts

differently to factors such as world events, politics, economics and interest rate

moves. Some are more volatile – their value rises and falls to a greater extent –

than others. As a result, asset classes have different levels of risk and potential

returns. Each asset has a unique risk/return profile. Investment managers like to

diversify a portfolio to bring low or negative correlation between the assets. Low

or negative correlation allows for overall growth and flexibility of the fund to

weather market conditions impacting certain asset classes. Conventional pension

fund portfolios are generally composed of the following asset classes: 

 

1. Equity

 

Equity is a share in the ownership of a publicly quoted company. Equity can

receive capital growth through increases in the share price, and it can receive

income in the form of dividends. Equity funds generally invest across a range of

various countries, regions, industries and investment styles as a way of

diversifying or spreading risk. Equity is usually higher risk and thus potentially

higher returns.    From a Shariah compliance perspective, equity must pass

Shariah screening tests before it can be a viable investment. These tests include

reviewing the core business activity of the company and assessing the financials of

the company to ensure it falls within the acceptable thresholds of Shariah

screening tests.
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SHARIAH COMPLIANCE OF A
PENSION FUND

SHARIAH REVIEW OF PORTFOLIO
ASSET COMPOSITIONS



2. Bonds

 

A bond or fixed interest security is an instrument of debt issued by a company or

government that is repayable after more than one year. Examples of bonds

include gilt-edge bonds, corporate bonds and debentures. Whereas owners of

equity have the right to a company’s assets, bondholders are effectively lending a

company money and so own its debt.  Bondholders are paid coupons. Bonds are

associated with low risk and low returns.  Bonds issued by the UK government

are known as ‘gilts’ which have a lower risk of default and lower yields than

corporate bonds which are issued by companies.Bonds are non-Shariah

compliant investments which involve lending at a cost, which is Riba. 

 

3. Cash

 

Cash funds invest in physical currency, bank accounts, savings accounts, money

market funds, cash ISAs and cash deposits. A typical cash investment would be in

a bank account, with a rate of interest. These are considered safe investments

and offer very low interest. From a risk perspective, cash does not pose a capital

risk, and is very liquid and therefore easily accessible. However, they are

susceptible to inflation and therefore provides limited growth in real terms[ii].

Savings accounts, cash ISAs, money market funds are all non-Shariah compliant

investments. Such investments accrue interest on the capital and again classify

as Riba investments. 

 

4.    Property 

 

Investment in property can be direct or indirect. Direct property investment

refers to investing in brick and mortar directly. Indirect property investment

refers to investment in the equity of companies which own, manage or develop

property. Most of the UK’s largest property companies have become what’s

known as a REIT since they were launched in this country in 2007. To become a

REIT, at least 75% of a company’s profits must come from property rental, and

75% of its assets must be involved in property rental. REITs also have to pay out

90% of their property rental income to their shareholders as dividends.Property

in the investment world generally refers to commercial property, which is

property used for business. 
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There are three types of commercial property: 

1.    Retail property – shops, shopping centres and retail parks

2.    Office property – Offices and business parks

3.    Industrial property – industrial estates, warehouses and factories

 

According the AAOIFI Sharia Standard 9 on Ijarah, the tenant’s services must be

Shariah-compliant for the lease and rental to be lawful. For example, a house or a

chattel may not be leased for the purpose of an impermissible act by the lessee,

such as leasing premises to be used as headquarters by an Institution dealing in

interest or to a shopkeeper for selling or storing prohibited goods, or leasing a

vehicle to transport prohibited merchandise. 

 

Some contemporary Hanafi jurists differ with the above – based on the view of

Imam Abu Hanifah – and are of the view that technically speaking, the tenant’s

services need not be Shariah-compliant for the rental to be lawful. They are of

the view that it is permissible to lease property to non-Muslims tenants who are

offering non-Shariah compliant services. They argue that the rental is in lieu of

the usufruct of the property, not the service delivered. Since the usufruct is

delivered to the tenant, rental becomes due irrespective of what they do.

Furthermore, the services are performed by the tenant, and the landlord is not

accountable for them. 

 

5.    Alternatives

 

‘Alternatives’ is a broad name to address non-traditional assets. They typically

include private equity, hedge funds and commodities. These asset classes are

growing in importance as they provide diversification benefits away from the

traditional asset classes of equities and bonds. Private equity involves an equity

investment in a potentially high-growth, unlisted companies which are generally

start-ups or in the early years of their lives. Hedge funds are funds which use

complex investment strategies such as holding short positions, employing

leverage and targeting absolute returns instead of a benchmark or index.

Commodities is any bulk good traded on an exchange. These commodities are

usually traded on the futures markets in derivative contracts. Private equity is

subject to Shariah screening tests. The core business activity and financial ratios

must be screened to ensure Shariah compliance.
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Conventional hedge funds deploy a number of investment strategies such as

long-short, distressed debt, direct lending, global macro, merger arbitrage and

many others, the majority of which are non-Shariah compliant. Commodity

trading are generally traded via futures contracts. The majority of Shariah

scholars are of the view that conventional Futures and Forward contracts are not

Shariah compliant. This was the resolution of the International Islamic Fiqh

Academy as well as the Islamic Fiqh Academy of Muslim World League. The

AAOIFI Standards explicitly state the non-compliance of such contracts. Forwards

and futures are prone to the Shariah prohibition of trading before possession. As

such, these contracts contain Gharar (gross uncertainty). Shariah scholars argue

that these contracts contain elements of Qimar in that they are zero-sum games.

A further non-compliance factor in futures and forwards is the existence of a

debt for debt trade where parties offset and close their positions before delivery

of the underlying assets. 

 

 

 

 

Since many of the asset classes above are non-Shariah compliant, a Shariah

compliant pension is generally invested in a smaller pool of assets which are

reviewed and certified as compliant by the respective Shariah boards. These

assets include: 

 

1.    Shariah compliant equity

 

Equity found in Shariah compliant portfolios are those which have passed the

Shariah screening tests. These equities can be from all regions across the world

and span a number of sectors. The common sectors include information

technology, health care, communications, industrials, energy and materials. 

 

2.    Property

 

Generally, investments in property take place through Shariah compliant REITs

which are referred to as Islamic REITs (I-REITs). Islamic REITs are collective

investment vehicles that pool money from many investors to buy, manage and

sell commercial properties. 
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SHARIAH COMPLIANT
PORTFOLIO COMPOSITIONS



 

The main difference between I-REITs and conventional REITs lies in the fact that I-

REITs must only include Shariah compliant activities. The other main differences

are that an I-REIT has a Shariah board, the tenants must be delivering Shariah

compliant services, Takaful is the default form of insurance for such investments

when available and the financing of such REITs must be done using Shariah

compliant products.

 

3.    Sukuk

 

The AAOIFI Shariah Standard No.21 proposes an alternative to bonds by

stating:“The Shari’ah substitute for bonds is investment Sukuk.” The overall risk

profile and economic return for a Sukuk investor has some similarities albeit

differences to a conventional bond where the bondholder is a debtor of the

issuer. 

 

AAOIFI defines Sukuk as being: “Certificates of equal value representing

undivided shares in the ownership of tangible assets, usufructs and services or

(in the ownership of) the assets of particular projects or special investment

activities.” Unlike a conventional bond (secured or unsecured), which represents

the debt obligation of the issuer, a Sukuk technically represents an interest in an

underlying funding arrangement structured according to Shariah, entitling the

holder to a proportionate share of the returns generated by such arrangement

and, at a defined future date, the return of the capital. 

 

Sukuk is a financial instrument that shares characteristics with bond and stock

which are issued to finance trade or the production of tangible assets. Similar to

a bond, Sukuk has a maturity date and in some of them the holder will receive a

regular income over the period and a final payment at the maturity date. While

the conventional bonds price is determined only by the creditworthiness of the

issuer, Sukuk price is determined by the creditworthiness of the issuer and the

value of the asset. Although Sukuk is also similar to stocks in the sense that it

represents ownership and no guarantee of a fixed return (at least theoretically

and in the standard model of Sukuk) but stocks have no maturity date. Sukuk

also have to relate to a specific asset, project or service. 

 

.
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Among the benefits of Sukuk are that most Sukuk are a tradable capital market

product providing medium to long-term fixed or variable rates of return. It is

assessed and rated by international rating agencies, which investors use as a

guideline to assess risk/return parameters of a Sukuk issue. It has regular

periodic income streams during the investment period with easy and efficient

settlement and a possibility of capital appreciation of the Sukuk. Finally, most

Sukuk are liquid instruments and tradable in secondary market.

 

4.    Shariah compliant savings accounts

 

Cash investments are made into Shariah compliant savings accounts which use a

typical Wakalah bil Istithmar (investment agency) or Mudharabah structure to

invest the funds. Commodity Murabahah is also used in the money market for

liquidity management.
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