
e ISBN 978-629-96482-9-1 

9 786299 648291



PUBLIC FINANCE
FROM

ISLAMIC PERSPECTIVE





EDITORS:
HASSANUDIN BIN MOHD THAS THAKER

SHARIFAH NABILAH SYED SALLEH 
JARITA DUASA 

MUHAMMAD IRWAN ARIFFIN

PUBLIC FINANCE
FROM

ISLAMIC PERSPECTIVE



First Print, 2025
©International Institute of Islamic Thought (IIIT)

All rights reserved. No part of this publication may be reproduced,
stored in a retrieval system, or transmitted, in any form or by any means, electronic,

mechanical, photocopying, recording, or otherwise,
without any prior written permission of the publishers.

Perpustakaan Negara Malaysia  Cataloguing-in-Publication Data

Hassanudin Bin Mohd Thas Thaker, Sharifah Nabilah Syed Salleh, Jarita Duasa, 
Muhammad Irwan Ari
Public Finance From Islamic Perspective
eISBN 978-629-96482-9-1
1. Finance & Investments.
2. Islam.
3. Business & Managements.
4. Academics.
I. Title.
297.272

Published in Malaysia by
International Institute of Islamic Thought

Level 4, KICT Building
International Islamic University Malaysia

53100 Kuala Lumpur Malaysia
Tel: +603-6421 2991 Em: admin@iiitesea.org



V

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

List of Figure

List of Table

CHAPTER 1

INTRODUCTION

1.1.What is Public Finance

1.2  Public Sector in Malaysia

1.3 Government Expenditure in Malaysia

1.4 Financing Government Expenditure in Malaysia

1.5 Market Failure and the Functions of Government

Review Questions

1.6 The Role of State from Islamic Perspective

Summary

Key Concepts

References

CHAPTER 2

EFFICIENCY, MARKET, GOVERNMENT AND EXTERNALITIES

2.0 Introduction

2.1 Positive and Normative Economics

2.1.1 Positive Economics

TABLE OF CONTENTS

XVII

XXII

1

2

4

7

11

16

17

17

20

21

23

25

26

26

26



VI

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

2.1.2 Normative Economics

2.2 Efficiency Criterion

2.3 Market, Prices and Efficiency Condition

2.3.1 When Does Market Interaction Fail to Achieve Efficiency?

2.3.2 Monopolistic Power

2.3.3 Taxes Causes Loss in Efficiency in Competitive Markets

2.4 Externalities and Market Failures

2.4.1. Negative Externalities

2.4.2 Positive Externalities

2.5 Equity versus Efficiency

2.5.1 Conflict Between Efficiency and Equity

2.5.2 Balancing Efficiency and Equity

2.5.3 Example of Efficiency vs. Equity: Progressive Income 
Taxation

2.6 Internalizing Externalities

2.6.1 Internalizing Negative Externality

2.6.2 Internalizing Positive Externality

2.7 Property Rights: Coase Theorem

2.7.1 Property Rights and Externalities

2.7.2 The Role of Property Rights in Addressing Externalities

2.7.3 Coase Theorem

27

28

34

36

39

40

44

44

45

47

48

49

50

52

52

57

63

63

64

64



VII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

2.7.4 Example of Coase Theorem: A Factory and a Fisherman

2.7.5 Pros and Cons of the Coase Theorem

2.8 Environmental Protection Policies

2.8.1 Environmental Protection Policies in Malaysia

2.8.2 Case Study 1: Malaysia’s National Automotive Policy 
(NAP) and Emission Standards

2.8.3 Case Study 2: Malaysia’s Bidding Mechanism for the 
Management of Industrial Effluent

2.9 Islamic Economics Perspective on Efficiency, Market, 
Government and Externality

2.9.1 Efficiency of Market in Islam

2.9.2 Market Failures in Islamic Economics

2.9.3 Role of Government in Islam

2.9.4 Externalities and Islamic Solutions

Key Concepts

Review Questions

Case study

References

CHAPTER 3

PUBLIC GOODS

3.0 Introduction

3.1 Characteristics of Public Goods

65

66

67

69

72

74

76

76

81

87

88

92

92

95

97

100

101

103



VIII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

3.1.1 Pure Public Goods versus Pure Private Goods

3.1.2 Hybrid Goods: Club Goods and Common Resources

3.1.3 Marginal Costs of Consuming and Producing a Pure Public 
Good	

3.2 Provision of Private Goods and Public Goods: Markets and 
Government

3.2.1 Congestible Public Goods, Externalities, and Provision

3.2.2 Price-Excludable Public Goods, Externalities, and Provision

3.3 The Demand for Pure Public Goods

3.4 Efficient Output of Pure Public Goods

3.4.1 Method of Efficiently Supplying Pure Public Goods: 
Voluntary Contributions and Cost Sharing

3.4.2 Lindahl Equilibrium

3.5 The Free Rider Problem

3.5.1 Mathematical Example of the Free Rider Problem

3.5.2 Approaches to Address the Free Rider Problem

3.6 Islamic Economics Perspective on Public Goods

3.6.1 Definition and Types of Public Goods in Islam

3.6.2 Provision of Public Goods in Islam and Its Challenges

3.6.3 Free Rider Problem in Provision of Public Good from 
Islamic Perspective

Summary

Key Concepts

104

105

107

108

109

112

120

123

126

131

134

136

138

143

143

144

146

149

150



IX

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

Review Questions

Case study

References

CHAPTER 4

PUBLIC CHOICE AND THE POLITICAL PROCESS

4.1 Supply of Public Goods through Political Institutions

4.1.1 Political Equilibrium and Public Choice

4.1.2 Rational Decision-Making and Graphical Analysis

4.1.3 Decision to Vote and Rational Ignorance

4.1.4 Determinants of Political Equilibrium

4.2 Political Equilibrium Model under Majority Rule

4.2.1 Determining Quantity Under Majority Rule

4.2.2 The Median Voter and Political Equilibrium

4.3 Uniqueness and Cycling Outcome under Majority Rule

4.3.1 Single-Peaked and Multiple-Peaked Preferences

4.3.2 Pair-Wise Elections and Cycling

4.3.3 The Role of Multiple-Peaked Preferences in Cycling

4.3.4 Marginal Benefit of Public Goods and Multiple-Peaked 
Preferences

4.4 The Political Process and Public Choice Mechanism

4.4.1 Classification of Collective Choice Rules

151

153

155

158

160

160

160

161

161

162

163

164

165

166

167

168

170

173

173



X

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

4.4.2 Costs and Benefits of Collective Action

4.4.3 Balancing Political Externalities and Transaction Costs

4.4.4 Factors Influencing Political Choice Mechanism

4.5 Political Parties and Political Equilibrium

4.5.1 Interplay Between the Median Voter, Political Parties, and 
Political Equilibrium

4.5.2 Nonvoting and Its Effect on Political Equilibrium

4.6 Logrolling and Special-Interest Groups

4.6.1 Logrolling Example

4.6.2 Effect of Intensity of Preferences on Logrolling

4.6.3 Logrolling and Efficiency

4.6.4 Special-Interest Groups and Their Role in Political 
Equilibrium

4.7 Bureaucracy and the Supply of Public Output

4.8 Islamic Economics Perspective on Public Choice and Political 
Process

4.8.1 Political Equilibrium Determination in an Islamic 
Economics Framework

4.8.2 Rational Person’s Most Preferred Outcome

4.8.3 Model of Political Equilibrium under Shura in Islamic 
Economics

Summary

Key Concepts

174

174

174

175

176

178

180

182

184

185

187

188

190

190

191

192

194

195



XI

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

Review Questions

References

CHAPTER 5

COST-BENEFIT ANALYSIS AND GOVERNMENT 
INVESTMENTS

5.1 The Budget Process

5.2 Program Budgeting and Cost Effectiveness Analysis

5.3 Cost-Benefit Analysis

5.4 Economic Analysis of Government Investments

Summary

Key Concepts

Review Questions

References

CHAPTER 6

INTRODUCTION TO THE GOVERNMENT FINANCE AND ITS 
IMPACT ON MARKET AND INCOME DISTRIBUTION

6.1 Principles of Taxation

6.2 Distribution of Burden of Government Finance

6.3 Tax Compliance and Tax Evasion

6.4 Alternatives to Taxation

6.5 Impact of Taxes on Market Prices and Efficiency

6.6 General Equilibrium Analysis of the Excess Burden and 
Incidence of Taxes

195

201

203

204

206

209

211

214

215

215

217

219

220

222

227

229

238

238



XII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

Summary

Key Concepts

Review Questions

References

CHAPTER 7

BUDGET BALANCE AND GOVERNMENT DEBT

7.0 Introduction

7.1Budget Balance and Debt

7.1.1Debt-to-GDP ratio

7.1.2 High-employment deficit or surplus

7.1.3 Measuring real budget balance

7.2Debt Financing

7.3 Burden of Debt and Income Redistribution and its Impact on 
Future Generations

7.3.1Burden of debt and income redistribution

7.3.2Impact of debt on future generations

7.3.3Cost of servicing national debt

7.4 Economic effects of Federal Budget on Political Equilibrium

7.5 Effect of Budget Balance on Credit Markets 

7.6 Budget Balance, National Savings and Economic Growth

7.6.1 The case of Malaysia

240

242

242

245

248

250

251

255

256

257

257

261

262

263

264

265

268

273

276



XIII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

7.7 Islamic Economics Perspective on Budget Balance

Summary

Review Questions

MCQ Questions 

References

Further Readings

CHAPTER 8

TAXATION AND EFFICIENCY

Learning Objectives

8.1 Comprehensive Income: The Haig-Simons Definition

8.1.1 Features of Haig-Simons Comprehensive Income

8.1.2 Example of Haig-Simons Comprehensive Income 
Calculation

8.1.3 Implications for Tax Policy

8.2 Income Tax Systems in Practice: Malaysia and Other Mus-
lim-Majority Countries

8.2.1 Malaysia’s Income Tax System

8.2.2 Income Tax Systems in Selected Muslim-Majority 
Countries

8.2.3 Comparative Insights

8.3 Theory of Income Taxation

8.4 The Economic Effects of a Flat Rate Income Tax

278

281

282

283

286

287

288

288

289

291

291

293

294

294

295

295

295

297



XIV

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

8.4.1 Labor Income Tax and Work-Leisure Choice

8.4.2 Income and Substitution Effects of Income Taxation

8.5 Labor Market Analysis of Income Taxation

8.5.1 Positive Labor Supply Elasticity

8.5.2 Perfectly Inelastic Labor Supply

8.6 Income Taxation on Savings Interest: Economic Analysis

8.7 Market Analysis of Taxation on Interest and Investment 
Income

8.7.1 Excess Burden of Interest Income Tax

8.7.2 Incidence of Interest Income Tax

8.8 Islamic Economics Perspective on Income Taxation

8.8.1 Efficiency in Labor and Investment Income Taxation

8.8.2 Equity in Labor and Investment Income Taxation

8.8.3 Comparison Between Taxation on Income and Zakat on 
Income

Summary

Key Concepts

Review Questions

References

CHAPTER 9

PUBLIC EXPENDITURE

9.0 Introduction

297

300

302

302

304

306

309

309

311

312

312

313

314

316

318

318

322

323



XV

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

9.1 Government Aids and Welfare Programs

9.2 Subsidies and Transfers – Economic Analysis of Its Impacts

9.3 Impact of Government Assistance Programmes on the 
Work Incentive of the Recipients

9.4 Social Insurance and Its Impact on Savings and Work 
Incentives

9.5 Health Care Expenditures

9.6 Islamic Economics Perspectives on Public Expenditures

Summary

Review Questions

References

CHAPTER 10

ISLAMIC PUBLIC FINANCE AND INTERNATIONAL 
FINANCIAL INSTITUTIONS FROM A GLOBAL 
PERSPECTIVE

10.1 Integration of Islamic Public Finance within the Global 
Financial System

10.2 Role of Islamic Finance in International Development 
and Cooperation

10.3 Engagement with International Financial Institutions 
and Standard-Setting Bodies

Summary

Review Questions

References

325

331

337

339

344

347

349

350

352

353

354

358

366

371

372

374



CHAPTER 10.2

ISLAMIC PUBLIC FINANCE AND INTERNATIONAL FINANCIAL 
INSTITUTIONS FROM A GLOBAL PERSPECTIVE*

10.4 Challenges and Opportunities for Harmonizing Islamic 
Public Finance Globally

10.4.1 Divergent Legal and Regulatory Frameworks

10.4.2 Limited Integration with Global Institutions

10.4.3 Economic and Political Barriers

10.4.4 Standardization and Certification Challenges

10.4.5 Operational and Practical Constraints

10.4.6 Opportunities for Overcoming Challenges

10.5 Islamic Economics Perspective on Global Financial 
Institutions

10.5.1 International Financial Institutions and Islamic Economics 
Critiques

10.5.2 Alternatives Proposed by Islamic Economics

10.5.3 Global Islamic Financial Institutions

10.5.4 Impact of Global Islamic Financial Institution on Public 
Finance

Summary

Key Concepts

Review Questions

378

379

380

381

381

381

382

382

384

385

386

386

388

389

389

390



XVII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

Figure 1.1 Main components of Public Sector in Malaysia

Figure 1.2 Ratio of Government Expenditure to GDP in Malaysia

Figure 1.3 Development Expenditure in Malaysia (1970-2023)

Figure 1.4 Operating Expenditure in Malaysia (1970-2022)

Figure 1.5 Malaysia’s Tax Revenue from March 1980 to September 
2023

Figure 1.6 Malaysia’s Tax Revenue as % of Nominal GDP from 1991 
to 2023

Figure 1.7 Government Revenue as % of GDP by countries, 2019 
(forecasted)

Figure 1.8 Government Revenue (% of GDP) by sources, 2009-2021

Figure 1.9 Government Revenue (% of GDP) by sources, 2009-2024

Figure 2.1 Efficient Output

Figure 2.2 Inefficiency Due to Monopolistic Power

Figure 2.3 Taxes and Efficiency

Figure 2.4 Subsidies and Efficiency

Figure 2.5 Negative externality and Efficiency

Figure 2.6 Positive externality and Efficiency

Figure 2.7 Lorenz Curve

Figure 2.8 Equity- Efficiency Trade-off

List of Figure

4

8

9

10

12

12

13

14

15

33

39

41

43

45

46

48

49



XVIII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

Figure 2.9 Pigouvian Tax

Figure 2.10 Cap-and-Trade System

Figure 2.11 A Subsidy

Figure 2.12 The Coase Theorem

Figure 2.13 Phases of National Automotive Policy (NAP)

Figure 2.14  Bidding Mechanism for the Management of Industrial 
Effluent

Figure 3.1 Marginal Cost of Consuming and Producing a Pure Public 
Good

Figure 3.2 Congestible Public Good

Figure 3.3 Classification of Goods Based on the Degree of Rivalry and 
Excludability of Benefits from the Use

Figure 3.4 Demand for a Private Good

Figure 3.5 Demand for a Public Good

Figure 3.6 Efficient Output of a Pure Public Good

Figure 3.7 Lindahl equilibrium

Figure 4.1 Voter’s Preference on Political Outcome

Figure 4.2 Determination of Political Equilibrium

Figure 4.3 Voter Preference on Number of Carnivals

Figure 4.4 Political Equilibrium and Median Peak under Majority Rule

52

55

58

65

73

75

107

111

119

121

125

124

133

161

163

166

170



XIX

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

Figure 4.5 Declining Marginal Benefit and Single-Peaked Preferences

Figure 4.6 Political Parties and Median Voter

Figure 4.7 Number of Voters and Quantity of Government Output

Figure 4.8 Marginal Benefit, Cost, and Tax for Police Officer

Figure 4. 9 Marginal Benefit, Cost, and Tax for Community Carnival

Figure 4.10 Logrolling on Police Officers and Community Carnival

Figure 4.11 Bureaucracy and Inefficient Output

Figure 5.1 The Budget Process

Figure 5.2 Cost-Benefit Analysis

Figure 5 3 Key Concept

Figure 6.1 Regressive Tax

Figure 6.2 Progressive Tax

Figure 6.3 Proportional Tax

Figure 6.4 Tax Incidence and Elasticity

Figure 7.1 Budget deficits and Real GDP Growth (%), 1974-2021

Figure 7.2 Federal government budget and deficits (% of GDP), 
1960-2022

Figure 7.3 Total government debt and share of GDP in Malaysia, 
1980 to 2022

171

176

177

182

183

184

189

205

209

215

223

224

224

239

253

253

254



XX

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

Figure 7.4 Malaysia debt service charges and Percentage of total 
government revenue, 2010-2025

Figure 7.5 Government demand for loanable funds and the market rate 
of interest

Figure 7. 6 Ricardian Equivalence: Deficits do not affect interest rates

Figure 7.7 Impact of a budget surplus on credit markets

Figure 7.8 Gross savings as a Share of GDP, 1974-2022

Figure 8.1 Flat-Rate Income Tax and Work-Leisure Choice

Figure 8.2 Income and Substitution Effects of a Flat-Rate Income Tax

Figure 8.3 Positive Labor Supply Elasticity - Impact of Income Taxation

Figure 8.4 Perfectly Inelastic Labor Supply - Impact of Income Taxation

Figure 8.5 Income Taxation and Intertemporal Choice of Consumptions

Figure 8.6 Income Taxation Effects to Investment and Saving Markets

Figure 9.1 Absolute Poverty Rate in Malaysia, 1976 – 2022

Figure 9.2 Subsidies and Social Assistance and Total Operating

Figure 9.3 A Price-Distorting Subsidy

Figure 9.4 Excess Burden of a Subsidy

Figure 9.5 Full Subsidization of Healthcare Services

Figure 9.6 The Income Effect of a Transfer

Figure 9.7 Transfer That Declines with Earned Income

264

269

271

273

276

298

301

304

305

307

310

325

330

332

334

336

337

338



XXI

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

Figure 9.8 Social Security Pensions and the Work-Leisure Choice

Figure 9.9 The Asset-Substitution Effect

Figure 9.10 Current Total and  Public Expenditure on Health in 
Malaysia, 2013 -2022 (billion)

Figure 10.1 Historical Sukuk Issuances 2018 to H1 2022

Figure 10.2 Leading Countries by Sukuk Issuance (2018- to H1 
2022)

Figure 10.3 Cumulative Infrastructure Spending Needs 2016–2040 
in Selected OIC Countries (USD billion, 2015 prices and exchange 
rates)

Figure 10.4 Istisna’ Structure for Konya Integrated Hospital PPP 
Project, Turkey

Figure 10.5 Micro Hydro Power Plant Initiatives from Zakat Fund in 
Jambi, Indonesia

Figure 10.6 Cash Waqf Linked Sukuk Scheme

Figure 10.7 Figure 10.7 AAOIFI Organizational Structur

Figure 10.8 IFSB Organizational Structure

Figure 10.9 ISDB Organizational Structure

	

340

342

346

356

357

359

362

363

365

367

369

370



XXII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E 

Table 3.1 Summarization of Means for Producing, Distributing, and 
Financing Goods and Services.

Table 3.2 Marginal Benefits of Border Security for a Community of 
Three Consumers: An Example.

Table 3.3 Comparison of Methods

Table 4.1 Voting for Police Officers Recruitment and Election Results

Table 4. 2 Voter Rankings for Number of Carnivals

Table 4.3 Voter Rankings for Number of Carnivals

Table 5. 1 Cost Benefit Analysis for Irrigation

Table 5.2 Production Result

Table 5.3 Increased Employment Opportunities

Table 5 4 Increased Revenue

Table 5.5 Cost Project

Table 7. 1 Composition federal government borrowing

Table 8.1 Sources and Uses of Income

Table 10.1 Key Differences Between Sukuk and Conventional Bonds

Table 10.2 Islamic Finance Contracts for Project Financing

List of Table

115

 125

131

163

167

169

212

212

213

213

214

259

293

355

361



XXIII

P U B L I C  F I N A N C E  F R O M  I S L A M I C  P E R S P E C T I V E

PREFACE
The International Institute of Islamic Thought was established as an educational trust 
in 1981 to promote research and publications to aid in the education of the ummah. 
As part of its IOK agenda, the IIIT has consistently called for a critical evaluation 
of existing disciplines and their methodologies - a call for epistemological reform 
based on twin sources of knowledge i.e. revelation and the universe. The aim 
was to re-mould disciplines taught in universities that would project the Islamic 
worldview in those disciplines for the betterment of the ummah and humanity at 
large.

The late Ismail Raji al-Faruqi, one of the founders of the IIIT in his IOK- 
Principles and Workplan (1982) talked about the need to develop textbooks that 
required ‘mastery of both modern knowledge and Islamic heritage’ and based on 
a critical evaluation of both - to have creative synthesis. More recently another 
co- founder of the IIIT- the late AbdulHamid Abu Sulayman (who was 2nd Rector 
of the International Islamic University Malaysia from 1988-1998)- initiated the 
Textbook/Teaching Materials Project (TMP) that was meant to produce books to 
be utilised for courses being taught at the IIUM. This was backed up with generous 
research funding from the IIIT.

Since late 2017, the TMP has been introduced not only in the IIUM, but 
also in a few other institutions of higher learning. Funds are granted to academics 
teaching a specific course/s to produce a course-book that would be used as a main 
reference in a particular course/s. Proposals and manuscripts were reviewed and 
feedback conveyed to the author. In many ways, these books are still ‘a work in 
progress’. They are not meant for commercial purposes and have rather limited 
distribution. The aim is to utilise these materials in class, to receive further feedback 
from scholars and others and to keep improving these books until they do become 
standard textbooks to be used in the courses taught.

The book that you have in your hands now is a result of these efforts. The 
IIIT East and SouthEast Asia Office is pleased to contribute in this project to realise 
the goals of its founders.

We look forward to constructive inputs for further improvement. 

IIIT East and SouthEast Asia Office              
IIUM Gombak, Kuala Lumpur
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