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Abstract 
 

The thesis describes historical background and steps taken by the Govt. of Pakistan 

for Islamization of economy. The purpose of this research is to develop A MODEL 

OF RIBA FREE ECONOMY IN PAKISTAN-SECTORAL ANALYSIS. This 

research is more inclined towards Islamic way of life needs to find out the principles, 

Qur‟anic and Hadith support. A brief review has been made about Riba to start with. 

To establish footing for the research, review of literature was made. The Islamic 

banking system in Pakistan has also been introduced. The concept of takaful (Islamic 

insurance) has been explained. As Riba free banking was introduced from 1999, 

therefore the data was taken from 1999 to 2012. To give empirical evidence two Stage 

Least Square (2SLS) techniques to estimate structural equations has been used. As the 

data was time series, so we checked for stationarity through unit root tests. The focus 

of our research and model has been on the possible impact of Riba free economy on 

savings, investments, growth rate and its pattern, allocative efficiency and the overall 

stability of the Islamic economic system. This research recommends that a Riba free 

economy in Pakistan will have positive effects on the economy. The results of the 

model show that consumption, investment and GDP are positively related and 

statistically significant in a Riba free economy in case of Pakistan. 
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CHAPTER -I 

Introduction 

Interest (Riba) has been characterized as the very backbone of modern and 

capitalistic economy. The web of interest encompasses banking and finance, business and 

commerce, industry and agriculture. Interest has gradually and surreptitiously crept into 

all aspects of modern life so much that one is often reminded of the aptness of the 

Prophet‟s (PBUH) saying: “a time will come over people when not a single person will 

remain who does not devour Riba, and if there be any who refrain from it still its vapour 

will overtake him.” (Abu Daud, Sunan Kitab-al-Buyu, Bab fi ijtinab-al-Shubukat). 

 The prohibition of “Riba” is one of the basic features of the economic precepts 

cherished by the Holy Qur‟an and the Sunnah of the Holy Prophet (PBUH). Much has 

been written on the interpretation of the term „Riba‟ on the wisdom underlying its 

prohibition, on its economic and social implications and on the practical aspects of the 

Islamic economy which is supposed to work without interest.  

 It is explained that the people not conversant with principles of Islam and 

economic philosophy of Islam believe that elimination of Riba from banks and financial 

institutions makes them charitable, rather than conventional concerns which offer 

financial services without a return. This is their wrong assumption that interest free loan 

is meant for cooperative and charitable activities and not normally for conventional 

transactions. So for as conventional financing is concerned Islamic Sharia has different 

set up for that purpose. In this regard, basic principle is that the person, giving loan to 
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another person must decide either he is going to help or he wants to share in his profit. If 

he wants to help the borrower, he must abrogate his claim to any additional amount over 

and above the principal amount. If he is giving loan to share profit earned by borrower, 

he can claim a stipulated proportion of profit actually earned by him and must share his 

loss if he suffers a loss. 

It is clear that elimination of interest from financial activities does not mean that 

lender cannot earn profit. If financing is made for conventional purpose, it can be based 

on the concept of Musharakah and Mudarabah. 

 There are some sectors for which financing based on Musharakah and Mudarabah 

is not feasible. Other modes of financing like murabahaa, Ijarah, Bai Mujjal, Bai Salam 

or Istisna have been suggested by Islamic scholars for such sectors.  

 It is pointed out that these modes of financing are used by the Islamic banks and 

financial institutions. Nevertheless, not all these modes are the substitutes of interest in 

the strict sense and it will be wrong to presume that they may be used exactly in the same 

fashion as interest is used. They have their own set of principles, philosophy and 

conditions without which it is not allowed in sharia to use them as modes of financing. 

Therefore, the ignorance of their basic concepts and relevant details may lead to confuse 

the Islamic financing with conventional system based on interest. 

Islam animated novel systems, which were beyond the reach and perception of 

human beings to think and develop. The Qur‟anic versions are the guiding source but 

needs scholarly expressions at all places where the rules have been presented. Riba has 

been refuted by all the revealed religions of the world either it is Judaism, Christianity or 

Islam. Islam does not believe in the system where the individual puts in no labour but 
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there is a confidence of no loss but a share profit. Riba in its real sense is such a 

miserable, pinching and odd way of earning. Riba creates an imbalance. We can 

understand that one forty million tonnes gold is available with people of the world and 

mostly it is with the Asians, Africans and the banks since as a tradition it is not used as 

ornament for the women or the men of English society. One sixty billion tons of wheat is 

produced. Likewise, one forty billions of rice is produced all over the world. The rate of 

zakat is fixed and if by that rate it is paid by the bearers of the commodities, no one on 

the earth remains hungry, poor or ignored in the society. The imbalance is created when it 

is accumulated with the few people on this universe. 

In the modern scenario today, there are many interpretations made by the ethics, 

Jews and Christians to justify the profit with maximum dividends and no loss. This has 

been rejected in Surah Al-baqarah, Surah Al-Nisa and Surah Al-Rum. The argument that 

the expertise of the people and the facilities are being used by banks for making business 

with collection of clients. Therefore, banks have right to earn the amount on profit rather 

compound profit with the justification that they use their inside resources and expertise to 

earn profit out of their business invention. Islam prohibits all such investments, all such 

interpretations on the simple plea that no labour is put in, so the profit for banks and 

individuals is not permissible. The next plea that is put by most of the scholars is the 

consumption of resources of the bank in the name of service utilization (named as service 

charges) but it with the earlier justification, is not accepted by Islam. Islam believes in a 

business of commodities i.e. change with the same commodity and does not allow 

changing with a precious commodity or with inferior commodity at the same rate. In such 

a case, the rate and wealth of the commodity would be determined and then the exchange 
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would be made. References about prohibition of Riba are not only available in Quran but 

it is well elaborated interpretations are also available in Hadith. Riba takes different 

forms on different commodities/items somewhere it is recited as Riba Al-Nasiyah; at 

other places, it is Riba Al Fadl. The evils of the two have also been put before the 

community to be free as far as possible. The interest and investment have also been seen 

by the scholars differently but under the shade of Riba to warn the society not to practice; 

interest and distribution of wealth, trade cycle and interest, interest and business, interest 

and efficiency, interest and economic instability, interest and internal loans need very 

extensive discussions and clarity. The objections, reservations and their valuations open a 

new avenue of discussions for which researches of the scholars may be seen and where 

need put it as well. Banking is such a sector which not only rules the economy of a 

community but a country as well. The comparison to this effect makes the researcher 

more clear and Islamic scholars more informed about Riba and its applications in the 

formal banking sector. The formal banking practices and the Riba prohibitions if put in 

comparison can guide the bankers to develop a system to some extent free from Riba. 

Riba has been very extensively applicable in the society it is a new term regarding 

financing by lending. Financing by lending takes two shapes, i) loans with service 

charges and ii) Qard-e-Hasna. The names are popular in Islamic society but the 

conventions in banking takes the shapes which are not normally acceptable to the Islamic 

society. Yet, another type of financing by lending takes the shape of trade related modes, 

which normally relates to purchases under different conditions and obligations. The 

discussion may go more extensive. 



 

 5 

1.1. Research Problem   

Currently, many studies have been made to propose a Riba free model in different 

Islamic countries of the world. The work of Dr. S. M. Hassanuzzam (1995) Islamization 

of Financial System in Pakistan, Justice Muhammad Taqi Usmani (1995) Developing an 

Interest Free Economy, Muhammad Akram Khan (1998) Islamic Economics - The State 

of Arts, Ahmed (1984) Concept and Model of Islamic Banking, Ahmed (1985) The 

Present State of Islamic Finance, Muhammad Akram Khan (1995) Review of the Federal 

Sharia Court Judgment on Riba, Prof. Khurshid Ahmed (1995) Elimination of Riba-

Concept and Problems, Zaidi (1995) Riba Free Alternatives in Conventional Banking, 

Faiz (1995) Financing Govt. Transactions in an Interest Free Economy, Lodhi and 

Rukhsana (2005) Strategic Directions for Developing Banking System, Hamid (1995) A 

Macroeconomic Model of Interest Free System, Ishrat (2004) The Economy of Pakistan, 

Past, Present and Future, and several other economists has been discussed. 

Moreover, the efforts have been made to turn the Pakistan‟s economy into an 

Islamic model with the help of various agencies like Islamic Ideological Council of 

Pakistan, Federal Sharia Court, Islamic Research Institute, Introduction of Zakat and 

Ushr and Commission for Islamization of Economy. No doubt the efforts made is a 

headway but even now, criticisms have been made against these efforts. Therefore, the 

need was how to develop a Riba free model for economy of Pakistan. Therefore, the 

present model empirically investigates the application of Riba free model in Pakistan. 
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1.2. Significance of Study  

None of the study has empirically tested any Riba free model. We are proposing a 

simultaneous equation model of macro econometrics. By collecting the data on macro-

economic variables, we have estimated the model for Pakistan.  

The study will help the government, Islamic bankers and other stakeholders to 

implement Riba free economy in Pakistan. 

1.3. Research Question 

Which Riba free economic model can be developed for Pakistan? 

1.4. Research Objectives 

To study the macro economic variables that can be used to develop the Riba free 

model for economy of Pakistan. 

To select the macro economic variables that will be used in the model of Riba free 

economy of Pakistan. 

To propose the Riba free economic model for Pakistan. 

1.5. Structure of Thesis  

The plan of the research is as under: 

 Chapter II gives the experience of Riba free economy especially the banking and 

insurance system in Pakistan. It thoroughly sheds light in context of efforts made from 

1980 onwards.   
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Chapter III encompasses the review of literature pertaining to prohibition of Riba 

and interest free economy. The understandings and perception of Islamic scholars and 

economists along with research revealed facts to support the notion of Riba free 

economy. Rational for prohibition of Riba has also been explained in this chapter. 

Chapter IV deals with the modes of financing in interest free banking system. 

These are namely, MUSHARKAH, MUDARABAH, MURABAHA, BAI MUAJJAL and 

IJARAH etc. 

In chapter V concept of Takaful (Islamic insurance) has been explained. Islam is 

not against the concept of insurance itself but also against some of the policies and 

methods that are adopted and used by the insurance companies in conventional insurance. 

Islam favours the insurance system in which element of Riba, maysir (gambling) and 

gharar (uncertainty) are not involved. Further, a comprehensive detail of takaful industry 

of Pakistan is also discussed in this chapter. 

 In chapter VI, A model of Riba free economy has been developed. The focus of 

our research is on the possible impact of Riba free economy on savings, investments, 

growth rate and its pattern, allocative efficiency and the overall stability of the Islamic 

economic system. This research recommends that a Riba free economy in Pakistan will 

have positive effects on the economy. 

Chapter VII gives the methodology followed in estimating the Riba free model. 

Since the data is time series, so we have checked the stationarity of the data with the help 

of unit root test. Two Stage Least Square (2SLS) technique is used to estimate structural 

equations.  
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In Chapter VIII, conclusion of the results has been given along with some 

recommendations.  
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CHAPTER -II 

Pakistan’s Experience for Islamization of Economy 

 

Pakistan is the only state in the world which came into being in the name of 

Islam. It was Islam which motivated the Muslims of Sub-continent to demand and 

struggle for an independent state under the dynamic leadership of Quaid-e-Azam 

Muhammad Ali Jinnah.   

The concept of Islamization initiates from Holy Quran: 

“When thy Lord drew forth, from the children of Adam-for their loins-their 

descendants, and made them testify concerning themselves (saying) “Am I not your Lord 

(who cherishes and sustains you?) They said yes! We do testify” (7:172) 

 The Article 31 of Constitution of Pakistan 1973 provides that: 

Steps should be taken to enable the Muslims of Pakistan individually and 

collectively to live according to the fundamental principles of Islam. Article 37 of the 

above said Constitution also states that one of principles of State Policy is to eliminate 

Riba as early as possible. It is also pointed out that during the first three decades of 

Pakistan‟s existence; no serious effort was made to eliminate Riba from economy.   

 On 29-09-1977, President of Pakistan General Muhammad Zia-ul-Haq directed 

the Council of Islamic Ideology to prepare a blue print of interest free economic system 

so that interest could be eliminated from the economy completely within the next three 

years. 
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2.1. Islamic Provisions in Constitution of Pakistan 

The Objectives Resolution of 1949 which was a substantive part of the 

Constitution 1973 envisaged that:  

 “The Muslims shall be enable to order their lives in the individual and collective 

spheres in accordance with the techniques and requirements of Islam as set out in the 

Holy Qur‟an and Sunnah”.  

 Article 38 (f) of Constitution 1973 suggested, the state shall eliminate Riba as 

early as possible. Elimination of Riba has also been a part of the Principles of Policy in 

previous constitutions of the Pakistan. 

 Article 227 of Constitution 1973, principal I in Principles of Policy contained in 

chapter 2 of part II of the Constitution 1962 and Article 198 (1) of the Constitution 1956 

suggested all existing laws shall be brought in conformity with the injunctions of Islam 

and no law shall be enacted which is repugnant to these injunctions. 

2.2. The Council of Islamic Ideology (CII) 

 The Government of Pakistan constituted this Council under the Constitution of 

1962 to recommend ways and means for Muslims of Pakistan to spend their lives 

according to the principles and concept of Islam. The functions of the Council were to 

give advice to Parliament, Provincial Assemblies, President and Governors that whether 

existing laws are or are not repugnant to the injunctions of Islam. 

 Zaidi (1987) states that the issue of Riba was discussed first time in the meetings 

of this Council held in June and September 1963 in response of official reference made in 
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March 1963 by the Ministry of Finance, Government of Pakistan. A decision on this issue 

was taken by the Council in their meeting held in January 13, 1964 at Karachi in the 

following words:   

 “The Advisory Council of Islamic Ideology agrees that „Riba‟ is forbidden but is 

in disagreement as to whether „interest in the form in which it appears in public 

transactions” which in the opinion of Council includes „institutional credit‟ as well would 

also be covered by „Riba‟ specified in the Holy Qur‟an. There is however, unanimity on 

the point that for the fulfilment of the Islamic requirement of social justice  and concept 

of human brotherhood, a system of interest less economy should be inaugurated. The 

Council recognizes that any abrupt or sudden change will create numerous difficulties for 

the country. The Council recommends that efforts in the direction of establishing an 

interest free economy should not be unduly delayed”.  

 The Council framed a questionnaire in its meeting held in December 10, 1966 to 

seek opinion and information of the scholars etc. whether the Qur‟anic prohibition of 

Riba applied to simple interest or not. The Council amended its questionnaire in the 

meeting held at Karachi in January 31, 1976 and finalized the same for general 

circulation. The Council examined the replies in the meeting held in January 31, 1977 

that received in response of its questionnaire.  It was decided to wait for opinion of the 

Ulema from other Muslim countries because of weak replies. The report of the Council 

submitted to Government was consisted of two pages only.    

 It is stated that the Council of Islamic Ideology first time examined the issue of 

Riba in their meeting in 1963. It is evident that Qur‟anic verses on the Riba are very 
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clear, the Council was in disagreement as to what constituted Riba. This implies the 

extent of vagueness which prevailed on the issue in the highest forums. 

 The Council in their meeting held on December 23, 1969 gave decision that 

increase in the principal amount of a loan was Riba. It also declared that discounting of 

bills of exchange, prize on prize bonds, interest on provident funds and interest on loans 

to employees of the government, all come under definition of Riba. 

2.3. Federal Sharia Court  

 Under Constitution Amendment Order 1979, promulgated by General 

Muhammad Zia-ul-Haq, four Sharia Benches were set up in High Courts of four 

provinces of Pakistan and a Sharia Appellate Bench was established in the Supreme 

Court. After some time the Federal Sharia Court replaced these four Sharia Benches 

already working in High Courts. The Federal Sharia Court consists of eight Muslim 

judges including the Chief Justice. The jurisdiction of court was to examine and decide 

that whether or not any law or provision of law is repugnant to the injunctions of Islam. 

Initially court was restricted to look into the fiscal and financial laws for period of three 

years. It was also pleaded that Riba cannot be eliminated from the economy at once and 

this change requires gradual movement. Then restricted period was extended to ten years 

up to June 26, 1990. Appeal against the judgement of Federal Sharia Court can be filed 

before Supreme Court of Pakistan. 
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2.4. Islamic Research Institute (IRI) 

 In 1958, Islamic Research Institute was established for reconstruction of Muslim 

society on the basic principles of Islam. The basic aim to establish IRI was to prepare 

Muslims to face the challenges of modern era, to define Islam and give understanding of 

brotherhood, social justice and tolerance to encourage the Muslims for making research 

in Islamic history, philosophy, and law jurisprudence. This institute was made the part of 

International Islamic University Islamabad in 1985. 

 It is pertinent to mention here that certain provisions were made in the 

Constitutions of 1962 and 1973 to facilitate the process of Islamization but some 

technical lacunas needed to be addressed for enforcement of Islamic laws.  For example, 

provision about elimination of Riba was made the part of Principles of Policy but no 

action or law could be exercised. No action could be taken against the State, authority or 

person on that ground. Federal Sharia Court was established to examine whether the 

present laws are in accordance with Islam or not, however the court was restricted to 

examine fiscal or financial laws until the ten years are expired.     

2.5. Revival of the Process of Islamization of Economy  

 There has been a concern for Islamization of economy in Pakistan since the very 

early days of independence. No serious efforts for Islamization of economy were made 

by any Government during first three decades of Pakistan‟s existence. When Martial law 

regime came into power in 1977 after political crises. General Muhammad Zia-ul-Haq 

took interest in Islamization of economy and took three types of initiatives to speed up 

the process of Islamization.  
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2.5.1. Executive Initiatives 

 Following executive measures were taken to Islamize the economy. 

2.5.1.1. Reconstruction of the Council of Islamic Ideology 

 Immediately after taking over as martial law administrator, the Late General 

Muhammad Zia-ul-Haq reconstituted the Council of Islamic Ideology and directed the 

Council on September 29, 1977 to prepare a blue print of an interest free economic 

system and time limit of three years was set for elimination of interest from economy. 

The main functions of the Council were to examine and review the existing laws and to 

make appropriate recommendations for Islamization of economy for consideration of the 

Parliament. 

 The Council constituted a panel of economists and bankers consisting of 15 

members in November 1977, to review the existing laws and make recommendations for 

the Parliament. The panel submitted its report in February 1980. The Council finalized 

that report after certain changes on June 15, 1980. That report was considered as the first 

meaningful effort towards elimination of Riba. 

 The said report is consisted of 5 chapters. The first chapter under the title “Issues 

Problems and Strategy” describes the practical considerations in application of profit & 

loss sharing system, other possible devices for replacement of present interest-based 

system to interest free system and safe guards to ensure the success of new system. 

Following devices were discussed to replace interest. 

a) Lending on basis of service charges 

b) Indexation of bank deposits and advances  
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c) Investment auctioning  

d) Leasing  

e) Bai-Muajjal 

f) Hire purchase  

g) Financing on the basis of normal rate of return  

h) Time multiple counter loans  

i) Special loan facility  

The conventional banking and mechanism to eliminate interest from economy 

was discussed in the second chapter of the report. Guidelines for re-orientation of the 

financing operations of conventional banks and provisions of assistance to industry, 

agriculture, commerce, construction, transport and other sectors to eliminate interest from 

operations were narrated. 

As far as the bank deposits are concerned, the Council recommended an 

alternative system under which savings and time deposits should be replaced by a 

variable rate of return based on the principle of profit /loss sharing with daily product 

method and taking care of differences in maturities of the various deposits.  

 Third chapter titled “Specialized Financial Institutions” deals with ways and 

means for eliminating interest from operations of specialized financial institutions.       

In the fourth chapter titled “Central Banking and Monetary Policy”, the Council 

said if monetary policy instrument involves the element of interest, the Council 

recommends the alternative arrangement based on the principle of profit and loss sharing. 

The fifth chapter of the report deals with elimination of interest from Govt. 

transactions. The Council recommended that efforts should be made to reduce 
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dependence on foreign aid and especially on interest-based foreign aid. The Council 

further recommended that the State Bank of Pakistan should fulfil borrowing 

requirements of the Govt. to minimum extent on interest free basis; however, Govt. can 

continue to borrow from external sources for the time being based on interest. 

2.5.1.2. The Action Plan for Elimination of Interest  

The CII considered the action plan that may be adopted for elimination of interest 

from economy. Three options were considered by the Council to eliminate interest from 

economy. 

a) Model bank may be established which should start operations on interest free 

basis. After gaining experience from its operation, the operations of conventional 

banks and other financial institutions should be re-organized on interest free basis. 

b) A comprehensive scheme may be prepared to witch over the present economic 

system to interest free economic system and then decide the time/period for such 

a switch over. 

c) Elimination of interest on gradual basis. Interest free counters may be established 

in all conventional banks and the customers may deposit their money on PLS 

basis or interest basis. The Council did not agree with this line of action because it 

is not only inappropriate but also dangerous. It is the continuity of interest-based 

system opening interest-free counters in conventional banks, which can 

discourage the efforts of introducing the interest-free system in the country.  

After detailed deliberation, the Council proposed following line of action. 
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1) With effect from July 1, 1980 a list of measures were to go into effect for 

eliminating interest from:  

a) Government Transactions   

b) Operations of banks and other financial institutions. 

2) With effect from July 1, 1981 interest was to eliminate from asset side of 

the banks and other financial institutions in as far, they pertain to domestic 

transactions including those at Government level. 

3) With effect from January 1, 1982, banks were ceased to accept fresh 

deposits from public based on interest and asked to accept deposit on 

profit and loss sharing basis. Interbank transactions and State Bank 

operations were to be streamlined on an interest free basis. 

The Council further recommended that efforts should be accelerated to eliminate 

interest from International transactions.  

The said report of the Council was largely criticized by economists, bankers and 

jurists on the ground that simple elimination of interest from the economy will not serve 

the purpose of Islamization of economy rather there should be serious efforts to prepare a 

system to replace the existing system. Moreover, some modes of financing suggested by 

the Council in its report were also criticized and felt that the same are not according to 

the injunctions of Sharia. 

2.5.1.3. Introduction of Zakat and Ushr  

In November 1977, a committee of economists and bankers was constituted by 

the Council of Islamic Ideology to submit workable and comprehensive scheme for 
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introduction of Islamic financial system in Pakistan. The CII set priority and direct the 

committee firstly to devise a scheme for state collection, distribution of Zakat and Ushr in 

Pakistan. The Committee submitted its report to the Council in March 1978. The Govt. of 

Pakistan launched a system of state collection and distribution of Zakat and Ushr in 

Pakistan on the recommendations of said committee through Presidential Ordinance in 

June 1980.               

2.5.1.4. Report on Elimination of Interest from Economy 1980 

After introduction of Zakat and Ushr, the Council of Islamic Ideology asked the 

panel of economists and bankers to give priority to consideration of ways and means and 

focus to the issues involved in eliminating interest from economy. An alternative system 

may be introduced in place of interest-based system in financial institutions that should 

meet the requirement of contemporary situation. The panel designed a plan to eliminate 

interest from conventional banks. After detail discussion on plan, panel recommended to 

eliminate interest from economy in phases. Interim report in this regard was submitted to 

Council of Islamic Ideology in November 1978 by the panel with remarks that in first 

phase, interest may be eliminated from operations of the National Investment Trust, 

Investment Corporation of Pakistan, and House Building Finance Corporation. 

At last, panel prepared a comprehensive report and submitted to CII in February 

1980. This was sent to Government in June 1980 by the CII after some changes.        

2.5.1.5. Introduction of Isbah  

Akram (1994) describes that the first Muslim country which revived the old 

institution of Isbah was Pakistan. The role of office of Isbah is to supervise markets, 
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provide municipal services and settle petty disputes. It is a supreme regulatory body to 

ensure that interest was effectively abolished from the economy and it is not got back 

through some back door. It will also be the last appellate authority for any malpractice 

done by an individual or an agency.  

2.5.1.6. Introduction of Interest Free Counters in Banks  

 In January 1981, the Govt. of Pakistan directed all conventional banks to set up 

interest free counters in all branches alongside existing interest based counters in the 

banks. The Islamic Ideological Council raised serious objection on this move on the 

pretend that opening of interest free counters along with existing interest based banking 

speaks of dual policy of Government regarding elimination of interest from the economy. 

The Council strongly opposed the opening of separate interest free counters in banks in 

its report. Such initiatives lead to continue interest based banking and there will be no 

value of efforts made to purify the economy from evil of interest. The apprehensions of 

the Council have proved to be true and end of interest was not in sight. The Council also 

raised objection that opening of interest free counters in banks along with existing normal 

interest based banking is dual and half-hearted policy of the Government.  

2.5.1.7. Parallel Islamic Banking  

 The Federal Finance Minister announced on June 14, 1984 that interest would be 

eliminated from fresh domestic banking operations from July 01, 1985. Resultantly the 

State Bank of Pakistan also issued a circular to all conventional banks on June 20, 1984 

to eliminate interest completely while prescribing 12 Islamic modes of financing. During 
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the period from June 1984 to July 1985, The State Bank issued 23 circulars for 

eliminating interest from economy.  

 It is worth mentioning here that the Government could not bring about any major 

change in actual practice due to various loopholes in the system and convince the public. 

Consequently, Islamic banking was not started because Government was under pressure 

between two conflicting forces i.e. religious scholars demanding for Islamization on one 

hand and IMF along with other foreign institutions on the other hand to privatize its 

banking sector and liberalize its economy. 

2.5.2. Legal Initiatives  

Following legal initiatives were taken to Islamize the economy.  

2.5.2.1. Promulgation of Zakat and Ushr Ordinance 1980 

 Govt. of Pakistan promulgated Zakat & Ushr Ordinance in 1980 and the rate of 

Zakat was fixed 2.5% per annum on saving accounts, debentures, annuities, life insurance 

and other assets etc.          

 The rate of Ushr was fixed 5% on all agricultural products. Under this Ordinance, 

Central as well as Provincial Zakat funds were created. Zakat and Ushr committee were 

constituted on federal, provincial, district and local level. The amount of Zakat is 

distributed to poor and mustaqqiens through Zakat committees. Federal Government 

constitutes Zakat Council at federal level to provide guidelines and control all the matters 

relating to Zakat and Ushr. Amount of Zakat collected from different sources is 

transferred from Federal Zakat Fund to Provincial Zakat Fund and from there to Local 
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Zakat Fund where amount of Zakat is distributed to needy people through local zakat 

committees. 

2.5.2.2. Sharia Ordinance 1988 

 Sharia Ordinance 1988 was an initiative taken by General Muhammad Zia-ul-Haq 

President of Pakistan. He promulgated this ordinance on June 15, 1988. A commission 

for Islamization of economy was appointed in the light of this ordinance. However, this 

ordinance was not placed before National Assembly and ceased to be operative on 

February 15, 1989. 

2.5.2.3. Enforcement of Sharia Act 1991 

 The Govt. promulgated the Enforcement of Sharia Act 1991 under which the 

State is required to take necessary  measures to ensure that economic system of Pakistan 

has been constructed on the basis of Islamic economic objectives and principles. 

 In compliance of sections of the Enforcement of Sharia Act 1991, the 

Commission for Islamization of Economy was reconstituted on May 02, 1997. The TORs 

of the said commission are given below: 

1) To recommend steps and alternatives to convert the present economic system into 

Islamic economic system.   

2) To recommend the policies and guidelines to ensure the social as well as 

economic well-being of the people of Pakistan according to article 38 of the 

constitution.    

3) To examine all fiscal laws, banking laws, insurance laws, tax collection laws and 

to suggest recommendations to bring such laws in conformity with the Islam. 
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4) The commission shall monitor progress of the process of Islamization of economy 

and will suggest solutions to remove any difficulty in this regard. 

5) The commission shall ensure the complete elimination of Riba from economy as 

early as possible while suggesting alternatives to the Government. 

2.5.2.4. Report of Commission for Islamization of Economy  

 In its report which was submitted in June 1992, the Commission for Islamization 

of Economy stated that at present the entire banking system in Pakistan is working on 

interest-based system which is against the basic principles of Islam. It was felt that some 

deposit mobilization schemes of the banks are not based on profit and loss sharing in real 

sense of Sharia.      

 The Commission was of the view that Musharakah financing should be given 

preference; however, the Commission observed that there are many problems regarding 

the adoption of Musharakah financing. Some of them are given below:  

1) The required preparation has not been made to adopt interest free banking 

system. 

2) Efforts should be made to create awareness about the new interest free system 

among the masses.   

3) There is a feeling among business community that if they enter into 

Musharakah agreement with bank, the bank will be in position to interfere in 

their business activities to large extent. 

4) The businesspersons are not ready to disclose their financial position.  
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5) The business community is of the view that the banks may not participate in 

their loss. 

6) The process of settlement of disputes is very slow. However, the banking 

tribunals have been established for speedy disposal of disputes but the number 

of tribunals is not sufficient.  

7) The Musharakah is being taken by the business community as a complex 

system. 

8) At present the Musharakah is being governed as an ordinary contract where as 

it should be governed under a separate law. 

9) The interest based deposit mobilization schemes and government borrowing is 

a reason of non-promotion of Musharakah system.    

10) So far, no affirmative policy action has been witnessed in favour of profit & 

loss sharing made of financing by Government.  

11) The commission made certain recommendations to ensure successful 

implementation of Musharakah in Pakistan. However, there was difference of 

opinion among members on these recommendations. According to the dissent 

note, the recommendations were made by the commission with detailed 

deliberation. It was further stated that in result of recommended Musharakah 

law, the people would go for private interest oriented lending and the interest 

rate on private lending will go up. 
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2.5.3. Judicial Initiatives  

2.5.3.1. The Decision of the Federal Sharia Court  

When the jurisdiction of the Federal Sharia Court (FSC) was restored to examine 

and look into fiscal and financial laws w.e.f. June 26, 1990. Various fiscal laws were 

challenged and a number of petitions were filed in the court. The hearing of these 

petitions were continued from 11-12-1990 to 24-10-1991. Consequently, the court gave 

its decision on 14-11-1991. The court disposed of 115 Sharia petitions and three suo- 

moto Sharia Notice cases challenging the various provisions of interest in several statues 

which are given below:  

1) The Interest Act, 1839 

2) The Government Savings Banks Act, 1873 

3) The Negotiable Instruments Act, 1881 

4) The Land Acquisition Act, 1894 

5) The Code of Civil Procedure, 1908 

6) The Co-operative Societies Act, 1925 

7) The Co-operative Societies Rules, 1927 

8) The Insurance Act, 1938 

9) The State Bank of Pakistan Act, 1956 

10) The West Pakistan Money Lenders Ordinance, 1960 

11) The West Pakistan Money Lenders Rules, 1960 

12) The Punjab Money Lenders Ordinance, 1960 

13) The Sindh Money Lenders Ordinance 1960 
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14) The N.W.F.P Money Lenders Ordinance, 1960 

15) The Baluchistan Money Lenders Ordinance, 1960 

16) The Agricultural Development Bank of Pakistan, Rules, 1961 

17) The Banking Companies Ordinance, 1962 

18) The Banking Companies Rules, 1963 

19) The Banks (Nationalization) Payment of Compensation Rules, 1974 

20) The Banking Companies (Recovery of Loans ) Ordinance, 1979 

The court also elaborated Riba in following words. “It may, therefore, be stated 

that Riba forbidden in the Quran and Sunnah includes interest due on the loans taken or 

given for consumption or productive purposes by banks or other financial institutions”. 

The court declared the above said financial laws or provisions of these laws as un-

Islamic and ordered for their revision by July 1992. The summary of the court‟s findings 

is given below:  

I. Riba means and includes any excess or addition over and above the 

principal amount which is received or given. It includes both usury as well 

as market based or government regulated interest having negligible in value.   

II. There is no legal distinction between “productive loans and “consumption 

loans”. The prohibition against Riba is absolute. It is received or paid 

regardless of the purpose.   

III. Qur‟anic decrees regarding Riba are not allegorical. Rather they constitute 

part of the clear text of the Qur‟an. 
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IV. The prohibition of Riba does not counter the public goods; Ijtihad regarding 

the public good is only relevant when there is no textual precedent found in 

Quran. 

V. Islam does not permits the indexation of loans at all in order to control 

inflation. The Qur‟an regards the money a commodity; therefore, it must be 

exchanged in kind, not value. 

VI. Any system of mark-up is quite contrary to Islam because it is equal to 

financial interest.     

Many appeals were filed in the Supreme Court (Sharia Appellate Bench) against 

the judgment of Federal Sharia Court. These appeals were remained pending in the court 

until 1999. 

2.5.3.2. The Decision of Supreme Court of Pakistan Sharia Appellate Bench 1999. 

 The Supreme Court of Pakistan (SCP) passed its judgment on December 23, 1999 

in Khaki case regarding Riba. The court upheld the decision of Federal Sharia Court. The 

court defined Riba (interest) which is reproduced.  

 “Any amount big or small over the principal in a contract of loan or debt is Riba 

prohibited by the Holy Quran, regardless of whatever the loan is taken for the purpose of 

consumption or for some production activity”.  

 In order to have further explanation Supreme Court judgment regarding Riba in 

Khaki case, the judgment given in case of Mr. Khaki was very comprehensive and 

meaningful. The court‟s decision is consisted of court‟s order duly co-authorized by the 

honourable justices Mr. Khalil-ur-Rehman and Munir A. Sheikh. The concurring 
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opinions were rendered by Justice Khalil-ur-Rehman, Justice Wajihuddin Ahmed and 

Justice Muhammad Taqi Usmani. It is pertinent to mention here that the judgment 

consists of 534 pages. However, its conclusion is straightforward, simple despite its 

length. The court upheld the Federal Sharia Court‟s definition of Riba which is described 

as under: 

 “A transaction of money for money of the same denomination where the quality 

on both sides is not equal, either in a spot transaction or in a transaction based on deferred 

payment”. 

 The court took two years to dispose of the research and procedural issues before 

scheduling hearings. The case was heard in thirty odd sessions before the full bench of 

the Sharia Appellate Bench starting on February 22, 1999.     

 The definition was also applied to all forms of bank interest. Moreover, all the 

prevailing forms of interest either in the banking transactions or in private transactions do 

fall within the definition of Riba. Similarly, any interest stipulated in the Govt. 

borrowings acquired from domestic or foreign sources is Riba and clearly prohibited by 

the Holy Qur‟an.  

Especially Court directed:  

I) A Special Commission shall henceforth be constituted by the Federal 

Govt. within one month from announcement of this judgment in the State 

Bank of Pakistan. The Commission shall have the power to carry out, 

control, and supervise the process of transformation of the present 

financial system to the one conforming to Sharia. The members of the 



 

 28 

Commission will be Sharia scholars, economists, senior bankers and 

chartered accountants. 

II) After a detailed examination, all banks and financial institutions shall 

prepare their model agreements and documents for all their major 

operations and shall present to the Commission for Transformation in 

State Bank of Pakistan for necessary approval not later than six months 

from the date of judgment. 

III) Within one month after the announcement of this judgment, the Ministry 

of Law and Parliamentary Affairs shall constitute a task force consisting 

of its officials and two Sharia scholars from the Council of Islamic 

Ideology or from Commission of the Islamization of Economy in order to: 

a. Prepare a new law for the prohibition of Riba and other related laws.  

b. Review the existing financial and other laws thoroughly in order to 

correspond them with the requirements of the new financial system so 

existed. 

c. Construct new laws in order to give legal coverage to the new 

generated financial instruments.  

It was however important that the recommendations of the task force shall be 

vetted and finalized by the Commission for Transformation proposed to be set up in the 

State Bank of Pakistan after which the Federal Government shall enforce the 

recommended laws.      
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IV) The Commission therefore, is required to chalk out the strategy within two 

months from the date of its constitution to evaluate, scrutinize and 

implement Raja Zafar –ul-Haq Commission‟s report. 

V) In order to educate the staff and the clients regarding new arrangements of 

financing, all the banks shall henceforth arrange training programs and 

seminars.   

VI) Similarly, it would be mandatory for all those joint stock companies, 

mutual funds and the firms having finance of Rs. 5.000 million or more to 

get themselves audited by independent auditors.   

VII) To ensure interest free system, the entire local inter government and 

federal government borrowings shall totally be on interest free basis. 

VIII) Within one month, the Ministry of Finance shall constitute a task force for 

the purpose of establishment of procedure/techniques to switch over the 

domestic borrowings into project related financing.   

IX) In future, utmost efforts may be made to restructure the borrowings based 

on Islamic modes of financing. Strenuous efforts shall be made on the part 

of Federal Government to get nation free from burden of foreign debts at 

the earliest in addition to renegotiating the existing loans.  

X) The following laws are being contrary to injunctions of Islam shall 

become redundant and therefore shall cease to have effect from 31
st
 march 

2000. 

a. Interest Act 1839 

b. The West Pakistan Money Lenders Ordinance 1960 
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c. The West Pakistan Money Lenders Rules 1960 

d. The Punjab Money Lenders Ordinance 1960 

e. The Sindh Money Lenders Ordinance 1960 

f. The N.W.F.P. Money Lenders Ordinance 1960 

g. The Baluchistan Money Lenders Ordinance 1960 

h. Section 9 of Banking Companies Ordinance 1962 

xi. Likewise, the other laws or provisions of laws only to the extent that 

those have been declared repugnant to injunctions of Islam shall stand 

ceased with effect from 30
th

 June 2001. 

After the decision of Supreme Court about Riba and for Islamization of Economy 

in 2001, State Bank of Pakistan was entered to entrust Islamic banking in Pakistan. The 

State Bank of Pakistan was empowered to issue separate licenses for establishment of 

Islamic Banks in Pakistan.  

The State Bank of Pakistan has issued licenses to the following Islamic banks up to 

2008. 

1) Al-Faisal Interest Free Bank Ltd. Islamabad.  

2) Al- Taufeeq Interest Free Bank Ltd.  

3) Faisal Bank Ltd. 

4) National Investment Trust.  

5) Shamil Bank Ltd.  

6) Al-Meezan Bank Ltd.  

7) Bank Islami.   
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Furthermore State Bank of Pakistan has given permission to conventional banks 

for establishment of separate branches and special counters for Islamic banking. Islamic 

banks have to appoint Sharia advisors whose duties and responsibilities are as under:   

1) The prime responsibility of Sharia advisor will be to make it sure that all policies 

and agreements as well as the services and products of Islamic Banking 

Institutions (IBIs) are according to the principles of Sharia. Before launching new 

products or services, the IBI will submit it policies and agreements before the 

Sharia advisor for his judgment / verdict. The Sharia Advisor will also arrange 

Sharia training programs for the staff members of IBIs. Besides this, the Sharia 

advisor will be required to prepare a comprehensive report on the bank‟s annual 

financial statement regarding compliance of Sharia principles. 

2) The Sharia Advisor has authority to see all record and seek information of all 

types in discharge of his duties. The management of IBI will be bound to provide 

him complete information regarding efforts/ measures taken by the IBI for 

compliance of Sharia. The Sharia advisor will review the operations of IBI 

periodically to ensure that the Sharia principles are being followed regarding its 

products and services. If any income is declared un-Islamic by Sharia advisor, this 

income will be transferred to charity account which is opened in the bank for the 

purpose. 

3) The Sharia Advisor will provide his advice regarding Sharia matters to anybody 

or office bearer of IBI such as legal counsel, auditor etc.  

4) The decisions of Sharia Advisor will be implemented subject to policy guidelines 

issued by the Sharia Board of State Bank of Pakistan. 
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State Bank of Pakistan has also established Islamic banking department where 

Sharia Board meets to create various contracts and documents for Islamic modes of 

financing and search for new Islamic financial instruments. This Sharia Board of State 

Bank of Pakistan provides instructions and guidelines to Islamic banks to carry out 

business according to the injunctions and principles of Islam.  

The above said Islamic banks are working under the guidelines and instructions of 

Sharia Board of State Bank of Pakistan.  
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CHAPTER -III 

Literature Review 

Hasanuzzam (1995) discussed that elimination of Riba is key element in the 

establishment of Islamic economic order and for re-organizing financial system 

compatible with Islamic injunctions/doctrines. The Govt. of Pakistan assigned the task to 

Council of Islamic Ideology to prepare a detailed scheme for establishing Riba free 

economic system in the country. He has also written the recommendations of C.I.I and 

the Commission for Islamization of Economy in this article and has explained the steps in 

detail, which were taken by the Govt. of Pakistan to eliminate Riba from specialized 

financial institutions and conventional conventional banks. He also narrated Islamic 

modes of financing specified by State Bank of Pakistan. 

Zaidi (1995) has stated the basic Islamic principles of finance and evaluated their 

consequences which are relevant to model banking. He explained that there could be no 

contract for a loan transaction with the stipulation for an addition in the principal sum 

because that is Riba. Islam prohibits interest-based dealings but it permits many forms of 

financing and trading in lawful goods. Permissible forms of financing include many 

variations based on the principle of profit and loss sharing. According to Hadith, profit 

can be shared as agreed between the parties concerned but loss is necessarily to be shared 

in the ratio of capital contributed by each one of them. Author also developed the Model 

of Riba Free Bank and Islamic modes of financing prescribed by State Bank of Pakistan. 

Hamid (1995) stated that an interest free economic system could be developed in 

terms of the familiar Neo-classical macro-economic models. Even though, the rules of 



 

 34 

conduct for Muslims in an Islamic economic system are different from those in the non-

Islamic economic systems. Author developed economic model to explain a behavioural 

relationship and to assess its properties in an economy where an interest rate is replaced 

by a rate of return on equity. The model shows that Islamic economic system exhibits 

properties that are consistent, reasonable and familiar. It shows that savings and 

investment do not necessarily have to fall because of the institution of an Islamic 

economic system as some economist suggest. These depend upon the rate of return on 

mudarabah investment just as they depend on the rate of return on investment (profits) in 

a credit based economic system. These could be higher, lower or remain the same relative 

to their level in a credit-based economy under different conditions. This model shows that 

an economic system based on Islamic principles is viable and provides unique solutions 

for income, employment and prices in a classical or Keynesian framework.   

Dar & Presley (1999) stated that there is great scope for Islamic banking and 

finance in western countries. Western literature also focuses on major challenges faced 

by Islamic banking. The main reason why Islamic banking has failed to grab the attention 

of western scholars is that Islamic scholars have limited the Islamic economic system to 

Holy Quran and Asian literature. There is a great need of Islamic economic system in 

western countries.  

Samad & Hassan (1999) conducted study to examine the performance of Islamic 

banking in Malaysia for the period of 1984 to1997. They used financial ratios in order to 

analyse the performance. They concluded that Islamic banks are less risky and more 

dynamic than conventional banks. In Malaysia, the joint venture profit sharing and supply 
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of loan under profit is not very much popular. There is a lack of trained and experienced 

staff in evaluating and managing various profitable projects.  

Sarker (1999) conducted study to examine the performance and challenges of 

Islamic banking in Bangladesh from 1988 to 1997. Author concluded that if proper 

banking laws and regulations exist in country, then Islamic banking could give effective 

and efficient banking services to customers. Islamic banks can perform even better if they 

are given opportunity to work as sole system in country. Previous studies have shown 

that Islamic banks have not been able to perform at their optimal level under the 

framework of traditional banking. 

Anwar (2000) stated that financing based on interest has been declared an 

illegitimate mode of finance from an Islamic point of view. Although, Islamic banks have 

replaced the practice of interest with other modes like mudarabah, musharakah, 

murabaha, bai bithaman, ajil bai inah and ijarah, doubts regarding their Islamicity persist. 

This study explains the reasons behind those doubts. It also examined the Islamicity of 

the money creation role of central banks and conventional banking system. It is found 

that role played by central banks and conventional banks is contrary to the teaching of the 

Qur‟an. Some measures were also proposed, if implemented, would enhance Islamicity of 

the entire banking system. 

Zaman et al (2001) conducted study to review the growth of Islamic Banking on 

global basis, to assess its performance and to evaluate its salient products and services. 

They concluded that some of the practices and financial instruments used by the Islamic 

banks do not seem to conform to the traditional Islamic principles and offered 

suggestions for improvement.  
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Burki (2004) explored three issues in this study: First, why the efforts to bring 

Islamic principles to economic management in Pakistan has proceeded so unevenly over 

the years. Second, how far Pakistan has gone in Islamizing its economic and financial 

sectors. Third, how much further it is likely to move. Author concluded that pragmatism 

has usually prevailed over piety, that efforts to Islamize the banking system have been 

largely cosmetic, and Pakistan is likely to move, albeit slowly, towards a system of 

parallel banking and financial institutions rather than replacing conventional institutions, 

that provide greater choice to the Muslim consumer.    

Salman and Rami (2006) conducted a study to examine and analyse the Jordanian 

experience with Islamic banking. In particular the experience of Jordan Islamic Bank for 

Finance and Investment, and Islamic International Arab Bank in order to evaluate the 

Islamic banks‟ performance in the country. Islamic banking in Jordan has been operating 

for around two decades. Islamic bank paid no interest on deposit and collected no interest 

on loans; instead, they made equity investments in companies and then shared in the 

venture‟s profit or loss. In this study, bank‟s performance evaluated by using many 

financial ratios i.e. profitability ratios, liquidity ratios and other ratios. In order to 

examine the performance of Islamic banking in Jordan, researcher adopted “Banking 

Efficiency Model” to measure the bank‟s performance. Performance evaluation is an 

important step to measure the growth and development of   any bank. The main objective 

of banks and any institutions is to maximize profits. On the other hand, Islamic banks 

have also other objectives besides making or maximizing profits, their aim is to achieve 

economic and social welfare and to ensure that there is no exploitation of the customers. 
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This study showed that Islamic banks in Jordan are facing different challenges 

domestically as well as globally which reduce their growth potential. These issues 

include conflicting situation in region, the economic slowdown, globalization public 

awareness and acceptance, lack of institutions that conduct research and development in 

this area, lack of skilled and professional people and local competition from large 

numbers of conventional banks that are operating in the country. This study used the 

performance evaluation methodology by conducting the profit maximization, capital 

structure and liquidity tests. It concluded that the efficiency and ability of both banks has 

increased and both have expanded their investments and activities and had played an 

important role in financing projects in market. Another interesting finding of the study is 

that the Islamic banks have focused on the short-term investment rather than long-term 

investment. The study also found that Islamic banks have a high growth in the credit 

facilities and in profitability.   

Mouawad (2009) conducted a research to investigate the influence of political and 

economic factors on the development of Islamic finance system in Egypt. He analysed 

the policies of Egyptian government towards development of Islamic finance in country. 

His findings suggested that share of Islamic finance in Egyptian economy is very low. 

This is due to the policies and their manipulation towards establishment of interest free 

economy. Moreover, only government is not responsible for this situation. Islamic 

financial institutions are also responsible as practices and policies they are following 

allow them to divert from their mission.  

Visser and Macintosh (2010) stated that interest based economic system is in 

practice for more than four thousand years. During this period, this system has been 
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heavily criticized by various religions, tradition and financial institutions based on 

humanity, moral, ethical and legal grounds.  

Yousefi et al. (2010) conducted a research in order to analyse the monetary 

stability and performance of Islamic banking in Iran. Their findings suggested that there 

is a need of more development and working on stability of Islamic banking system in 

order to prove the claim regarding stability of Islamic banking in Iran.  

Echchabi and Olaniyi (2012) conducted a research to study the preference of 

Islamic banks‟ customers in Malaysia. For this purpose 500 well-structured questionnaire 

distributed to the customers of Islamic banks. Their findings suggested that customers 

prefer Islamic banking because of their service quality and convenience associated with 

Islamic banks. Moreover, religious views is also a main factor of choosing Islamic banks. 

Muneeza and Yusuf (2011) conducted a research to examine the theoretical nature 

of Salam contract, its use in banking sector and its future prospects. Their findings 

suggested that Salam contract is riskier than other Islamic financial instruments. 

Moreover, feasible banking products based on Salam contract can help poor people in 

country.  

Abikan (2012) stated that in modern financial world, there is a great need of 

alternative of traditional financial system in order to strengthen the global finance. The 

continuous growth of Islamic financial services has proved itself a perfect alternative for 

conventional financial system. Many Western countries are not only adopting Islamic 

financial system but also struggling to be the central point of Islamic financial services.  

The study conducted by Dewa & Zakaria (2012) suggested that there is huge need 

of trained and skilled professionals of Islamic Banking and Finance in Malaysia. They 
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concluded that Malaysian Islamic banking sector should focus on generating human 

capital that have sufficient and sound knowledge of Sharia and Islamic issues. Though 

Malaysia is becoming the hub of Islamic banking and economics, however the regulators 

must take urgent and consistent actions in order to produce right workforce for Islamic 

banking industry.  

A research conducted by Noor & Ahmad (2012) on the efficiency of Islamic bank 

using the data of 78 Islamic banking sector of 25 countries.  Their findings suggested that 

Islamic banks have shown high efficiency. Moreover, they found the positive and 

significant relationship between bank efficiency and size, capitalization, loan intensity 

and profitability. In moderate-income level countries, the Islamic banks are found more 

efficient than low-income level and high-income level countries.  

Orisankoko (2012) stated that Islamic banking system is another institutional 

scheme of banking and finance that is in accordance to the Islamic Sharia principles. The 

recent global economic crises have convinced many Western economic minds to adopt 

Islamic banking system regardless of any religious issues. Previous researches on Islamic 

banking and finance have found that major challenges faced by Islamic banking are 

social, legal and economic. In Nigeria, traditional banking has also failed, badly affecting 

their national economy. Therefore, Islamic banking is now embraced by Nigerian 

economy as perfect alternative of conventional banking system. However, Islamic 

banking has faced many challenges; nevertheless, Nigerian economy has now accepted 

the Islamic banking system.     

 Choong, Thim, & Kyzy (2012) conducted research on Malaysian Islamic banking 

system to investigate their performance from 2006 to 2009. Their findings suggested that 
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credit risk is most important factor that affects the performance of Islamic banking in 

Malaysia. If the credit risks of Islamic banks are high, their Return on Assets (ROA) and 

Return on Equity (ROE) will be less. They concluded that in order to manage and survive 

efficiently, Malaysian Islamic banks must identify all kind of risk factors. By doing so, 

they will not only survive but also sustain in Malaysian economy.   

Khoutem & Nedra (2012) conducted a study to examine how much Islamic 

financial system can contribute to enhance the economic growth of country. They 

concluded that Islamic banking system eliminates the problem of ex-ante and ex-post 

asymmetric information. As Islamic banking is based on profit and loss sharing principle, 

therefore, the cost of information and transaction also reduces the risk. Moreover, it 

promotes the saving and investment culture. Therefore, Islamic banking is contributing 

extensively towards strengthening the economic system of country.     

Abduh & Chowdhury (2012) stated that Islamic banking system was started in 

Bangladesh approximately 30 years ago. Since then it is considered to have a significant 

and positive relationship with economic growth in Bangladesh. Their results suggested 

that interest free banking in country have a positive and significant relationship with 

economic and financial growth both in short run and long run. Moreover, if government 

wants to enhance the income, Islamic banking should be one of her policies.   

Al Nasser and Muhammed (2013) conducted a research in order to review the 

history of Islamic banking in Malaysia from 1963 to 2010. Their findings suggested that 

infrastructure of Islamic banking and finance in Malaysia is very strong. Malaysia was 

the first country who initiated to develop a systematic and well-established Islamic 
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banking structure. The Islamic banking system in Malaysia is growing very progressively 

and rapidly.   

3.1.    Interest Free Economy in Pakistan 

Ahmad (1984) stated in his article “Concept and Models of Islamic Banking: An 

Assessment”. In the first section of this paper, he explained the concept of Islamic 

banking and Riba in the light of Qur‟anic verses and saying of Holy Prophet (PBUH), 

undesirable features of interest based banking system and its alternatives which are 

permissible in Islam. He further described that mark-up system and for all other products 

where a fixed pre-determined return on capital is involved, are no real substitutes for 

interest. Prohibition of interest in Islam is meant to stimulate overall productive activity, 

generate maximum employment and encourage innovation which is the mainspring of 

growth. These blessings can only be reaped if the interest system is completely uprooted 

in the real sense of the term and replaced by fundamentally different systems like 

profit/loss sharing. In second section of the paper, author outlined various models of 

Islamic banking and examined their ramification from the viewpoint of Islamic ideology. 

In third section of this paper, he gave a brief assessment of the efforts currently under 

way in various Muslim countries to put the concept of Islamic banking in actual practice.   

Ahmad (1985) stated in his article “The Present State of Islamic Finance 

Movement”, that the philosophical foundation of Islamic banking is derived from a verse 

of the Holy Quran which says that God has permitted Bai (trading) and has forbidden 

Riba (interest). The rationale for the prohibition of interest and permissibility of profit 

derived from trading lies in the distinguishing characteristics of the two types of return on 
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capital. Profits are the result of initiative, enterprise and efficiency which come from 

genuine trading activities. Islam forbids the profit generating from unethical practices 

such as stock, hoarding of goods and monopolistic practices which shut out competition 

and result in excessive profits. Charging of interest on loan taken for consumption 

purposes is repugnant to the spirit of Islam because it amounts to taking advantage of a 

man‟s inferior economic position. Author also described the Islamic modes/techniques of 

financing. He is of the view that the experience of Pakistan and Iran has shown that it is 

feasible to eliminate interest completely from domestic banking transactions and to 

replace traditional banking by Islamic banking in an economy. The problem of phasing 

out interests from international transaction is, however, much more complex. It can be 

tackled by a grand cooperative effort on the part of the entire Muslim World. The 

position in this respect is well set out in the report of Pakistan‟s Council of Islamic 

Ideology on elimination of Riba. 

Usmani (1995) stated that the Western Countries introduced a capitalist economy 

in the Islamic world. A small group of people in Islamic countries have insisted that 

interest on conventional loans is not „usury‟ as prohibited by Islam. They argue that 

credit is basic demand/need in the present economic system. The wide range of economic 

activities cannot be carried out on the principle of qard-e-hasna and Islam should not 

interfere in these economic activities. Author states that this proposition has opened the 

door for debate on the question of whether conventional interest falls within the ambit of 

Riba or not. Sharia Scholars and majority of economists accepted in a large numbers of 

seminars and conferences that the interest on conventional loan was Riba which is strictly 

prohibited by Quran and Sunnah.  
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Khan (1998) stated that earlier work on Islamic economics focused mainly on 

restating the Islamic teachings relating to economics as envisaged in the Quran, the 

Hadith and the Fiqh. Many researchers contributing towards Islamic economics were 

primarily religious scholars having little exposure to the concepts of modern economics. 

In 1976, the First International Conference on Islamic Economics assembled over 200 

economists, scholars and social scientists from all over the world in Makkah. It exposed 

the participants to an emerging need for addressing the concepts of Islamic economics at 

a more professional level. Author also explained the different points/steps about 

achievements and shortcomings in the area of Islamic economics with examples. He 

further encouraged the Muslims economists that large number of developments taking 

place in the human knowledge and thinking for the development of Islamic economics. 

He also suggested the strategy of the Muslim economists, scholars and institutions 

towards development of Islamic economics in the future. 

Khan (1995) in his article “Review of the Federal Sharia Court Judgment on 

Riba” gave a brief of the judgment and its distinctive feature in this paper which are as 

under: 

1) Federal Sharia Court has declared all the fiscal laws containing provisions on 

interest as null and void and has fixed a date i.e. June 30, 1992 beyond which 

these laws will become ineffective. There is no example of such a decree in 

the history of Pakistan. 

2) Judgment did not mince any word nor did it try to avoid the contentious issues 

pertaining to interest. Instead, the court, on its own initiative, raised all the 

issues so that the matter is decided finally. In this way the judgment is, 
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perhaps, the most comprehensive legal document to discuss all the questions 

at one place. 

3) It is a unique document in the sense that it combines evidence from primary 

sources, history of the Muslim people, juridical texts, opinions of the 

renowned scholars and economists, all at one place. 

4) Although it was not the responsibility of the court to discuss the question of 

alternative system, yet it raised this question and provided a lot of valuable 

material which can become basis of an interest free economic system. 

5) Judgment has taken note of the dissenting opinions of the counsels of some 

respondents and discussed them threadbare. The discussion of dissenting 

opinions is exhaustive and leaves little room for their plausibility. 

The Federal Sharia Court  (FSC) has decreed that a “transaction which contains 

excess or addition over and above the principal amount of loan, which is predetermined 

in relation to time or period to be conditional to the payment of predetermined excess or 

addition, payable to the creditor (such a transaction containing the said elements) 

constitutes Riba and any sale, transaction or credit facility, in money or in kind, has been 

considered to be  a transaction of Riba, which is unlawful (haram) in the territory of 

Islam and in Muslim society. There is a consensus (ijma) of the Muslim jurists on it.” 

 He also discussed the following issues relating to the debate on interest which 

were outside the scope of the court or the court felt that some more research was needed 

to resolve them such as:  

1) Protecting the value of money  

2) Difference between cash and credit prices.  
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3) Existing interest bearing loans.  

4) Domestic public debt.  

5) Foreign debt.  

6) Saving schemes  

7) Interest on provident funds.  

Author also gave proposals to resolve these issues. 

  He wrote interest is so deeply entrenched in our economy that it will be yeoman‟s 

task to abolish it. Its abolition requires of all the things, political will of the nation. So far, 

this will has been lacking. The nation has postponing this issue for the last 46 years on 

one pretext or the other. The FSC judgment has created, for the first time, a real urgency. 

Even now, this problem will require a sincere desire on the part of the people of this 

country to uproot this evil.   

 He has opinion that campaign should be launched to create awareness among the 

elite of this country about possible alternatives of interest. Similarly, all educational 

institutions beyond high school should educate the students with varying degrees of 

elaboration about the negative effects of interest and possible solutions to abolish it. 

There does not seem to be any alternative to mass awareness on this question.  

 Ahmad (1995) in his article “Elimination of Riba: Concept and Problems” gave 

response to the Supreme Court questionnaire. He explained the concept of Riba with 

reference to the Holy Quran and Hadith. He also reproduced the definition and views of 

other economists and scholars about Riba. He stated that any premium or excess, small 

moderate or large, contractually agreed upon at the time of lending money or loanable 
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funds, fixed as rate or datum for the use of money or loan-able funds over a period of 

time is Riba.  

Faiz  (1995) has stated in his article “Financing Govt. Transactions in an interest 

Free Economy: A Case of Pakistan” that elimination of interest from economy in 

accordance with the injunctions of Sharia would require that Govt. transactions involving 

interest are also conducted under some alternative arrangements. He tried to examine the 

nature and magnitude of these transactions in the case of Pakistan and evaluate different 

proposals to make them compatible with Sharia. Govt. transactions have both domestic 

and international dimensions. In this paper, author planned to focus mainly on the 

domestic transactions. He analysed different aspects of Govt. transactions involving 

interest in Pakistan in section I of this paper and evaluated the proposals to eliminate 

interest from these transactions and its impact on the economy in the second section of 

this paper. He further added that interest free alternatives to financing government 

transactions is a concept which would require changes in economic, political, legal and 

moral spheres of life. Therefore, the full impact of interest free dealings on the economic 

arena may not be realized unless the necessary changes in related spheres are made. 

Ahmad (1995) has reported in his article “Present State of Islamization of the 

Financial System in Pakistan” the efforts made by the Govt. of Pakistan for Islamization 

of financial system. In 1st section of this paper, he expressed the historical perspective of 

Islamization efforts. He wrote the steps taken for Islamization of financial system in the 

second section of this paper. The third and final section contains an appraisal of the 

present state of Islamization of financial system in Pakistan.  
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Nomani (2003) has described the Problem of Interest and Islamic Banking in a 

Comparative Perspective, The case of Egypt, Iran and Pakistan. He conducted a research 

on the subject and stressed that financial contract and transactions in the Muslim world 

should be free of Riba and gharar. Riba and gharar are interpreted differently in Sunni 

and Shia schools of laws. 

The study was designed to achieve objectives like:   

1) To establish the detail on Riba among scholars on interest free banking in Egypt, 

Iran and Pakistan. 

2) To study implications of the debate on financial contracts in Islamic countries i.e. 

Egypt, Iran and Pakistan.   It was concluded by him that the banking in these 

countries i.e. Egypt, Iran and Pakistan mainly depends upon financial capital 

markets and flexible approach to Sharia by different schools of law in Muslim 

countries.  

 Ishrat (2004) described in his article “The Economy of Pakistan: Past, Present and 

Future” that most of the assumptions and premises on which the hypothesis about the 

Islamic economic system have been constructed are serious flawed. Pakistan is and will 

remain a responsible member of the international community. He concluded that Pakistan 

is far removed from the day when it will be ready to adopt a full-fledged Islamic 

economic system.    

Kennedy (2004) reviewed in his article “Pakistan‟s Superior Courts and the 

Prohibition of Riba” the convoluted history of Islamic legal efforts to secure a judicial 

ruling that Riba, or financial interest, is repugnant to Islam. Therefore, all federal and 

provincial laws that provide for Riba must be brought into conformity with Islamic law. 
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His analysis underscores the essentially political rather than legal character of this 

question. Even Zia-ul-Haq, who professed to want to govern Pakistan according to 

Islamic precepts, and who in 1979 publicly pledged to eliminate Riba from Pakistan 

within three years, nonetheless opted for “prudential incremental” changes that did not 

seriously challenge the operations or the corporate interests of domestic banks or Pakistan 

based affiliates of multinational banks.” As of today, Kennedy concludes that legal 

efforts to secure the prohibition of Riba have been effectively derailed. Those who wish 

to pursue this goal further “are left with little recourse save trying to convince a 

heretofore dubious and disinterested public”. 

Lodhi and Rukhsana (2005) have described “Strategic Directions for Developing 

an Islamic Banking System”.  They conducted a research study and concluded that the 

main pillar of Islamic finance is prohibition of interest. The banking system in Pakistan is 

undergoing a transition from conventional model of banking to the new concept of 

Islamic banking based on principles of Islamic economics. The new system should not 

only eliminate interest-based transactions but also introduce the concept of “Zakat” a 

contribution to the poor.  

 The main idea is that there should not be any predetermined benefit attached to 

the capital. Islam permits profit sharing, though profit sharing ratio is predetermined, the 

ratio of return is not predetermined, despite the apparent government efforts, Islamic 

financing in Pakistan could not be practiced in its true spirit and many challenges are still 

being faced by the banking sector in its implementation.    

 This study discusses the evolution of Islamic banking in Pakistan focusing on the 

progress made in the sector. It also identifies factors impeding the development of the 
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Islamic banking in Pakistan. It attempts to blend theoretical knowledge and field 

experiences to determine impediments in development of Islamic banking and find out 

practical solution of the problem. A questionnaire was developed based on experiences of 

developing interest free banking system in other countries as well as in Pakistan to get the 

views of bankers on some vital issues. Interviews of senior bankers of national and 

international banks were also conducted. Study also proposed two recommendations at 

the strategic level. 

- There is an urgent need for “knowledge sharing” on Islamic banking 

system within countries working to develop the system. 

- The R&D effort, for developing new services, compliant with Islamic 

teaching, needs to be improved. 

- They also pointed out initiatives needed to achieve the above strategic 

objectives in the study. 

    

Khan and Bhatti (2006) conducted a research to investigate the reasons of failure 

of Islamic banking in Pakistan. Their findings suggested that lack of government support 

is main reason of failure of Islamic banking in Pakistan. Moreover, legal, political and 

intellectual efforts made in Pakistan to enforce Islamic banking in Pakistan were not up to 

the mark.  

Jaffar and Manarvi (2011) conducted a research on Pakistani banking sector to 

analyse and compare the performance of Islamic banks and conventional banks during 

2005 to 2009. They selected a sample of 10 banks (5 Islamic banks and 5 conventional 

banks). Their findings suggested that in Pakistan Islamic banks have performed better 
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than conventional banks. The performance of Islamic banks is higher than conventional 

banks in possessing adequate capital. Moreover, Islamic banks have more liquidity 

position than conventional banks.  

Usman and Khan (2012) conducted a research on Pakistani banking sector in 

order to examine the financial performance of both conventional banking and Islamic 

banking for the period of 2007 to 2009. They concluded that in Pakistan, Islamic banks 

have more growth rate and high profitability than conventional banks. In addition, 

Islamic banks have more liquidity power than conventional banks.  

Khalid and Amjad (2012) conducted a research to evaluate the risk management 

practices and techniques in Islamic banks of Pakistan. They used standardized 

questionnaire in order to analyse the risk management practices. They concluded that 

Islamic banks in Pakistan are following risk management practices and risk management 

techniques are somewhat reasonable in managing risks.    

3.2.   Rationale for Prohibition of Riba  

 Before discussing the rationale for prohibiting Riba by the Quran and Prophet‟s 

Sunnah, it is pertinent to mention here that Islam means human submission to divine will. 

Islam provides moral values such as justice, benevolence, equality, freedom and 

brotherhood. It is source of inspiration for humanity for a true and positive moral 

conduct. It caters for human welfare through providing harmony of moral, material and 

spiritual needs of human beings. The basic moral values and principles of Islamic 

economics are contained in the Holy Quran and in the teaching of Holy Prophet 

Muhammad (PBUH). 
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 Riba (interest, usury) is primarily an economic issue that all religions and 

mythologies have prohibited Riba in one way or the other since the inception of human 

interaction. All three major revealed (Ilhami) religions i.e. Islam, Christianity and 

Judaism have strongly condemned and proscribed Riba in its original versions. 

 Islam condemns all forms of exploitation particularly the injustice continued in 

the form of lender being guaranteed of a positive return without assuming the share of 

risk with the borrower, whereas the borrower takes upon him all sorts of risks in addition 

to putting in his skills and labour. A person spends his labour, time and utilizes his skills. 

When he invests money in trade, industry or agriculture but there is no guarantee of profit 

or rate of profit on his investment. He also faces a risk of loss of capital or part thereof. 

On the other hand, the moneylender simply lends funds does not invest his time or labour 

in the business but is guaranteed at fixed rate of profit in the form of interest. Islam says 

in clear terms that the lender is not justified in earning a fixed rate of profit, irrespective 

of the operational result of business. 

 It is pertinent to mention that the payments of instalments of loans, eat away a 

substantial portion of their income and the miserable persons (debtors) are unable to meet 

even their basic needs and that of their families, leading to poor health, sub-standard 

living conditions and no education. All this gives rise to a never-ending tussle between 

haves, have-nots, and results in tension, anxiety, frustration and hatred. 

3.3.   Concept and Meaning of Riba  

 Prohibition of Riba Act 1997 states that Riba is a stipulated payment over and 

above the principal amount lent in consideration of the time given for repayment, on 
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either simple or compound basis or any discount given on assignment of debt or any 

financial paper representing money. 

Interest or finance charge which is claimed, paid, given, received, credited, 

debited-actually or through accrual-by banks and other institutions including 

Government, in their operation or on amounts outstanding either against them or for them 

is Riba. 

Any charge, fees and commission charged for services other than the provision of 

capital, rendered by banks and financial institutions is not Riba. 

Chapra (1985) explains, “Riba literally means increase, addition, expansion or 

growth”. 

 Allah says in Holy Quran: 

 “Allah deprives Riba of all blessing and develops charity” (Al-baqarah-276) 

 “The interest that you give in order to increase the wealth of the people, does not 

increase in the sight of Allah” (Al-Rum-39) 

 The above said verses make it clear that any addition to capital shall be called 

Riba. However, the Holy Quran has not declared all additions as unlawful because 

addition to capital takes place in trade also. The Quran forbids a particular kind of 

addition, which is over and above the principal amount lent at predetermined rate of 

interest. 

 A person gives loan to another person on condition that after a period he will 

receive so much amounts in excess of principal amount. This excessive amount is Riba 

which is the price of period for which loan was given. When a condition is imposed that a 

stipulated sum will be charged on loaned capital against a period. It is an interest-based 
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transaction and the sum charged in excess of the capital as the price of the period is called 

interest. 

 Every interest (Riba) based transaction has three elements: 

1) There is an increase in principal amount.  

2) The increase is determined in relative to the payment period. 

3) The transaction is conditional to interest payment. 

Tahir (1999) describes that Riba is a discrepancy which results from the 

contractual obligations of a party in the context of a direct exchange of items of the same 

general kind (such as loan transaction) between two parties. 

Encyclopaedia American International Edition (1970) expresses the meaning of 

interest that it is a charge for the use of money. Interest has not always been considered 

legitimate or even moral payment. Until the end of middle ages, any charge for a loan 

was general considered usury. The teachings of Christian, Judaic and Islamic religion, all 

condemned in varying degrees, the taking of interest. However, in times that are more 

recent usury has come to be regarded as only the charging of illegal rates of interest. 

It is explained that Islam prohibits predetermined pricing of capital. Briefly, the 

Islamic position is that if a loan is given or taken for moral or humanitarian reasons, the 

principal amount should be protected and any excess on that is forbidden as immoral and 

exploitative. If loan or investment is made for economic reason, then the owner of the 

capital has no right to demand a fixed rate of return. One cannot legitimately ask for any 

additional payment without sharing the risk of business. Thus if a simple loan is 

advanced without risk sharing, any additional payment, small or large, in excess of the 

principal amount of the loan, constitutes Riba and as such is forbidden. 
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Some economists have made an effort to differentiate between interest and usury. 

Three caveats are presented: 

1) that Riba means usury and as such interest, particularly bank interest, does 

not fall into the ambit of Riba; 

2) Usury or Riba relates to loan contracted by the poor and the needy persons 

for consumption purposes while interest constitutes reward on conventional, 

productive and profitable loans. 

3) Interest stands for a reasonable rate of return on capital while usury 

represents an excessive, exorbitant and exploitative rate of interest. 

It is stated that all the three premises are totally incorrect, theoretically 

inadmissible and empirically baseless. There cannot be any economic or sharia 

justification for confining Riba to usury and excluding interest from its jurisdiction. As 

far as economic analysis is concerned, there is no technical difference between interest 

and usury. When we look upon the phenomenon from the demand side of economic 

analysis or the supply side, the rationale developed in economic theory for interest and 

usury are the same. If it is a reward for waiting or time preference, there cannot be any 

differentiation between interest and usury. If it is examined from productivity approach, 

again there cannot be any differentiation between the two. That is why whatever 

differentiation has been introduced in the literature comes mostly on moral grounds 

alleging that one is high and exorbitant (usury) and the other is low and as such 

reasonable and secondly that usury deals with loans to the poor for consumption purposes 

while interest deals with profitable conventional advances.  
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As far as Islam is concerned, it has laid down very clear and precise criteria. If the 

loan carries, a predetermined fixed reward related to time of loan used and decided upon 

as a condition of loan it is Riba, pure and simple. There is no difference between 

consumption loan or production loan or high rate or low rate or loan taken by a poor 

person or rich. Both the caveats are inadmissible. Interestingly enough, the sharia and 

economics have no quarrel on this count. 

3.3.1. New Definition of Riba  

The term Riba refers to the process of self-growth or self-generation. Riba is one 

of those agents that continue to grow by itself. Without any interference, the money will 

keep on growing. In case, you put your money in your bank account, even bank don‟t use 

your money or invest it somewhere else, you can still get your profit on the given date 

and time. In Islam, the whole principle of intra-action and self-generation of anything 

itself is well documented. More evidence can be found if we look more closely to the 

word “Riba”. The linguistic root of “Riba” and “Raab” are approximately similar. 

Obviously, they are not the same, but having same cognate root. Raab is used for Lord in 

Arabic language. Quran also has declared Riba has „Harrama‟ (2:275). „Harrama‟ is 

Arabic word which means to prohibit something for two reasons. (a) It is out of range for 

people or (b) it is sacred. Therefore, there is no evil in Riba; however, the practice of 

Riba in financial matters leads to the injustice and exploitation of human values. This 

means that Riba is not prohibited in Islam because it is an evil practice but Riba is 

prohibited because it is a divine practice.    
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3.4.   Types of Riba  

 Usmani (2002) expresses that Riba means excess, increase or addition which 

correctly interpreted according to Sharia terminology, implies any excess compensation 

without due consideration (consideration does not include time value of money). 
 

 However, not every increase, addition, expansion or growth which has been 

prohibited by Islam. One has to evaluate the context in which something is referred to 

and then comprehend the essence. Quran is a Holy book in which rationality plays a big 

part. Therefore, the term Riba must be construed in the broad sense of an unequal 

exchange which also includes lending on interest or usury. Riba in the context of 

exchange would therefore occur either in a thing, commodity or money without giving in 

return, equal/just counter-value to the other party (debtor), there-by creating exploitative 

relationship.  

 There are two types of Riba namely „Riba Al-Nasiyah” and “Riba Al-Fadl”. 

3.4.1. Riba Al-Nasiyah  

Usmani (2002) explains that Riba al-Nasiyah is an excess amount over and above 

the principal amount received by lender from borrower at predetermined rate (fixed rate). 

This type of Riba has been strictly forbidden in Islam and there is no ambiguity 

about it. There are very clear instructions in the Holy Quran and the Ahadith about Riba 

al-Nasiyah. There is no evidence present which could back up the long held belief that is 

prohibited only in case of loans taken for consumption purposes. Rather no distinction 

has ever been made in consumption and production loans in case of Riba al-Nasiyah. 
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Both type of loans, if conditional to interest payment come in the category of prohibited 

transactions because these transactions give birth to exploitative thinking. 

If a person takes loan for consumption purpose, then taking interest from him is 

very unfair, because someone who already has not been able to fulfil his needs from his 

income could hardly manage to pay interest. 

There are other people as well who take loans for investment purpose which are 

called productive loans. Taking interest from productive loans is also unfair because in 

this case, the lender is just sharing the return, not the risk inherent in production of that 

return. While borrower is taking all the risk himself and even then, a significant amount 

of the total return has to be paid by him to the lender. In most cases, when loss occurs, it 

has to be borne by the borrower and it has no impact on the principal and interest 

payments. 

One of the Ahadith quoted by Ali ibn al Talib (RAA) has defined Riba al-Nasiyah 

in similar words. The Holy Prophet (PBUH) said 

“Every loan that draws interest is Riba”.   

Usmani (2002) describes that Imam Abu Bakr Hasses Razi has outlined a 

complete and prohibiting legal definition of Riba Al-Nasiyah, in the following words:  

“That kind of loan where specified repayment period and an amount in excess of 

capital is predetermined”. 

He further quotes that the famous Sahabi Fazla Bin Obaid has also defined Riba 

in similar words: 

“Every loan that draws profit is one of the forms of Riba”.  
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This is the real and primary form of Riba. Since the verses of Quran has directly 

rendered this type of Riba as haram. It is called Riba Al-Quran. Similarly since, only this 

type was considered Riba in the dark ages; it has also earned the name of Riba Al 

Jahiliya. 

Allah has ordered for prohibition of Riba in various verses of Holy Quran, has 

warned those who persist in practicing it of a war which is certain to be declared on them 

by Allah Himself and His Messenger, and has seriously threatened those engaged as 

writer, witness and dealer in Riba transactions. Riba Al-Nasiyah is haram has never been 

disputed in the Muslim community. 

 According to the above definition of Riba Al-Nasiyah, the giving and taking of 

any excess amount in exchange of a loan at an agreed rate is  Riba irrespective whether at 

a high or low rate. It has been proven through Ahadith that the Holy Prophet (PBUH) 

paid excess at the loan repayment time but since this excess was not paid at an agreed 

rate, it cannot be called Riba. 

3.4.2. Riba Al Fadl  

Niazi (1995) states that Riba Al-Fadl was excess or increase which was found in 

one of counter-values through weight, measure or count when two counter-values of 

same species were exchanged on spot at once. 

Usmani (2002) states that Riba Al Fadl was that excess which was taken in 

exchange of specific homogenous commodities and encountered in their hand to hand   

purchase and sale as explained in the famous hadith. 

 The Prophet (PBUH) said “sell gold in exchange of equivalent gold, sell silver in 

exchange of equivalent silver, sell dates in exchange of equivalent dates, sell wheat in 
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exchange of equivalent wheat, sell salt in exchange of equivalent salt, sell barley in 

exchange of equivalent barley, but if a person transacts in excess, it will be usury (Riba). 

However, sell gold for silver any way you please on the condition it is hand to hand 

(spot) and sell barley for date anyway you please on the condition it is hand to hand 

(spot)”.  

 Although there is disagreement, among jurists as to whether the injunction applies 

only to the six commodities referred to above or whether there is some general principles 

which emerges covering other aspects, it is evident that the prohibition of Riba al-Fadl is 

intended to ensure justice and remove all forms of exploitation through unfair exchange.  

 It therefore follows from foregoing that the main rationale of prohibiting Riba is 

on account of exploitation in lending or in exchange, when an equal return or counter 

value is not given to the other party, whether seller/purchaser or a debtor. 

 The present controversy over definition and interpretation of Riba in Pakistan 

(whether it is interest or usury) largely reflects the facts that the concept of Riba cannot 

be correctly understood without understanding its original social and economic context. 

We do not intend to redefine Riba but for the purpose of this study, we shall try to 

interpret it in order to underline the essence of subject matter in consonance with 

teachings of the Holy Quran and the Sunnah.   

3.5.   Prohibition of Riba in the Holy Quran  

The Holy Quran emphasizes the need for justice, which is beneficial for both 

parties involved. Either both of them should have profit or none should have profit. A 

close look at the business of interest based lending/borrowing and the philosophy behind 
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it would reveal that the result ought to be impoverished state of a vast majority of the 

society while filling beyond capacity the coffers of a few capitalists. The economic 

disparity results in disaster of the country and that is why Islam has forbidden this 

business.   

 These are following verses of the Holy Quran on the subject. 

First Revelation (Surah Al-Rum, verse 39) 

1) “That which ye give in Riba in order that it may increase on (other) 

people‟s property hath no increase with Allah; but that which ye give in 

charity, seeking Allah‟s countenance, hath increase manifold.” 

Second Revelation (Surah Al-Nisa, verse 161) 

2) “That they took Riba, though they were forbidden; and that they devoured 

men‟s substance wrongfully. We have prepared for those among them 

who reject faith, a grievous punishment.” 

Third Revelation (Surah Al-Imran, verses 130-32) 

3) “O ye who believe! Devour not Riba, doubled and multiplied; but fear 

Allah; that ye may (really) prosper”. “Fear the fire, which is prepared for 

those who reject faith.” “And obey Allah and the Prophet; that ye may 

obtain mercy.” 

Fourth Revelation (Surah Al-baqarah, verses 275-281) 

4) “Those who devour Riba will not stand except as stands one whom the 

evil one by his touch hath driven to madness. That is because they say: 

“Trade is like Riba”. However, Allah hath permitted trade and forbidden 

Riba. Those who after receiving direction from their Lord, desist, shall be 
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pardoned for the past; their case is for Allah (to judge). But those who 

repeat (the offence) are companions of the fire; they will abide therein 

(forever).”(275) 

5) “Allah will deprive Riba of all blessings, but will give increase for deeds 

of charity; for He loves not creatures ungrateful and wicked.” (276) 

6) “Those who believe, and do deeds of righteousness and establish regular 

prayers and regular charity, will have their reward with their Lord: on 

them shall be no fear, nor shall they grieve.” (277) 

7) “O ye who believe! Fear Allah and give up what remains of your demand 

for Riba, if ye are indeed believers.” (278) 

8) “If you do not do so, then take notice of war from Allah and His 

Messenger. However, if you repent you can have your principal sums. 

Neither should you commit injustice not should you be subjected to 

it.”(279) 

9) “If the debtor is in difficulty, grant him time till it is easy for him to repay. 

But if ye remit it by way of charity, that is best for you, if ye only knew.” 

(280) 

10) “And fear the day when ye shall be brought back to Allah. Then shall 

every soul be paid what it earned, and none shall be dealt with unjustly.” 

(281) 

 As the money lending transactions, involving usury and interest were prevalent 

among the Arabs for a long time and had taken deep roots in their society.  
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The injunctions of Riba in the Holy Quran were revealed in a period spread over a 

number of years. The above Qur‟anic verses refer that the contents of Surah Al-Rum, 

verse 39, are merely of an advisory nature and do not in fact prescribe any punishment. 

The Almighty Allah in His infinite wisdom tells his followers that wealth does not in fact 

increase by interest earnings. This verse also motivates people to give more and more to 

the poor and needy and Allah assures that with his blessings, the wealth of a person, 

giving charity, will increase manifold. This point has again been emphasized in Surah Al-

baqarah verse-276, wherein Allah says that he deprives Riba of all blessings but blesses 

charity. This is also true from social, economic and moral points of view.   

Further, in Surah Al-I-Imran Verses130-2, Allah prohibits Muslims to take usury 

(compound interest) and promises prosperity to people who obey the orders. In Surah Al-

baqarah, verse-275, it has been clearly mentioned that the thinking that „trade is like 

Riba‟, is incorrect and that Allah has permitted trade and forbidden Riba. The return on 

capital invested by an entrepreneur in the business is either positive or negative 

depending upon the operational results. In case, however, of interest on loan including 

bank interest, a positive return is assured and a negative return or risk of a negative return 

is not shared by lender. The basic difference between trade of commodity and trade of 

money as prevalent today (Riba, usury or interest) is that in the former case, there is no 

guarantee of a positive return, whereas in the latter case, there is a certainty of a positive 

return at a fixed rate. 

The Surah Al-baqarah verse 279 has warned that those who do not forego Riba 

which was already accrued and do not desist from taking it any further, then they are at 

warpath with Allah and His Prophet (PBUH). It is however, significant to note that Riba 
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which had already been recovered before revelation of this verse of the Holy Quran was 

also not justifiable due to obvious reason that Riba was prohibited in earlier religions 

also, as well as in the earlier revelations of the Holy Quran. Allah however, did not 

declare it illegal, as it would have opened a Pandora box in the form of endless litigations 

between parties. No demand could therefore be made for the return of the amount of Riba 

already paid. The income already earned because of Riba, however, remained unethical 

and polluted. The matter in individual cases would be, therefore, be taken up by Allah on 

the Day of Judgment. 

Siddiqui (1994) expresses the views of Maududi.  Muslim scholars are, therefore, 

of the firm opinion that this money should not be spent on self or family but one should 

voluntarily return it to the person from whom, it was recovered. If he is not available then 

the amount should be spent on social welfare. 

It is significant to note that the sura Al-baqarah verse 278 of the Holy Quran 

specifically says, “Give up what remains of your demand for Riba” and the sura Al-

baqarah verse 279 says, “You shall have your capital sums.” In view of this clear and 

unambiguous directive of the Holy Quran, all the arguments that prohibition of Riba does 

not cover bank interest, do not merit any consideration and are automatically invalidated. 

There is, therefore, no doubt left that according to the injunctions of the Holy Quran, in 

money lending transactions, anything recovered in excess of the principal amount is 

prohibited, by whatever name it is called, Riba, usury or interest.
 

According to Surah Al-baqarah verse 280 Allah permits the lenders to take back 

only the amount advanced and no more. It is, however, laid down that if the borrower is 

in difficulty he should be given extension in repayment date and in fact, believers have 
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also been motivated to forego the principal amount as charity, if the circumstances so 

warrant. surah Al-baqarah verse 281 indicates fear the day when they will go back to 

Allah on the day of Resurrection, each one of them will be dealt with in a just and 

equitable manner.  

In the context of above discussion Riba, usury and interest, have the same 

meaning and have a common factor of predetermined positives. This obviously is in 

sharp contrast to trade. It is clear that according to the verses of the Holy Quran referred 

to above, Riba usury and interest are strictly prohibited, in all forms and intent. 

3.6.   Riba in Hadith 

 There are numerous Ahadith on the subject of Riba. The Ahadith containing the 

directives of the Holy Prophet Muhammad (PBUH) have been narrated by authorities. 

3.6.1. General Ahadith 

1 From Jabir (RAA) The Prophet, (PBUH) may cursed the receiver and the payer of 

interest, the one who records it and the two witnesses to the transaction and said, 

“They are all alike [in guilt]” (Muslim, Tirmidhi and Musnad Ahmad). 

2 Jabir ibn Abdallah (RAA) giving a report on the Prophet‟s Farewell Pilgrimage, 

said: The Prophet, (PBUH), addressed the people and said “All of the Riba of 

jahiliyyah is annulled. The first Riba I annul is our Riba that accruing to „Abbas 

ibn „Abd al-Mutalib (the Prophet‟s uncle]; it is being cancelled completely.” 

(Muslim, Musnad, Ahmad). 

3 From „Abdullah Ibn Hanzalah (RAA) the Prophet (PBUH), said, “A dirham of 

Riba which a man receives knowingly is worse than committing adultery thirty 
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six times” (Mishkat al-Masabih, Kitab al Buyu‟, Bab al Riba, on the authority of 

Ahmad and Daraqutni). Bayhaqi has also reported the above hadith in Shu‟ ab al-

imam with addition that “Hell befits him whose flesh has been nourished by the 

unlawful.”  

4 From Abu Hurayrah (RAA): The Prophet, (PBUH), said, “On the night of 

Ascension I came upon people whose stomachs were like houses with snakes 

visible from the outside I asked Gabriel who they were. He replied that they were 

people who had received interest.” (Ibn Majah, Kitab al-Tijaraht, Bab al-taghlizi 

fi al-Riba; also in Musand Ahmad). 

5 From Abu Hurayrah (RAA): The Prophet, (PBUH), said “Riba has seventy 

segments, the least serious being equivalent to a man committing adultery with 

his own mother.” (Ibn Majah). 

6 From Abu Hurayrah (RAA): The Prophet, (PBUH), said, “There will certainly 

come a time for mankind when everyone will take Riba and if he does not do so, 

its dust will reach him. (Abu Dawud, Kitab al Buyu‟, Bab fi ijtinabi al-shubuhat; 

also in Ibn Majah). 

7 From Abu Hurayrah (RAA): The Prophet, (PBUH), said, “God would be justified 

in not allowing four persons to enter paradise or to taste its blessings: he who 

drinks habitually, he who takes Riba, he who usurps an orphan‟s property without 

right, and he who is undutiful to his parents” (Mustadrak al-Hakim, Kitab al-

Buyu‟). 
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3.6.2. Ahadith on Riba Al-Nasiyah  

1) From Usamah ibn Zayd (RAA): The Prophet, (PBUH) said, “There is no Riba 

except in Nasiyah [waiting].” (Bukhari, Muslim and Musnad Ahmad) “There is 

no Riba in hand to hand (spot) transactions: (Muslim, and Nasa‟i). 

2) From Ibn Mas‟ud (RAA): The Prophet, (PBUH), said, “Even when interest is 

much, it is bound to end up into paltriness.” (Ibn Majah and Musnad Ahmad). 

3) From Anas ibn Malik (RAA): The Prophet, (PBUH), said: “when one of you 

grants a loan and the borrower offers him a dish, he should not accept it; and if 

the borrower offers a ride on an animal, he should not ride, unless the two of 

them have been previously accustomed to exchanging such favours mutually.” 

(Sunan al-Bayhaqi). 

4) From Anas ibn Malik (RAA): The Prophet, (PBUH), said, “If a man extends a 

loan to someone he should not accept a gift.” (Mishkat, on the authority of 

Bukhara‟s Tarikh and Ibn Taymiyyah‟s al Muntaqa). 

5) From Abu Burdah ibn Abi Musa (RAA). I came to Madinah and met „Abdallah 

ibn Salam who said, “You live in  a country where Riba is rampant; hence if 

anyone owes you something and presents you with a load of hay, or a load of 

barley, or a rope of straw, do not accept it for it is Riba.” (Bukhari). 

6) Fadalah ibn „Ubayd (RAA) said, “The benefit derived from any loan is one of the 

different aspects of Riba.” (sunan al-Bayhaqi) This hadith is mawquf implying 

that it is not necessarily from the Prophet; it could be an explanation provided by 

Fadalah (RAA) himself, a companion of the Prophet, (PBUH). 
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3.6.3. Ahadith on Riba Al-Fadl  

1) From „Umar ibn al-Khattab (RAA). The last verse to be revealed was on Riba 

and the Prophet, (PBUH), was taken without explaining it to us; so give up not 

only Riba but also raibah [whatever raises doubts in the mind about its 

rightfulness]. (Ibn Majah,) 

2) The Prophet, (PBUH) said, “Sell gold in exchange of equivalent gold, sell silver 

in exchange of equivalent silver, sell dates in exchange of equivalent dates, sell 

wheat in exchange of equivalent wheat, sell salt in exchange of equivalent salt, 

sell barley in exchange of equivalent barley, but if a person transacts in excess, 

it will be usury (Riba). However, sell gold for silver anyway you please on the 

condition it is hand to hand (spot) and sell barley for date anyway you please on 

the condition it is hand to hand (spot)”.   

3) From Abu Sa‟id al-Khudri (RAA): The Prophet, (PBUH) said, “Do not sell gold 

for gold except when it is like for like, and do not increase one over the other; 

do not sell silver for silver except when it is like for like, and do no increase one 

over the other; and do not sell what is away (from among these) for what is 

ready.” (Bukhari, Muslim, Tirmidhi, Nasa‟I and Musnad Ahmad). 

4) From „Ubada ibn al-Samit (RAA): The Prophet, (PBUH), said: “Gold for gold, 

silver for silver, wheat for wheat, barley for barley, dates for dates, and salt for 

salt-like for like, equal for equal, and hand to hand; if the commodities differ, 

then you may sell as you wish, provided that the exchange is hand to hand. 

“(Muslim and Tirmidhi).  



 

 68 

5) From Abu Sa‟id al-Khudri (RAA): The Prophet, (PBUH), said: “Gold for gold, 

silver for silver, wheat for wheat, barley for barley, dates for dates, and salt for 

salt like for like, and hand to hand. Whoever pays more or takes more has 

indulged in Riba. The taker and the giver are alike [in guilt]. “(Muslim and 

Musnad Ahmad). 

6) From Abu Sa‟id and Abu Hurayrah (RAA). A man employed by the Prophet, 

(PBUH), in Khaybar brought for him janibs [dates of very fine quality]. Upon 

the Prophet‟s asking him whether all the dates of Khaybar were such, the man 

replied that this was not the case and added that “they exchanged a sa‟ (a 

measure) of this kind for two or three [of the other kind]”. The Prophet, 

(PBUH), replied, “Do not do so. Sell [the lower quality dates] for dirhams and 

then use the dirhams to buy janibs. [When dates are exchanged against dates] 

They should be equal in weight.” (Bukhrai , Muslim and Nasa‟i) 

7) From Abu Sa‟id (RAA). Bilal (RAA) brought to the Prophet, (PBUH); some 

barni (good quality) dates whereupon the Prophet asked him where these were 

from. Bilal (RAA) replied, “I had some inferior dates which I exchanged for 

these-two sa‟s for a sa‟. “The Prophet (PBUH) said, “Oh no, this is exactly 

Riba. Do not do so, but when you wish to buy, sell the inferior dates against 

something [cash] and then buy the better dates with the price you receive.” 

(Muslim and Musnad Ahmad).  

8) From Fadalah ibn-Ubayd al-Ansari (RAA): On the day of Khyber, he bought a 

necklace of gold and pearls for twelve dinars. On separating the two, he found 

that the gold itself was equal to more than twelve dinars. Therefore, he 



 

 69 

mentioned this to the Prophet, (PBUH), who replied, “It (jewellery) must not be 

sold until the contents have been valued separately.” (Muslim, Tirmidhi and 

Nasa‟i) 

9) From Abu Umamah (RAA): The Prophet, (PBUH), said, “Whoever makes a 

recommendation for his brother and accepts a gift offered by him has entered 

Riba through one of its large gates.” (Bulugh al Maram reported on the 

authority of Ahmad and Abu Dawud). 

10) From Anas ibn Malik (RAA): The Prophet, (PBUH), said, “Deceiving a 

mustarsal [an unknowing entrant into the market] is Riba.” (On the authority of 

Sunan al-Bayhaqi). 

3.7.   Evils of Interest (Riba) 

The following evils are explained below which are happened due to interest in the 

economy. 

3.7.1. Moral Evils  

Interest generates such vices as miserliness, selfishness and petty-mindedness. 

Charity on the other hand develops such virtues as self-sacrifice, sympathy and 

magnanimity. The former are certainly a form of regression and the latter are signs of 

progress. 

3.7.2. Social Evils  

A society in which selfishness and self-interest are the prime values and people 

instead of dealing with one another on the basis of consideration are bent upon taking 

advantage of the pressing needs of each other will always remain victim of chaos and 
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disunity. In contrast, if members of a society are considerate and wish each other well, 

the society will make rapid progress.  

3.7.3. Economic Evils 

From an economic point of view, interest results in even more serious losses. 

3.7.3.1. Interest and Investment 

According to Lord Keynes, capital investment depends on the one hand on the 

rate of interest and on the other on MEC (Marginal Efficiency of Capital). The process of 

investment in a country will continue as long as MEC is higher than the interest rate or at 

least at par with it. As soon as MEC falls below the interest rate, the process of 

investment will come to a halt. This phenomenon is illustrated in table 3.1.  

Table 3.1  

Relationship between Investment and MEC 

Investment MEC Interest Rate 

10 Million 24% 18% 

20 Million 22% 18% 

30 Million 20% 18% 

40 Million 18% 18% 

 

Suppose the interest rate is 18% and an investment of Rs.10 million is made on 

which the MEC is 24%. Since MEC is higher than the interest rate, investment is 

profitable. So the process of investment will continue. Now an additional investment of  

Rs. 10.00 million is made on which the MEC declines from 24% to 22%. Investment is 
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still profitable. So the process of investment will continue until MEC is equal to interest 

rate. As the above table shows at an investment of Rs. 40 million the MEC is at par with 

the 18% interest rate. 

 After that, the process of investment will stop because MEC will fall below the 

18% rate of interest. The investment will then be non-profitable. At this point, the only 

hurdle in the way of investment is the interest rate. Further investment will continue only 

if the interest rate is reduced. If the interest rate is decreased to zero the process of 

investment will continue until the level of full employment is achieved.   

 In other words from an economic point of view interest prevents a society from 

achieving the level of full employment.  

3.7.3.2. Interest and Price  

When interest (as compensation for capital) is used as a factor of production, it 

becomes part of the cost of production. Its burden is consequently shifted to the 

consumer. Moreover, interest is not added to the price once only, but it continues to be 

added to the price at several stages. Take the case of manufacturing of cloth. In the first 

place, the farmer will add interest to the price of cotton. Interest will again be added to 

the cost of production of yarn. It will be added to the cost of weaving, then to the cost of 

dyeing and finally to the price of finished cloth.  

 Thus at every stage of production, interest enhances the price of goods which is 

very unjustified. Interest by increasing the real price manifold causes inflation. 
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3.7.3.3. Interest and Distribution of Wealth  

The distribution of wealth in a society becomes inequitable due to interest. 

Interest is an overhead charge which does not form part of any factor of production. 

Interest is received by the capitalist who continues the use his wealth to earn more 

wealth. Hence, instead of circulating in the society, wealth is concentrated in the hand of 

the capitalist class. This causes an unjust distribution of wealth in the society. In this way 

due mainly to interest the rich in the society get richer and the poor, poorer. 

 Concerning the distribution of Wealth, Abdul Qadir Salim writes: 

 “Now when there is no significant rival to the capitalist system, what is the 

situation in the world? In this age of free economy and privatization twenty per cent of 

total world population is still living below the poverty line and its share in the gross 

wealth of the world is only 1.5%”
1
. 

 The poor are getting poorer. Growing poverty is not the problem of the third 

world alone. The advanced countries face this problem too. 

 Sixty per cent of world‟s resource are controlled and consumed by the twenty per 

cent rich. The prestigious journal “The Economist dated 5
th

 Nov. 1996” complains: Never 

during the last fifty years has there been such as large gap in incomes in Britain as there 

is today. In other industrialized countries, also the gulf between the rich and poor has 

widened. 

                                                 
1
 In Tarjuman-ul-Quran issue of October 1997. 
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 Prof. Khurshid Ahmad in his article “Islamic banking: The Challenge of the 21
st
 

Century” (Tajuman-ul-Quran July, 1997) writes
2
:  

 “Today 23 Western countries control and run to their own advantage the 

economic system of the whole world. The sixteen per cent richest part of the world 

population exploits eighty-four per cent of the gross wealth of the world. In the words of 

the former Secretary General of the World Federation of United Nations Associations. 

“Twenty per cent minority of the North controls 82.7% of GNP of the world, 81.2% of 

International trade, 80.5% of internal investment and 94% of research and development”. 

3.7.3.4. Trade Cycle and Interest  

Interest creates trade cycles also. It plays a special role in bringing about a slump 

in the market. According to Hawtray‟s Monetary Theory, the Banks issue loans with a 

free hand when the trade is brisk but as soon as signs of a slump appear they, start of 

trade cycles recovery of the loans. In this way, capital shrinks and the slump starts 

declining to its lowest level.   

3.7.3.5. Interest and Allocation of Resources  

Chapra (2000) expresses in Tarjuman-ul-Quran: Financial institutions operating 

based on interest evaluate the resources of the applicants for a loan. They demand proper 

security to ensure that the borrower will not only return their capital but also an 

additional charge.  

 How will the financial resources be utilized? This question is not the basic and 

decisive factor in extending a loan. In this way, financial resources flow either to the rich 

                                                 
2
 P-267: Impact International London, September 1996. 
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who can provide the requisite securities or to the Government which is considered 

immune to insolvency.  

 Bank deposits are largely provided by various sections of the society. (It is 

estimated that eighty percent bank deposits in Pakistan are received from middle class 

and low-income groups of the society). However, its advantages are largely monopolized 

by the rich class. 

 The MEC varies according to the sector of investment. So projects vital to 

national interest in which MEC is lower than interest rate will not attract investment. A 

society run on interest will shy away from investing money in those projects in which 

MEC is low. If interest is, abolished investment will be available for every sector and 

project without discrimination. 

3.7.3.6. Interest and Business  

The capitalist fixes his share (interest rate) at the time of investment in business. 

Since his profit is guaranteed under all circumstances, he has no active interest in the 

business. He does not care if the business earns profit or incurs loss. The running of 

business is entirely responsibility of the management. A class of financiers thus comes 

into existence who supplies money and then sits idle. If interest is abolished, the financier 

class will take an active part in the economic struggle and the pace of economic 

development in the country will be accelerated.  

3.7.3.7. Interest and Efficiency  

Interest has ill effects on the efficiency of people in general. The people who take 

loans to fulfil private needs are especially burdened with constant anxiety and mental 
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depression. This condition has an adverse effect on their efficiency. Their interest in work 

is half-hearted because they are constantly nagged by the thought that a major portion of 

their earnings will got to pay interest. Worry and depression weaken their physical health 

and their efficiency progressively deteriorates.  

3.7.3.8. Interest and Economic Instability  

Chapra (2000) states in Tarjuman-ul-Quran that interest destabilizes the economy. 

The well-known American Economist Milton Friedman relates economic vicissitudes to 

rise and fall in interest rate. A high rate of interest creates conditions of extreme 

uncertainty in investment market. It causes constant difficulties in the gross profit 

(interest + profit) on total investment and make it very difficult to take reliable decisions 

about long-term investment.  

3.7.3.9. Interest and International Loans 

The capitalist economy is virtually based on loans. Therefore, we can call it debt-

based economy. Individual or home consumption, private or public sector, economic 

activities in all spheres revolve round interest-based credit. During the past two hundred 

years, policies for economic development have used loans not only for physical 

development but also as instruments for financial expansion. Therefore, through credit 

creation financial expansion has not only been made the most dynamic factor for the 

economy but has been accorded the greatest importance for achieving economic stability.     

The developing countries suffer heavy loss due to the dominance of interest-based 

economic order in the world. The developing countries being debtors have to tolerate the 

interference of the advanced countries in their internal affairs. Economically also the 
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developing countries undergo a great loss because a large portion of their meagre 

resources is utilized in returning loans with interest. 

3.8. Interest Free Banking System: Objections, Reservation and their 

Evaluation  

 The rationale of prohibition of interest has already been discussed. Many people, 

however, argue that even if interest is prohibited in Islam, interest free banking is not 

practicable in the modern world, as an economic system minus interest cannot be 

visualized. It is now proposed to discuss and analyse these objections and reservations.  

 The interest free banking system will not be able to bring an optimum allocation 

of resources. It is argued that since funds will be available at zero rate of interest, the 

demand for money will tremendously increase and in the absence of interest rates 

mechanism, there will be no tool for equating demand and supply of money.  

 This argument is based on a gross misconception. It is important to perceive 

clearly that interest free banking does not mean that funds will be available free of cost 

`to the entrepreneur for their business requirements. Islamic system of interest free 

banking, among other things, means that finances will be available on profit and loss 

sharing basis as against predetermined rates of interest. The rates of profit depending 

upon the operational results, will therefore replace interest rates in allocation of resources 

and will provide a mechanism for equating the demand and supply of money. The 

diversion of funds towards a project will largely depend, within the Islamic framework, 

on the projected rate of profit i.e. greater the projected rate of profit, the greater may be 

the supply of funds to that project. If the actual profit is constantly lower than the 
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projected profit, the entrepreneur is likely to face difficulty in securing funds for his 

project in future. The mechanism of profit sharing is, therefore, likely to be more 

instrumental in creating financial discipline, higher efficiency and would lead to a  more 

careful and realistic feasibility and evaluation of projects as also of post-finance 

monitoring. This would result in not only higher rates of profit but would also provide a 

better and more efficient mechanism for allocation of resources as  compared to interest 

based system. In any case, there is not much evidence to support that rate of interest is an 

efficient mechanism for allocation of resources. 

 Islam discourages keeping funds idle. The Islamic system of Zakat (Poors‟due) at 

the rate of 2.5% per annum, on specified assets, discourage the Muslims to keep the 

money in bank lockers or at home, as the payment of Zakat automatically consume the 

savings each year. Further, an Islamic state can also impose tax or duty on idle assets. 

This will be a fiscal devise in lieu of interest. Therefore, it will be observed that while 

interest may be seen as a compensation for parting with money in the interest based 

system, the expected profit sharing, duty if imposed, and Zakat in the Islamic system will 

discourage keeping the funds idle. This, coupled with the instinct of human beings to 

save for uncertain future, will ensure equilibrium in both, the commodity market and the 

money market.   

 Therefore, it would appear that if duty is imposed on idle assets in addition to 

compulsory levy of Zakat on unencumbered assets, economic equilibrium will be 

achieved and problem of unemployment will be resolved by just manipulating the rates of 

duty on idle assets. It seems to be a better alternate than the manipulation of interest rates 

which has other serious economic complications and even uncertainties. If the demand of 
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money in an Islamic economy exceeds the supply of money, the excess demand is 

eliminated by changing the rate of duty as aforesaid with the result that the money supply 

will not expand in an inflationary way in response to the increased demand for money. 

(Metwally 1992:12-24). It, however, appears that the proposal of tax on idle assets may 

be theoretically correct but will not be easy to implement. Further, the effectiveness of 

the proposal has yet to stand the test of time. There is, therefore, a need to examine this 

matter in detail to give a practical shape to the proposal.  

 It is an established fact that interest rates, whether low or high, cause economic 

problems and disequilibrium. High interest rates discourage investments. 

 It is important to appreciate that high interest rates penalize entrepreneurs, as the 

cost of borrowed funds goes up. The low interest rates, on the other hand, hurts the savers 

who place funds with interest-based institutions, as the net interest rates further go down 

and even may become negative due to inflation. There is, therefore, an injustice in both 

the situations. The low interest rates also amount to exploitation of millions of depositors, 

stimulate consumption, reduce gross saving ratios and lower the quality of investment. It 

will thus be seen that interest is an important destabilizing factor in the capitalist system 

and creates tremendous uncertainties with the result that corporate planning for future 

becomes quite difficult. Iacocoa (1982) says that due to wide fluctuations in interest rates, 

“no one can plan for the future”. 

 The Islamic system of financing may not eliminate or change the level of these 

uncertainties in all cases and at all times, but would definitely redistribute the 

consequences of these uncertainties over all the concerned parties in a just and equitable 

manner. The Islamic system, therefore, seeks to abolish these uncertainties and injustices 
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by prohibiting interest and replacing it with profit and loss sharing system of financing 

which ensures an equitable distribution to all parties.    

 Samuleson (1970) argued that positive sector savings and capital formation would 

be discouraged in an Islamic economic system due to a positive social rate of time 

preference and negative effect of inflation. This does not appear to be a valid argument. 

There is also evidence to suggest that some people save less rather than more when 

interest rates are high and that the savings of some other people remain unchanged due to 

variation in interest rates and that many people save more by consuming less even due to 

an expected rise in the rates of interest. The economic principles alone cannot give a 

decisive prediction, as the level of interest tends to cancel out consumption and saving 

decisions. 

 There are indications that the rates of interest have little effect on saving even in 

developing countries. Further, the saving rates in many developed countries are higher 

than those in developing countries which even offer higher rates of interest. It would, 

therefore, appear that positive time preference is simply one of the three patterns of inter-

temporal choice, that other two being zero and negative time preference. All the three are, 

therefore, logical and observable under their own conditions as in spite of being myopic, 

people feel it important to save for rainy days. 

 The injustice between the financier and the entrepreneur due to fluctuations of 

interest rates will not be caused in Islamic system. The fluctuating and varied interest 

rates also tend to distort the signalling mechanism of price system, create misallocation of 

resources and ultimately slow down the capital formation. As explained earlier, in the 

interest based system, the persons who save, suffer if interest rates are low and profits in 
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the business are high and entrepreneurs suffer, if the position is reversed. Islam wants to 

eliminate this injustice and directs that all parties must participate in losses as well as in 

profits and no one should be guaranteed a predetermined rate of positive return.    

Many persons who do not fully appreciate the implications of interest-free 

banking system also express the apprehension that it would discourage savings, as the 

principal amount of deposits and investments as positive returns thereon are not 

guaranteed by Islamic banks. This is a fallacious argument and a psychological barrier 

rather than a discouraging factor, as billions of dollars are being invested in shares of 

joint stock companies throughout the world, where the investors run a similar risk. 

 It would, therefore, appear that elimination of interest and introduction of the 

Islamic banking system will encourage savings and capital formation and will also ensure 

justice between the parties and would lead to optimum allocation of resources for over-all 

economic growth and welfare of the society, individually and collectively. 

In order to ensure the sound establishment of Islamic banking in Pakistan, SBP 

has taken several measures. In December 2001, SBP issued complete criteria for 

establishing full-fledged Islamic banking system in private sector. In January 2002, SBP 

issued license to Al-Meezan Investment bank, which started its operation in March 2002 

as first Islamic bank of Pakistan.  

In Pakistan, Islamic banking has faced a number of problems and tough 

competition from conventional banking system. At present, six full-fledged Islamic banks 

and more than 10 conventional banks are providing Islamic financial products and 

services in Pakistan.    
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Islamic banks are offering various products and services on profit and loss basis 

as per criteria defined by Sharia. It is like the collective welfare in which risk is shared by 

different stakeholders. The primary concern of Islamic banks is to promote the concept of 

risk sharing by eliminating Riba. The working of Islamic banks is limited to the Sharia 

order to promote the business activities in Pakistan economy.  

Table 3.2                         Rupees in Billions 

Highlights of Islamic Baking in Pakistan 

 2005 2006 2007 2008 2009 2010 2011 

Total assets 71.5 119.3 205.9 276 366.3 477 641 

Deposits 49.9 83.7 147.4 201.6 282.6 390.1 521 

Share in bank assets 1.95% 2.79% 3.98% 4.9% 5.60% 6.68% 7.80% 

Share in bank deposit 1.75% 2.62% 3.82% 4.78% 5.92% 7.16% 8.40 

Source: Economic Survey of Pakistan 2011-2012 

 

 
Figure 3.1 Total Assets and Total Deposits of Islamic Banking in Pakistan from 2005-2011 
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Figure 3.2 Total Assets and Total Deposits of Islamic banking in Pakistan from 2005-2011 
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2) An imbalance has been created in various sectors of the economy, because the 

flow of credit is largely connected with the income generated from the 

advances thereby, even ignoring the priority sectors, in some cases. 

3) They also contribute to create inflationary tendencies, at times.  

4) To safeguard their interest, these banks are harsh when the borrower suffers 

losses or the value of security is depreciated, but they soften the terms of 

advances when the borrowers are prospering. 

5) Kotz (1978) observed that the conventional banks and the few families who 

control them have “access to other peoples‟ capital”. He points out “the 

wealthiest and most powerful capitalists operate through banks”. These banks 

are also the major stockholders in and creditors of the largest non-financial 

corporations. Mishan (1971) observes that “it would be irrational for the 

lender to be willing to lend as much to the impecunious as to the richer 

members of the society, or to lend the same amounts on the same terms to 

each”. 

Galbraith (1975) rightly points out that “those who least need to borrow and those 

who are most favoured are in the planning system. Those who most rely on borrowed 

funds, or are least favoured, are in the market system”. 

This situation is unacceptable to Islam. The Islamic banks on the other hand:  

1) Contribute towards economic development and prosperity within the doctrine 

of Islamic justice and offer an alternate financial system, which avoids 

interest.  
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2) Pass on the profit earned by entrepreneurs from bank financing to a much 

larger number of depositors/investors who place their funds with them. 

3) Restrict financing to activities which are ethical and socially desirable.  

4) Check inflation and create the capacity to absorb shocks in recession.  

5) Are human and humane and practically sympathize with those who most need 

funds or are in temporary distress or who suffer business losses. This is done 

by profit and loss sharing, Zakat and beneficent loans. 

6) Operate for maximization of profit but within the framework, as Islamic banks 

are also profit oriented and not charitable organizations.         

3.10. Differences of Islamic and Conventional Banks in Pakistan 

The banking sector in Pakistan is working in a mixed environment where Islamic 

Banks (I.Bs) and Conventional Banks (C.Bs) are working side by side in competition. 

Now, the very difference between these two is of course that of “Interest” or “Riba” but 

there are also many differences in the procedures of conducting operations and 

functionalities. These differences can be classified in following categories 

3.10.1. Deposits 

Deposits are the main source of financing for both kind of institutions and both 

accept deposits from general public with the promise to payback with some reward 

(except for Current Deposit Accounts).  The difference is their respective contracts for 

reward. C.Bs in Pakistan offer a fixed and pre-determined return called Interest. 

Conversely, I.Bs accept deposits under “Mudarabah or Musharakah” contracts under 

which they offer a varied amount of return to their customers depending on the 
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profitability against their investments. This is due to the I.Bs unique Profit and Loss 

sharing philosophy as opposed to C.Bs 

3.10.2. Financing / Investment 

As I.Bs work under the laws and regulations of Islamic Sharia, so they do not 

divulge into investments or financing activities which ensures fixed return, irrespective of 

the condition of borrowers. However, C.Bs on the other hand have no such bindings. 

Here, I.Bs have a level of risk involved as compared to C.Bs, as they have to bear the 

consequences of the business of their borrowers too. This surely calls for more active risk 

management on the part of I.Bs  

3.10.3. Overdraft/ Credit Cards 

Overdraft facilities and credit cards are essential components of any conventional 

banks‟ Lending Portfolio. All kinds of businesses continuously use such facilities to 

balance out their short-term liquidity issues, as these facilities are easy to accommodate. 

Unfortunately, I.Bs in Pakistan have not yet succeed to introduce any Sharia compliant 

alternative product for these two facilities. Hence, facing a setback in competing C.Bs on 

equal footing. 

3.10.4. Investments 

In order to ensure optimum profitability, banks todays have to maintain exquisite 

Treasury Operations to find good investment opportunities. As for C.Bs, there are 

numerous products and avenues available to place their investment funds like, Interest 

bearing Govt. Securities, Corporate Bonds etc. but I.Bs cannot place their investments in 

such instruments as Interest is “haram” in Sharia, and financial markets for interest free 

instruments are not well established yet, at least not in Pakistan. SBP, though have 
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allowed greater exposure limits to I.Bs for investing in stock exchanges as compared to 

C.Bs, i.e. 35% total exposure limit on I.Bs to invest in stock markets and 25% total 

exposure limit for C.Bs to invest in stock markets as per Prudential Regulations of SBP. 

In spite of this relaxation, the scenario for I.Bs is not yet comfortable as stock exchanges 

in Pakistan are in itself not very mature and efficient and pose as a great risk.  

3.10.5. Regulatory Environment 

Regulatory Environment is yet another point of distinction between both types of 

banking systems. I.Bs have a distinction of following Sharia Rules as laid down by IBRD 

of State Bank of Pakistan in addition to all the rules followed by Conventional Banks. 

This not only ensures better service quality by I.Bs, it also ensures their compliance to 

Islamic Laws. In Pakistan, rules and regulations are not very distinct for both categories 

of banks as yet but SBP is determined to draft a whole new generation of Regulatory 

Framework to assist Islamic Banking, as laid down in Strategic Plan for Islamic Banking 

Industry in Pakistan 2014-2018. Keeping that in mind and assuming SBP succeed in its 

effort there is going to be a vast difference in both kind of banking in coming years in 

Pakistan. 

3.10.6. Linkage to Real Sector 

Islamic banks are more integrated and linked to real sector than C.Bs, the reason 

lie in the fact that Islamic Sharia encourages real commodity transactions and Islamic 

Economics do not consider Capital as a factor of production. So in order to ensure 

compliance with Sharia Laws I.Bs indulge in financial transaction backed by Real Sector 

like concepts of Mudarabah, Murabaha and Bai-Salam etc. This feature of I.Bs also give 

them advantage over C.Bs to avoid any financial instability in time of recession. 
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3.10.7. Conclusion 

In spite of widespread common belief that Islamic Banking is mere a cloak of 

Islamization over Conventional banking, there exist fundamental differences in both 

Islamic and Conventional Banking if analysed closely. In the coming years this 

difference will be even more visible as SBP will target Banking sector to implement its 

next four years Strategic Plan for I.Bs. 

3.10.8. Need for Interest Free Banking 

In the present age, the banks perform several useful and indispensable services. A 

modern developed economy is unthinkable without today‟s banking system. In view of 

the important role of the modern banking system, why is it necessary to replace it with 

new system?  

1) A clear and direct answer to this question is that conventional banking is based on 

Riba (interest) and Islam forbids interest. The utility of banks is acknowledged. 

Therefore, it is necessary to reform the banking system according to the principles 

of Islam. 

2) Conventional banking system gives rise to injustice, oppression, waste of 

resources and inequitable distribution of resources among nations. Even from a 

secular and rational viewpoint as detailed below interest-free banking is an 

essential need of a civilized human community: 

a. In order to invest their capital, the banks extend loans to businesspersons 

on a fixed rate of interest. The liability for profit and loss rests with the 

businessperson. Suppose the borrower runs into loss, he must still pay the 

entire amount of interest. Suppose he earns profit which exceeds his 
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liability for interest, he will pay only interest and pocket the surplus profit. 

On reflection, we will find that in both cases one party suffers injustice. In 

the first case, the borrower suffers injustice and in the second, the bank 

suffers a wrong. Interest-free banking offers the only remedy to this 

injustice. 

b. In an interest-based economy, the bank wants to recover its capital along 

with interest. The bank gathers information about the use of capital. 

However, it is interested in the credibility of the entrepreneur and the 

satisfactory guarantee provided by him. Under these circumstances, 

efficient distribution of capital is not generally kept in view and capital is 

provided for many ventures which, though they satisfy the banks‟ 

conditions of eligibility for a loan, are not most productive for the 

community. In this way, several ventures which are important and 

beneficial for the community are starved of funds. Even in business, 

capital is provided only to those enterprises in which the expected rate of 

profit is more than the interest rate. Thus, interest becomes a hurdle in the 

way of several productive ventures.   

c. Recovery of interest on consumption loans is unjust. The consumer does 

not produce any wealth with the loan, yet the bank demands interest on the 

loan which is unreasonable and improper on economic as well as moral 

grounds. 

d. The exploitative role of interest in international loan agreements is too 

obvious to be detailed here. 
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The lenders impose high rate of interest and set the condition that the 

borrowing countries would use the funds to import their manufactures and 

employ their technical experts. In this way, a big chunk of the loan is 

returned to the lender country. Thus, interest becomes a hurdle in the 

development of the poor countries and instead of improving further; it 

deteriorates the living standards of their people. On all counts, interest is 

improper and undesirable. It must be abolished and replaced by an 

alternative system.      

3.10.9. Alternatives of Interest Based Financial System Offered by Islam  

We can categorize the economic systems into three broad categories. These are 

the capitalistic system, communism and the one presented by Islam. 

 In the capitalistic system, the individual is oriented towards fulfilment of his 

personal needs. He is the master of his own fate. He is a separate consumption pattern, 

which is determined by himself. What is good for him and good for the society, and what 

assets he is able to acquire, determine his value in the society. He has complete control 

over the assets he has earned and can consume, save, hoard or invest them or do whatever 

he thinks best for them. Those who can derive highest utility should be given the largest 

share in wealth and income is what this philosophy asserts.  This leads towards 

concentration of wealth and divides the whole society in very distinctive classes. Those 

who have it all and those who have not gained anything. The upper class is justified 

under this system to control all factors of production and exploit them according to their 

own free will, fully for their own benefit, even if it means ignoring the benefits of the 
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society. This system asks for survival of the fittest and those who are poor, needy, or 

weak are deprived of the right to exist. 

 In the capitalist system, the main rather only function of money is to attract more 

money, whether it be through interest based financial transactions or through trade. The 

major goal is economic survival, and the ends are more important than the means.  

 Another economic system we have is the communism. It was another extreme of 

things. In such a system, the individual is not important, but the emphasis lays on benefits 

of the whole society. Individual has no say in communism, it is the state which 

determines what goods and services are important for the society and how much of these 

goods and services be produced and who is going to consume them. Thus, utility is 

determined on basis of total utility for the society, not an individual. The basic 

philosophy of this system asserts that the society must own all the resources, and every 

individual must serve the society. The individual, under this system, has no right to 

possess the resources, consume or exploit these for their own benefit and take advantage 

from these resources. What an individual can get is the return of his services performed 

for benefit for the society. The state provides them with necessities of life and they will 

work for the state in return. The individual has no right to retain private property, those 

who have acquired wealth in excess of others must be deprived of it, and this must be 

distributed amongst others in the social circle. Thus, the goal of the individual is to 

maximize utility for the state and tailor his needs according to the limited resources 

available. 

Both the capitalist and the socialist systems lie at two different extremes against 

each other. The capitalist system gives an individual all the rights but fails to compel him 
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to work for mutual benefits of the whole society. As a result, wealth is concentrated in a 

few hands, as some of the individuals take hold of all the resources and become 

wealthier, while the rest of the society‟s share in total wealth decreases to being 

negligible. This unequal distribution of wealth leads to different social evils, as the 

capitalist system promotes selfishness and centeredness in the individual.  

Some people take communism as an answer to capitalism but communism itself 

has its shortcomings. It adopts the wrong path to attain a right objective. Communism‟s 

objective is to create equality in distribution of wealth, but the approach is fundamentally 

wrong and inappropriate. It is against the natural tendencies of the individual. What 

persuades and to try had and harder to obtain an objective, is his personal benefit. Every 

normal being performs the work in which his personal interest lie, to his full potential if 

he is limited to basic needs and there is no personal return for him, if he performs a 

function then he is not going to do it whole heartedly. He is not going to exercise his full 

potential if he is denied the right to gain any return on it. What communism practically 

does is that it eradicates the few capitalists, the few exploiters and creates a single 

capitalist, which is in possession of all the resources, the biggest exploiter, the state. In 

communism, the individuals are just dictated. They do not have their own say. They have 

no right to rationalize and are not allowed to think and act in any way undesirable to 

them. Actually, the nature of communism needs dictatorship, which is against the human 

nature to accept. 

 What we need today is a moderate approach. Something, which lies between the 

extremes of communism and capitalistic system. This approach is offered by the Islamic 

system. The philosophy of Islamic economics is that the individual benefit of a person is 



 

 92 

closely related with the common benefit of all. Thus, the individual objectives must be in 

accordance with the overall objectives of the society. There should be collaboration in 

both. The benefit of the whole community lies in the benefit of the individuals. In Islamic 

system, the orientation of the individual is towards Allah, self, and others and an 

individual‟s goal is to obey Allah and observe his duty towards the whole society. 

Economic prosperity is not sought through production of goods and services, but 

production of halal goods and services through halal means only. In the Islamic system, 

an individual has to maximize utility for him-self as well as for others. If an individual 

prospers, he must see to it that others also benefit from his prosperity. What an individual 

earns is not only for himself, but he has to give a share of his earnings to others. Thus, 

accumulation of wealth in hands of a few individuals must not take place. In the Islamic 

financial system, capital is associated with enterprise. Money is not capable of generating 

money on its own, rather is the entrepreneurial capabilities which arise an expectation of 

profit from capital. In the Islamic system, the cost of capital is not what the capital is 

expected to earn, but what it actually earns. Thus, there is a concept of risk sharing along 

with sharing return. The borrower must not be unduly burdened, but the risk must be 

shared by the lender as well, and that risk calls for variability in the return. 

 Zaidi (1987) states thus, in an Islamic economic system, trade and real 

investments are encouraged. There are three uses of money which is saved from 

consumption. 

1. Hoarding  

2. Lending  

3. Investment 
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Hoarding is discouraged in Islam through the institution of Zakat. Lending is 

permitted only free of interest, and preferably in form of Qard-e-Hasna, which conceives 

no interest and no obligation and arises from the spirit of lesaar and Adl. Thus, the flow 

of funds is directed towards investments, on basis of profit and loss sharing. Thus, there 

is no room for interest in the Islamic financial system. Islam substitutes interest with 

profit and loss sharing for non-productive loans. 

Return on capital in an Islamic system is calculated in reverse. However, starts 

from when the profit is earned by all expenses being deducted from the revenues. Then 

this profit is distributed among the capital providers in a pre-agreed ratio, while in the 

interest based system, the rate and amount payable to the providers of capital is decided 

before the return is earned.  

In addition to profit sharing, Islam permits other modes of financing and trade, 

through real business transactions. Money could be earned by renting out assets, hiring 

services and selling goods. Another form of financing is giving interest free loans with 

service charges, comprising actual out of pocket expenses. 

3.11. Permissible Modes of Financing 

The State Bank of Pakistan has notified twelve modes of financing vide circular 

No. 13 dated June 20, 1984 to be used by banks.  

3.11.1. Financing by Lending  

3.11.1.1. Loan with Service Charges 

 Under this mode of financing, Banks may recover service charges not exceeding 

the proportionate cost of the operation excluding cost of funds and provision for bad and 
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doubtful debts. The maximum service charges permissible to each bank will be 

determined by the State Bank of Pakistan from time to time. 

 Ahmad (1995) argued that the Council of the Islamic Fiqh Academy established 

by OIC (Organisation of Islamic Co-operation) in its third session held in Amman on 

October 11-06-1986 in a response to a query from Islamic Development Bank resolved 

that it is permitted to charge a fee for loan-related services offered by bank. However, 

this fee should be within actual expenses and any fee in addition to the actual service-

related expenses is forbidden because it is considered usurious. 

 The amount of service charges should be carefully calculated in the following 

manner: 

Service Charge= Actual Administrative Expenditure x 100 

                            Average Assets during the period      

Average Assets = A1+A2 

A1= Total Assets at the beginning of the period. 

A2= Total Assets at the end of the period.  

3.11.1.2. Qard-E-Hasna 

 Qard-e-Hasna is granted to needy students and other peoples who are 

economically weak. The bank will not receive service charges on these loans. The debtor 

will repay the loan when he is capable of doing so. 
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3.11.2. Trade Related Modes of Financing. 

3.11.2.1. Deferred Payments with Mark Up 

According to this mode, the bank makes payment for commodity required by the 

debtor and receives its money in future with some mark-up. The debtor has the option to 

pay the loan in instalments or in lump sum. 

3.11.2.2. Purchase of Trade Bills 

 Under this mode of financing bank purchases bills from drawer at discounted rate 

and sells it to the drawee at profit. 

3.11.2.3. Buy Back Agreement 

 In this mode of financing a person sells his moveable or immoveable property, 

articles or assets to the bank. The bank pays to him the required sum against these assets. 

Then the person buys back the asset or article from bank at a price which includes mark 

up and promises or arranges to make the payment in future in lump sum or instalments. 

The difference between the price at which the bank purchases the assets and the real 

value of the assets is profit of the bank. This mode of financing has been declared un-

Islamic by the Federal Sharia Court in its judgment of November 14, 1991. 

3.11.2.4. Leasing     

According to this mode, the bank purchases the required asset for a person and 

receives an agreed rate of rent from him.  
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3.11.2.5. Hire Purchase 

Under this mode of financing the bank purchases the required asset for a client 

who then pays the price of the asset and service charges plus profit to the bank in 

instalments. When the client pays his total liability, the ownership of the asset is 

transferred to the client. 

3.11.2.6. Development Charges 

In this mode bank provides finance to improve and develop the land or property 

of a client. The bank takes a share in the increased value of the land or property. 

3.11.3. Investment Type Modes of Financing 

3.11.3.1. Musharakah or Profit and Loss Sharing 

Under this mode of financing banks provides finance based on profit and loss 

sharing. The profit is shared according to agreed terms while the loss is borne in 

proportion to the capital invested by the parties. 

3.11.3.2. Equity Participation and Purchase of Shares 

The banks can take equity shares in companies and earn profit by purchasing 

shares of various companies on the stock exchange. 

3.11.3.3. Purchase of Participation Term Certificates and Mudarabah Certificates 

In Pakistan, Participation Term Certificates (PTC) have been introduced in place 

of interest-bearing debentures. These certificates are transferable financial instruments, 

which replace the interest-based system of equity, debenture or bridge financing. The 

enterprise would share profit with PTC holders based on pre-determined ratio. The loss is 
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borne in proportion to the respective capitals. The mechanism for obtaining finance 

through PTCs was discontinued in 1989 by the financial institutions which the later was 

unwilling to assume. 

 Khan (1994) expressed that PTCs were an attempt towards interest free finance, 

although a number of their conditions were un-Islamic for example, they provided for a 

fixed return of 12% during the gestation period of the enterprise availing of finance. 

Similarly, in case of loss they provided for allotment of equity share of the enterprise to 

the bank equal to the loss. 

 In addition, the banks are also allowed to invest in the shares of Mudarabah 

companies in the same way as they purchase shares of limited companies. Mudarabah 

certificates are share certificates issued to subscribers of funds for the business of a 

corporate body registered as Mudarabah Company under Mudarabah Companies 

Ordinance, 1980. Mudarabah is mode of finance in which one party provides finance 

while the other party puts in effort. Both parties share the profit in accordance with 

agreed terms while the loss goes entirely to the investor of capital.   

3.11.3.4. Rent Sharing 

 In this mode of financing, banks have been authorized to provide finance for the 

purchase of house or property and take a share in form of rent.      

The maximum or minimum rates of profit to be derived by the banks from such 

transactions will be as may be prescribed by the State Bank from time to time. If any loss 

occurs, they will have to be shared proportionately among all the financiers. 
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 Since then, many changes have been made in the technicalities of these modes, 

obviously in an attempt to make them more practicable as well as to bring them closer to 

Sharia, wherever possible. The fact, however remains that in the Islamic system, there are 

mainly two alternatives to lending: one is Qard hasna and the other is profit and loss 

sharing.   

 It is observed that most of the above-mentioned modes of financing adopted in 

Pakistan, particularly in trade related modes, do not conform to the requirements of 

Sharia. There are also serious reservations about the admissibility of loans with service 

charges. Further, in actual practice, the bulk of trade related financing in Pakistan is being 

done on mark-up basis, which is nothing but interest. This has been sharply criticized by 

Muslim economists, bankers and scholars but due to hazards of profit and loss sharing, in 

the prevailing circumstances, these unacceptable practices are continuing, which is a 

matter of serious worrying challenge to all those involved in the process of Islamization 

of banking in Pakistan.   

3.11.4. Main Features of the Islamic Financial System  

 The main features of the Islamic financial system as agreed upon by different 

authors are as follows:  

1. The economy is free of Riba or interest. Interest is replaced in the system by 

equity financing and profit & loss sharing.  

2. If the profit and loss sharing is not adaptable, the arrangement of Qard-e-

Hasna is present and loans can be extended free of interest. 

3. There is an institution of Zakat in the system, along with charity, which 

initiates mobilization of wealth. 
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4. Deficit financing or public borrowing is discouraged in the system. As no 

interest bearing instruments are available, the public borrowing could not be 

done on basis of Qard-e-Hasna. 

5. The whole system is based on the Islamic principles of Adl and Ehsan, which 

is evident from the prescribed modes of financing. 

When we look at comparative economics of Islamic modes of financing we see 

that Bay „al-Salam has very little use in Islamic banking. This mode is more appropriate 

for the development financing, because the possibility of exploitation of the producer or 

borrower may render it inappropriate for conventional financing. Siddiqui.M.N, (1985). 

Leasing also has a great scope as far as development financing is concerned. 

However, it may not be very suitable for short-term financing. Mark-up based techniques 

are suitable at initial stages of formation of Islamic banks. At more advanced stages, 

Islamic banks should use PLS financing techniques and promote the use of these 

techniques, as these one most suitable for the purpose of financial intermediation and 

give way to more real investments in economy. 

Thus, all the Islamic modes of finance play a specific role, either limited or very 

broad in economic development through promoting more investments, discouraging 

hoarding and encouraging more equitable distribution of wealth than in the interest-based 

system. 

3.11.5. Principles and Objectives of Islamic Economic System   

The broad principles of Islamic economic system therefore, are: 

i) Sole purpose to obey and please Allah.  

ii) The wealth and assets in all their forms are given under trust by Allah.  
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iii) Moral values are guiding factors for all economic activities.  

iv) Maximum and equitable utilization of human and material resources given 

by Allah.  

v) Human dignity and respect of labour.  

vi) Maximum freedom for economic activity within a just framework.  

vii) Equitable distribution of wealth, income, and disciplined private 

ownership.  

viii) Simplicity, economy and austerity in expenses.  

ix) Adl and Ahsan (justice and Kindness).  

x) Strict prohibition of Riba, interest and usury in all forms.   

The Islamic economic system, therefore, aims to:  

i) Ensure socio-economic justice.  

ii) Bring optimum allocation of resources.  

iii) Encourage savings and capital formation.  

iv) Check inflation.  

v) Bring stability in the value of money and exchange rates.  

vi) Ensure economic efficiency and accelerated rate of growth.  

vii) Ensure broad-based economic well-being, balanced monetary expansion 

and full employment.  
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CHAPTER-IV 

Islamic Modes of Financing 

4.1. Musharakah  

 The word Musharakah is derived from the Arabic word shirkah, which means 

being a partner. Musharakah can be defined as a joint enterprise which is formed for 

conducting a business in which all partners share the profit according to a specific ratio. 

On the other hand, the loss is shared according to the ratio of contribution. 

 Musharakah can be termed as best alternative for interest based financing with an 

added advantage of having far-reaching effects on production and distribution. 

 Musharakah is a relationship between the parties and can be termed as a contract 

having all ingredients of a valid contract. For example, the free consent of parties as well 

as the capabilities to enter into contract. Some other ingredients, which are peculiar to the 

contract of Musharakah, are given below:      

4.1.1. Basic Rules of Capital   

 Following are basic rules of capital involved in Musharakah:  

1) The capital invested in the Musharakah should be quantified 

2) The capital invested should be in specific currency. 

3) The capital share of parties can be in cash or any other form of commodities. 

In case of commodities, the market value of commodities shall determine the 

capital share of the partner. 



 

 102 

4.1.2. Basic Rules of Distribution of Profit   

 There are certain rules for distribution of profit among partners that are 

summarized as follow:  

1) Profit ratio of all partners should not be determined according to the amount 

of capital invested by them rather it should be determined based on actual 

profit accrued to the business. 

2) Fixed amount in profit cannot be given to any partner based on his investment.   

3) It can be decided to distribute the percentage of profit based on percentage of 

capital shared by each partner if partners agree. 

4) It can be decided to give more profit share in term of percentage to working 

partner rather than based on his capital share. 

5) The profit share of sleeping partner should not be more than the ratio of his 

investment.  

6) It is also permissible that the profit share of sleeping partner can be 

determined as less than his capital share. 

7) The share of profit can differ from the ratio of investment if both partners are 

working.  According to the opinion of Imam Abu Hanifa, the distribution of 

profit does not depend upon capital only but labour & work done by partners 

is considered. Although the capital of partners is, the same but quality and 

quantity of work might differ.       

8) The percentage of the profit of working partner can be fixed at higher rate 

irrespective of his investment ratio. The amount received by the working 
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partner in excess of his ratio of investment will be remuneration for his 

services rendered by him.  

4.1.3. Basic Rules of Distribution of Loss 

 All Muslim scholars are agreed upon the principle laid down by Hazrat Ali (Allah 

be pleased with him) that the loss is distributed exactly according to the ratio of 

investment while profit is divided according to the agreement of partners. 

4.1.4. Powers and Rights of Partners in Musharakah  

 After entering into contract of Musharakah, all the partners will have  

following rights:-  

1) Partners can hire the services of people to carry out business activities 

when & where needed.   

2) The partners have right to depositor money and goods of the business, 

belonging to shirkah as depositor trust when and where needed. 

3) The partners can buy raw material as well as stock on either cash or credit 

to put into business by using funds belonging to Musharakah. 

4) The partners have right to use shirkah‟s fund or goods in Mudarabah.  

5) The partners can give shirkah‟s funds as hiba or loan. 

6) All partners represent each other in Musharakah, all have right to buy and 

sell the property of Musharakah for business purposes.  

4.2. Diminishing Musharakah  

According to Diminishing Musharakah, financier and client entered into 

agreement for a joint ownership of a property or equipment. 
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In this mode of financing, the share of financier is divided into number of units. 

Client purchases the units of share of financier one by one periodically. Thus, all the units 

of shares of financier are purchased by client and he becomes the sole owner of the 

property or conventional enterprise, as the case may be.  

Diminishing Musharakah is being used in the following areas: 

1) Purchase of Fixed Assets.  

2) House Financing  

3) Plant & Factory Financing  

4) Car and Transport Financing  

5) Project Financing of fixed assets 

4.3. Mudarabah  

Mudarabah is a mode of business where two or more persons enter into agreement 

in which one person provides capital and other conducts business with this capital. The 

person who provides capital is called Rab-ul-Maal and other who conducts business is 

called Mudarib. The profit is distributed according to the agreed ratio. 

 This type of partnership (business) was also practiced in the time of the Holy 

Prophet (PBUH). The Prophet (SAW) himself entered into Mudarabah dealing with 

Hazrat Khadija (Allah be pleased with her). 

4.3.1. Types of Mudarabah  

 There are two types of Mudarabah: 

i) Al-Mudarabah Al-Muqayyadah. In this type of mudarabah, while giving money 

to mudarib the Rab-ul-Maal can specify business or place to invest the funds.   
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ii) Al-Mudarabah Al-Mutlaqah. If the Rab-ul-Maal gives money and full freedom 

to Mudarib for doing, the business as he deem fit. This is called Mudarabah al-

mutalaqah. If Mudarib wants to do any extra ordinary work beyond the normal 

course of business, he has to get express permission from Rab-ul-Maal for  

doing so.   

4.3.2. Investment  

Investment is provided by Rab-ul-Maal and business is managed by Mudarib with 

no interference from Rab-ul-Maal. On the other hand, Rab-ul-Maal has authority to:   

i) Superintend the activities of mudarib.  

ii) Assist the mudarib in business if mudarib agrees.   

4.3.3. Distribution of Profit and Loss  

Right from the beginning, all parties should determine the proportion of the actual 

profit to be given to the partners with mutual consent. However if the parties have no 

predetermined ratio of profit, then the profit will be given on 50:50 basis. 

The proportion of profit ratio can vary from business to business in different 

situations. For example, it can be agreed that if mudarib invests the money in trade of 

flour, his profit will be 20%. If he invests the money in trade in wheat, his profit will be 

30% etc. Rab ul Maal can also say to Mudarib if you trade in your own city, your profit 

will be 40% and if you trade in another city, you will get 50% of the profit etc.  

The mudarib cannot claim the salary, fee, or remuneration for work done by him 

along with the profit in any way. No fixed sum of profit shall be allocated to any party in 

advance. Fixation of profit will make the Mudarabah void (fasid). 
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In case of loss, Rab-ul-Maal has to bear the loss and Mudarib loses its labour. In 

an ongoing business, the losses will be offset against profits until the business is wounded 

up and the final account is settled.  

4.3.4. Role of Mudarib  

 The mudarib will perform the following role: 

1) To look after the investment activities as Ameen.  

2) To purchase from funds given by Rab-ul-Maal as Wakeel. 

3) If the Mudarabah suffers loss due to his negligence, he will compensate the loss 

as Zamin. 

4) If Mudarabah becomes fasid, he will be entitled to salary (ujrat-e-Misl) only as 

Ajeer (employee). In case of loss in normal course of business, he will not get 

salary. 

5) To share in profit of Mudarabah as shareek (partner). 

4.3.5. Termination of Mudarabah  

i) The Mudarabah will be terminated on expiry of period specified in the contract or 

any time during the contract period by one party on giving notice to do so. 

ii) On termination of Mudarabah if all assets are in cash form and some profit has 

been earned in cash on principal amount, the same will be distributed according to 

the agreed ratio and if the assets are in other form rather than cash, the same will 

be sold to determine the actual profit. The loans and liabilities of Mudarabah will 

be recovered. After calculating the provisional profit earned by Mudarib and Rab-

ul-Maal, the total capital will be drawn and then the principal amount invested by 

Rab-ul-Maal will be given to him while the balance called profit will be 
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distributed between Mudarib & Rab-ul-Maal as profit at agreed ratio. The 

Mudarib will not be entitled to any thing if balance is not available after payment 

of principal amount to Rab-al-Maal.  

iii) In case of non-recovery of full principal amount, the profit earned by both 

Mudarib and Rab-ul-Maal during the term of Mudarabah will be withdrawn to 

pay the principal amount to Rab-ul-Maal and the balance amount will be treated 

as profit to be distributed between both parties on agreed terms.        

4.3.6. Importance of Mudarabah 

Mudarabah and Sharikah are justified on historical and rational grounds also if a 

person having capital is not in a position to do any business due to mental or physical 

infirmity, disability or lack of experience. Then he and economy can be benefited from 

flow of his capital in circulation through shirakat and Mudarabah. 

The banking system plays very important role in economic growth. Nevertheless, 

the current banking system is interest based. The curse of interest can be eliminated from 

the banking system by adopting Mudarabah as an alternative base. .   

Companies engaged in big business can build up their capital resources through 

Mudarabah. There are always a large number of individuals in society who possess 

financial resources, yet are unable to put them to profitable use. Through Mudarabah, the 

resources of such people can be mobilized for economic growth and honourable means of 

income can be created for them. The Government can also raise funds through 

Mudarabah for the completion of its plans. In this way, the Government can provide for 

its own needs and open avenues for individuals or corporate members of the society to 

earn an income. 
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Hence on a rational basis and in the light of the traditions of the Holy Prophet 

(PBUH), the practice of the illustrious companions (Allah be pleased with them) and the 

unanimous verdict of the jurists of all schools, the contract of Mudarabah is lawful and 

valid in the Sharia of Islam. 

4.3.7. Rules of Mudarabah  

Following are rules of Mudarabah  

i) So long as the Modarib, having received the capital, does not invest it in 

business, the capital remains with him as trust. It is, therefore, the 

responsibility of the Modarib to safeguard this trust. It is also his duty to 

return the capital to the Rab-al-Maal on demand. If the capital is lost, 

destroyed or wasted, the Mudarib is not liable to fine. 

ii) When the Modarib invests the capital in the business, he becomes the agent of 

the Rab-al-Maal.    

iii) In the case of the business yielding a profit the Modarib becomes a party to a 

financial agreement in which each party shares in the profit according to an 

agreed ratio.  

iv) If for some reason the contract of Mudarabah is dissolved, it will turn into a 

contract of employment and the Modarib will become an employee of the 

Rab-al-Maal. In this case, profit or loss will belong to the Rab-al-Maal. The 

Mudarib shall receive his pay only.  

v) If the Modarib does not accept any term of the contract of Mudarabah, he 

shall be deemed an embezzler and shall be held liable to return the capital. 
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vi) If the contract of Mudarabah contains the term that the whole profit will go to 

the Modarib, it will not be a contract of Mudarabah, but a contract of debt. 

The Modarib will become a debtor. The Modarib will take the profit and bear 

the loss. If the capital is lost, the debtor shall be liable to pay the whole of it to 

the Rab-al-Maal.   

vii) If the contract of Mudarabah contains the term that the entire profit shall go to 

the Rab-al-Maal, it will be a contract of al-bazaata. 

4.3.8. Terms of Mudarabah  

 Following are the terms of the contract of Mudarabah. 

i) Ras-ul-Maal (i.e., capital) should be in the form of money, gold or silver. 

Mudarabah with trade goods (Urud-al-Tajara) is not valid. Mudarabah 

requires proffering of money. This is so because the prices of trade goods 

fluctuate. As a result, the value of the capital as well as the amount of profit 

also varies. For instance, a man says to another, “Take this cotton or cloth of 

the value of Rupees one thousand. Sell it on terms of Mudarabah.” This deal is 

not valid. However, if a man says to the Mudarib, “Take this merchandise. 

Sell it and invest the money on terms of Mudarabah,” the Hanafi and Hanbali 

jurists pronounce it as a valid form of Mudarabah. According to one school of 

jurisprudence (the Hanbali), capital can be preferred in the form of machinery 

and implements, if the cost of depreciation is borne by the Rab-ul- Maal. 

ii) At the time of entering into a contract of Mudarabah the amount of capital 

(Ras-al-Mal) preferred must be clearly stated so that no dispute may arise on 

this account. 
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iii) It is essential that the Rab-ul-Maal should possess ready cash at the time of 

entering into the contract of Mudarabah. If the Mudarib owes money to the 

Rab-ul-Maal and the Rab-ul-Maal says: “Take the money you owe me as the 

capital for Mudarabah”, the deal would be invalid. However, if the Rab-ul- 

Maal says to the Modarib “Somebody owes me money. Take that money from 

him and invest it as my capital on Mudarabah basis, the Mudarib then will be 

an agent of Rab-ul-Maal. 

iv) At the time of the contract, the Rab-ul-Maal should transfer ready money to 

the Mudarib so that he may use it in business. If the Rab-ul-Maal says, “I shall 

work with you in business; the contract of Mudarabah will become invalid. 

v) The ratio or percentage of the Mudarib‟s share in the expected profit must be 

fixed at the time of contract. If the Rab-ul-Maal says, “Take this capital and 

use it in business on terms of Mudarabah and I will give you rupees two 

thousand or any other fixed sum out of the profit,” the Mudarabah will 

become invalid. Similarly, if the Rab-ul-Maal says” „I will give you half of 

the profit and a thousand rupees besides,‟ the Mudarabah contract would be 

rendered void. 

vi) The Mudarib‟s share shall be fixed out of the profit, not out of the capital. For 

instance, if the Rab-ul-Maal says, “You will get half of the capital and such 

share out of the profit also,” this is invalid. 

vii) If the mudarib holds the goods or financial resources of the Rab-ul-Maal in 

mortgage as guarantee for a loan advanced to Rab-ul-Maal, no valid 



 

 111 

Mudarabah contract may be made based on this capital which is mortgaged 

with the Mudarib. 

4.4. Murabaha  

It is a particular type of sale, where seller discloses the cost of sold commodity 

incurred by him and sells it to client by adding some profit in the cost of commodity. It 

can be termed as a sale of a commodity for cash/deferred price. Bia Murabaha is to 

purchase a commodity for client and its resale to client on cost plus profit basis. In Bai 

Murabaha, agreement banks purchase commodities for clients from third party and sell 

these items to clients on cost plus profit basis.  

i) Illustration. A purchases a thing for rupees one thousand. He incurs no 

additional expense on it (i.e. freight etc.). A sells thing to B for rupees one 

thousand one hundred: A discloses to B that he had purchased the thing for 

rupees one thousand which he is now selling to B for rupees one thousand one 

hundred. B pays the increased price willingly thinking that he himself could 

not have bought a thing of this quality at the same price. So B trusting a 

purchases the thing. 

Murabaha does not mean selling or purchasing a thing on credit. The purchaser, 

whether he pays the price at once or after a fixed period, will pay the seller the same 

price. The practice that in case of cash payment the price will be less than in case of 

deferred payment is not allowed in Murabaha.  

ii) Illustration. A, the seller says to B, the purchaser, “I bought this thing for 

rupees one thousand. If you pay cash, I shall charge you one thousand one 
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hundred rupees, but if you make the payment one year later, I shall charge you 

twelve hundred rupees”.  

This transaction would be void.  

4.4.1. Difference between Murabaha and Sale  

A simple sale is a bargaining sale where the cost price of commodity is not 

disclosed. However when the cost price is disclosed to the client it will become 

Murabaha. 

4.4.2. Basic Rules of Murabaha  

 Following are the rules that governs Murabaha transaction.  

1) The commodity to be sold should exist at the time of sale; otherwise, the 

contract will become void. 

2) The commodity to be sold should be in the ownership of seller at the time 

of sale.  

3) The commodity should be in physical or constructive possession of the 

seller at the time of sale.      

4) The sale should be made instantly and should not be deferred to a future 

date.  

5) The items to be sold should not be used for an un-Islamic purpose. 

6) The item to be sold should be in the knowledge of buyer completely.  

7) The seller should make sure that the sold commodity should be delivered 

to the buyer.  

8) Price should be certain.  

9) Sale should not be conditional. 
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4.4.3. Step by Step Murabaha Financing  

i) An agreement is signed where the institution promises to sell and client promises 

to buy the commodity on agreed ratio of profit added to cost. 

ii) Both the parties sign agreement where institution appoints client as his agent to 

purchase commodity on its behalf.  

iii) After that client will purchase the commodity and take possession of commodity 

as agent of institution. 

iv) Then client will inform the institution about the purchase of commodity and will 

make an offer to purchase the same from the institution. 

v) While accepting the offer, the institution will sell the commodity and transfer its 

ownership and risk to the client. 

4.4.4. Issues in Murabaha 

Following are some issues in Murabaha financing:   

i) Securities against Murabaha. Client is directed to provide security for the 

money receivable from sale. 

ii) Guaranteeing Murabaha. Client is asked to furnish a third party guarantee. The 

guarantor is responsible to pay the amount in case of default on payment to seller. 

The guarantor has no right to charge a fee from client. The reason is that if a 

person charges a fee for advancing a loan, this comes under the definition of Riba. 

However, documentation expenses can be charged from client by the guarantor. 

iii) Penalty of Default. If the client does not make payment of price by due date, he 

cannot be penalized. However, in order to discourage the wilful defaulter, 

compensation can be demanded from them after giving one month‟s grace period.  
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iv) Rollover in Murabaha. We cannot rollover Murabaha transaction for a further 

period on the expiry of contract because it is a sale of commodity which will not 

remain property of bank and seller can claim the agreed price only, once it is sold. 

v) Rebate on Earlier Payments. If the debtor makes payment before due date, he 

will get discount/rebate for doing so. If any rebate is given by Islamic bank or 

financial institution for making payment before due date. It will not be illegal if 

the client is needy. 

vi) Calculation of Cost in Murabaha. Murabaha can take place only when the exact 

cost incurred on the commodity to be sold by the seller is ascertained. 

vii) Subject Matter of the Sale. Murabaha cannot take place for the commodity 

which cannot become subject matter of sale. For example, Murabaha is not 

possible in exchange of currency. 

4.4.5. Conditions of Murabaha  

 In order to be valid, the Bai Murabaha must fulfil the following conditions: 

i) The thing sold should be some commodity, goods, or an article, but no currency. 

Increase or “profit” in the sale and purchase of currency is interest which is 

unlawful in Islam. 

ii) The thing sold must be property of the seller.  

iii) The previous price or cost of the goods sold must be disclosed to the buyer.  

iv) The seller must disclose to buyer the rate or formula by which he has fixed his 

profit.  
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v) The price of goods must be stated in currency otherwise ownership of goods by 

the seller will be suspected. The goods will be deemed to have come into his 

possession by dishonest means.       

vi) In Murabaha, all expenses incurred by the seller in manufacturing or purchasing 

goods will be included in price.  

vii) In Bai Murabaha if the buyer learns that he has been cheated, Imam Abu Hanifa‟s 

opinion is that he has right to take that thing at full price or return it. However, if, 

before it is returned, the thing is damaged, the buyer shall pay its full price.  

viii) If the Bai Murabaha is a barter deal the thing which is being offered as a 

price should be easily available in the market at the same price i.e. wheat, cloth 

etc.   

ix) When the total value of a thing or good has not been precisely determined, it is 

not right to fix profit rate in proportion to its national value. 

4.4.6. Difference between Murabaha and Riba  

In Riba, a loan is given to a person for specific period and fixed sum is charged 

while the capital remains property of the creditor. In Bai Murabaha, no loan is advanced. 

A sells a thing to B. The ownership of the thing is transferred to B. The seller A receives 

compensation for his labour in producing or procuring that thing in form of profit.    

4.4.7. Opinion of Jurists on Bai Murabaha  

There is a consensus among all jurists that Bai Murabaha is lawful. However, its 

use as a pretext for earning Riba (interest) is forbidden.  
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4.4.7.1. The Hanafi School  

According to the jurists of Hanafi School Bai Murabaha is valid subject to two 

conditions (Al-Jazeeri). 

i) The thing sold must be in the form of goods. The sale of currency on profit (in the 

form of Murabaha) is void. 

The vendor has right to add  to purchase price of  thing all those expenses which 

the traders customarily incur on such things, whether head of expense is present in the 

thing such as colour, stitching, print (on the cloth), ginning or knitting of wool or cotton 

etc. or is exterior or absent from it such freight charges, animal fodder (without 

extravagance) or commission of the broker whether a condition can be set that these 

expenses must be added to purchase price of the commodity and their detail must be 

disclosed to the buyer is a moot point. However, it is preferable to rely upon the custom. 

If the traders customarily add these costs to the price of a thing, the practice is valid; 

otherwise, not. 

ii) The price of the goods must be equivalent such as currency i.e. rupees, riyals or 

dollars. This does not include measurable, weighable or countable things of the 

some kind but of different sizes, for they are not regarded as equivalent. If a 

camel is purchased for Rs. 20000/- it is valid to add to it a settled amount of profit 

(say Rs. 1000/- and sell it at Rs. 21000/-  

If the camel is purchased for ten sacks of wheat, it is valid to add one sack as 

profit and sell it for eleven sacks of wheat. 
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If the price is paid not in an equivalent thing but in form of a precious thing which 

is neither measured nor weighed but valued at will (for instance an animal or cloth), the 

Bai Murabaha will be valid on two conditions:     

i) The first condition: The price of the thing or goods must be the same as its 

original purchase price. For instance, Zaid purchased a cloth from Umar for a 

goat. Later Mohammad took that goat from Umar and bought the same cloth from 

Zaid for this goat plus profit. 

ii) The second condition is that the rate of profit must be disclosed. For instance the 

purchaser says: I buy this cloth from you for this goat for which you had bought 

that cloth and I offer you a profit of Rs. 100/- or 40 kilo of wheat on it.” This 

would be a valid bai Murabaha. However, if the rate of profit were not settled, the 

deal would be invalid.  

For instance if the buyer says, “I offer you the price of this goat plus five percent 

profit”, it would be invalid in this case, the price of the goat is not determined.    

4.5. Bai Muajjal  

When the sale is made on deferred payment basis, it is called Bai Muajjal. In 

Pakistan, the price of the item becomes a loan which are payable in instalments or lump 

sum as agreed between two parties. All items which come under definition of capital can 

be sold on deferred payment basis under this mode of financing. 

Following are the conditions for Bai Muajjal: 

i) At the time of deal, price must be fixed. 
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ii) Possession of the sold commodity must be given to the buyer at once. The 

deferred price is declared debt against buyer.  

iii) Once the price is fixed, it cannot be increased in case of default or decreased in 

case of early payment.     

iv) As guarantee, the seller can ask the buyer to furnish a security in any form. 

v) In case of sale of goods on instalments, the seller may bound the buyer to pay 

instalments on due dates. If buyer fails to pay an instalment on due date, then the 

remaining instalments will become due immediately. 

4.6. Bai Salam  

Bai Salam is the sale transaction where the seller promises to supply a certain 

commodity to buyer at a future date and price in advance is paid to seller at spot. Bai 

Salam denotes that mode of transaction or contract of sale in which price is paid before 

delivery of goods. 

4.6.1. Purpose of Use  

i) The Bai Salam was allowed by the Holy Prophet (PBUH) to facilitate the small 

farmers who needed money to grow their crops and to feed their family up to the 

time of harvest. When Riba was declared unlawful (haram) and farmers could not 

take usurious loans. 

ii) Bia Salam is also beneficial for meeting needs of traders in export & import 

business. It is beneficial to the seller for receiving price in advance and it is 

beneficial to the buyer because price in Salam is less than the price in spot sales. 
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4.6.2. Justification of Bai Salam in Sharia  

 Bai Salam is a lawful transaction though according to a saying of the Holy 

Prophet (SAW). It is not quite proper, for it is contract of sale of a thing which does not 

exist or has not come into existence at the time of payment of the price. However, since it 

is an important need in everyday dealings, Sharia has sanctioned it as an exception. The 

testimony to its legitimacy is provided by the Holy Book and the Sunnah, precedent of 

the illustrious companions and consensus of the jurists of Ummah. 

 Allah Almighty says in the Holy Quran:  

 “O Believers! When you contract a debt for a fixed term, you should put it in 

writing.” (2:282). 

 Ibn-e-Abbas interpreted this contract of Salam (in which the payment of price is 

prompt but the delivery of goods is deferred). 

 In Sunnah, it is reported from the Apostle of Allah (SAW). 

 “Tradition reports that the Apostle of Allah (SAW) has forbidden the sale of 

everything which is not in possession of the vendor, but he made an exception in the case 

of Salam.” 

 According to a tradition recorded in Tirmidhi, the Holy Prophet (SAW) said: 

 “When a man makes prompt payment for goods to be delivered later, the parties 

should settle weight and measure and date of delivery of the goods.”  

 The following tradition explains the practice of the illustrious companions: 

 Abdullah bin-Abi-Uffi related that „in the time of the Holy Prophet (PBUH) and 

Abu Bakr, we used to sell wheat, barley, dried dates and dried grapes on self. All the 

scholars of Islam are agreed on the legitimacy of Bai Salam”. 
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4.6.3. Conditions of Salam  

There are two kinds of conditions for the validity of Bai Salam. 

a) Condition of contract or transaction  

b) Condition of consideration or price. 

4.6.3.1.Condition of Contract  

There is only one condition of contract which is that the parties or any one party 

to the contract of Salam shall not have Khayr-e-Sharat. However, if the Ras-al-Mal 

(advance rice) is payable to someone else and the payer is not the owner of Ras al Mal 

and after its payment the parties to the contract, the vendor shall have right either to 

maintain the contract of Salam or to terminate it. However, if the real owner of advance 

payment agrees, the transaction of Salam shall be valid. 

4.6.3.2. Conditions of Consideration or Price      

There are sixteen conditions of price, six of which relate to Ras-al-Mal (advance 

payment) and ten to the goods sold.  

4.6.3.2.1. Conditions of Ras-Al-Mal (Advance Payment) 

Following are six conditions of Ras-al-Maal: 

i) The kind of Ras-al-Maal must be specified. If it is a thing, it should be known 

whether it is weigh table or measurable. 

ii) If Ras-al-Maal is in the form of currency it should be specified whether it is in 

Rupees, Riyals or Dinars etc.; or if it is commodity, whether it is Wheat, Chenab 

370 or Desi Wheat etc. 
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iii) Gold, silver, or standard of the currency whether high, low or average. These 

conditions applied particularly to Gold and Silver coins which were the common 

currency.     

iv) The quantity or amount of Ras-al-Mal should be specified. However, if the Ras al 

Mal is not quantifiable, a hint will suffice to satisfy the condition. 

v) Advance payment should be made on the spot when the contract is made. If the 

payment of the price is deferred, the sale shall be void. 

vi) Currency should be thoroughly examined and their amount should be specified.   

4.6.3.2.2. Conditions of Goods Sold 

There are ten conditions related to the goods sold, which are mentioned below: 

i) The species of the Goods sold should be known.  

ii) The kind of the Goods sold should be known.  

iii) Characteristics of the Goods sold should be known.  

iv) The quantity of the Goods sold should be specified whether weigh table, 

measurable or countable. 

v) The time of delivery of the Goods sold must be specified and it should not 

be less than one month. 

vi) The Goods sold must be available in the market that is, its supply in the 

market should not have stopped. In normal circumstances, it should be 

possible to deliver the good at the stipulated time and place. 
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vii) The Goods sold should be determinable. Things, which are determined 

such as currency, securities, gold, silver, currency are not valid goods for 

bai Salam. 

viii) In relation to things whose delivery is to be made through cartage for 

which expenses are required, the place of delivery must be specified; 

otherwise, the place of contract shall be deemed the place of delivery. 

ix) Goods sold and Ras-al Maal (price) should not be things of the same kind. 

These should be of a different kind. The exchange of things of the same 

species for instance wheat for wheat, barley for barley, gold for gold, and 

silver for silver may be equal; otherwise, it would be a usurious deal. 

x) Goods sold must be of three kinds: things measurable or weighable; things 

of equal size which may be counted; and things which may be measured in 

feet, yards, meter etc. 

 Bai Salam of animals or parts of their bodies is unlawful. The Bai Salam of 

bundles of woods is not valid. Similarly, Bai Salam of precious stones, emeralds, crystals 

and large pearls is void.  

4.7. Istisna  

Goods are transacted before their manufacturing in a sale transaction. It is an 

order to manufacturer for manufacturing a certain commodity for the purchaser at 

predetermined price. The price is fixed with consent of all parties involved in Istisna. 

Under Istisna agreement, either party can terminate contract after giving notice before the 

manufacturing party has started his work.  



 

 123 

This mode is also used to provide financing for house financing, for example, a 

client has land and wants money to construct the house based on Istisna. Financier will 

arrange to construct the house. If the client has not his own land and intends to purchase 

house. The financier can also provide him a constructed house on specific piece of land. 

It is not necessary for the financier to construct the house himself rather he can hire 

services of a third party (contractor) for this purpose or enter into a parallel Istisna with a 

third party. The financier will calculate his cost and fix the price based on Istisna. The 

payment of instalments by client will be started from the day when the contract of Istisna 

is signed by the parties. As guarantee, the financier may ask the client that the title deeds 

of house or land or any other property of the client etc. will remain with the financier 

until payment of last instalment.  

The Istisna can also be used for financing of plant or factory, booking of 

apartments, house financing and construction of building and BOT arrangement etc. 

4.8. Istijrar 

Istijrar is an agreement under which buyer purchases goods from time to time, 

each time there is no offer or acceptance or bargain. All terms and conditions are 

finalized under one master agreement. There are two types of Istijrar. 

i. In first type of Istijrar, the price is determined after completion of 

purchase transaction. 

ii. In the second form of Istijrar price is determined in advance but 

goods are purchased from time to time. 
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The first type of Istijrar is permissible in Islam with some conditions. 

1) If seller discloses the price at the time of every transaction, the sale will become 

valid only when the buyer gets possession of the commodity. Price is paid after 

completion of transaction. 

2) If the price of commodity is not disclosed to the client every time and it is in the 

knowledge of contractor that it is being sold on market value which is specified 

and determined in such a manner that the price does not vary and it does not lead 

to differences of contractors. If at the time of possession, the price of thing is 

unknown and contractors agree that whatever price shall be, the sale will be 

executed. If there is any difference between market price and agreed price, it leads 

to dispute. In such a case sale will become void when buyer gets possession of 

commodity. However, sale will be valid at the time of settlement of the payment. 

Islamic banks are doing their businesses on Murabaha, Ijarah, Mudarabah and 

Musharakah basis. Istijrar can be applied on first three cases. 

4.9. Leasing/Ijarah  

The term Ijarah is used for two different situations. In first place, it means to 

employ the services of a person on wages given to him as a consideration for his hired 

services. The employer is called „Mustajir while the employee is called „ajir‟. 

The second type of Ijarah relates to the usufructs of assets and properties. Ijarah in 

this sense means to transfer the usufruct of a particular property to another person in 

exchange for a rent claimed from him. 
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 Ijarah and jara wa iqtina are unanimously considered by the Islamic scholars as 

permissible modes of finance under the Sharia. The western counterparts for these 

Islamic instruments would be operating leases and financing leases. An ijarah, or 

operating lease, is based on a contract between the lessor and lessee for use of a specific 

asset. The lessor retains the ownership of the asset and the lessee has possession and use 

of the asset on payment of specified rentals over a specified period. The rentals are 

insufficient to enable the lessor to recover fully the initial capital outlay. The residual is 

recovered through disposal or re-leasing the equipment to other users. An ijarah wa 

iqtina, on the other hand, is more like a financing lease. The rentals during the term of the 

lease are sufficient to amortize the leasing company‟s investment and provide an element 

of profit. The profit element in an ijarah wa iqtina is permissible, despite its similarity to 

an interest charge. According to Islamic economists, the Sharia allows a fixed charge 

relating to tangible assets (as opposed to financial assets) because by converting financial 

capital into tangible assets the financier has assumed risks for which compensation is 

permissible. An ijarah wa iqtna can have either a purchase option or a purchase 

obligation at the end of its term. 

Islamic institutions regularly enter into financing leases, with the lessee bearing 

all the risks. The variation in the leasing structures used by these institutions are 

prompted mainly by business considerations rather than Islamic financial principles. 

The terms of an ijarah was iqtina in common use by one of the well-known asset, 

the rent and the lease term. The lessee is to provide security in the form of an investment 

in the lessor‟s investment account, which is blocked in favour of the lessor. The lessor 

may also require additional guarantees or collateral. The lessee client has to maintain a 
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current account with the lessor, and the lessor debits this account for advance payment of 

lease rent when it becomes due. The lessee has to maintain the lease asset and is 

responsible for buying Islamic insurance, known as takaful. The risk of loss lies with the 

lessee. In case the lessee is late on payments, the lessor can reposes and terminate the 

lease agreement. The lessee may also be charged damages for late payments based on the 

average returns of the lessor during the relevant period. At the end of the lease term, the 

lessee has the option or the obligation to purchase the asset at a pre-agreed price. 

Lease purchase is a contract in which an Islamic bank purchases equipment, 

buildings or an entire project and rents them to the client. The client agrees to make 

payments into an Islamic investment account, which will eventually lead to the client‟s 

purchase of the equipment or the project from the bank. The profits which accumulate in 

the investment account are paid to the client. 

Leasing is being encouraged by the government not only for industry but also for 

medium and small businesses. 

4.9.1. Conditions for Validity of an Ijarah  

 Following are the conditions of leasing established by Islam.  

i) The lessor will continue to hold the title of asset. 

ii) If an asset damaged and does not fulfil the purpose, for which it was leased. The 

contract will be automatically terminated.  

iii) Benefits of asset should be mentioned clearly in the contract so that both the 

parties could understand it. 

iv) Rent of asset for the particular period will be pre-determined with the consent of 

both parties. 
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v) Consent of the parties is essential for the validity of an Ijarah deal.  

vi) The thing hired out must be exactly determined.  

vii) Wages or rent must be settled.  

viii) The utility of the thing hired out must be known beyond dispute.  

ix) The purpose of hiring out an animal or carriage must be settled. 

For example, whether the purpose is to ride on the animal or to use it to carry 

burdens and also the distance and period of hire should also be settled. 

Similarly, in the case of renting land for agriculture, it should be settled which 

crop would be grown or whether the tenant is free to raise any crop he wants. 

x) In the Ijarah of action, the contract of Ujrat with the worker the extent and nature 

of the work to be done must be determined. For example, in a contract with the 

dyer, the cloth must be shown and the colour in which it is to be dyed along with 

the time period for the completion of the work must be indicated.      

xi) In an Ijarah, deal of transportation the weight and size of the goods and their 

destination must be clearly mentioned. 

4.9.2. Rules and Regulations of Ijarah  

i) The purpose of Ijarah is to gain profit from a thing.  

ii) According to the nature of the deal, Ijarah is of two kinds.  

a) To gain profit from the thing. 

b) To gain profit from the service or action of an individual.  

iii) In this case, the thing from which profit is gained is called Ain Majur and the 

person     who gains profit is called Ain Mustajar. 

This case has three forms:  
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a) Renting out property, immovable land and houses. 

b) Renting out goods such as garments, pots and pans,  

c) Hiring out animals (or some other kind of conveyance or carriage or 

vehicle).  

iv) To gain profit from the service or action of an individual. In this case, the worker 

is called Ajir such as servant in a house or a shop or a skilled worker is engaged in 

his business or is employed by industrialists. 

4.9.3. The Period of Ijarah  

i) Everyone has a right to hire out his property to another for a fixed period, whether 

it is as short as a day or as long as a year. 

ii) The period of Ijarah shall begin from the time stated in the contract.  

iii) If the time regarding commencement of Ijarah is not stated in the contract, it shall 

start from the date of the conclusion of the contract. 

iv) It is quite valid to let out a property for a year with the stipulation that such and 

such an amount shall be paid as monthly rent. Similarly, it is also quite valid to 

state the sum of annual rent without mentioning the rate of monthly rent. In case 

the rent is fixed on a monthly basis, then whether the month consists of 28, 29, 

and 30 or 31 days, the amount of rent shall be the same. 

v) If a person enters into contact of Ijarah with a worker for a day, the question 

whether the hours of work shall be from sunrise to afternoon or sunset shall be 

decided by the custom of the place.    

 

 



 

 129 

4.10. Financial Highlights of Islamic Products in Pakistan 

Table: 4.1         (PKR Billions)  

Islamic Products offered by Islamic Banks 

Financing mode 2005 2006 2007 2008 2009 2010 2011 

Musharakah 0.5 0.8 1.6 2.1 1.8 2.9 2.4 

Mudarabah - - 0.3 0.2 0.4 0.2 0.1 

Diminishing 

Musharakah 

12.8 14.8 25.6 28.9 30.4 29.5 32.0 

Ijarah 29.7 29.7 24.0 22.1 14.2 12.7 10.4 

Murabaha 44.4 48.4 44.5 36.5 42.3 44.9 43.8 

Salam 0.6 1.9 1.4 1.8 1.2 1.4 2.4 

Istisna 1.4 1.4 1.0 2.9 6.1 5.8 4.4 

Others 12.1 3.0 1.6 5.4 3.6 2.6 4.4 

Source: Economic Survey of Pakistan 2005-2011 

 

4.11. Hybrid Islamic Financing Products with Reference to Pakistan 

4.11.1. Ijarah Muntahia Bittamleek 

This is a hybrid mode of Islamic finance. At the end of this contract time, the 

ownership of leased asset is transferred to the lessee from the lessor. The bank buys and 

lease out assets to customers for specific time. Unlike Ijarah, in which the contract gives 

an opportunity to customer to acquire ownership after the end of agreed period. There is 

no difference in accounting treatment of transaction for Ijarah and Ijarah Muntohia 

Bittamleek.  
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Following are the types of Ijarah Muntohia Bittamleek.  

i) Gift 

ii)  Legal title of asset is transfer at the end of lease 

iii) Legal title of asset is transfer before the end of lease for price that is 

equal to remaining instalments.  

iv) The leased asset is sold at the end of contract 

There are three main elements in Ijarah Muntahia Bittamleek.  

i) Offer and acceptance 

ii) Two parties for contract i.e. Bank as lessor and client as lessee 

iii) Ijarah Contract 

4.11.2. Islamic saving Account 

This product is hybrid function of Mudarabah and Musharakah. The acceptable 

currency for this account is Pak rupee. It is saving account and minimum balance 

requirement is two and one million for preferred and general banking respectively. The 

amount of profit is calculated on accruals following daily basis. The amount is transferred 

at the end of each month. There is no service charges for this account. Trusts, 

corporations, individual and joint account holders both local and foreign are the target 

customers for this account. 

4.11.3. Islamic Term Deposit One  

In this product, the underlying mode of Islamic financing is hybrid of Mudarabah 

and Musharakah. The acceptable currency for this type of account is Pak rupee. In this 

account, funds are committed for specific term. The minimum required balance for this 

account is one hundred thousand rupees. Currently for this type of account, minimum and 
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maximum tenure is one month. Later on, this account would be offered three months, six 

months, one years and three years etc. The calculation of profit is based on Profit and 

Loss sharing basis on daily accruals. The target customers for this type of accounts are 

joint account holders both local and foreign, individual, corporations and trusts. 

4.11.4. Islamic Term Deposit Two 

The underlying mode of Islamic financing under this product is also hybrid of 

Mudarabah and Musharakah. Pak rupee is the acceptable currency for this type of 

account. The minimum balance required for this type of account is 5 million. There is not 

limit of minimum and maximum tenure. The profit calculation is based on Profit and 

Loss sharing account daily but the amount is transferred at beginning of each month.  

Target customers for this type of accounts are existing home finance customers. 

4.11.5. Islamic Home Finance Offset Saving Account 

This product also follow the hybrid of Mudarabah and Musharakah. The account 

be maintained with Pak rupee currency. There is no limit of minimum balance 

requirement. In this account, the amount is kept for specific term. The minimum and 

maximum tenure for this Islamic product is 3 months, 6 months and 3 years. The profit 

calculation is done on monthly basis. The target customers for this account are individual, 

trusts, companies and joint account holders both local and foreigners. 

4.12. Islamic Banking Products with reference to Pakistan 

Wide range of products are being offered by different Islamic banking institutions 

in Pakistan. These products are in accordance with sharia compliance. These products are  

 Qard-e-Hasna 
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 Istisna 

 Salam 

 Diminishing Musharakah 

 Mudarabah, Musharakah 

 Ijarah, Murabaha  

Their shares in total banking sector is less than one percent, 3%, 2%, 29%, less 

than one percent, 2%, 22%, 37% and 5% respectively. Percentage share may be increased 

due to the introduction of sharia complaint agricultural products of such products having 

low percentage share.   

The detail of some Islamic banking products in context of Islamic banking 

industry of Pakistan are given below. 

4.12.1. Qard-e-Hasna 

This is liability side product. The acceptable currency for this type of account is 

Pak Rupee. This is current account by type. The minimum and maximum balance 

requirement for this type of account is one hundred thousand and two millions 

respectively. The targeted customers are individual, corporations, trusts, joint account 

holder (Local and Foreign). 

4.12.2. Istisna 

This product is for corporate and SME (Small and Medium Enterprises). The 

basis used for pricing is this product is KIBOR (Karachi Interbank Offering Rate). The 

minimum and maximum credit limit for this product is approved by the bank‟s credit 

committee. Minimum and maximum tenure for this product is 30 and 180 days 
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respectively. The security for this product is equitable or registered mortgage, cash 

margin, pledge of stock etc.   

4.12.3. Salam 

This product is for corporate, SME, agriculture and commodity financing. The 

basis used for this product is KIBOR or Market Asset Discounting rate. There is no 

minimum financing limit but maximum financing limit is 900 million per party. The 

minimum tenure is 30 days and maximum tenure is 360 days. The target customers are 

corporations, SME, agriculture and conventional clients. The collateral is required for this 

product. 

4.12.4. Diminishing Musharakah 

This product is also known as Co ownership cum Ijarah or Operating Ijarah. This 

product is for corporations, conventional and SME. The basis used for pricing is floating 

rate based on KIBOR. The minimum and maximum credit limit is as per prudential 

regulations. Minimum tenure is not applicable and maximum tenure is more than one 

year. The target customer is manufacturing industries. The collateral is required in the 

form of hypothecation of assets, charge on current assets or any other security deem 

necessary by the bank. 

4.12.5. Mudarabah 

This is saving account. The acceptable currency for this account is PKR, GBP, 

USD, and JPY. There is no limit for minimum balance requirement. However, to be 

priority customers bank requires rupee 3 million. There is no limit of minimum and 

maximum tenure. Profit is calculated on the minimum end of day balance. The 
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periodicity of profit calculation is monthly. The target customers are individual savers. 

The charges are leviable as per schedule of charges. 

4.12.6. Musharakah  

This is also known as profit & loss saving account. The acceptable currency for 

this account is PKR, USD, GBP and JPY. There is no limit of minimum balance 

requirement. The maximum and minimum tenure is not applicable. Profit is calculated on 

the monthly basis following the monthly periodicity. The target customers for this 

product are except those entities prohibited by sharia. Service charges are applicable as 

per schedule of charges. 

4.12.7. Ijarah  

This product is not only for corporations and SME but also for individuals. The 

basis used for pricing of this product is KIBOR plus margin.  There is no minimum 

financing limit but maximum financing limit is as per personal relationships.  The 

minimum and maximum tenure is as per bank policy. The target customers are 

manufacturers, importers, exporters and traders. Security required for this product is 

mortgage of property, pledge, hypothecation of stock or charge on assets. 

4.12.8. Murabaha 

This product is for corporations and SME. The basis for pricing of this product is 

KIBOR plus margin. There is minimum financing limit but maximum financing limit is 

as per personal relationships. Minimum and maximum tenure is as per bank policy. The 

target customers are manufacturers, importers and exporters. The security is required in 

the form of hypothecation of stock, mortgage of property and charge on assets. 

 



 

 135 

Further, to meet the demand of customers relating to sharia complaint banking, 

Islamic banking products are being offered in the following areas: 

 General Banking  

 Investment Banks 

 Trade Finance 

 Corporate/SME Banking 

 Consumer Banking 

4.13. Role of Sharia Advisory in the Development of Islamic Banking 

Products 

To introduce the Islamic products approval from sharia advisor is required 

according to circular of 2 of 2008 issued by Islamic banking department of State Bank of 

Pakistan. All the funds managed in Halal modes under strict supervision of sharia 

advisor. 

It is the responsibility of the commission for transformation of financial system 

set up to approve essential modes of Islamic financing in order to ensure the compliance 

in accordance with sharia. These are known as model agreement approved in accordance 

with judgments of Supreme Court on Riba. These Islamic models are considered as 

helping tool to create awareness about Islamic banking products. The approval of sharia 

advisory board is necessary to bring any change in the proposed model to ensure that 

these changes are consistent with sharia principles.  

The Islamic banking industry products & services are divided on asset and 

liability side and others. 
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4.13.1. Asset Side 

This segment is covered by various sharia complaint modes such as Islamic 

Export Refinance, Mudarabah, Salam, Ijarah, Istisna Musharakah, Musharakah, 

Diminishing, Wakala and Murabaha etc. and include. 

 Commodity Financing 

 Financial Institutions and Treasury 

 Agriculture 

 Consumer 

 Cooperate or Conventional 

 SME (Small and Medium Enterprises) Sector 

4.13.2. Liability Side 

Bank offer various type of deposit schemes to deposit funds. These are 

 Savings Account 

 Certificates of Investment 

 Current Accounts 

 Term Deposits of Various Maturities 

 Basic Banking Account etc. 

4.13.3. Others Products 

Some banks are offering investment banking product and services such as 

underwriting, sukuk, private placement, trusteeship, structured finance, project financing, 

and syndication, listing on capital market and mergers & acquisitions. The other ancillary 

services are listed below: 
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 Letter of Credit 

 Online Banking 

 Safe Deposit Lockers 

 Utility Bill Payment 

 Inter Bank Fund Transfer Facility through ATM 

 Lockers 

 Phone Banking 

 Deposits Accepted through ATM 

 Remittances (Local and International) 

 Collection of Export Bill 

 Bond and Guarantees etc. 
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CHAPTER – V 

Takaful 

5.1. An Alternative to Conventional Insurance 

Islamic finance has developed mainly into two directions i.e. Islamic Banking and 

Islamic Insurance (Takaful). Islamic banking has been explained in previous chapters. In 

this chapter, we discuss the Islamic Insurance (Takaful). 

Risk and uncertainty are part of daily routine in human life. No one can escape 

these factors in human activity. Insurance has become a basic need of all businesses and 

individuals to cover risks, losses and reduce the impact of catastrophes on their lives and 

wealth. Financial institutions also have to take out insurance cover to secure against 

losses. When Islamic banking began its functioning in 1970s, it needed a Shari‟ah-

compliant alternative to conventional insurance considered against the Shari‟ah tenets 

due to the involvement of Riba, gharar and gambling. To fill the gap in the cycle of 

Islamic finance, the system of Takaful has been developed and a large number of Takaful 

companies are providing services in various regions of the world. 

Insurance is defined as follows. 

“A contract whereby one person, called the “Insurer” undertakes in return for the agreed 

consideration, called the “Premium”, to pay to another person, called the “assured” a sum 

of money, or its equivalent, on the happening of a specified event. The specified event 

must have some elements of uncertainty about it: the uncertainty may be either: 
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a) As the case of life insurance the time of happening of this event is 

uncertain; or 

b) In fact that happening of the event depends upon accidental causes, and 

the event, therefore, may never happen at all (such event is called 

accident). 

5.2. Importance of Insurance 

 Risk and uncertainty are part of daily routine in human life. No one can escape 

these factors in human activity. 

 Man can easily confront and tide over small risks and uncertainties. However, in 

economic activity sometimes the effects of these trivial risks and uncertain matters pose a 

very difficult challenge. 

 In economic activity, the risk is of two kinds: 

One, in any economic activity (Production or sale of goods) a person stands to 

gain profit or suffer loss. The entrepreneur invests money in producing a thing to-day. 

Tomorrow (in future) when it is sold it may fetch a price higher than the cost which 

would mean profit for the entrepreneur; or it may sell at a price lower than the cost which 

would bring loss to the entrepreneur.  

Two, there are businesses in which, despite profit, the possibility of loss is ever-

present and the amount of this loss is measurable. For instance in the case of certain 

things there are possibilities of breakage during the process of their production. However, 

the quantity and cost of these breakages may vary at different times, though their average 

over a specific period may be calculated. For instance, the average breakage of crockery 
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or glassware in a pottery or glassworks may be calculated. Similarly, averages may be 

found of accidents happening or sinking of maritime ships or of injuries or other hazards 

to industrial workers etc. 

In business, this second kind of risks is the target of insurance. These risks in 

business are insured. 

The object of this insurance is to provide facility to the business people, to 

improve their efficiency and to raise their morale to face risks involved in the business. 

This mode of insurance is extremely useful for the people. It gives a sense of 

security to businesspersons against possible losses and risks. They are, therefore, 

encouraged to take risks in business and participate in the process of commodity 

production for the good of the people. 

The economic system of Islam curbs unlawful activities and practices hazardous 

to the public at large. It permits the launching of lawful and socially beneficial projects. 

In this perspective insurance, which is an important mode of securing human good, 

cannot be altogether excluded from the economic order of Islam. However, it is essential 

to purge the insurance business of all elements of gambling or interest. 

Discussing the importance of insurance Dr. Nejat Ullah Siddiqui writes: 

 “Insurance is basic human need. It is true in relation to all accidents and their 

financial consequences, which a person is likely to face in life. Incidents like sudden 

death, disability, sickness, unemployment, fire, flood, hailstorm, sinking of ships and 

cargo, transport accidents etc. and their resulting financial setbacks are not confined to 

any particular process, profession or business. 
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The person or family afflicted by these calamities is often reduced to object 

poverty and destitution. In any case, because of these unfortunate incidents the economic 

activity of the individuals which is based on wealth or property is adversely affected. 

This fact underscores the need for according insurance the status of a basic human 

requirement in a wide sphere of life”. 

5.3. Objections of the Ulema against Insurance 

In answer to a question on insurance, Syed Abu Ala‟ Maududi, writes in book 

titled “The Economic System of Islam”. 

According to Islamic Sharia, three basic objections to insurance business make it 

unlawful. 

I. A large part of the capital collected by insurance companies as premium is 

invested by them in usurious business. Policyholders thus automatically become 

sharers in this unlawful business. 

II. The undertaking of the company to pay the stipulated sum in the event of death, 

accident or loss is a sort of gamble or a game of chance. 

III. The sum paid at the death of the policyholder is a bequest of the deceased 

according to Sharia which should be distributed among his legal heirs. The 

company does not pay the sum to legal heirs, but to a person or persons whom the 

policyholder had nominated as his heirs. The correct position under Islamic Law 

is that no will can be made in favour of legal heirs. The question as to how can the 

insurance business be run on Islamic principles is not so easy to answer. A 

commission of experts, well-versed in both Islamic Law and mechanism of the 
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insurance business should look into the whole issue and suggest measures to bring 

this business in line with the principles of Sharia”. 

Naeem Siddiqui writes: 

“The contemporary insurance system devised by capitalism is a deceptive form of 

ruthless exploitation. Under this cruel system, the huge profits earned on the 

capital collected from the poor policyholders are distributed among large business 

houses, banks and insurance companies. 

Let alone the Directors of Insurance Companies, even their agents earn larger 

amounts in the form of commissions and travelling allowances than a high-

ranking government official can ever dream of earning. When an agent after a few 

years of hard work, succeeds in getting a specified number of policyholders for 

the company he can enjoy a reasonably prosperous life without working for the 

rest of his life”. 

“Life insurance is indeed a necessity for the common man, but the insurance 

companies are not out to serve the people, but to invest the funds collected from 

them in usurious business and earn huge profits. It is difficult to understand how 

shamefacedly these companies make ethical appeals to the people”. 

“From a purely economic point of view, the current system of life insurance is 

ruthless exploitation. Its dividends go to the class whose coffers are already full to 

the brim. The interest of the policyholders is slight and nominal, yet by 

psychological gimmicks and statistical trickery, this interest is presented to the 

public in an attractive and highly persuasive manner. 
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However, if we look at this whole business as Allah-fearing true Muslims, it is 

sufficient for us to know that Allah and His Apostle (S.A.W) have declared every 

form of usurious business unlawful. The Book of Allah and the Hadith are clear 

on this point. There is, therefore, no reason why we should not admit without 

further argument that an interest-based insurance system is inconsistent with 

Islam”. 

Discussing the operations of an Insurance Company, Dr. Israr Ahmad writes in 

book titled “Islam Ka Muashi Nizam”: 

“In fact it is a co-operative society of the capitalists. Its object is nothing else than 

to protect and preserve the funds of the capitalists. It is a living example of 

concentration of wealth in the hands of wealthier people. It strengthens and 

promotes the curse of capitalism which has been severely condemned and 

prohibited by Islam”. 

Commenting on the insurance business an Egyptian scholar Abu Zuhra says: 

“As a matter of fact it was a form of co-operative business, but it ended up like 

any other institution which fell into the hands of the Jews. The system of 

insurance which was based on and was transformed by the Jews into a Jewish 

system of which the chief elements are gambling and interest”. 

5.4. Concept of Takaful Insurance in Islam 

 Islam is not against the concept of insurance but also against some of the policies 

and methods that are adopted and used by the insurance companies in conventional 
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insurance. Islam favours the insurance system in which elements of Riba (interest), 

maysir (gambling) and gharar (uncertainty) are not involved. 

 Takaful is a Sharia compliant alternative to conventional insurance. The word 

“Takaful” is derived from the Arabic word “Kafala” meaning to guarantee, to help or to 

take care of someone‟s need. Takaful emerged from an ancient practice from the Arabian 

peninsula of cooperation and assistance among members of a tribe. Takaful system 

comprises of a group of individuals who contribute collectively to a common fund in 

order to share the loss or damage that may be fall upon any member of the group. 

Section 2 of Takaful Rules 2005 of the Govt. of Pakistan defines Takaful business as 

business of Takaful whose aims and operations do not involve any element which is not 

in consonance with the injunctions of Islam as laid down in the Holy Quran and the 

Sunnah. 

 Today insurance industry has become a necessary part of business and part & 

parcel of the financial system. Muslim societies in general have been avoiding 

conventional insurance mainly for two reasons. 

1) It has been considered unnecessary, as a member of a Muslim society are required 

to assist each other, particularly the victims of any misfortune. Hence, some 

arrangements to help traders and other communities have been made in Muslim 

societies for centuries. Most of the people believe that true belief in Allah and 

destiny means there is no need for any such cover against death or losses to a man 

himself or his wealth. All the events occur with the will and order of Allah. No 

human action can change Allah‟s will for our destiny. Whether a person has 
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insurance/Takaful or not, has no effect on future events. Sharia intends to save 

human beings from hardship. 

 

The Holy Quran says 

i) “Allah intends for you ease and He does not want to 

make things difficult for you” (2:185). 

ii) “Allah wishes to lighten (the burden) for you and man 

was created weak” (4:28) 

However, we are urged to take Sharia compliant precaution and then fully trust 

and depend upon Allah (SWT). In a Headith narrated by Ans-bin-Malik (RA), one day 

Prophet Muhammad (PBUH) noticed a Bedouin leaving his camel without tying it. He 

asked the Bedouin, “Why don‟t you tie down your camel?” The Bedouin answered, “I put 

my trust in Allah (SWT)”. The Prophet (PBUH) then said” Tie your camel first then put 

your trust in Allah (SWT) <Tirmidhi> 

2) The severe prohibition of Riba, gharar and gambling are believed to indicate the 

non-permissibility of conventional insurance. Further, insurance companies are 

involved in other forbidden businesses, including alcohol, pork, indecent 

entertainment and hotels with clubs and prohibited activities. 

While the second reason is genuine and must be observed in order to avoid 

prohibitions, the first is only a myth. All human beings are exposed to the 

likelihood of meeting catastrophes and disasters, giving rise to misfortune and 

suffering such as death, loss of limbs, accidents, and destruction of business or 

wealth etc. Notwithstanding the belief in Allah and destiny. Islam provides that 
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one must find ways and means to avoid such catastrophe and disaster wherever 

possible, and to lighten one‟s or one‟s family‟s burden should such an event 

occur. 

Non-bank financial institutions do insurance business and the conventional banks 

are not allowed in most countries to conduct the insurance business. However, services of 

insurance companies are taken by all the conventional banks, investment banks and other 

non-bank financial institutions either as a regulatory requirement or as an unavoidable 

business need to safeguard against unfortunate incidents and losses to life and wealth. 

5.5. Why Conventional Insurance is Prohibited  

 Different views of jurists have been expressed about Sharia status of conventional 

insurance. The difference of opinion has arisen for two reasons. 

1) Jurists who did not know the details and complexities involved in various forms 

of insurance and its structure were asked to issue edicts without sufficiently 

explaining the background and perspective of the issues involved. 

2) There is no direct reference to practices like insurance in the Holy Quran and 

Sunnah. As Islamic economics and finance developed, Sharia scholars gained 

more and more knowledge and hence it became easy for them to analyse the 

system proactively. As a result, an overwhelming majority of the Sharia scholars 

have come to the conclusion that conventional insurance is unlawful due to the 

involvement of Riba (interest) Qimar and maysir (gambling), Gharar (excessive 

uncertainty) and the invalid transfer of risk from the insured to the insurer. As a 
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whole, it contains the elements of temptation and cheating and is incompatible 

with the natural and ethical methods of earning money. 

Riba is involved in conventional insurance both directly and indirectly: an excess 

on one side in the case of exchange between the amount of premiums and the sum 

insured is the direct involvement of Riba, while investment in interest-based business by 

the insurer refers to the indirect involvement of the policyholders in Riba-based 

transactions. If a claim is not made in non-life policies, the insurance company keeps 

almost the whole amount. There is a loss of premiums in the case of cancellation of a life 

insurance policy by the policyholder, while only a proportional refund is made if the 

insurance company terminates the cover. 

Conventional insurance involves Gharar (khatar and uncertainty) as a 

policyholder enters into a business deal in which his liability and the right both remain 

contingent. He loses the amount given as premium if the event of insurance does not 

occur, as in the case of general insurance. The insurer (company) does not know how 

much he will owe to the insured. In many cases, an insured also does not know how 

much he will pay ultimately to the insurer. In life policies, a policyholder has generally to 

lose all premiums that he has paid if he cancels his policy within the first two or three 

years of the contract.  

5.6. Problems with Conventional Insurance  

The basic objection is that this type of insurance is effectively a gamble upon the 

incidence of the contingency insured against, because the interests of both parties are 

diametrically opposed, and both parties do not know their respective rights and liabilities 



 

 148 

until the occurrence of the insured events. From the viewpoint of Islamic law, there are 

three main problems with conventional, especially life insurance. 

1) Standard insurance violates the prohibition of gharar (uncertainty), since the 

benefits to be paid depend on the outcome of future events that are not known at 

the time of signing the contract. It would appear that the gharar or uncertainty 

objected to by certain scholars is from the aspect of the delivery of the subject 

matter, with uncertainty as to whether the insured will get the compensation 

which has been promised, how much the insured will get, and when the 

compensation can be paid. This prohibition in particular nullifies a conventional 

whole-of-life policy contract because this type of policy is based on a period, the 

lifetime of the insured, which is not known and cannot be known until the event 

(death) itself occurs. Gharar is objected to in any transaction because it is said to 

undermine the element of consent necessary for a valid contract. There cannot be 

mutual consent when one party, because of inadequate information, does not have 

the correct impression of the material aspects of the contract. It would not be fair 

to expect that party to consent to something of which the essential elements are 

not known. Mutual consent and the truthfulness of the parties to a contract is 

therefore a moral obligation and a basic requirement for valid contract in Islam. 

2) Insurance is regarded as maysir (gambling) because policyholders are held to be 

betting premiums on the condition that the insurer will make payment (indemnity) 

consequent upon the circumstance of a specified event. For example, when 

policyholders take out a pure endowment policy they are taking a gamble that 



 

 149 

they will still be alive by end of the term of policy to receive the benefits stated in 

the contract. 

Ismail (1998) stated that there are similarities between the conventional insurance 

contract and gambling. The amount insured is paid back to the insured when certain 

events occur. If the event never occurs, the insurance company keeps the premium. It is 

like putting money in a pot and rolling the dice, the lucky winner takes the pot. In the 

case of conventional insurance companies, they play the role of the „house‟ and the insure 

plays the role of gambler by placing a bet. The gain for the „House‟ is always certain, 

while the gain for the gambler is doubtful, the person may gain or lose. Overall, the 

„House‟ is against the gambler and the insurance company is against the insured, the 

„House‟ and the insurance company are always winners. 

3) All insurance policies (including general insurance) have a significant savings 

element built into them, as the insurer invests prepaid premiums on behalf of 

those insured. Consider, for example, term insurance. Life offices could offer one-

year contracts, with annual premiums rising sharply in line with the age of the life 

covered. Although it is possible to buy term insurance (or temporary life 

insurance) on this basis, this is not the usual way. Under the standard form of a 

term, life insurance policy a contract period of a number of years‟ duration is 

specified and a constant annual premium is determined. If the person whose life is 

the subject of cover then dies during the contract period, and if the various other 

terms of the contract have been complied with, the insurer pays out the sum 

specified in the contract, and no further premiums are payable, if at the end of the 
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contract period the relevant person is still alive, the obligations of the insurer 

simply end. 

The fact that a constant annual premium for term insurance is being levied when 

the likelihood of a claim arising on the policy is in fact increasing from one year to the 

next means that, during the early years of the contract, premium monies are being paid in 

excess of what would have been necessary to secure the same cover under one year term 

policies for those years. In effect, then, the insurer is providing the insured with two 

distinct sets of services: death cover over the contract period via a sequence of one year 

term policies (each with its own appropriate premium rate) and a „premium equalisation‟ 

service consisting of the management of a balance of prepaid premiums on behalf of the 

insured. The insurer invests these balances. 

With whole-of-life policies the same principle applies, but on a larger scale, 

because the contract period is not a specified number of years: it is the remaining lifetime 

of the person whose life is the subject of the cover, with a constant annual premium rate 

again being the norm. In the early years, when few claims are made, the insurer must be 

accumulating the funds necessary for coping with the more rapid flow of claims in later 

years. The funds held are, in effect, an aggregate of a set of „prepaid premium deposits‟ 

one deposit per policy still in force. The insurer invests and manages these deposits and 

simultaneously provides each insured with death cover. Whole-of-life insurance has 

undergone considerable development in recent years with the growth of adjustable life, 

universal life and variable life (or unit-linked policies), but these changes merely serve to 

bring this product closer to traditional financial products. 
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The other standard types of life insurance contracts in existence can be regarded 

as outgrowths of these two basic products, and all in one way or another bundle together 

life cover with substantial „savings bank‟ type facility. For example, endowment 

insurance policies require the insurer to manage an accumulating balance of the insured‟s 

savings. Annuities require the insurer to manage a de-accumulating balance of the 

annuitants‟ savings (Covick and Lewis 1997). 

Since in most cases the underlying investment activities of insurance company 

contracts are Riba-based, conventional insurance policies, therefore, contravene the 

Sharia. For example, interest-rate bonds and securities accounted for about 80.0 per cent 

of the assets of US life insurance companies in 1988 and in 2000 still accounted for 61.0 

per cent of assets (ACLI 2001). 

Insurance, it must be said, remains a controversial matter within the Muslim 

community. Some argue that the calculation of probability involved might be seen as an 

act of defiance against taqdir, God‟s predestination of events. House insurance, for 

example, is virtually unknown in some Arab countries. Muslehuddin (1982) surveys the 

fatawa (religious rulings) for and against the contract of insurance. As recently as 1995, 

Sheik Al-Azhar Al-Sheikh Jad-al Haq Ali Jad al-Haq of Egypt declared all life insurance 

to be prohibited under the Sharia (Wahib 1999; Billah 2001). Other scholars, however, 

argue that a system of life insurance can be worked out, based on mutuality, which avoids 

the presence of gharar, Riba and maysir in conventional life insurance. This is the essence 

of Takaful insurance. 
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5.7. The Basis of Takaful  

Takaful is derived from an Arabic word kafal which means solidarity whereby a 

group of participants agree among themselves to support one another jointly against a 

defined loss. In Takaful arrangement, the participants contribute a sum of money as 

wholly or partially „Tabarru‟ (donation) into a common fund, which is used mutuality to 

assist the members against a defined loss or damage. If any member or participant suffers 

a catastrophe or disaster, he would receive financial benefit from a common fund to meet 

that loss or damage. The amount is drawn out of a common fund created with the 

individual contributions of participating members. 

The concept of Takaful is based on solidarity, responsibility and unity among 

members, where participants agree to share defined losses to be paid out of defined 

assets. It is based on the Quranic concept of ta‟ awun (mutual assistance). 

It is concluded that a co-operative and social insurance scheme is in principle, 

legitimate, and that non co-operative insurance is unacceptable because it contains the 

traits of gambling, temptation and usury that invalidate the contract (Khurshid 2004). The 

Islamic Fiqh council of the OIC approved the takaful system as an alternative to 

conventional insurance in 1985.  

1) Islamic jurists agree that the principal of shared responsibility in the system of 

“Aqilah” (relatives or people in a relationship) laid the foundation for Takaful. It 

was practised in the ancient Arab tribes and the Holy Prophet (PBUH) approved 

it. In case of any catastrophe or disaster, everybody contributed something until 

the calamity was relieved. Similarly, the idea of Aqilah in respect of blood money 

was based on the concept of Takaful, wherein payments by the whole tribe 
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distributed the burden of the family in trouble. Islam accepted this principle of 

reciprocal compensation and joint responsibility (Muslehuddin 1982). Such an 

institution of mutual help was set up in the early second century of the Islamic era 

when the Arabs expending trade into Asia mutually agreed to contribute to a fund 

to help anyone in the group that incurred mishaps or robberies during the sea 

voyages. 

2) Takaful system incorporated the elements of shared responsibility, common 

benefit and mutual solidarity. Every policyholder pays his subscription in order to 

help those who need assistance. The theory of Islamic finance does not accept 

gharar or excessive uncertainty in respect of rights and liabilities of the parties to 

a conventional contract. Hence, the concept of „Tabarru‟ (donation) has been 

incorporated in the arrangement as main ingredient of the contract. 

The concept of Tabarru will also eradicate the element of gambling perceived by 

the Islamic jurists as existing in insurance. For example, a participant who contributed 

Rs. 1,000/- in particular Takaful scheme. After some time this participant faces a 

misfortune which incurs a claim of say Rs. 20,000/-. A Jurist might look at this situation 

and conclude that this participant gained Rs. 19,000/- which can be interpreted to be 

somewhat like gambling transaction. Moreover, the source of compensation is unclear. 

The „Tabarru‟ element can explain and correct both problems. Every participant donates 

contribution for the benefit of all members of the pool, the extra Rs. 19,000/- comes from 

those donations consented by the participants, and furthermore, it is transparent as to the 

source of fund. In this case, the „tabarru‟ element addresses the issues of both gharar and 

maysir, (Sharif 2000). 
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3) Another concept and institution which provides support to the idea of mutual help 

is that of “Waqf” (endowment). Waqf (in Islamic Sharia refers to the retention of 

a property for the benefit of a charitable or humanitarian objective, or for a 

specified group of people such as members of the donor‟s family. Waqf becomes 

separate entity which has the ability to accept or transfer ownership. The 

ownership of the Waqf property is transferred from the person creating the Waqf 

forever. Waqf property cannot be sold; only the usufruct is assigned to the 

beneficiaries. The beneficiaries of the waqf in Takaful arrangements are the 

creator of the waqf and the group whose members contribute for the purpose of 

mutual help and covering the losses to any of them. 

5.8. Reasons for Which Takaful is Acceptable in Islam  

Islamic insurance has been largely neglected in the literature for reasons that seem 

difficult to explain other than the specialised nature of insurance as a subject. The major 

contributors are Muslehudin (1982) and Siddique (1985). Anwar (1994) provides a later 

commentary (and critique), while Wahib (1999) gives a practitioner‟s guide. Institute of 

Research, Training (1996), the Institute of Islamic Banking, and Insurance (1999) focus 

on the operational aspects. 

 Takaful is acceptable in Islam for the following reasons:   

1. The policyholders cooperate among themselves for their common good.  

2. Every policyholder pays his or her subscription in order to assist those of him 

or her who need assistance.   
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3. It falls under a donation contract which is intended to divide losses and spread 

liability according to the community pooling system. 

4. The element of uncertainty is eliminated as far as subscription and 

compensation are concerned.   

5. It does not aim at deriving advantage at the cost of other individuals.  

5.9. Operation of Takaful System 

A Takaful company performs its function as a trustee or a manager based on 

Wakalah or Mudarabah to run the business. The operator and the partners who take any 

policy contribute to Takaful Fund. Claims are paid out of Takaful fund and the 

underwriting surplus or deficit is shared by the participants. In life policies, a part of 

contribution is also reserved as an investment fund. Takaful company (operator) invests 

this fund in the business based on Wakalah or Mudarabah. The underwriting surplus or 

deficit belongs to the policyholders/partners. While distribution of profit arising from the 

business depends upon the basis of Wakalah or Mudarabah.  

5.10. Types of Takaful  

Three types of Takaful are as under:  

5.10.1. Family Takaful (Islamic Life Insurance) 

This provides coverage for participation by individuals or corporate bodies on 

long-term basis and the maturity period generally ranges from 10 to 40 years. Some of 

the products are medical and health plans, education; accident, marriage, hajj and umrah 

plans, lump sum investments, saving plans, retirement plans, and so on.   
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The contribution paid by the life policyholders is divided into a “protection part” 

and “a saving/investment part” if Takaful company is working as Madarib. If operator 

(company) is running the business because of Wakalah, contribution is divided into three 

parts i.e. a part as a protection part, an investment part and a management fee. 

The protection part works on a donation principle, according to which individual 

rights are given up in favour of the waqf. In investment/ saving part, rights of participants 

remain intact under the Mudarabah principle and the contributions along with profit (Net 

of expenses) are paid to policyholders at the end of policy term or before if needed by 

them. 

5.10.2. General Takaful (Islamic General Insurance) 

This offers protection or coverage against risks of a general nature for companies 

or individuals. Some of the products are motor insurance, fire and allied perils, worker 

compensation, marine cargo, engineering insurance, property, transport and so on. The 

whole contribution is considered a donation for protection, the individuals relinquish their 

right of ownership in favour of the Takaful fund, and Underwriting Surplus / 

Underwriting Loss (UWS/UWL) belongs to the participants. There is a provision of 

Qard-al-Hasan by the company to the fund if claims at any time exceed the amount 

available in it and the reserves are insufficient to meet the shortfall.     

5.10.3. Re-Takaful Coverage (Islamic Re-insurance) 

There are only eight companies in this field and they are located in the Bahamas, 

Bahrain, Malaysia, Saudi Arabia, Sudan and Tunisia. The re-Takaful companies offer 

coverage for Takaful companies against risks, loss or dilution of capital and reserves 

resulting from high claim exposures.  
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General takaful are short-term contracts for the protection of potential material 

losses from specified catastrophes. Member‟s premiums are called tabarru. The takaful 

company invests these on a Mudarabah basis, with profits allocated between the tabarru 

fund and the management. Any surplus after indemnity reserves and operational costs are 

deducted is then shared between either all participants or those who did not make a claim, 

depending on the company concerned. 

In case of life (family) insurance, the basic objective of takaful is to pay for a 

defined loss from a defined fund which is set up mutually by policyholders but is 

managed by a takaful company.  

There are three features of Life (family) Insurance: 

I. The policy is not so much to insure one‟s own life but is a financial transaction 

that relies on the principles of cooperation for welfare of the insured and or their 

dependents. The contribution of the participants is segregated into two accounts 

i.e. participant account (PA) and the participants special (takaful or tabarru) 

account (TA) – TA as the donation account and the PA as the investment account. 

II. Elements of gharar can be avoided if the policy operates on the principles of 

Mudarabah as a profit sharing contract between policyholders and the takaful 

company. 

III. Each policy also has a fixed period to eliminate uncertainty in the contract period 

and prevent it from being a whole of life policy. 
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5.11. Models of Takaful 

Every insurance business must contain the virtues of co-operation, solidarity and 

Tabarru. Islamic jurists have suggested various models from time to time like Mudarabah 

Wakalah, Waqf or Wahalah with Waqf. According to the latest research by over 40 sharia 

scholars conducted under guidance of Muhammad Taqi Usmani renowned jurist. A Waqf 

model or a combination of Wakalah and Waqf is the best basis for evolving a practical 

Takaful system in line with the Sharia principles. 

5.11.1.   Pure Mudarabah Model  

In a Mudarabah model, the Takaful Company acts as a mudarib (entrepreneur) 

and the participants as rab-ul-mal (capital provider). The contract specifies how the 

investment profit or surplus from the Takaful operations are to be shared between the 

Takaful operator and the participants. Losses are borne solely by the participants as the 

providers of capital on the condition that the operator is free from any misconduct and 

negligence actions and in that case, the mudarib is not entitled to receive any 

compensation for his efforts. Sharia committee of the Takaful Company approves the 

sharing ratio for each year in advance to distribute profit between Takaful company and 

participants. Most of expenses are charged to individuals (participants). The amount 

donated, as Tabarru cannot become capital for the mudrabah, is an issue in this model. 

Moreover, Takaful operator gets the UWS but does not bears the UWL. Therefore, Sharia 

scholars have raised objections to this model. 

5.11.2. Pure Wakalah Model  

In this model, relationship between Takaful operator and participants is used as 

principal and agent for investment activities and underwriting. In underwriting Takaful 
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Company acts as agent (wakil) on behalf of the participants to run the business and gets 

fee in form of agreed percentage of contribution paid for managing the operation on 

behalf of the participants. The fee is fixed annually in advance in consultation of Sharia 

committee of the company. All donations investment and profit/loss belongs to the 

policyholders. All risks are borne by the Takaful fund and any operating surplus belongs 

to the participants. Takaful operator does not share directly in either the risk borne by 

Takaful fund or any surplus/deficit of the fund. Takaful operator‟s remuneration may 

include a performance fee, charged against any surplus, as an incentive to manage the 

Takaful fund effectively and to cover all management expenses of business. The Sharia 

scholars have expressed some reservations on this model due to it not being equitable.  

5.11.3. Waqf Model  

This model has been introduced in recent years. Participants create waqf fund 

(Takaful fund) through an initial donation for helping those who want cover against 

catastrophes or financial losses. 

More than one fund can be created for different classes of service; contributions 

of participants are divided into two parts, one as donation to Takaful fund and the other 

for investment based on Mudarabah. The donation part always remains with the waqf. 

Operating expenses are met from the fund. The underwriting surplus or loss belongs to 

the fund which can be distributed to beneficiaries of the waqf kept as a reserve or 

reinvested to the benefit of the waqf. There is no obligation to distribute the surplus. 

Rules for management fees, distribution of profit, creation of reserves and the procedure 

extent or limit of compensation to the policyholders are decided beforehand. In case of 

need, shareholders give Qard-al-Hasna to the fund. For investment purposes, a 
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Mudarabah contract takes place between the Takaful fund and the company working as 

Mudarib. The investment part is invested by the company on a Mudarabah basis and is 

redeemed to the policyholder on NAV (Net Assets Value) basis at maturity of the policy. 

The investment profit is shared between the company and the fund. As per contents of the 

policies, profit is distributed among the beneficiaries.  

5.12. Takaful Model Used in Pakistan  

In this model, the Wakalah contract is adopted for underwriting activities, while 

the Mudarabah contract is employed for the investment activities of the Takaful fund. 

Under this model, profit is shared between operator and participants as per agreed ratio 

laid down in the contract. The issue in this model is that under Mudarabah the operator, 

as mudarib cannot charge its management expenses from the Takaful fund separate from 

its share as Mudarib, whereas under Wakalah the operator, being the agent of the 

participants, can take its management fee from the fund as per pre-agreed terms. This 

model is favoured by some international organizations and is widely adopted by Takaful 

undertakings in practice.  

Table 5.1 explains the difference between Takaful and conventional insurance. 

These differences is based on 10 points namely contract, guarantees, company, profits, 

funds, benefits, sales distributions, regulations, investment and accounting. 
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Table 5.1.  

Difference Between Takaful & Conventional Insurance 

Liabilities 

/Assets  

Conventional  Insurance Takaful  

Contract  Insurance is a buy-sell contract. 

Policies are sold and buyers are 

the policyholders.  

Participants in principle own the 

insurance funds, managed by the 

company. Participants give up 

individual rights to gain collective 

rights over contributions and benefits.  

Guarantees  The company guarantees certain 

benefits, especially death benefits.  

No contractual guarantees are given 

by the company. Joint indemnity 

between participants is a prerequisite 

of participating in a Takaful scheme. 

Company  Relationship between the company 

and the policyholders on a one to 

one basis.  

Company acts as a trustee and 

entrepreneur.  

Profits  Legally, insurance surplus belongs 

to shareholders.  

Insurance surplus belongs to the 

participants. Shareholder returns 

come out of margins in management 

fees for the insurance and investment 

activities of the takaful fund.  

Funds  Funds belong to the company, Funds belong to the participants on a 
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though separation of assets is 

maintained between shareholders 

and policyholders.  

collective basis and are managed by 

the company for a fee.  

Benefits  Paid from funds legally belonging 

to the company.  

Paid from defined funds under joint 

indemnity borne by the participants.  

Sales 

Distribution  

Sales on both commission and 

salaries basis.   

Sales normally through salaried staff 

are preferred.  

Regulations  Statutory only.  Statutory with Islamic principles 

through a Sharia Committee.  

Investments Invested freely in interest-based 

assets and other activities 

prohibited under the Sharia.  

Invested in accordance with Sharia 

guidelines. Investment returns must 

not be driven by interest and by 

unethical conventional activities.  

Accounting  Several methods used, i.e. cash, 

deferred, embedded values, etc.  

Cash accounting is mostly preferred.  

 

Table 5.2 gives the comparison of investment made in conventional insurance and 

Takaful companies. This comparison is based on their financial statement. This 

comparison is based on six items of the financial statement namely working capital 

requirement, contractual short-term liabilities, long-term capital growth, income 

generation for long term liabilities, overall investment performance and long term 

guarantees.  
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Table 5.2.  

Comparison of Investment of Conventional Insurance and Takaful Fund 

Liabilities/Assets Conventional Takaful 

Working capital 

requirements  

Bank deposits and cash managed 

through money markets. Interest 

gained on overnight and short-

term deposits.  

Overnight deposits not available. 

Weekly commodity Mudarabah 

provides the liquidity, with risk similar 

to bank deposits.  

Contractual 

short-term 

liabilities  

Government stocks provide fixed 

returns on the face value at 

maturity.  

Trade finance, lease and rental 

instruments provide fixed returns at 

maturity. Not as liquid as government 

stocks but would be acceptable.  

These are ijarah, bai salam and bai 

istisna contracts.  

Long-term 

capital growth  

Established company equities Ample possibilities exist with good 

returns. Islamic instruments written as 

Mudarabah and Musharakah contracts 

or invested in equities or equity 

financing.  

Income 

generation for 

long-term 

liabilities  

High-yield fixed interest 

securities, high-risk conventional 

paper, and institutional (bank) 

loans.  

Real estate funds could be used. 

Islamic bonds are possible in the 

future.  
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Overall 

investment 

performance  

Overseas and emerging market 

equities. Property Venture capital 

investments 

Opportunities exist similar to 

conventional ones. Same, under 

Mudarabah and Musharakah contracts.  

Long-term 

guarantees  

Debentures, preference shares and 

conventional paper.  

Lease and rental instruments of longer 

duration, including instruments related 

to real estate financing similar to 

closed end property unit trusts.  

5.13.   Takaful Industry in Pakistan 

Takaful was started in 2005 in Pakistan when Securities and Exchange 

Commission of Pakistan (SECP) introduced Takaful Rules 2005 according to which only 

full fledge takaful companies had the permission to operate. In this regard, five Takaful 

companies came into being due to efforts of investors of Malaysia, Qatar, Kuwait, UAE, 

Saudi Arabia and Pakistan. Among these five companies, three takaful companies are 

general whereas two are providing the services of Shari‟ah compliant life insurance. 

Pakistan has recently entered in a new era of Takaful development as SECP has issued 

Takaful Rules 2012, according to which conventional insurance companies can open 

window operations of Takaful. This would give takaful industry a necessary push and 

more acceptance to masses. In addition, Insurance sector as a whole will benefit from it, 

as demand of takaful is clearly higher than conventional insurance in Pakistan. This 

might be attributable to rapid growth in Islamic banking industry and hence their 

requirements of Shari‟ah compliant insurance products to manage their risk. 
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5.13.1. Performance of Takaful in Pakistan 

The insurance sector in Pakistan comprises of 51 companies out of which 38 

companies belong to general insurance, seven life insurance, one re-insurance company 

and five Takaful companies. Total assets of PKR 597.8 billion and Premium amount 

collected PKR 151.8 billion as of December 2012. Insurance sector account for three 

percent of GDP showing a great potential of growth as well as low development as 

compared to other financial counterparts. Takaful companies despite an impressive 

growth rate of 254% have still total assets of PKR 6.8 billion (1.14% of total insurance 

industry) and total premium collected was PKR 4.8 billion (3.16% of total insurance 

industry). 

5.13.2. Analysis of Key Financial Indicators
3
 

The graphical analysis of the performance of Takaful companies indicates the fact 

that the performance of takaful companies have not been very satisfactory in recent past 

especially amidst financial crisis but at the same time depicting a promising come back. 

With given rate of growth Takaful could be a promising endeavour in Insurance sector of 

Pakistan 

Results shows a positive increase in total assets of takaful industry 

                                                 
3
 Report of SBP http://www.sbp.org.pk/departments/stats/FSA-2008-12%20.pdf 
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Figure 5.1: Year to Year Change in Assets of Takaful Companies in Pakistan 

The profitability shows a phase of recovery from financial crisis. The losses 

during financial crisis can be attributable to low capital and reserve requirements set by 

SECP as per International standard of insurance industries. 

 

Figure 5.2: Profit / (Loss) Position during 2008-2012 
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Return on equity is also negative due to the obvious reason of negative profitability. 

Figure 5.3: Return on Equity Ratio (2008-2012) 

Investment to total assets ratio shows a decline in investment right after financial 

crisis but a quick recovery afterwards, indicating a promising future for Takaful industry 

Figure 5.4: Investment to Total Assets Ratio 
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Capital Ratio is showing a negative trend due to obvious fact that Total assets 

have increased over the year but equity has depreciated due to subsequent losses in the 

recent past. 

Figure 5.5: Capital Ratio (Total Equity / Total Assets) 
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CHAPTER-VI 

A Theoretical Model of Riba Free Economy 

Many books and articles on the Economics of Islam appeared during the last 

quarter of a century. This literature has mainly concentrated on the general rules and 

principles of the Islamic Economic System. It carries on a philosophical argument of its 

validity and the truthfulness of its values. To this literature, we express our deep 

indebtedness. 

How will the economy of a society which is ruled by the teachings of Islam 

function?  What are the indigenous factors in the Islamic economic system which governs 

its activities and how do they work to bring about the achievement of its targets?  

What are the exogenous elements or tools which can be used to affect the direction and 

the volume of economic activities in this society?  What are the conditions of equilibrium 

and stability in this economy?  What are the characteristics of equilibrium and stability? 

This thesis is an attempt to answer some of these questions. It does not claim any 

comprehensiveness or definiteness to its conclusions. Its purpose is to express an 

economist‟s observations of the functioning of a hypothetical Islamic economy. 

Our model is Riba free model because we have incorporated the existence of 

zakat and Mudarabah rate in the model 
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6.1. The Assumptions 

We assume the existence of an Islamic economy. An economy where the Islamic 

rules and institutions exist and function. Where the authority, the society, and the law 

respect and guarantee these rules and institutions. The assumptions are as follows: 

i) Zakat is collected and distributed according to the Islamic injunctions. A zakat 

fund exists as a department of the executive branch of the government. Zakat 

is considered as a constant ratio of net worth. There are no restrictions on the 

collection and distribution of Zakat. The ownership of Zakat should be 

transferred to one or more of the eight categories specified. 

ii) Riba does not exist. There is no interest on loans. Mudarabah exist as a legal 

economic institution. It is injecting money assets in the production activity 

through the cooperation of the entrepreneur who puts labour and Rab-ul-Maal 

who furnishes the capital. The net income of the project is divided between 

them. 

iii) The economy is divided into various sectors. Developed markets and 

institutions for producer‟s goods, consumer‟s goods and financial instruments 

(SUKUK) are available. 

iv) Profit maximization is considered the goal of the economic unit. 

6.2. The Model 

6.2.1. Consumption Sector  

Zakat has three effects on the household as far as the allocation of income is 

concerned: 
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a) It urges a higher saving ratio in order to maintain the level of wealth intact. 

For example, if the rate of return on wealth is 10%, one needs to save 27.5% 

of one‟s income in order to keep one‟s wealth intact. This effect is reinforced 

by the entry of new people due to growth. 

b) It penalizes idle wealth. Money saved is immediately invested. 

c) Zakat increases aggregate demand through upward shift in the consumption 

function. As there is no interest, current consumption increases at the same 

level of income. 

6.2.2. Investment sector 

The household as income earner is interested in increasing the ratio of current 

consumption out of income, because the higher saving ratio, the lower the utility as 

current utility is a function of current goods consumed. Assume a person‟s income is Y. 

It is received at the beginning of the period say one year. Assume also that he saves as a 

ratio of Y for one full year and that at the end of the year, he will use his savings for 

consumption. His total consumption in the two periods is: 

C = (Y-S) + (S-Sz), where z is the rate of zakat imposed on savings. Saving is a function 

of income and is a constant proportion (s) of the income. 

This equals:  

C = (Y-sY) + (sY – zsY) 

C = Y – zsY 

Therefore, there exists an inverse relationship between C and S. 

The household, as wealth holder, is concerned about maintaining its wealth intact, the 

saving effect shown as, 
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∆W = S ≥ z (W+S), where W is wealth. 

We assume that income is generated from Mudarabah, written as 

Y = Q (vW) 

Where Q is the rate of profit share and v is the rate of utilization of wealth. The 

utilization of wealth in Mudarabah market produces income; the volume of income 

produced, along with saving ratio, determines the level of income constraint.  

Mudarabah is a profit-sharing system in Islam, in which one lends money and 

financial assets and participates in the risk and profit of the debtor. 

For the sake of simplicity, we assume an economy with two firms and one 

financial intermediary and two sectors, the capital goods sector and a consumption goods 

sector. 

Let K1= capital stock of firm 1 

       K2 = capital stock of firm 2 

       K= economy‟s aggregate capital stock 

Let K=K1+K2 

       L1= labour force employed in firm 1 

       L2 = labour force employed in firm 2 

       L=L1+L2: total employed labour force in the economy  

Let X1 = G (K1, L1) be the production function of firm 1 

And X= F (K, L) be the aggregate production function in the economy          

       X1 = output of firm 1, 

       X = aggregate output of the society. 
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It is now assumed that of the two firms, one specializes in consumption goods, 

and the other in capital goods, but the value of these together constitute the national 

production. 

 Let Px = price of the national output X, 

      Px1 = price of consumption goods,  

       Pk1= rent on capital K1, 

       Pk2 = rent on capital K2 

       PL1= wages for labour L1 

       PL2 = wages for labour L2. 

The internal forces of the system make the perspectives of investment an integral 

part of the saving decision. Saving is positively related to investment opportunities and 

expectations. This relationship implies that at times of declining investment expectations, 

saving will decline and consumption will rise. This, in turn, increases aggregate demand 

and raises business expectations. 

The society‟s profits are then given by, 

II = px F (K, L) – pk1 K1 - pk2 K2 – pL1 L1 – pL2 L2   (1) 

In addition, firm 1‟s profits are given by, 

II1 = px1 G (K1, L1) – pk1 K1 - pL1 L1     (2) 

II1 can be considered as the net profit foregone by the Public Treasury because of 

loaning out an amount of capital to firm 1, in a competitive economic state. Therefore, 

net profit for the Public Treasury is given by, 

II - II1 = px F (K, L) – px1 G (K1, L1) – pK2 K2 – pL2 L2   (3) 
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If dK1 amount capital is loaned out to firm 1, the net „marginal profitableness of 

capital‟ is defined by, 

d (II–II1) = px 
r
 – px1 r1 – pK2 dK2     (4) 

     dK1                                   dK1 

 

In a Golden Age equilibrium, d (II – II1) = constant 

         dt 

 

Hence, d (II – II1) = constant,   

     dK1   

                  

II–II1 = C1K1+C2, C1, C2 are constants, Let II=II1 = O, K1=K10 for t=O 

Therefore, II-II1 = C1K1 – C1K10 = C1 (K1-K10), K1 ≠ K10  near the Golden Age 

equilibrium. 

Now the social rate of return would be given by dII and the private rate by  

                                                                              dK1  

 

dII1    

dK1. In equilibrium, the social rate equals the private rate of return
1
. Hence C1 = O is the 

only possibility. 

 

                                                 
1
 The definition for the social (rate of discount) rate of return we have used is that of 

Marglin, S.A. („The Social Rate of Discount and the Optimal Rate of Investment‟, 

Quarterly Journal of Economics, Feb., 1963), because any sacrifice in present 

consumption on the part of the Public Treasury implies a sacrifice in the present 

consumption decisions of all members of the society as a whole. 

Next we follow Pasinetti‟s argument (Pasinetti, L.L. „Switches of Technique and the 

„Rate of Return‟ in Capital Theory, Economic Journal, Vol.  79, 1969), which shows that 

the Fisheian present value formula is satisfied by equating the „rate of return‟ to the 

switching point rate. 

Finally, Bruno, M., Burmeister, E., and Sheshinski, E. („The Nature and 

Implications of the Reswitching of Techniques‟, Quarterly Journal of Economics, Vol. 

80, 1966) reiterate Solow‟s result that in equilibrium, the switching point rate of return 

equals the social rate of return. Hence, „the rate of return‟ equals the social rate of return 

in equilibrium. 



 

 175 

Hence, in the Golden Age equilibrium the rate of interest is zero and corresponds 

to the optimal allocation of resources in the society. In such a situation, the allocation of 

resources between the consumption and capital goods sectors is given by the relation,  

   

   
  

         

   
         

If the allocation of resources is not optimal, we will have d (II–II1) between the 

            dK1 

 

Financial intermediary, in our case the Public Treasury, and the firm 1. It therefore, 

denotes a price for uncertainty in capital accumulation. Now the allocation of resources 

between the firm 1 and 2 would be given by, 

 

   

   
  

           

   
            

The expressions (4) and (5) need to be interpreted. pxr is the money value of each 

dollar worth of return from employing the capital stock in production; px1r1  is the money 

value of each dollar worth of return from employing the capital stock in the production of 

consumption goods. (px
r
– px1r1) is the money value of the risk premium or the value of 

excess return for each dollar foregone by the Public Treasury, and given as loan towards 

the production of consumption goods. pK2 dK2 is the money value of an additional loan of 

amount dK2 made towards the production of capital goods. The expression (4) implies 

that in a mutually helping community, where K is the total amount of loanable funds 

available, the additional loans made towards the production of capital goods, comes from 

the excess returns accruing from each dollar worth of additional loans advanced towards 
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the production of consumption goods. Therefore, in equilibrium their money values  

are equal. 

The expression (5) implies that in a situation of non-optimal allocation of 

resources, additional loans made to the capital goods sector, will also depend on the value 

of net profitableness arising from the loan of capital stock (money capital) to the 

consumption goods sector. The higher is the net marginal profitableness of loaned capital, 

the higher will be excess returns to the Public Treasury, and conversely. Then pk2 and 

dK2, the money value of additional loans made towards the production of capital goods, 

is determined accordingly. For a second best allocation of resources between the two 

sectors, we must have pxr – px1r1 |a|, for then (5) implies, 
mrs

K1, L = 
βmrs

K2, L, where L is 

the labour force available to society. Β  >  O. 

The argument above is symmetric with respect to the capital goods sector. 

As the process of allocation of resources between the two sectors, by transferring 

as Capitalization to one sector the excess returns accruing from production through 

additional investment made to the other sector, continues, the system moves towards a 

situation of optimal resource allocation in the economy. The so-called „interest rate‟ or 

the profit rate, then vanishes, and optimum output in the economy is attained
2
. 

 

 

 

                                                 
2
Lange, O. 
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The focus of our research and model has been on the possible impact of Riba free 

economy on savings, investment, growth rate and its pattern, allocative efficiency and the 

overall stability of the Islamic economic system. 

6.3. Effects on Savings and Investment 

Concerns have been expressed that adoption of an interest free system might have 

an adverse effect on saving because of increased uncertainty regarding the rate of return
4
. 

Muslim Economists have pointed out that standard economic analysis does not yield a 

definitive conclusion regarding the effect of increased uncertainty of rate of return on the 

quantum of saving. It has been agreed that the actual outcome would depend on a number 

of factors such as the form of the utility function and its risk properties, for example, the 

degree and extent of risk aversion, the degree to which future is discounted, whether or 

not increased risk is compensated by higher return, and finally the income and 

substitution effects of increased uncertainty
5
. It has further been argued that the move to 

an Islamic interest free system, under certain conditions, could lead to increased rates of 

return on savings. Consequently, the increased level of uncertainty that could result from 

adoption of PLS (Profit and Loss Sharing) based system could be compensated for by an 

increased rate of return on savings, leaving the overall level of savings unchanged or 

perhaps even leading to an increase in savings
6
. 

                                                 
4
 Frederic L. Pryor, “The Islamic Economic System” in Journal of Comparative 

Economics, 1985,pp. 197-223. 
5
 Zubair Iqbal and Abbas Mirakhor, Islamic Banking, 1987, p.5. 

6
 Nadeem ul Haque and Abbas Mirakhor, “Optimal Profit-sharing contracts and 

investment in an interest free Islamic Economy” in Mohsin S Khan and Abbas Mirakhor 

(eds.) Theoretical Studies in Islamic Banking and Finance, 1987, p. 158 
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Muslim Economists expect PLS based banking to exercise a favourable effect on 

the level of investment
7
. It has been pointed out that both the demand for investment 

funds and the supply of investment funds are likely to show an increase consequent to 

replacement of interest based banking by PLS based banking. The demand for investment 

funds is likely to increase, as a fixed cost of capital is no longer required to be met as a 

part of the firm‟s profit calculations. Therefore, the marginal product of capital can be 

taken up to the point where maximum profits are obtained without the constraint of 

meeting a fixed cost of capital. The supply of investment funds is likely to increase as 

PLS based banking is enabled to undertake the financing of a larger number of risky 

projects because of an enhanced risk absorbing capacity
8
. 

  

                                                 
7
 For some important contributions on the subject, see the study by Nadeem Ul Haque 

and Abbas Mirakhor mentioned in the preceding note as also M. Umer Chapra, Towards 

a Just Monetary System (1985), pp. 111-117, and M. Nijatullah Siddiqui, Issues in 

Islamic Banking (1983), pp. 88-89. 
8
 The risk absorbing capacity of banks is enhanced in the PLS based system as the 

nominal value of investment deposits is not guaranteed and banks are not bound to pay a 

pre-determined return on such deposits. 
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6.4.  Impact on Rate and Pattern of Growth 

The likely impact of the adoption of Riba free practices and pattern of growth has 

been discussed by several scholars
9
. It has been pointed out that the expected favourable 

effect of PLS based economy on the level of investment would impart a pronounced 

growth to the economy. The increased availability of risk capital under the Islamic 

system would promote technological innovation and experimentation which would be 

another plus factor for growth. Islamic banks are also expected to influence the pattern of 

growth through appropriate selectivity in their financial operations to ensure that the 

process of growth is broad based and an optimal use is made of bank resources for 

purposes which rank high in Islamic socio-economic objectives. It is recognized that the 

central bank of the country will have to pay a strong guiding role in this context. 

6.5.  Impact on Allocative Efficiency 

Allocative efficiency of an interest free economy has been an area of concern in 

the writings of many Muslim economists
10

. It has been stated that a financial system 

based on an Islamic framework of profit sharing would be more efficient in allocating 

resources as compared to the conventional interest based system. This position is 

defended because of the general proposition that any financial development that causes 

investment alternatives to be compared to one another, strictly based on their productivity 

                                                 
9
 See, for instance, M. Umar Chapra, Towards a Just Monetary system, pp. 122-125, and 

Abul Hasan M. Sadiq, “Economic Growth in an Islamic Economy” in Abu Hasan M. 

Sadiq, et al,(eds) Development and Finance in Islam 1999), pp. 55-71. 
10

 See, M Anas Zarqa, “Capital Allocation, Efficiency and Growth in an Interest Free 

Economy” in Journal of Economics and Administration.”, 1982,pp. 43-55.  
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and rates of return, is bound to produce allocative improvements, and such a proposition 

is the cornerstone of the Islamic financial system. 

Investment efficiency requires the use of discounting to take proper care of the 

time dimension of costs and benefits. They, however, emphasize that non-existence of 

interest does not mean that discounting as a technique of computing the present value of 

future cash flows cannot be used in an interest free economy. The rate of return on equity 

is the proper discount rate. Since the real world is a world of uncertainty and since no real 

investment in any economy can be undertaken without facing risks, cash flows of such 

investment should be discounted not by a riskless interest rate but by the opportunity cost 

of venture capital.
11

 

6.6. Stability of the Economic System 

It has been pointed out that interest based debt financing is a major factor in 

causing economic instability in capitalist economies. Business recession is caused by the 

fact that as soon as the banks find that business concerns are beginning to suffer losses, 

they reduce lending and call back loans. This increases unemployment resulting in further 

reduction in demand. Islamic banks, on the other hand, are prepared to share in losses 

which reduce the severity of business recession and enable the productive enterprises to 

                                                 
11

 See Anas Zarqa, “An Islamic Perspective on the Economic of discounting in Project 

Evaluation” in Ziauddin Ahmad, et al (eds.) Fiscal Policy and Resource Allocation in 

Islam 1983, pp. 203-234. 
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exist in the market. Islamic banking, therefore, is regarded as a promoter of stability in 

the economy
12

. 

Therefore, this research recommends that Riba Free Economy in Pakistan will 

have positive effects on the economy.    

 

  

                                                 
12

 See, Anas Zarqa, “Stability in an Interest Free Islamic Economy” in Pakistan 

Journal of Applied Economics, winter 1983, pp. 181-188. 
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CHAPTER-VII 

Research Methodology, Estimations and Results 

Our Riba free model based on the above theory comprises three simultaneous 

equation model, where Equation (1) is the consumption function depending on disposable 

income, the tax being 2.5% zakat. Equation, (2) is the investment function Equation, (3) 

determines Y as a function of Mudarabah investment.  

C   =   Y   –   szY   -----------------------------     (1) 

I = Y - C  ----------------------------------     (2) 

Y   =   Q (vW)   ----------------------------------     (3) 

Where,  

Y= GDP at market prices. The data is a flow variable derived from the stock variable 

wealth.  

C = Private plus general government current consumption expenditure. The data is 

calculated by deducting zakat on savings. 

I= Investment 

S = saving rate 

Z = Zakat rate (2.5% of savings) 

Q (vW) = Q is the rate of profit share (Mudarabah Rate) and v is the rate of utilization of 

wealth. 

The equations in estimable form are as follows: 

C = a + b GDP----------------------------------     (4) 

I = c + d GDP----------------------------------     (5) 
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Y = e + f I----------------------------------     (6) 

Where, 

Consumption (C) is the consumption less zakat as shown in equation 1.  

Investment (I) is the function of income   

As the model is identified, we are using Two Stage Least Square (2SLS) 

technique to estimate the structural equations.  

To estimate the above last three simultaneous equations of our Riba Free Model, 

data of macro-economic variables for Pakistan is time series ranging from 1999 - 2012 in 

millions rupees. Data is taken from Economic Survey of Pakistan
13

. For estimation, the 

data is converted into natural logarithm. 

Table 7.1  

Descriptive Statistics 

  Mean 

Standard 

Error Median 

Standard 

Deviation 

Sample 

Variance Kurtosis 

GDP 15.4238 0.05033 15.461 0.18147 0.03293 -1.4989 

Consumption 15.23 0.05332 15.2733 0.19224 0.03695 -1.3212 

Investment 13.5206 0.04847 13.4608 0.17477 0.03054 -1.0065 

  Skewness Range Minimum Maximum Sum Count 

GDP -0.2394 0.51502 15.1574 15.6724 200.51 13 

Consumption -0.0048 0.56614 14.9823 15.5485 197.99 13 

Investment 0.52884 0.52295 13.317 13.8399 175.767 13 

 

                                                 
13

 Source : Economic Survey, Ministry of Finance, Govt. of Pakistan. 
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The table 7.1 shows that mean of GDP and Consumption is less than median, it 

means the data is negatively skewed. The mean of investment is greater than median, it 

shows the data is positively skewed and from the minimum and maximum values, it is 

concluded there is no outlier in the data set. All the variables have 13 observations.  

Table 7.2. 

Correlation Matrix 

  GDP Consumption Investment 

GDP 1 

 

  

Consumption 0.99142 1   

Investment 0.67887 0.619499849 1 

 

As from the correlation matrix table, it can be observed that consumption and 

GDP positively and highly correlated. Consumption is also positively correlated with the 

investment. 

Table 7.3.    

Unit Root Test Values and Level of Significance 

Variables PP DF-GLS 

 Intercept Intercept & 

trend 

Intercept Intercept & 

trend 

GDP 0.588 1.252 1.106 2.902* 

Consumption 0.546 2.285 0.263 3.358* 

Investment 1.432 0.694 1.754* 1.893 

DGDP 1.953 2.136 1.903* 2.258 

DConsumption 1.571 1.565 2.322** 2.415 
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DInvestment 1.614 1.890 1.746** 2.127 

***, **,* Represents 1%, 5% and 10% level of significance. 

The above table reports results of stationarity test obtained by applying Philip 

Perron and Dicky Fuller Generalized Least Square Test. None of the variable is stationary 

at level and first difference under Phillip Perron test. Consumption and investment are 

stationary at 10% level of significance with intercept & trend. Investment is also 

stationary at 10% level of significance only with intercept. Whereas, at first difference, 

GDP is stationary at 5% level, consumption and investment are stationary at 10% level of 

significance only with intercept.    

Table 7.4.  

Table of Integration 

Variables PP  DF-GLS  

 Intercept Intercept 

& trend 

Intercept Intercept & 

trend 

GDP    I(0) 

Consumption    I(0) 

Investment   I(0)  

DGDP   I(1)  

DConsumption   I(1)  

DInvestment   I(1)  

 

The above table presents the level of order of integration. GDP and consumption 

are stationary at level with intercept & trend. The investment is stationary at level only 
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with the intercept. Whereas, the GDP, consumption and investment are also stationary at 

first difference only with intercept.   

The econometric model was estimated by 2SLS. The result of consumption 

function is: 

Table 7.5  

Results of Consumption Function 

  Coefficient Std. Error t-Statistic Prob.   

C(1) 0.319732 1.108082 0.288546 0.7783 

C(2) 0.966701 0.07184 13.4563 0 

R-squared 0.976686     Mean dependent var 15.23 

Adjusted R-squared 0.974566     S.D. dependent var 0.19224 

S.E. of regression 0.030658     Sum squared resid 0.01034 

 

C = a + b GDP 

C = 0.319 + 0.966 GDP 

The consumption is positively related with the GDP. The relationship is 

statistically significant as shown by P-Value and t-statistics. The model is good because 

Adjusted R-square is 0.97 that is closer to one. One percent change in income changes 

consumption by 0.96 percent. Therefore, in a Riba free economy an increase in income 

will increase consumption. 
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Table 7.6 

Results of Investment Function 

C(1) -7.042897 8.050760 -0.874811 0.4004 

C(2) 1.661672 0.595428 2.790719 0.0176 

     R-squared 0.538826     Mean dependent var 15.42384 

Adjusted R-squared 0.514471     S.D. dependent var 0.181467 

S.E. of regression 0.223320     Sum squared resid 0.548590 

     
 

I = c + d GDP 

I = -7.042 + 1.661 GDP 

The investment is positively related with the GDP. The relationship is statistically 

significant as shown by P-Value and t-statistics. The model is good because Adjusted R-

square is 0.51. One percent change in income will increase investment by 0.59 percent. 

Therefore, in a Riba free economy an increase in income will increase investment. 

Table 7.7 

    

Results of Income Function 

 Coefficient Std. Error t-Statistic Prob.   

     C(1) 4.238439 3.326278 1.274229 0.2288 

C(2) 0.601803 0.215645 2.790719 0.0176 

     
R-squared 0.457946     Mean dependent var 13.52056 

Adjusted R-squared 0.408668     S.D. dependent var 0.174770 

S.E. of regression 0.134395     Sum squared resid 0.198681 
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Y = e + f I 

Y = 4.238 + 0.601 I  

The income is positively related with the Investment. The relationship is 

statistically significant as shown by P-Value and t-statistics. One percent change in 

investment will increase income by 0.60 percent. Therefore, in a Riba free economy an 

increase in investment will increase income. 

The estimated model shows that income has a positive relation with investment 

and then consumption depends on income. Thus, consumption and investment are 

positively related in a Riba Free Economy. 

As the model is based on Zakat and Mudarabah rate, the model estimated above is 

a Riba free model. This can be seen from the investment equation derived above. Third 

equation in the proposed model is the calculation of income in a Riba free economy. The 

income is derived from the investment made on Mudarabah basis. 
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CHAPTER-VIII 

Conclusions and Recommendations 

8.1.    Conclusions 

In this research, an attempt has been made to develop a Riba free economic model 

for Pakistan. It gives the experience of Riba free economy especially the banking and 

insurance system in Pakistan. It thoroughly sheds light in context of efforts made from 

1980 onwards. Some international and local research evidences have been included in 

literature review. The experience of Pakistan in Islamic banking and Takaful is analysed 

and shows promise. Islamic modes of financing applied in banking system of Pakistan 

have been put in plain words. A model of Riba free economy that includes zakat and 

Mudarabah rate was developed. As Riba free banking was introduced from 1999, 

therefore the data was taken from 1999 to 2012. As the data is time series, so we have 

checked stationarity of the data with the help of unit root test. The data is found non-

stationary and is made stationary through differencing.  Two Stage Least Square (2SLS) 

technique to estimate structural equations has been used. The focus of our research and 

model has been on the possible impact of Riba free economy on savings, investments, 

growth rate and its pattern, allocative efficiency and the overall stability of the Islamic 

economic system.  

The consumption is positively related with the GDP. The relationship is statistically 

significant as shown by P-Value and t-statistics. Therefore, in a Riba free economy an 

increase in income will increase consumption. The investment is positively related with 
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the GDP. The relationship is statistically significant as shown by P-Value and t-statistics. 

Therefore, in a Riba free economy an increase in income will increase investment. The 

income is positively related with the Investment. The relationship is statistically 

significant as shown by P-Value and t-statistics. Hence, in a Riba free economy an 

increase in investment will increase income.  

This research recommends that a Riba free economy in Pakistan will have 

positive effects on the economy.  

8.2.    Recommendations 

It is recommended, based on the results of the model, Pakistan should adopt a 

Riba free economy.  

The Islamic banking system should be introduced at all levels and conventional 

banking system should not be allowed to operate side by side with Islamic banking 

system.  

Takaful system should be introduced in both life insurance and conventional 

insurance.  

The option given to the people for exemption of zakat deducted from the banking 

accounts should be discarded. This option has led to a drastic reduction in zakat 

collection.  
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8.3.    Research Limitations 

The time series data has less observation because interest free banking in Pakistan 

came into being at the end of 1990‟s. If the sample size is large, the statistical results 

might be more reliable. 

This study relates to Pakistan and we could not found other statistical studies related 

to Pakistan. Therefore, it is not possible to compare and differentiate results with other 

studies.  

In Pakistan, Islamic banking came into being in 2002 after the decision of Supreme 

Court. The State Bank of Pakistan took the responsibility to establish the Islamic banking 

system, which exists today. The time is too short. Riba free economy in Pakistan do not 

exists. Therefore, the Islamic money and capital markets also do not exist; hence, these 

markets have not been discussed.   

8.4.    Future Directions 

A Riba free economy should include banking, insurance, money market, capital 

market and all sectors where interest is applied. Therefore, future studies should take into 

account Islamic money and capital markets as and when they are developed. 

Islamic countries should work out how to develop cooperative alliance to remove 

Riba from international transactions. 
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APPENDIX I 

DATA TABLE 

(Rupees in Millions) 

Year 

GDP 

(Market Price) 

CONSUMPTION 

(After Zakat) 

INVESTMENT 

 

1999-2000 3,826,112 3,214,712 607,410 

2000-2001 3,901,960 3,211,817 634,423 

2001-02 4,027,777 3,299,355 632,134 

2002-03 4,222,976 3,337,413 658,070 

2003-04 4,534,123 3,642,266 617,731 

2004-05 4,881,796 4,041,354 701,392 

2005-06 5,219,631 4,352,280 824,843 

2006-07 5,552,708 4,518,263 994,977 

2007-08 5,565,375 4,518,382 1,024,696 

2008-09 5,765,470 4,746,416 873,129 

2009-10 5,969,959 4,901,088 814,633 

2010-11 6,146,424 5,094,023 769,389 

2011-2012 6,403,668 5,657,456 690,931 

Source : Economic Survey of Pakistan 

 


