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Preface 

Micro Financing in Pakistan-A Critical and Analytical 

Review According to the Islamic Injunctions 

Introduction and Theoretical Framework 

This research entitled “Micro Financing in Pakistan-A Critical and 

Analytical Review According to the Islamic Injunctions” has been studied the 

Micro Financing in Pakistan. It will also make critical and analytical review and 

comparison of both the systems to find out the similarities and dissimilarities. It 

has been also found out the methodology to discuss the Islamic instruments of 

micro financing which have the potential to replace the Micro Finance 

instruments being used in Pakistan. The purpose of this research will be to find 

out whether the Islamic Micro Financing system is capable of competing the 

world using its own micro financing system or not. 

In context of Pakistan the Islamic banking starts from mid 60s. However, 

the real effort is made in mid 80s era of General Zia-ul-Haq. According to the 

amendments made in the Banking Company’s Ordinance 1962, the all 

transactions are non interest based and industry gives time for this act. Some tasks 

challenged in front of the Federal Shariat Court performed by the Islamic banks 

are non-Islamic. At the end of 2003 there is only one bank that performs 

operations according to Islamic system and now a day’s 6 full Islamic banks 

and 12 conventional banks have opened the Islamic branches. 

Islamic banking is a novel concept in the financial world since the mid-

20th century and it has been construed as financial linkers mobilize resources in 

the direction of business approved by the Shariah using Islamic financing 

instruments (Siddiqi, 1983). Because Islamic financial system is totally interest 

free. Hence, it helps to reduce the concept of interest on economy. El-Gamal 

(2006) describes that Islam considers the interest rate as stipulated excess because 

the needs and wants of the borrowers create money for the lender. 

Microfinance is a “programme that extends small loans to very poor 

people for self-employment projects to generate income in allowing them for 
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taking care of themselves and their families”. The micro finance programme has 

been declared by the World Bank to elevate poverty from the earth. The micro 

finance expertise has been given useful results in many countries in resolving the 

poverty problems. The year 2005 has also declared as they ear of microfinance by 

the World Bank with the aim to expand the poverty reduction plan and to raise 

the standard of living. 

Quran says, "(Charity is) for the poor who are restrained in the way of 

Allah, and are unable to move about in the land. The unawares consider them 

wealthy because of their restraint (from begging). You shall recognize them by 

their countenance. They do not beg people importunately. And whatever of good 

things you give, and then Allah is All-Knowing of it."1 

According to this verse of Quran the Qard is only for the poor. And 

microfinance also has a same concept that, this service is  only for those people 

who are not in position to fulfil the requirement of the conventional banks in 

getting loan. All financial institutions such as banks, SHF, NGOs are very 

concerned in the activity of micro financing but due to weak position of the lone 

they hesitate to trust on everyone. Mostly MFI’s (Micro Finance Institutions) are 

offering high rate of interest that create irritation and is also opposite to the 

Islamic financial system. The Grameen Bank of Bangladesh gets noble prize in 

the year of 2006 and this bank indicates that the micro finance total recovery is 

99% and as high concept according to the betterment of the  poor. Mostly, MFI’s 

grant loan in a  group form where they provide credit for the purpose of business 

and charge them interest. 

The main purpose of this research is to find the way through which we 

moulded the current MFI’s system of loan according to Islamic finance. Currently 

in Pakistan 22 MFI’s are working for the betterment of society and they have 

covered ah and some part of the credit clients. These financial institutions have 

facilitated almost 1 million people for their needs. In 2008, the inflation rate was 

approximately 18% and these institutions have to save their profit from the tax to 

get rid with the help of inflation and these institutions are also working on the 

                                                                 
1 Al-Baqarah:  2 :273 
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conventional banking system but our religion do not support that work on which 

interest (Riba) is included. 

Literature Review  

A review of literature about the microfinance in Pakistan reveals that 

interest in assessing the performance of microfinance sector is relatively new and 

most of the studies were initially conducted to assess the impact of microfinance 

on poverty reduction. Majority of the studies in this area were undertaken in the 

decade of 2000 mostly by the microfinance institutions like Kashf, NRSP, Orangi 

Pilot Project and the Pakistan Poverty Alleviation Programme. A few studies and 

surveys were also conducted by Pakistan Institute of Development Economics, 

State Bank of Pakistan and the Applied Economic Research Centre. Initially most 

of the studies examined growth of microfinance by developing proxy measures of 

outreach and repayment of loans. Such an approach is based on the assumption 

that if outreach in terms of number of borrowers was increasing and loan 

repayments were made by the borrowers’ then microfinance sector was 

performing successfully. Aga Khan Rural Support Programme (AKRSP), National 

Rural Support Programme (NRSP) and Punjab Rural Support Programme (PRSP) 

all adopted this approach, repeat borrowers, increasing outreach and loan 

repayment meant successful growth of microfinance. Limitations of such an 

approach are that it assesses breadth of outreach as the only aspect of 

performance and obscures other dimensions of outreach that indicate the depth, 

scope, worth and financial health of the sector. Later in 1980s, a case and impact 

studies approach were adopted, this approach was also biased as mostly the 

successful case studies were reported and repayment of loans was still used as the 

main indicator of performance of an individual institution or the overall sector. 

Such studies overestimate the benefits and underestimate costs which mask the 

correct picture of the actual conditions of poverty. 

More recently there is a shift in the measurement of performance of the 

microfinance sector. The new and widely used approach focused on various levels 

of financial sustainability and dimensions of performance indicators. It is argued 

that financial sustainability is essential as opportunity cost in the absence of 

microfinance institutions may be high. Others argue that the social objective of 
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microfinance would be undermined if microfinance is not subsidized. Although 

trade-off between the social and commercial objective of microfinance is widely 

debated, it is quite clear that the trade-off can be minimized by adopting a growth 

strategy which emphasizes on improving efficiency and productivity. Intensive 

growth strategy of microfinance sector can be cost effective and ensure the long-

term sustainability of the sector. 

The micro finance is a financial service provided to the poor for making 

their lives better. The poor people have no fair excess to financial services. The 

MFI’s covered this gap and fulfil the need of the poor. Especially, due to lack of 

collateral, the third lender source charges very high rate of interest from the 

poor. 

To help the people who live below poverty is the goal of micro financing; 

this activity was introduced by Muhammad Yunus, in early 70s, an economist in 

Bangladesh. Yunus established a bank named as Grameen Bank of Bangladesh. 

The core responsibilities of this institution were to provide credit to the poor 

people in order to make their lives better and morally and socially contribution to 

the society. Yunus suggests that the provision of capital is the only source to 

create awareness about human rights: shelter, education, healthcare and food. 

Micro financing mainly focuses on small level enterprises and do not 

concentrate on the organizations which need a large amount of capital. These 

financial assistance providers play important role to change lives of the poor. In 

the developed countries micro financial institutions play a significant role and 

they have successfully established the small businesses for the poor as like shops 

and porches land to deploy them. With right to use credit, as an exchange of 

waiting for the job search, the poor men become capitalist and utilize his 

knowledge, sweat, and originality to support those who are attached with him and 

to improve their living standards. A study conducted by the International Food 

Research Policy and the World Bank has accepted the positive impacts of micro 

financing activity to provide credit in urban as well as rural areas by the Grameen 

Bank of Bangladesh. 

Microfinance is a novel way to provide credit to poor.  People from 

economically weaker part as well as those from the backward and community 
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account in rural areas. The ease of obtaining the loan compensates for higher 

costs. While the loan amount is little, it helps in meeting then necessities of the 

poor people. The provision of event  a  very little credit helps the poor to improve 

their income levels. And the short level of investments how that this credit 

provided to the maximum number of people and for short time period and also 

reduces their risk. This is the efficient methodology to reduce the poverty instead 

of giving a large amount to little number of people for long time period, which 

may not lead to increase in the total income.  

Hudon illustrated that the MFI’s differentiate themselves into various 

types. Some institutions are basically for profits motive, some for non-profit and 

the majority of them is for the benefit of the society. This differentiation on the 

basis of decision-making style has been centralized or decentralized. Micro 

financing has been the main goal of all these countries is same, despite different 

styles, is the provision of credit for the betterment of the poor and that micro 

financing has reduced unemployment and the sources of revenue for the poor. 

High earnings from the micro financing, for, have lowered poverty level and 

donation to the economic development to the countries, particularly for the 

advancement of the rural poorest. 

According to Brandsma and Chaouali, following points lead to an MFI as 

the best practices. These include the covering costs’, avoiding subsidies, 

achieving a certain scale, increased outreach and demanded services and the last 

is to maintaining a clear focus. These are the basic characteristics investigated by 

the researcher to move an MFI on the progressive bases of the research. 

There is no hurdle created by the banks to reduce the individual borrowers 

from the banking services in terms of loan but the technique is basically to reduce 

the risky conditions atmosphere. That is also determined by some researchers that 

the uncertainty regarding the loan payment increases the fixed cost of the 

financial institutions. The profit maximizing techniques of the MFI’s are widely 

studied and are effective effort he firm sustainability. 

The profit is not only the core motive of this type of institutions, basically 

they work for the betterment of the society such as raising standards of living 

which leads towards the education attainment and awareness regarding the 
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healthy life. It is difficult to measure and control the entire developments in this 

regard. For making the loaning system better and effective the organization has to 

maintain record on both sides of the institution itself and on the loan borrowers as 

well. The majority of people likes to expose themselves the least. 

The foundation of Islamic financial system is based on the interest or Riba 

free financial system. The Shariah (i.e. Islamic law) has declared all those 

transactions in which interest is paid or received are prohibited in Islam. The 

financial aids provided by the MFI’s to the poor are also interest included. But the 

Islamic system is not in the favour of this type of aid in which Islamic laws are 

violated. The entire philosophy or laws in Islam owe their sources to the Holy 

Quran and the sayings and conduct of the Prophet (PBUH) encapsulated in books 

of Hadith. The interest free economy reflects the estimation of assets and liability 

in the side of the endogenous interrelationship between financial flows and the 

real economy in view of a developmental position. This is seen as the positive 

way to trim down interest rates in an economical broad sense. 

Riba is distributed into two categories i.e. credit and surplus Riba. 

These  two main types indicate that the Riba can be received by the both of the 

parties. Only Riba is not included in the money transaction, it also includes in 

other transactions of sales and exchange of commodities. The concept of Riba is 

very clear in the system of Islam and it is strictly prohibited. The Islamic concept 

of helping the poor is Sadaqah and one strong pillar of its foundations is Zakat. 

With the result of huge growth in Islamic banking services section, some 

commercial banks are also offering the Islamic financial services (e.g. 

National Commercial Bank  in Saudi Arabia, state-owned banks in Egypt). At 

that point of time European banks also offered the Islamic financial products. 

Such progress shows that the instruments used in the Islamic financial system are 

heavily internationally valid ones, even in the non-Muslim countries. 

The main practices of the instruments in Islamic financial system are 

Musharakah, Mudarabah, Murabahah, Ijarah, Salam & Istisna. And the 

particular rules regarding to these terms are mentioned in his book. In Pakistan 

following banks fully or partially performs work according to Islamic system Al-

Baraka Islamic Bank, Dubai Islamic Bank Pakistan, Bank Islami Pakistan, First 
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Dawood Islamic Bank, Emirates Global Islamic Bank and Meezan Bank. Also, in 

Pakistan, there are nine commercial banks that have established 62 fully loyal 

Islamic banking branches all over the Pakistan. Basically, according to this figure, 

we can easily sort out that how many banks are willingly or unwillingly 

performing functions according to Islamic system and ready to provide financial 

aid on Islamic bases to the poor for the betterments of the society. 

Not only interest is the main problem but other issues also affect the 

Islamic finance. Such as, according to Islamic financial analysis, economic 

growth social and stability require honesty and a sense of society. In adding up, 

financial institutions as like banks, the institutions not the same with Islamic ones 

are just creating a temporary rise into the economic growth of the country. That is 

the core responsibility of society to be liable for serving the poor to become 

fruitful people of the country. Banks are also included into it. They provide 

Quarto the needy people without collateral and interest; banks become important 

and optimistic in these establishments of small businesses by people with no 

monetary or actual assets. The main purpose behind it is to link the bank with 

micro financing technology on the basis of Islamic laws for the betterment of the 

poor and indirectly development of the society and to maintain the economic 

growth of the country on long term basis. 

Microfinance activity has shown efficient results in both the South corner 

of the world and the western countries uniformly characterized by the monetary 

and social elimination. Umar and Rafique demonstrate that the microfinance 

industry is working in the Australia is small regarding every aspect but they show 

the continuous growth positively. The core reasons behind these Islamic 

institutions are not regulated by the governing body and the researcher has 

studied the two institutions and also advised them to merge for the achievement of 

goals. 

Research Questions 

1. What are the Micro Financing Methods practiced by the government and 

private Micro Finance institutions in Pakistan? 

2. How the conventional Micro Financing methods are different from the 

existing Islamic Financing practiced in Pakistan? 
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3. What are the differences among the existing Micro Financing methods and 

the Islamic Micro Financing methods in Pakistan according to the Islamic 

Injunctions? 

Research Hypothesis 

1. It is hypothesized that Micro Financing methods practiced by the 

government and private Micro Finance institutions in Pakistan are 

different from one another. 

2. It is hypothesized that the existing methods of Micro Financing in 

Pakistani Micro Finance institutions are different from the Islamic 

Injunctions. 

Purposes of Research 

The purposes of this research are as under: 

1. To investigate the methods and services of Islamic and Conventional 

Micro Finance and Banks 

2. To analyse the similarities and differences between the above-mentioned 

intuitions and sectors in Pakistan 

3. To investigates the impacts of the both systems on Pakistani community 

Research Methodology 

The methods of this research are Qualitative research technique. In this 

technique the answers of questions are sought out, predefined set of procedures 

have been used to seek the answers and findings that were not determined in 

advance. These all techniques have been used in this research work.  

Sources of Research 

All the present possible sources of electronic and print media i.e. books, 

libraries, digital and e-libraries have been utilized. Internet, research papers and 

journals have also been used which proved beneficial in the research.  

Delimitation of Research 

The research was delimited to Pakistani Microfinance, Islamic 

Microfinance and its critical review and analysis.  



xv 

 

Micro Financing in Pakistan-A Critical and Analytical Review 

According to the Islamic Injunctions 

 

Abstract 

My research topic is, Micro Financing in Pakistan-A Critical and 

Analytical Review According to the Islamic Injunctions. Microfinance is a 

panacea for poverty reduction in the world more especially in developing 

countries. This study attempts to investigate the effectiveness of Islamic 

Microfinance and how it can be used in mitigating poverty in Pakistan. In this 

study, it is also endeavored to analyse the Islamic microfinance and banking with 

the conventional microfinance and banking in the light of tools used in both the 

systems.  Islamic, more correctly termed ‘Shariah-Compliant’; microfinance is 

the provision of financial services for low-income populations in which the 

services provided conform to Islamic financing principles. In many respects, 

Islamic finance is simply ethical finance. These definitions form the conceptual 

framework for the study, and each of the key terms in this definition is discussed 

in greater detail in the research work. It is important at the outset to establish the 

principles of Islamic (or Shariah) finance in order to distinguish it from 

conventional financing principles and these are also discussed in detail in this 

thesis. It is also important that the approach adopted in this research is based upon 

the definition within the human poverty Happy Planet Index (HPI). The reasons 

for doing so are that it enables a quantifiable measure, albeit an approximation, of 

some of the dimensions of poverty. It is submitted that, through this measure, 

more efficient comparability may be achieved in comparison to the qualitative 

measures in place under the multidimensional index. All the Islamic Shariah tools 

of trade, microfinance and business are discussed in detail.  
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Chapter 1 

Introduction to Microfinance 

All dimensions of microfinance will be discussed in this chapter. 

1.1 What is Microfinance? 

Microfinance can be broadly defined as: “The provision of small-scale 

financial services such as savings, credit and other basic financial services to poor 

and low-income people”.1 

According to United Nation (UN) the term "Microfinance" now, refers to a 

wide range of organizations dedicated to providing these services and includes 

non-governmental organizations, credit unions, cooperatives, private commercial 

banks, non-bank financial institutions and parts of State-Owned Banks.”2 

1.2 Microfinance and Microcredit 

There are many terms that are used to describe the microfinance and which 

seem to be related or interchangeable, such as microcredit and microfinance. 

However, it is important to know that there are differences among them. As stated 

by Sinha,3 “microcredit refers to small loans, whereas microfinance is appropriate 

where MFIs4 supplement the loans with other financial services (savings, 

insurance, etc.)”. According to Sinha,5 it seems that microcredit is an element of 

microfinance, whereas the main goal of microfinance is providing credit to the 

poor. Therefore, microcredit is a component of microfinance in that it involves 

providing credit to the poor, but microfinance also involves additional non-credit 

financial services such as savings, insurance, pensions and payment services.   

                                                                 

1 Kim, J.C., Watts, C. H., Hargreaves, J. R., Ndhlovu, et al. Understanding the Impact of a 

Microfinance-Based Intervention on Women’s Empowerment and the Reduction of Intimate 

Partner Violence in South Africa. American Journal of Public Health, p.7 

2 Understanding the impact of a microfinance-based intervention of women's empowerment 

and the reduction of intimate partner violence in South Africa, p.8 

3 Sinha, S. Microcredit: Introduction and review. IDS Bulletin, 29 (4), p.1 

4 Microfinance Institutions 

5 Microcredit: Introduction and Review, p.3 
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1.3 Background of Microfinance 

Over time, microfinance has emerged as a larger movement whose object 

is "a world in which as everyone, especially the poor and socially marginalized 

people and households have access to a wide range of affordable, high quality 

financial products and services, including not just credit but 

also savings, insurance, payment services, and fund transfers."1 Many of those 

who promote microfinance generally believe that such access will help poor 

people out of poverty, including participants in the Microcredit Summit 

Campaign. For many, microfinance is a way to promote economic development, 

employment and growth through the support of micro-entrepreneurs and small 

businesses; for others it is a way for poor to manage their finances more 

effectively and take advantage of economic opportunities while managing the 

risks. The terms have evolved-from micro-credit to micro-finance, and now 

'financial inclusion'. 

Microfinance is a broad category of services, which includes microcredit. 

Microcredit is only about provision of credit services to poor clients; only one of 

the aspects of microfinance, and the two are often confused. Critics often point to 

some of the ills of micro-credit that can create indebtedness. Due to diverse 

contexts in which microfinance operates, and the broad range of microfinance 

services, it is neither possible nor wise to have a generalized view of impacts 

microfinance may create. Many studies have tried to assess its impacts.2 

Proponents often claim that microfinance lifts people out of poverty, but the 

evidence is mixed. What it does do, however, is to enhance financial inclusion. 

In developing economies and particularly in rural areas, many activities 

that would be classified in the developed world as financial are not monetized: 

that is, money is not used to carry them out. This is often the case when people 

need the services money can provide but do not have dispensable funds required 

for those services, forcing them to revert to other means of acquiring them. In 

                                                                 
1 Robert Peck Christen, Richard Rosenberg & Veena Jayadevan. Financial institutions with 

a double-bottom line: implications for the future of microfinance. CGAP Occasional Paper, 

July 2004, pp. 2-3 

2 Benjamin Feigenberg; Erica M. Field; Rohini Pande. "Building Social Capital Through Micro 

Finance", NBER Working Paper No. 16018 p.31 

https://en.wikipedia.org/wiki/Microfinance#cite_note-1
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their book “The Poor and Their Money”, Stuart Rutherford and Sukhwinder Arora 

cite several types of needs: 

 Life-cycle Needs: such as weddings, funerals, childbirth, education, home 

building, widowhood and old age. 

 Personal Emergencies: such as sickness, injury, unemployment, theft, 

harassment or death. 

 Disasters: such as campfires, floods, cyclones and man-made events like 

war or bulldozing of dwellings. 

 Investment Opportunities: expanding a business, buying land or 

equipment, improving housing, securing a job, etc.1 

People find creative and often collaborative ways to meet these needs, 

primarily through creating and exchanging different forms of non-cash value. 

Common substitutes for cash vary from country to country but typically include 

livestock, grains, jewellery and precious metals. As Marguerite Robinson 

describes in The Microfinance Revolution, the 1980s demonstrated that 

"Microfinance could provide large-scale outreach profitably," and in the 1990s, 

"Microfinance began to develop as an industry". In the 2000s, the microfinance 

industry's objective is to satisfy the unmet demand on a much larger scale, and to 

play a role in reducing poverty. While much progress has been made in 

developing a viable, commercial microfinance sector in the last few decades, 

several issues remain that need to be addressed before the industry will be able to 

satisfy massive worldwide demand. The obstacles or challenges to building a 

sound commercial microfinance industry include: 

 Inappropriate donor subsidies 

 Poor regulation and supervision of deposit-taking microfinance institutions 

(MFIs) 

 Few MFIs that meet the needs for savings, remittances or insurance 

 Limited management capacity in MFIs 

 Institutional inefficiencies 

                                                                 
1 Rutherford, Stuart; Arora, Sukhwinder, The poor and their money: microfinance from a 

twenty-first century consumer's perspective. Warwickshire, UK: Practical Action. p. 4 
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 Need for more dissemination and adoption of rural, agricultural 

microfinance methodologies 

 Members lack of collateral to secure a loan. 

Microfinance is the proper tool to reduce income inequality, allowing 

citizens from lower social-economical classes to participate in the economy. 

Moreover, its involvement has shown to lead to a downward trend in income 

inequality1 

Rutherford argues that the basic problem that poor people face as money 

managers is to gather a 'usefully large' amount of money. Building a new home 

may involve saving and protecting diverse building materials for years until 

enough are available to proceed with construction. Children’s schooling may be 

funded by buying chickens and raising them for sale as needed for expenses, 

uniforms, bribes, etc. Because all the value is accumulated before it is needed, this 

money management strategy is referred to as 'saving up'.2 

Often, people don't have enough money when they face a need, so they 

borrow. A poor family might borrow from relatives to buy land, from a 

moneylender to buy rice, or from a microfinance institution to buy a sewing 

machine. Since these loans must be repaid by saving after the cost is incurred, 

Rutherford calls this 'saving down'. Rutherford's point is that microcredit is 

addressing only half the problem, and arguably the less important half: poor 

people borrow to help them save and accumulate assets. Microcredit institutions 

should fund their loans through savings accounts that help poor people manage 

their myriad risks. 

Most needs are met through a mix of saving and credit. A benchmark 

impact assessment of Grameen Bank and two other large microfinance institutions 

in Bangladesh found that for every $1 they were lending to clients to finance rural 

non-farm micro-enterprise, about $2.50 came from other sources, mostly their 

                                                                 
1 Hermes, N. Does microfinance affect income inequality? Applied Economics, p.1021-1034 

2 Rutherford, Stuart. The poor and their money, New Delhi: Oxford University Press, 2000. 

p.11 
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clients' savings.1 This parallels the experience in the West, in which family 

businesses are funded mostly from savings, especially during start-up. 

It has been cleared that informal methods of saving are unsafe. For 

example, a study by Wright and Mutesasira in Uganda concluded that "those with 

no option but to save in the informal sector are almost bound to lose some money-

probably around one quarter of what they save there."2 

The work of Rutherford, Wright and others has caused practitioners to 

reconsider a key aspect of the microcredit paradigm: that poor people get out of 

poverty by borrowing, building micro-enterprises and increasing their income. 

The new paradigm places more attention on the efforts of poor people to reduce 

their much vulnerability by keeping more of what they earn and building up their 

assets. While they need loans, they may find it as useful to borrow for 

consumption as for microenterprise. A safe, flexible place to save money and 

withdraw it when needed is also essential for managing household and family risk. 

1.4 How does Microfinance Work? 

Microfinance gives the offerings one might anticipate from any monetary 

organization, consisting of loans, deposits and cash transfers; however, it lends 

small quantities to customers that traditional financial establishments could not 

deem creditworthy. As noted, the most common microfinance product is 

microcredit loans; ‘microloans’ that are usually much less than $100 and every so 

often as small as $50.3 

Commonly, to accumulate credit score from an MFI, loans are secured 

towards the ‘honour’ of a peer group of clients (i.e. social collateral), as opposed 

to the usage of non-public collateral. If one consumer fails to make payments, 

others in the lending circle could be denied destiny credit score. Hence, the peer 

institution takes on joint legal responsibility, and acts as the control institution to 

                                                                 
1 Khandker, Shahidur R. Fighting poverty with microcredit: experience in Bangladesh. Dhaka, 

Bangladesh: The University Press Ltd. p.78. 

2 Benjamin Feigenberg; Erica M. Field; Rohini Pande. "Building Social Capital Through Micro 

Finance", NBER Working Paper No. 16018 p.31 

3 Baron, J.  The Small Business Technology Transfer (STRR) program: Converting Research 

into Economic Strength. Economic Development Review, 11(4), p.63 
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ensure mortgage repayment. Peer pressure encourages debtors to be selective 

about their institution participants and to repay loans completely and on time. 

High compensation charges are accordingly commonplace here. There is a large 

social mental literature on the so-referred to as “unstable shift” (by using which 

organizations of a few kinds take extra risky selections than would be expected if 

we virtually averaged the options of man or woman members).1 

The cycles of microfinance loans are generally shorter than conventional 

business loans: sixty-three hundred and sixty-five days of payments, plus interest 

due weekly. Such cycles and bills assist the borrowers live modern-day, 

preventing them from being crushed by large payments. But such cycles imply 

that jogging microfinance schemes may be very costly. This is the purpose given 

for MFIs to charge interest quotes which might be tremendously excessive. 

The main resources of finance for MFIs are generally charities, 

governments and worldwide corporations. Donor and subsidy capital aren’t 

always limitless, and the microfinance enterprise may also want to end up extra 

self-sufficient in financing if it's far to grow enough to serve its potential market. 

These days, dependent financings for microfinance institutions that provide 

returns to buyers at market rates which are commensurate with chance were 

developed. Such transactions may be paving the way for microfinance institutions 

with the intention to get entry to public financing markets which will meet call 

for.2 

1.5 Who are the Actors in Microfinance? 

Helms identify four fashionable categories of microfinance companies.3 

He argues that a seasoned-energetic strategy of engagement is needed with all of 

them, so one can assist them reap the goals of the microfinance movement: 

                                                                 
1 Rhyne, E. The Yin and Yang of Microfinance: Reach the poor and sustainability. Micro 

Banking Bulletin, No. 2. 

2 Naheed, R. Social Impact and Constraints of Micro Credit on Poverty Elevation , A 

Qualitative Study of Micro Credit Programme Orangi Pilot Project Karachi.p,39 

3 Helms, B. Access for All: Building Inclusive Financial Systems, Washington: CGAP/World 

Bank. P,35 
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1.5.1 Informal Financial Provider Carriers 

These include moneylenders, pawnbrokers, savings collectors, money-

guards, Rotating Saving and Credit Associations (ROSCAs), and input supply 

shops. These continue their services because they know each other well and live in 

the same community; they understand each others financial circumstances and can 

offer very flexible, convenient and fast services. These services can also be costly 

and the choice of financial products limited and very short-term. Informal services 

that involve savings are also risky; many people lose their money. 

1.5.2 Member-Owned Organizations 

These include self-help groups, Village Savings and Loan Associations 

(VSLAs), Credit Unions, and a variety of other members owned and governed 

informal or formal financial institutions. Informal groups, like their more 

traditional cousins, are generally small and local, which means they have access to 

good knowledge about each other's financial circumstances and can offer 

convenience and flexibility. Since they are managed by poor people, their costs of 

operation are low. Often, they do not need regulation and supervision, unless they 

grow in scale and formalize themselves by coming together to form II or III tier 

federations. If not prepared well, they can be 'captured' by a few influential 

leaders, and run the risk of members losing their savings. Experience suggests 

though that these informal but highly disciplined groups are very sustainable, and 

continue to exist even after 20–25 years. Formalization, as a Cooperative of Credit 

Union, can help create links with the banking system for more sophisticated 

financial products and additional capital for loans; but requires strong leadership 

and systems. These models are highly popular in many rural regions of countries 

across Asia, Africa, and Latin America; and a platform for creating deeper 

financial inclusion.1 

1.5.3 NGOs (Non-Governmental Organizations) 

By way of the cease of 2005, there have been 3,133 microcredit NGOs 

lending to about 113 million clients. these NGOs have spread across the growing 

international in the beyond many years and verified innovative in developing 

                                                                 
1 Monetary provider associations’ and CVECAs, a self-reliant village savings and credit bank - 

from the French Caisse Villageoised' Epargne et de Crédit Autogérée 
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banking techniques like unity lending, village banking and mobile banking, which 

are claimed to have conquer limitations to serving poor populations. 

1.5.4 Formal Monetary Establishments 

Business banks, state banks, agricultural improvement banks, savings 

banks, rural banks and non-bank economic institutions. They’re regulated and 

supervised, offer a wider range of economic services, and manage a branch 

community which could make bigger nationally and across the world. 

Common microfinance clients are low-profits individuals, in particular 

inside the growing global, who do not have get admission to formal economic 

establishments. Microfinance is regularly used to help or start small scale 

entrepreneurial or self-employed ventures, regularly household-primarily based. 

With appropriate regulation and coverage, MFIs can help in fixing the 

principle problem of microfinance from the monetary angle of creditors – that is, 

making sure that customers will repay loans and interest. (Of route, there may be a 

wider view, which includes the ones concerning the application of the money to 

the stated social, economic, and/or progressive ends.). as an instance, regulatory 

and coverage frameworks may be set up to hyperlink self-help agencies to 

business banks, to network member-owned corporations together to reap 

economies of scale and scope, and to help efforts with the aid of industrial banks 

to ‘down-scale’ by using integrating mobile banking and e-price technology into 

their great department networks. 

1.6 How is Microfinance Evolving? 

The evolution of microfinance has been extraordinary. From its 

beginnings, as a social task driven by using NGOs, microfinance has hastily 

diversified, each in the styles of establishments imparting service, and in the array 

of offerings it gives. This has attracted wealthy philanthropists like George Soros 

and Pierre Omidyar (co-founder of eBay) to pledge hundreds of thousands and 

thousands of greenbacks to the microfinance motion. International commercial 

banks, along with Citigroup Inc. and Deutsche bank AG, are today additionally 

establishing microfinance finances. 
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Notwithstanding its celebrity and development, some principal regions in 

the world remain woefully under-serviced. With the present day large and 

growing call for, the best way to sufficiently increase the delivery of microfinance 

appears to be via commercialization. This calls for some of challenges to be 

addressed-e.g. creating a conducive weather to commercialization, attracting 

personal zone funding, and placing microfinance institutions on an extra 

sustainable footing.1 

Even though it is often claimed that the number of MFIs are increasing, 

and that organisations play a pivotal role of their expansion both inside the 

developed and growing international, little systematic research on the distribution 

of microfinance has yet been undertaken; estimates range extensively. 

Some years ago, one estimate became that extra than 67 million 

households have been served by means of microfinance programmes.2 Slightly in 

advance, in 2004, a useful benchmark changed into installed via an analysis of 

‘alternative financial institutions’ in the growing global.3 This counted 

approximately 665 million customer accounts, at over 3,000 establishments 

serving customers poorer than those served through the industrial banks. Of those 

debts, one hundred twenty million were with institutions typically understood to 

exercise microfinance. It additionally protected postal saving banks (318 million 

bills), nation agricultural and development banks (172 million debts), monetary 

cooperatives and credit unions (35 million debts) and specialised rural banks (19 

million debts). The highest concentration was in India (188 million, representing 

18% of the populace) whilst the bottom was in Latin American and the Caribbean 

(14 million, representing 3% of the population) and Africa (27 million, 

representing 4% of the populace). Micro Banking Bulletin, on the give up of 2006, 

became monitoring 704 MFIs serving 52 million debtors ($23.3 billion in 

wonderful loans) and 56 million savers ($15.4 billion in deposits). Microfinance 

                                                                 
1 Morduch, J. The microfinance schism. World Development, 26, p.783 

2 Armend´ariz-de-Aghion, B. & J. Morduch The Economics of Microfinance, Cambridge, MA: 

The MIT Press. P,53 

3 Christen, R.P., R. Rosenberg & V. Jayadevan Financial institutions with a double-bottom line: 

implications for the future of microfinance. CGAP Occasional Paper. CGAP. P.154 
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records alternate (blend) has produced fairly latest records1 indicating that, based 

totally at the records from 2,207 MFIs, representing seventy-seven million 

borrowers in a hundred nations, most MFIs are focused in South Asia and Sub-

Saharan Africa, whilst maximum borrowers are concentrated in South Asia, and 

East Asia/Pacific place. 

Ways to address these challenges consist of: 

 To inspire set up private financial institutions to go into the marketplace by 

means of making monetary structures extra aggressive. 

 To have governments play essential and positive roles, to make sure sound 

policies and prison frameworks (consisting of macroeconomic balance). 

 To inspire donors to make contributions with the aid of decreasing beside 

the point government interventions and by assisting international locations 

reinforce their criminal frameworks, regulatory systems, and supervisory 

capability: there are roles here for governments themselves, worldwide 

organizations, and consultancies and NGOs. 

 To assist aid opportunity financial establishments (e.g. kingdom-owned 

rural banks, countrywide financial savings banks, postal financia l savings 

banks, and financial savings and credit unions) harness their ability to 

serve greater clients, on a bigger scale, on a profitable foundation. 

1.7 What is the Main Objective of Microfinance? 

 Overall, one could say that the main idea behind microfinance is poverty 

alleviation. The main activity is to provide financial services to the poor who have 

little or no access to commercial bank services. Mr. Muhammad Yunus, founder 

of the Grameen Bank in Bangladesh and recipient of a Nobel Prize in 2006, is 

often referred to as the founding father of microfinance. As an economist at the 

University of Chittagong in Bangladesh, he developed the idea of providing loans 

to the part of the population that is too poor for the traditional banking system. His 

belief is that through providing banking services to the poor, microfinance would 

be able to lift millions out of poverty. Empowerment of the lowest class in society 

and the involvement of women are key to this theorem. His ideas were refreshing 

                                                                 
1 Gonzalez, A. How Many Borrowers and Microfinance Institutions (MFIs), p.213 
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and seemed to propose a sustainable answer to the pressing problem that is 

poverty. They were received with a lot enthusiasm worldwide. 

1.8 Microfinance Methods 

1.8.1 Scientific Method 

Scientific method seeks to ensure that effects can be attributed to causes 

through experimentation. 

A particular stimulus to a particular object in a rigorously controlled 

environment is judged to be the cause of the observed effect.  The experimental 

approach is virtually in-feasible in the social sciences, because of the nature of the 

subject matter, and so the approach has been adapted into Quasi-Experiments.1  

Quasi-Experiments seek to compare the outcomes of an intervention with a 

simulation of what the outcomes would have been, had there been no intervention. 

One method for this is multiple regression, but this has rarely been used in 

microfinance IA because of its enormous demands for data on other possible 

causal factors and its assumptions.2 A second approach is the control group 

method which has been widely used.  This requires a before and after comparison 

of a population that received a specific treatment (i.e. a microfinance programme) 

and an identical population (or as near as possible) that did not receive the 

treatment.  While this idea is elegantly simple a number of ‘elephant-traps’ may 

befall its user.  In particular problems of sample selection bias, misspecification of 

underlying causal relationships and respondent motivation (see later) must be 

overcome.3 

Selection bias may occur because of: 

1. Difficulties in finding a location at which the control group’s economic, 

physical and social environment matches that of the treatment group, 

                                                                 
1 Adams, D., & von Pischke, J. D. Microenterprise credit programs: Deja vu. World 

Development, 20, p,1463 

2 Barnes, C. Assets and the impact of microenterprise finance programs. Washington, DC: 

Management Systems International.p.32 

3 Buckley, G. Microfinance in Africa: Is it either the problem or the solution? World 

Development, 25 (7), p.1081 
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2. The treatment group systematically possessing an ‘invisible’ attribute 

which the control group lacks (most commonly identified as 

entrepreneurial drive and ability), 

3. Receiving any form of intervention may result in a short-term positive 

response from the treatment group (the Hawthorne effect), 

4. The control group becoming contaminated by contact with the treatment 

group (though this could be a long-term programme goal!), and 

5. The fungibility of the treatment (e.g. when a loan is transferred from a 

borrower to someone else or when the loan is not used in the planned way) 

Problems (i) and (iv) can be tackled by more careful selection of the 

control group.  This applies particularly to controlling for access to infrastructure 

(which has a key influence on input and output prices as well as other variables) 

and ensuring that the control group is located far away from the treatment group.  

Problems (ii) and (iii) are more intractable, but in many cases, they can be tackled 

by using programme-accepted ‘clients-to-be’, who have not yet received 

microfinance services, as the control group.1 It must be noted, however, that this 

approach will not be valid when the take up of microfinance services is based on 

diffusion through a heterogeneous population. 

This leaves the problem of loan fungibility.2 This can be seen as an 

intractable problem as no study has successfully controlled for the fungibility of 

resources between the household and the assisted enterprise’.  Using case study 

materials to cross-check actual loan use against intended loan use and thus 

estimating ‘leakage’ is one possible approach to controlling for fungibility 

However, for all studies except those that focus exclusively on ‘the enterprise’, 

then a concern about fungibility may be irrelevant.  For studies looking at the 

household, the community or the household economic portfolio (b) fungibility is 

not a problem for the assessor; rather it is a vital strategy for the client.  The best 

investment returns maybe on ‘consumption’ (in terms of developing or 

maintaining human capital through school fees and doctors’ bills, or buying food 

                                                                 
1 Goetz, A. M., & Sen Gupta, R. Who takes the credit? Gender, power and control over loan 

use in rural credit programs in Bangladesh. World Development, 24 (1), p.45 

2 In economics, fungibility is the property of a good or a commodity whose individual  

units are essentially interchangeable. 
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at a time of crisis when the credit terms on ‘in-kind’ borrowing from traders may 

be exceptionally high).  From this perspective the task of the assessor is not to 

pretend that micro-enterprises are ‘firms’ whose inputs and outputs can be 

precisely identified and measured but to recognize that the impacts of 

microfinance must be assessed at a variety of levels.  The assessor attempting to 

control for fungibility (to prove impact) has failed to recognize that fungibility a 

process to be encouraged (to improve impact). 

The misspecification of underlying causal relationships arises most 

commonly because of the assumption that causality is a one-way process.  This 

may be a reasonable assumption in the physical sciences (though it does not go 

unchallenged by contemporary philosophers of science). 

For human activity it is commonly invalid, as causation may also run from 

impact back to intervention.  Mosley1 illustrates this with the example of a 

programme whose field staff put pressure on a borrower to repay her loan; this 

may succeed in the short-term but may induce the borrower to sell assets 

(machinery, land, trees) which reduce the probability of repayment in the longer-

term.  Such reverse causation need not necessarily be negative and, from the 

perspective of more process-oriented analytical frameworks, is essential if 

programmes are to continually learn from their experience and improve (rather 

than prove) their impact. 

Such problems can be overcome by the adoption of models that 

conceptualize causation as a two-way process, the use of two-stage least squares 

technique and regression analysis.2  Such an approach is enormously demanding 

in terms of data requirements, technical expertise and costs.  It will only be 

feasible on very rare occasions.3 

                                                                 
1 Mosely, P., & Hulme, D. Microenterprise microfinance: is there a   conflict between growth 

and poverty alleviation. World Development, 26 (5), p.783 

2 Mosely, P., & Hulme, D. Microenterprise microfinance: is there a   conflict between growth 

and poverty alleviation. World Development, 26 (5), p.7 

3 Khandker, S. R. Fighting poverty with microcredit: experience in  Bangladesh. Washington, 

DC: Oxford University Press for the World Bank, p.42 
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For most researchers adopting the scientific method, reverse causality is a 

problem to be coped with rather than overcome.  The main means of dealing with 

it are:  

1. tracing dropouts from both the treated and control groups; 

2. only conducting IAs on relatively mature programmes;  

3. interim impact monitoring activities to gather qualitative information about 

the complexity of causality; and 

4. Retrospective in-depth interviews with clients.1 

1.8.2 The Humanities Tradition 

The broad sets of approaches that fall under this heading have their roots 

in the humanities. 

Originally geography and rural sociology were the ‘lead’ subjects, but over 

the last 20 years’ anthropology has become most important.  Its main features are 

an inductive approach, a focus on key informant, recording by notes or image, and 

the data analyst is usually directly (and heavily) involved in data collection. This 

tradition does not try to ‘prove’ impact within statistically definable limits of 

probability.  Rather, it seeks to provide an interpretation of the processes involved 

in intervention and of the impacts that have a high level of plausibility.  It 

recognized that there are usually different, and often conflicting, accounts of what 

has happened and what has been achieved by a programme.  The validity of 

specific IAs adopting this approach has to be judged by the reader on the basis of 

1. the logical consistency of the arguments and materials presented; 

2. the strength and quality of the evidence provided; 

3. the degree of triangulation used to cross-check evidence; 

4. the quality of the methodology; and  

5. The reputation of the researcher(s).  

Whether ‘standards’ could be specified for such work - to help its users 

appreciate how rigorously designed they are - is an important issue that merits 

attention. Commonly the bulk of data generated by such an approach is 

                                                                 
1 Khandker, S. R. Fighting poverty with microcredit: experience in  Bangladesh. Washington, 

DC: Oxford University Press for the World Bank, p.42 
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‘qualitative’, although at later stages of analysis such work often quantifies some 

data. 

Although such work has been common in development studies for 

decades, it is only during the 1980s that its relevance for IA has been recognized.  

This recognition has arisen partly because of the potential contribution of 

qualitative approaches (especially in understanding changes in social relations, the 

nature of programme staff-beneficiary relations and fungibility) and partly 

because of the widespread recognition that much IA survey work was based on 

inaccurate information collected by questionnaire from biased samples.1 Low 

budget and low rigour IAs claiming to adopt the scientific method were at best 

pseudo-science, but more often simply bad science, despite the sophisticated 

analytical tools that were applied to poor data sets. 

However, IAs with their roots in the humanities has considerable 

difficulties with regard to the attribution of cause and effect.  Such studies cannot 

usually demonstrate the causal link as they are not able to generate a ‘without 

programme’ control group (although at times some researchers neglect to mention 

this to the reader and simply assume causality).  Instead, causality is inferred from 

the information about the causal chain collected from intended beneficiaries and 

key informants, and by comparisons with data from secondary sources about 

changes in out-of-programme areas.   Problems also arise because not infrequently 

the labels ‘rapid appraisal’, ‘mini-survey’ and ‘case study’ are applied to work 

which has been done in an ad hoc manner and does not achieve a minimum 

professional standard in terms of informant selection and the rigor of data 

collection and analysis. 

Examples of this include: 

1. basing data collection only in programme areas that are performing well, 

and surveying best clients, and  

2. inferring that the data collected in one area applies to all clients without 

explaining this assumption. While such studies cannot provide the degree 

of confidence in their conclusions that a fully resourced scientific method 

approach can yield, my personal judgement is that in many cases their 

                                                                 
1 Chambers, R. Whose reality counts? Putting the first last. London: IT Publications. P,91 
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conclusions are more valid than survey-based work that masquerades as 

science but has not collected data with scientific rigor.  Whatever, it is 

becoming increasingly common to combine ‘scientific’ and ‘humanities’ 

approaches so as to check the validity of information and provide added 

confidence in the findings. In the future dealing with attribution by multi-

method approaches seems the way forward. 

1.8.3 Participatory Learning and Action (PLA) 

In the last five years participatory approaches to development planning and 

management have moved from being a fringe activity to centre stage.  While 

many donor agencies, have simply added a bit of PLA to their existing 

procedures, it can be argued that this is inappropriate as conceptually participatory 

approaches challenge the validity and utility of the scientific method as applied to 

developmental problems.1 According to this line of argument the scientific 

method fails as: it ignores the complexity, diversity and contingency of winning a 

livelihood; it reduces causality to simple unidirectional chains, rather than 

complex webs; it measures the irrelevant or pretends to measure the 

immeasurable; and, it empowers professionals, policymakers and elites, thus 

reinforcing the status quo and directly retarding the achievement of development 

goals.  At heart, PLA theorists do not believe that ultimately there is one objective 

reality that must be understood.  Rather, there are multiple realities and before any 

analysis or action is taken the individuals concerned must ask themselves, ‘whose 

reality counts?’2  Their answer is that the perceived reality of the poor must take 

pride of place as, if development is about ‘empowering the poor’ or ‘empowering 

women’ (as virtually all development agencies now say), then the first step 

towards empowerment is ensuring that ‘the poor’ or ‘women’ take the lead in 

problem identification and analysis and knowledge creation. 

For impact assessment the purist PLA line is damning - ‘...conventional 

baseline surveys are virtually useless for impact assessments...  The question now 

is how widely local people can be enabled to identify their own indicators, 

                                                                 
1 Chambers, R. Challenging the professions: frontiers for rural development , London: IT 

Publications. P.27 

2 Chambers, R. Challenging the professions: frontiers for rural development , London: IT 

Publications. P.27 
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establish their own participatory baselines, monitor change, and evaluates 

causality...’1  By this means two objectives may be achieved (i) better impact 

assessments, and (ii) intended beneficiaries will be ‘...empowered through the 

research process itself.’2  In practice, the art of participatory impact assessment 

(PIA) is in its infancy and a pragmatic rather than a purist approach has been 

common.  Agencies such as Proshika in Bangladesh have begun to use PLA 

methods extensively for their assessment and planning exercises. 

The reliability of participatory methods varies enormously, as with 

‘scientific’ surveys, depending 

‘...largely on the motivation and skills of facilitators and 

those investigated and the ways in which informants’ perceptions 

of the consequences of research are addressed.’3 

Nevertheless, it is argued that ‘...a number of rigorous 

comparative studies have shown that, when well-conducted, 

participatory methods can be more reliable than conventional 

surveys.’4 

To date the literature on PLA and PIA has only partially addressed the 

issue of attribution.  From a scientific perspective PIA has grave problems 

because of the subjectivity of its conceptualisations of impact; the subjectivity of 

the data used to assess impact; the variables and measures used vary from case to 

case and do not permit comparison; its pluralist approach may lead to a number of 

mutually conflicting accounts being generated about causality; and, the 

assumption that because lots of people are taking part in an exercise means that all 

                                                                 
1 Chambers, R. Challenging the professions: frontiers for rural development , London: IT 

Publications. P.123 

2 Mayeux, L. Impact assessment and women on empowerment in microfinance programmes: 

issues for a participatory action and learning approach mimeo . Washington, DC: Consultative 

Group to Assist the Poorest (CGAP). p.2 

3 Mayeux, L. Impact assessment and women on empowerment in microfinance programmes: 

issues for a participatory action and learning approach mimeo . Washington, DC: Consultative 

Group to Assist the Poorest (CGAP). p.12-13 

4 Mayeux, L. Impact assessment and women on empowerment in microfinance programmes: 

issues for a participatory action and learning approach mimeo . Washington, DC: Consultative 

Group to Assist the Poorest (CGAP). p.141 
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are able to ‘voice’ their concerns (so that opinions are representative) is naive 

about the nature of local power relations.  From the perspective of a ‘new 

professional’ then such a set of accounts is unproblematic, as it reflects the 

complexity and contingency of causality in the real world.  In addition, it can be 

argued that PIA contributes to programme goals (perhaps particularly in terms of 

empowering women1 and the poor) by not facilitating the continued dominance of 

target groups by powerful outsiders. 

Why dwell on issues of attribution when efforts to overcome such 

problems require the adoption of IA methods that actively undermine the 

attainment of programme goals? 

Why do you as a Peace Corps Volunteer (PCV) need to know about 

financial services for the poor? Because you decided to spend two years of your 

life as a development worker helping people help themselves, including the 

“poorest of the poor.” The experience of development agencies shows that when 

the poor have cash to purchase productive assets, they can increase their incomes 

and break the poverty cycle. By the time you complete this module you should 

have the knowledge, skills, and attitudes to: 

 Explain why the lives of the poor would improve if they had access to non-

exploitative credit and savings services. 

 Describe three non-formal traditional methods used by the poor to acquire 

financial services and why none of these adequately satisfy the families’ 

needs for financial services. 

 Identify the lessons learned from non-formal traditional financing 

methods, which led to the development of today’s microfinance 

institutions (MFIs). State how these lessons were incorporated into MFIs. 

 Describe for someone unfamiliar with financial institutions the different 

MFIs offering financial services to the poor: commercial banks, Latin 

American solidarity groups, Grameen Bank, village banks, savings and 

loan associations, and credit unions.  

                                                                 
1 Mayeux, L. Impact assessment and women empowerment in microfinance programmes: 

issues for a participatory action and learning approach mimeo. Washington, DC: Consultative 

Group to Assist the Poorest (CGAP). p.2 
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 Express an opinion as to how Volunteers can best contribute to the 

development of your host country in the area of microfinance. 

1.9 Microfinance Models 

Microfinance institutions thus have distinct features that make them 

specialized components of the formal financial system. The basic point identified 

for departure of microfinance from mainstream financial systems is its alternative 

approach to collateral that comes from the concept of joint liability. In this 

concept individuals together form small groups and apply for financing. Members 

of these small groups are trained in the basic elements of the financing and the 

requirements they need to comply with in order to continue to have access to 

funding. Funds are disbursed to individuals within the group after they are 

approved by other members in the group. Repayment of the financing is a shared 

responsibility of all of the group members. In other words, they share the risk. If 

one member is a defaulter, the entire group members bear the risk. In most cases, 

microfinance programmes are structured to give credit in small amounts and 

require repayment at weekly intervals and within a short time period-usually a 

month or a few months. The beneficiary looks forward to repetitive financing in a 

graduated manner and this also helps them mitigate risk of default. 

1.9.1 Grameen Bank Model 

 This model requires careful targeting of the poor through means of tests 

comprising mostly of women group. The model works on intensive fieldwork by 

staff to motivate and supervise the borrower groups. Groups normally consist of 

five members, who guarantee each other’s loans. A number of variants of the 

model exist; but the key feature of the model is group-based and graduated 

financing that substitute’s collateral as a tool to mitigate default and delinquency 

risk. 

1.9.2 Village Bank Model 

 A second model that has been widely replicated mainly in Latin America 

and Africa, but with substantially less total outreach than the many Grameen Bank 

replications is the Village Bank model. This model involves an implementing 

agency that establishes individual village banks with about thirty to fifty members 
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and provides “external” capital for onward financing to individual members. 

Individual loans are repaid at weekly intervals over four months, at which time the 

village bank returns the principal with interest/ profits to the implementing 

agency. A bank repaying in full is eligible for subsequent loans, with loan sizes 

linked to the performance of village bank members in accumulating savings. Peer 

pressure operates to maintain full repayment, thus assuring further injections of 

capital, and also encourages savings. Savings accumulated in a village bank is also 

be used for financing. As a village bank accumulates sufficient capital internally, 

it graduates to become an autonomous and self-sustaining institution (typically 

over a three-year time period). 

1.9.3 Credit Union (CU) 

 The third type of MF model is a Credit Union (CU). A CU is based on the 

concept of mutuality. It is in the nature of non-profit financial cooperative owned 

and controlled by its members. CUs, mobilize savings, provide loans for 

productive and provident purposes and have memberships which are generally 

based on some common bond. CUs generally relate to an apex body that promotes 

primary credit unions and provides training while monitoring their financial 

performance. CUs are quite popular in Asia, mostly in Sri Lanka. 

1.9.4 Self-Help Groups (SHGs) 

 A fourth model originated in India is based on Self-Help Groups (SHGs). 

Each SHG is formed with about ten-fifteen members who are relatively 

homogeneous in terms of income. An SHG essentially pools together its 

members’ savings and uses it for lending. SHGs also seek external funding to 

supplement internal resources. The terms and conditions of loans differ among 

SHGs, depending on the democratic decisions of members. Typical SHGs are 

promoted and supported by NGOs, but the objective for them is for to become 

self-sustaining institutions. Some NGOs act as financial intermediaries for SHGs, 

while others act solely as ‘social’ intermediaries seeking to facilitate linkages of 

SHGs with either licensed financial institutions or other funding agencies. The 

SHG model is a good platform for combining microfinance with other 

developmental activities. 
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Conventional microfinance over the years has witnessed a paradigm shift-

from the traditional donor-based approach to a for-profits approach in building 

inclusive financial systems. The basic assumption is that the demand for these 

services is simply too high to be fulfilled by government and donor funds on a 

sustained basis. The excess demand will, need to be met by commercial capital 

available at a “fair” market price. The focus therefore, has sharply shifted from 

charity to profits. Of all the models discussed above, the Grameen model and the 

village bank model are the more structured than the rest. Indeed, the Grameen 

model has now become the text-book model of microfinance. 

1.10 Principles of Microfinance 

The key principles of Microfinance are as under: 

1. The poor need a variety of financial services, not just loans.  Just like 

everyone else, poor people need a wide range of financial services that are 

convenient, flexible, and reasonably priced. Depending on their 

circumstances, poor people need not only credit, but also savings, cash 

transfers, and insurance. 

2. Microfinance is a powerful instrument against poverty. Access to 

sustainable financial services enables the poor to increase incomes, build 

assets, and reduce their vulnerability to external shocks. Microfinance 

allows poor households to move from everyday survival to planning for 

the future, investing in better nutrition, improved living conditions, and 

children’s health and education.   

3. Microfinance means building financial systems that serve the poor.  Poor 

people constitute the vast majority of the population in most developing 

countries. Yet, an overwhelming number of the poor continue to lack 

access to basic financial services. In many countries, microfinance 

continues to be seen as a marginal sector and primarily a development 

concern for donors, governments, and socially-responsible investors. In 

order to achieve its full potential of reaching a large number of the poor, 

microfinance should become an integral part of the financial sector.   

4. Financial sustainability is necessary to reach significant numbers of poor 

people.   Most poor people are not able to access financial services because 

of the lack of strong retail financial intermediaries. Building financially 
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sustainable institutions is not an end in itself.  It is the only way to reach 

significant scale and impact far beyond what donor agencies can fund.  

Sustainability is the ability of a microfinance provider to cover all of its 

costs. It allows the continued operation of the microfinance provider and 

the ongoing provision of financial services to the poor. Achieving financial 

sustainability means reducing transaction costs, offering better products 

and services that meet client needs, and finding new ways to reach the 

unbanked poor. 

5. Microfinance is about building permanent local financial institutions.  

Building financial systems for the poor means building sound domestic 

financial intermediaries that can provide financial services to poor people 

on a permanent basis. Such institutions should be able to mobilize and 

recycle domestic savings, extend credit, and provide a range of services.  

Dependence on funding from donors and governments-including 

government-financed development banks-will gradually diminish as local 

financial institutions and private capital markets mature.     

6. Microcredit is not always the answer. Microcredit is not appropriate for 

everyone or every situation. The destitute and hungry who have no income 

or means of repayment need other forms of support before they can make 

use of loans. In many cases, small grants, infrastructure improvements, 

employment and training programmes, and other non-financial services 

may be more appropriate tools for poverty alleviation. 

7. Interest rate ceilings can damage poor people’s access to financial 

services.  It costs much more to make many small loans than a few large 

loans.  Unless micro lenders can charge interest rates that are well above 

average bank loan rates, they cannot cover their costs, and their growth 

and sustainability will be limited by the scarce and uncertain supply of 

subsidized funding.  When governments regulate interest rates, they 

usually set them at levels too low to permit sustainable microcredit.  At the 

same time, micro lenders should not pass on operational inefficiencies to 

clients in the form of prices (interest rates and other fees) that are far 

higher than they need to be.  

8. The government’s role is as an enabler, not as a direct provider of financial 

services. National governments play an important role in setting a 
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supportive policy environment that stimulates the development of financial 

services while protecting poor people’s savings. The key things that a 

government can do for microfinance are to maintain macroeconomic 

stability, avoid interest-rate caps, and refrain from distorting the market 

with unsustainable subsidized, high-delinquency loan programmes. 

Governments can also support financial services for the poor by improving 

the business environment for entrepreneurs, clamping down on corruption, 

and improving access to markets and infrastructure. In special situations, 

government funding for sound and independent microfinance institutions 

may be warranted when other funds are lacking.  

9. Donor subsidies should complement, not compete with private sector 

capital.  Donors should use appropriate grant, loan, and equity instruments 

on a temporary basis to build the institutional capacity of financial 

providers, develop supporting infrastructure (like rating agencies, credit 

bureaus, audit capacity, etc.), and support experimental services and 

products.  In some cases, longer-term donor subsidies may be required to 

reach sparsely populated and otherwise difficult-to-reach populations. To 

be effective, donor funding must seek to integrate financial services for the 

poor into local financial markets; apply specialist expertise to the design 

and implementation of projects; require that financial institutions and other 

partners meet minimum performance standards as a condition for 

continued support; and plan for exit from the outset. 

10. The lack of institutional and human capacity is the key constraint.  

Microfinance is a specialized field that combines banking with social 

goals, and capacity needs to be built at all levels, from financial 

institutions through the regulatory and supervisory bodies and information 

systems, to government development entities and donor agencies.  Most 

investments in the sector, both public and private, should focus on this 

capacity building.    

11. The importance of financial and outreach transparency.  Accurate, 

standardized, and comparable information on the financial and social 

performance of financial institutions providing services to the poor is 

imperative.  Bank supervisors and regulators, donors, investors, and more 
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importantly, the poor who are clients of microfinance need this 

information to adequately assess risk and returns. 

   Wherever possible, such non-financial services should be coupled 

with building savings. Microfinance can also be distinguished from charity. It is 

better to provide grants to families who are destitute, or so poor they are unlikely 

to be able to generate the cash flow required to repay a loan.  

1.11 Instruments of Microfinance 

Most important forms of MFI1 can be understood from the institutional 

innovation perspective. With microfinance, institutional innovation does no longer 

continually imply growing a brand-new institutional kind, but may be the edition 

of a present institutional kind to the restrictions and potentials of a sure purchaser 

group, in particular nearby surroundings.2 

Essential kinds of MFI are: 

1.11.1 The Cooperative Version  

Stimulated with the aid of the fulfilment in Europe and North America on 

the stop of the nineteenth century, this becomes the primary model to introduce 

microfinance in growing international locations. The cooperative individuals are 

the owners, contributing to the fairness capital through stocks. Loans are only 

granted to the members. Cooperative MFIs are solely consciousness at the 

provision of economic services. 

1.11.2  The Grameen Solidarity Group Model 

This model is based on group peer pressure whereby loans are made to 

individuals in groups of four to seven. Group members collectively guarantee loan 

repayment, and access to subsequent loans is dependent on successful repayment 

by all group members. Payments are usually made weekly. According to 

Berenbach and Guzman, solidarity groups have proved effective in deterring 

defaults as evidenced by loan repayment rates attained by organizations such as 

the Grameen Bank, who use this type of microfinance model. They also highlight 

                                                                 
1 Microfinance Institutions  

2 Kyereboah-Coleman, A. The impact of capital structure on the performance of microfinance 

institutions. The Journal of Risk Finance Incorporating Balance Sheet, 8(1), p.56 
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the fact that this model has contributed to broader social benefits because of the 

mutual trust arrangement at the heart of the group guarantee system. The group 

itself often becomes the building block to a broader social network. 

1.11.3 Solidarity Credit Organizations 

Here, three to ten clients be part of a group to get hold of get entry to 

monetary offerings (usually credit), previous to them saving earlier than receiving 

a mortgage. Further, non-financial offerings are offered to institution individuals, 

consisting of education or get entry to marketplace statistics. Group members 

collectively assure loan repayment, and get right of entry to next loans is given 

handiest once previous loans are paid in complete. 

1.11.4 Rotating Savings and Credit Associations 

These are formed when a group of people come together to make regular 

cyclical contributions to a common fund, which is then given as a lump sum to 

one member of the group in each cycle. According to Harper, this model is a very 

common form of savings and credit. He states that the members of the group are 

usually neighbors and friends, and the group provides an opportunity for social 

interaction and are very popular with women. They are also called merry-go 

rounds or Self-Help Groups. 

1.11.5 Village Banks 

The village financial institution is efficaciously a mixture between the 

cooperative and solidarity group fashions, searching for to capitalize at the 

benefits of every. The village financial institution typically has fewer participants 

than a cooperative, and is less formalized and complex in structure. Some 

worldwide NGOs sell the status quo of village banks. Their primary form of credit 

assures is predicated on peer stress amongst contributors, as is the case in team 

spirit credit groups. 

Village banks are community-managed credit and savings associations 

established by NGOs to provide access to financial services, build community 

self-help groups, and help members accumulate savings. They have been in 

existence since the mid-1980s. They usually have 25 to 50 members who are low-

income individuals seeking to improve their lives through self-employment 
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activities. These members run the bank, elect their own officers, establish their 

own by-laws, distribute loans to individuals and collect payments and services. 

The loans are backed by moral collateral; the promise that the group stands behind 

each loan.   

The sponsoring MFI lends loan capital to the village bank, who in turn 

lend to the members. All members sign a loan agreement with the village bank to 

offer a collective guarantee. Members are usually requested to save twenty percent 

of the loan amount per cycle. Members’ savings are tied to loan amounts and are 

used to finance new loans or collective income generating activities and so they 

stay within the village bank. No interest is paid on savings but members receive a 

share of profits from the village bank’s re-lending activities. Many village banks 

target women predominantly, as according to Holt “the model anticipates that 

female participation in village banks will enhance social status and intra 

household bargaining power”. 

1.11.6 The Linkage Version 

This version builds on existing casual self-help organizations, which 

includes rotating credit score and financial savings associations.1 It seeks to 

combine the strengths of current casual systems (patron proximity, flexibility, 

social capital and attaining poorer clients) with the strengths of the formal system 

(e.g. threat pooling, term transformation, provision of lengthy-time period 

investment loans and monetary intermediation throughout regions and sectors). 

1.11.7 Micro Banks with Individual Economic Contracts 

Other MFIs are member-based (i.e. individuals contribute within the 

management, possession and manipulate of the MFI). Micro banks (e.g. BancoSol 

in Bolivia), depend on person contracts among the organization and its patron. 

Despite the fact that this sort of MFI is closest to the conventional banks, the 

mortgage collateral approaches are generally non-traditional.2 

                                                                 
1 Sika, J.M. &B. Strasser Tontines in Kamerun: Verknüp fung traditioneller und semi-formeller 

Finanzierungs systeme. E.Z. Entwicklung und Zusamenarbeit, 41(11), p, 316 

2 Ledgerwood, J. Microfinance Handbook: An Institutional and Financial Perspective, 

Washington DC: The World Bank.p.21 
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1.11.8 Capital Shape  

Maximum MFIs appoint high leverage, and finance their operations with 

long-term (in preference to short-term) debt. Enormously leveraged microfinance 

institutions carry out higher with the aid of accomplishing out too much broader 

customers, enjoying economies of scale, and accordingly being better capable of 

cope with moral danger and adverse choice, enhancing their potential to cope with 

threat.1 

Various factors, other than level within the existence cycle, seem to be 

related to the performance of MFIs. Recent studies via Bogan,2 for example, show 

that the dimensions of belongings and capital structure of MFIs are related to 

overall performance. In phrases of sustainability and outreach, asset length is 

vital: a measure of presents received by way of MFIs (from donors inclusive of 

charities, governments and worldwide companies) as a percentage of belongings 

is extensively and negatively associated with sustainability and is undoubtedly 

associated with MFI fee according to borrower. Bogan also finds proof to aid the 

announcement that the usage of offers drives down MFI’s operational self-

sufficiency. She shows that long term use of presents can be associated with 

inefficient operations because of lack of the aggressive pressures that could be 

related to attracting marketplace investment. Significantly, the outcomes do no 

longer imply that offers are related to more or extra highly-priced outreach. 

Consequently, offers should avoid the development of MFIs into aggressive, 

efficient, sustainable operations.3 

In short, in this chapter, it has been endeavoured to discuss all aspects of 

microfinance which are necessary to understand, the nature, functions and 

possible results of Microfinance in Pakistani context.  

                                                                 
1 Kyereboah-Coleman, A. The impact of capital structure on the performance of microfinance 

institutions. The Journal of Risk Finance Incorporating Balance Sheet, 8(1), p.56 

2 Bogan, V. Microfinance Institutions: Does Capital Structure Matter? Available at SSRN: 

http://ssrn.com/abstract=1144762  

3 Bogan, V. Microfinance Institutions: Does Capital Structure Matter? Available at SSRN: 

http://ssrn.com/abstract=1144762 
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Chapter 2 

Micro Financing in Pakistan 

2.1 Introduction 

Almost all governments, administrative authorities, cooperative and social 

organizations, and NGOs support programmes providing credit and finance and 

policies for alleviating poverty in the relatively less developed communities and 

societies of their respective countries. In Pakistan too, since the establishment of 

the banking and financial institutions, the primary emphasis of economic planning 

and policies has been on the provision of the basic infrastructure needed for the 

development of Large Scale Enterprises (LSEs) and the development of Small & 

Medium Sized Enterprises (SMEs).1 Unfortunately, the initial efforts were unable 

to garner favourable results for SMEs, despite the fact that SMEs account for a 

significant part of the country’s economy and provide employment for villagers, 

generate skilled labour for Large Scale Enterprises and retard the tendency of 

villagers to migrate to mega cities in search of a livelihood. 

Latest studies indicate that rural credit institutions have not been 

successful enough, as was anticipated initially, in achieving their goals of social 

and economic growth and development as they are being plagued by various 

organizational structure and operational management constraints. Therefore, with 

the efficient implementation of the models of Islamic Microfinance and effective 

provision of skills and innovative ideas in the emerging financial market of today 

can assist in the development of the micro entrepreneurs of the rural areas who 

will then directly contribute towards the growth of the small and medium 

enterprises. 

“Allah has permitted for you trade and prohibited interest.”2 The research 

in hand is to review the models of Islamic financing, “Mudarabah, Musharakah, 

                                                                 
1 There is no uniform definition of SMEs applicable across the whole territory of Pakistan . This 

paper follows the SMEDA (Small and Medium Enterprise Development Authority)’s definition 

approved in SME Policy 2007.  

2 Surah Al-Baqarah, 2:275 
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Murabahah, Sukuk, Ijarah and Salam” as a source of Micro Financing.  These 

models are contributing in the development of the micro entrepreneurs in rural 

Pakistan. This research will be an input in existing literature on the considered 

topic as there is a large number of Small Manufacturing Entrepreneurs who are 

hesitant towards the availability of short-term loans as they avoid financial 

institutions due to inaccessibility of adequate creditworthiness and collateral. 

Also, the SMEs avoid interest-based banking. It is a great challenge for a country 

like Pakistan, where, according to the statistics of the United Nations World 

Urbanization Prospective the urban population is 37% of the total population in 

2012 and rural population is 63% of the total population and the per capita income 

is average. The Islamic micro finance models are struggling to achieve their goal, 

which are solely developed to meet the gap between the SMEs and the financial 

institutions that are unable to address the need of the market. 

Islamic banking has gained separate entity recognition than conventional 

banking. For Islamic Finance to give out its support towards a sustainable growth 

of the countries’ SMEs, it needs to regulate its products offering in the rural 

market. These products hold the nature of buying and selling of assets, investment 

management, partnership, leasing, Islamic bonds and insurance, agency and lastly 

contract of works. To evolve Islamic Finance in Pakistan, a regulatory framework 

has been synchronized as follows by the State Bank of Pakistan (2007): 

1. Full fledge Islamic Banks,  

2. Islamic banking subsidiaries of conventional banks and  

3. Islamic banking branches (IBBs) of conventional banks 

 Numerous microfinance and Islamic banks as well as the conventional 

banks, with Islamic window, are working under such structure and have nurtured 

and developed over the past few years. However, their success will only be 

ensured if their product offerings and services are microfinance specific and their 

coordination with certain agencies like Islamic Internal Rating Agency (IIRA), as 

well as the Islamic Financial Services Board (IFSB), The Accounting and 

Auditing Organization of Islamic Financial Institutions (AAOIFI) and the General 

Council of Islamic Banks and Financial Institutions (GCIBFI) will develop a 

supportive outline to meet the challenges of attending the needs of micro credit 

holders. Besides, without the collaboration of the various stakeholders in the 
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microfinance sector, they might face barriers to the development of micro finance 

services in the rural areas. 

2.2 The History of Microfinance in Pakistan 

There are three forms of Microfinance in Pakistan: 

2.2.1 The Informal Sector 

The poor of Pakistan have generally relied on informal sources for meeting 

most of their credit requirements.  Informal providers serve a predominantly lower 

income group who are perceived by the financial institutions as “un-bankable” 

due to their inability to comply with conventional loan collateral requirements.  

The informal credit market is served by a wide variety of providers including 

predominantly family and friends, landlords, money lenders, traders and art are 

commission agents.  Large landlords usually provide credit to their tenants or 

sharecroppers for the purchase of agriculture inputs and consumption purposes.   

This is most common in Sindh and Southern Punjab.  Art are commission agents 

favour interlinked transactions providing, for example, inputs to farmers and 

undertaking to sell their produce.  It is difficult to properly assess the actual price 

of credit in these interlinked transactions.  Suppliers’ credit is common in 

established markets such as textile, and informal finance is common in the 

transport sector as well as in the shoemaking, dairy and livestock industries.   The 

Agriculture Census of 2000 estimated that 65% of outstanding debt of all rural 

households was provided by non-institutional or informal sources.  A Financial 

Markets Survey found that 82% of individuals borrowed 69% of the total amount 

of funds at very low or no interest payments with flexible repayment schedules 

from friends and relatives. 

 Distinct advantages are offered by informal credit, as it imposes no 

restriction on the purpose of its use, can be provided in small amounts, is 

characterized by low transaction costs, high interest rates by commission agents 

but no interest rate when provided by friends and family and rapid disbursement 

of credit. Although, its share in total credit has declined, it still remains a major 

source of credit in rural areas. The close familiarity of borrowers with informal 

lenders, inability of formal institutions to reach the poor explain why there is a 

heavy dependency of the rural population especially farmers on the informal 
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market.   Most informal lenders have, however, limited loan portfolios and operate 

within a narrow area of their influence. 

There is widespread use of Rotating Savings and Credit Associations at all 

levels in Pakistan.  These are called Committees and are especially popular among 

women from all socio-economic backgrounds to establish private savings 

committees which people trust.  The members of a Committee know each other 

well and deposit a fixed amount in a pool which is then distributed by rotation to 

each member on a monthly basis. This helps to meet the savings need in an 

informal manner in a system which enjoys a high degree of trust.  The funds are 

generally used for a large financial outlay such as a marriage, house building, 

consumer durables, education, etc. 

2.2.2 Early Initiatives by Government 

The Government has in the past made little distinction between agriculture 

and micro-lending.  Its focus in the past has been on providing credit to small 

farmers.  Prior to independence, institutional credit was available to the farmers 

either in the form of Taccavi loans which were initiated by the Government before 

cooperatives and commercial banks actively came into crop and other agriculture 

sector loans.  Taccavi loans were given from the government’s treasury and 

disbursed through revenue departments of the provincial governments.  These 

were disbursed to needy farmers for seeds, fertilizers, etc., by revenue agencies.  

Taccavi loans were also given in the case of damage to crops in floods or famine 

conditions.  Taccavi loans carried an element of interest, and in the case of a delay 

in repayment, penal interest was also levied. The formal sanction and regulation of 

Taccavi loans was established through the Land Improvement Loans Act of 1883 

(LILA) and Agriculturists Loan Act 1884 (ALA), later on replaced by West 

Pakistan Agriculturists Loan Act of 1958 (ALA). Under ALA, loans were 

disbursed for sinking of irrigation wells/tube wells, land levelling, and land 

reclamation and development for agricultural purposes.  The contribution of these 

loans towards total institutional credit declined overtime with the development of 

new institutional sources.  Delays and procedural difficulties in sanctioning and 
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disbursement of loans rendered the system of Taccavi inefficient and ultimately 

these loans were discontinued in 1993-94.1 

 Cooperatives have been another source of credit from the formal sector.  

Credit cooperatives have existed in this region since their introduction in India 

under the Cooperative Credit Societies Act of 1904.  The objective was to provide 

loans to small farmers through their own local associations on relatively easy 

terms and free them from the exorbitant rates offered by moneylenders and grain 

merchants.  At the time of independence, the co-operative banks were engaged in 

financing commercial activities mainly and had neglected the financing of co-

operative societies.  To further enhance the level of rural credit and to promote the 

cooperative societies and cooperative movement in the country, the Government 

established the Federal Bank for Cooperatives (FBC) and Provincial Cooperative 

Banks (PCBs) in the late 1970s. This was undertaken through an Ordinance in 

1976 entitled the “Establishment of Federal Bank for Co-operatives and 

Regulation of Co-operative Banking Ordinance” was promulgated. The Federal 

Bank for Cooperatives (FBC) was designed as an apex body to meet the credit 

needs of cooperative banks and societies. It was designed as a development bank 

and served as a tool for the State Bank of Pakistan to regulate the Provincial 

Cooperative Banks.  The SBP would lend to the Federal Co-operative Bank at just 

0.5 percent. The Federal Bank would keep a percentage-based fee and pass on the 

subsidized funds to Provincial Co-operative Banks. These would then on-lend to 

the Co-operative Societies established in the provinces and registered and 

regulated under the aegis of the Provincial Co-operative Societies Department at a 

profit (8%-10%). 

 The FBC along with PCBs played a positive role in the development of 

cooperatives and extension of rural credit in the initial years. However, it could 

not sustain this effort despite the development of 66,000 primary societies, 

primarily due to misuse of subsidized funds and incapacity of FBC to effectively 

monitor and regulate the activities of PCBs and the Societies. The Cooperatives 

suffered from uneven coverage, with no presence in two thirds of the villages; 

                                                                 
1 Iqbal, Muhammad, Ahmad, Munir and Abbas, Kalbe. The Impact of Institutional Credit on 

Agricultural Production in Pakistan. The Pakistan Development Review. Pakistan Institute of 

Development Economics. 2003. P.29 
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lack of accountability and professional management; poor portfolio management; 

and weak supervisory capacity of the provincial cooperative departments. 

Cooperatives met with little success and have been mired in financial 

misappropriations due to politicization and domination by the rural elite. The 

Punjab Economic Research Institute (PERI) conducted an evaluation of the 

Cooperative Credit Programme in Punjab in August 1986.  One of its main 

findings was that only four percent of the cooperative societies were genuine. An 

estimation of the Subsidy Dependence Index (SDI) which measures the 

percentage increase in the financial institution’s average on-lending interest rate 

required to fully compensate for the elimination of subsidy, revealed that the 

Punjab Provincial Bank was heavily subsidy dependent. It would have to increase 

its on-lending interest rate to 25 percent instead of 14 percent to fully eliminate 

the subsidy in 1994-95. Provisioning for reserve requirements would have entailed 

an even higher increase in on lending rates.1 

 In the 1950s two specialized institutions namely the Agricultural 

Development Finance Corporation and the Agricultural Bank were established in 

Pakistan. These were merged to form the Agricultural Development Bank of 

Pakistan (ADBP) in 1961.  Historically, ADBP has been used as a subsidy 

delivery vehicle by successive governments, lending to its clients at below market 

interest rates.  The Bank introduced a village and client centred approach through 

the expansion of its supervised credit scheme by bringing credit services to the 

farmers through Mobile Credit Officers (MCOs).  To provide access in rural areas, 

a country wide network of branches and MCOs was developed.  ADBP also 

introduced services for women through female credit officers.2 There was 

relaxation in lending conditions which had previously been based on mortgaging 

land and as a result had excluded tenants, landless and women from accessing 

most credit lines. 

 The directed agricultural credit programmes of the Government proved to 

be subsidy dependent and ineffective in helping to achieve important goals.  

Instead of building a sustainable financial infrastructure, many of the directed 

                                                                 
1 Report of the Committee on Rural Finance. SBP. 2002, p.47 

2 PCR, Gujranwala Agriculture Development Project, Operations Monitoring & Evaluation 

Department, ADBP, October 1994, p.71 
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credit programmes undermined the development of a viable financial market. 

Cheap credit was ineffective in alleviating rural poverty, in stimulating 

agricultural investments and in spurring agricultural production. Support for these 

traditional directed agricultural credit efforts began to wane in the 1980sand by 

the end of the decade most donors and some governments sharply reduced their 

support for agricultural credit. In part, this decline in support was due to the 

unsatisfactory performance of these efforts. Critics increasingly argued that 

relatively few of the credit subsidies were captured by poor people and that 

subsidized and directed credit had a weak effect on farm production and 

investment. Serious and chronic loan recovery problems, dependency on outside 

funding, and overall costs eroded the support for these efforts. Poor performance 

and the lessening of donor and government support led to the collapse of many 

public agricultural development banks and rural (government directed) co-

operatives in the 1980s. 

 The Agriculture Development Bank of Pakistan (ADBP) was converted 

into a public limited company and renamed the Zarai Taraqiati Bank Limited 

(ZTBL) in 2002. The ZTBL was allowed enhanced paid up capital and a clean 

balance sheet with a leaner structure. The restructuring included its process, 

system and product reengineering, with major emphasis being laid on 

reorientation of existing employees with specific focus on their capacity building, 

induction of a professional management team. ZTBL restructuring was undertaken 

as part of the reform agenda of the ADB-funded Rural Finance Sector 

Development Programme. At the same time the Government liquidated the 

Federal Bank for Cooperatives (FBC). The Punjab Provincial Cooperative Bank is 

now the only scheduled cooperative bank which still has operations on the ground. 

The other Provincial Cooperative Banks may also be liquidated as they currently 

exist only on paper. At this time a host of private sector institutions were also 

established to enhance the accountability and transparency of the private sector 

institutions. 

2.2.3 Specialized Microfinance Institutions  

 Microfinance Institutions (MFIs) are non-bank microfinance providers that 

specialize in provision of microfinance services. Currently, five MFIs are 

operating in Pakistan and collectively, they reach 386,000 active borrowers. These 
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organizations are registered with the SECP under the Companies Ordinance 1984 

as non-profit associations or under the Societies Registration Act 1860, or as trusts 

under the Trusts Act 1882, which fall under provincial governments’ jurisdiction. 

Given their non-bank status, they cannot ‘intermediate’ deposits, although some 

do ‘mobilize’ savings from their clients.  With the exception of one (SAFWCO), 

all others originated in Punjab and most of their operations are concentrated in this 

province. The flagship service of these institutions is microcredit but some basic 

insurance services (mostly credit-life) are also provided to the credit clients.  

Group lending remains the dominant lending methodology but some of the MFIs, 

such as Kashf and Asasah who are diversifying into larger loan sizes, are 

beginning to deal with individual clients as well. At the end of December 2008, 

these MFIs had a market share of 27% in terms of active borrowers. Some like 

Akhuwat as explained earlier have an unusual strategy which is not to charge any 

interest on the loans but raise funds for operations through philanthropic 

contributions. 

2.2.4 Microfinance Banks  

 Microfinance banks are relatively new players in the microfinance market 

in Pakistan, but have gained importance relatively quickly. All MFBs are 

established under the Microfinance Institutions Ordinance 2001 and a reregulated 

by the State Bank of Pakistan. To date, six MFBs-four national level and two 

district level (in Karachi district)-are operating in the country and two others; 

Kashf Micro Finance Bank and NRSP Bank have recently obtained licenses from 

the SBP.  The largest, in terms of market share and geographic network is the 

Khushhali Bank (KB)1 and the First Micro-Finance Bank which between them 

have 90% of the share of active clients of this peer group. Most of the banks are 

currently using the same group-based lending methodology as non-bank MFIs, 

except for Tameer MFB, which deals with individual clients and offers larger 

loans compared to the market average.  Although banks can offer their clients 

services other than credit such as savings, remittance, etc., these products remain 

under developed, and with the exception of one or two institutions, not a lot of 

focus is placed on developing deposit or insurance services. The Khushhali Bank 

                                                                 
1 While this Bank was initially established under s special Ordinance it is now being brought 

under the purview of the main Microfinance Ordinance 2001 
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which was the first bank to enter the market has had little or no incentive to 

develop a savings product as it was provided funds by the Asian Development 

Bank and commercial Banks which were required to buy its shares by the 

Government of Pakistan.   The First Micro Finance Bank Ltd is also diversifying 

into products and has undertaken some innovative arrangements for extending its 

outreach in rural areas through partnership with Pakistan Post Office. 

2.2.5 Commercial Banks and Commercial Financial Institutions in 

Micro-Finance 

 Commercial banks in Pakistan have generally gotten into micro-finance as 

a result of a stipulation from the government.  At one point, banks were directed 

to provide loans to the agriculture sector and they were given a rebate on the 

lending they provided.  Despite the incentive, very few banks provided the 

requisite quota.  Some banks like the Khyber Bank have established a special 

micro-finance department inspired more by a social welfare orientation than by a 

belief that micro finance was a profitable venture.  Khyber Banks participation in 

the microfinance sector was also encouraged by donors such as the Asian 

Development Bank and the International Fund for Agriculture Development 

(IFAD) which envisioned that the credit component in their development 

interventions would be provided by the Bank of Khyber.  However, this 

experience was positive only sporadically when there was committed leadership at 

the top.  At the operational level, the Khyber Bank found that its existing staff and 

systems were not well suited to conducting micro-finance operations.  The First 

Women’s Bank also established a micro-finance lending operation but this lacked 

outreach and a true understanding and commitment.  More recently, the 

Government has persuaded commercial banks to enter the sector through equity 

contributions to the Khushhali Bank.  However, the Government has now decided 

to privatize the KB and plans to offer its shares on the market. 

Several interactions between the commercial sector and the micro-finance 

sector in Pakistan have materialized in the past due to MFIs search for funds.  This 

has led them to forge a range of arrangements with commercial banks. Some of 

them have been fairly standard type of arrangements while others have been more 

innovative.  The restriction on commercial banks in Pakistan not to provide 

unsecured loans above Rs.5 million has worked as a constraint in forging some of 
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these partnerships.   MFI-NGOs which have been able to provide collateral have 

benefited more from these arrangements.  The National Rural Support Programme 

has pledged its government securities to secure loans from a host of commercial 

banks such the Habib Bank, Al-Falah Bank, Soneri Bank and First Women’s 

Bank.  Kashf and Asasah have been able to secure funds from the Muslim 

Commercial Bank and others, etc.  However, the sector has been less 

entrepreneurial than in most countries in securing such arrangements. 

The mainstream commercial banking sector believes that micro-finance 

poses excessive risk and there are no added incentives for them to enter a market 

when existing operations have yielded annual profits of between 60 to 100% in 

the last few years.  However, some banks are exploring other models, such as the 

service company model, which reduces their direct risk exposure. The commercial 

sector has been enamoured with consumer lending and feels that a loan product 

which helps them secure loans against salaries and spread their risk offers a good 

path for growth.  Without access to specific credit technologies for the 

microfinance sector, the commercial banks have been reluctant to enter the sector.  

As a result of the current tight liquidity conditions in the inter-bank market and 

rising yields on government paper and corporate debt, the commercial banks have 

little incentive to venture into this new area.  The financial crisis is likely to 

further limit commercial appetite for microfinance. 

The micro-finance practitioners in Pakistan have a strong view about the 

direct entry of commercial banks into the micro-finance sector.  While micro-

finance NGOs feel that commercial banks will be unable to undertake micro-

finance due to their very different orientation and it is best that they stay out of the 

sector.   In this context, the government has taken a liberalized approach and 

rather than pursue the old approach of directed lending for priority sectors it has 

issued guidelines which list the various options for commercial banks to enter into 

the micro-finance sector through partnerships with NGOs and through 

downscaling their products.  In view of the current financial crisis the commercial 

banks entry into the microfinance sector appears somewhat unlikely. 
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2.2.6 Microfinance Initiatives by NGOs 

The provision of microfinance services was initiated on a small scale by 

several NGOs running development programmes when they realized that credit 

was an essential input for enhancing productivity and incomes. The Aga Khan 

Rural Support Programme (AKRSP) in the Northern Areas and the Orangi Pilot 

Programme in urban Karachi were among the first to Initiate a Micro-Finance 

Programme. When AKRSP first started its operations, loans were not part of its 

portfolio.  At this stage, savings was the only component of the AKRSP model 

due to its basic premise that social capital, human capital development and capital 

formation constituted key elements for rural development. Its strategy for capital 

formation was to insist that its members save during their weekly Village 

Organization meetings. The savings programme generated considerable interest 

among both men and women and, in fact, provided the main motivation for the 

first women’s organizations established in the Northern Areas.  AKRSP’s savings 

programme provided the first opportunity to small savers to save with the formal 

sector through its intermediation with the banks. The savings were deposited with 

commercial banks as the NGO was not allowed to take deposits. 

When AKRSP first initiated its operations, it had not systematically 

planned a credit programme for its clients. AKRSP entered the credit market when 

it realized that its clients needed loans for investment purposes and that the loans 

available from the formal sector could not be easily tapped due to cumbersome 

disbursement procedures and high transactions costs. AKRSP’s credit chronology 

illustrates its dynamic nature and the inexperience of its financial managers. 

AKRSP has experimented with many types of different loan products since its 

inception in 1982.  In designing its loan products, AKRSP appears to have 

struggled with balancing several different motivations such as social cohesion, 

access to inexpensive source of funds for its clients, investment in village 

development and sustainability. AKRSP experimented with short and long-term 

loan products and individual and group loans as well as developing a village 

banking model.  In later years, AKRSP developed a package of Village Banking 

which allowed the VOs and WOs to assume much of the responsibility for micro-

level banking operations and laid the cornerstone for the financial autonomy 

which the VOs and WOs later wrested for themselves and initiated a programme 
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of internal lending under which the members on- lent their members money from 

their own savings on terms and conditions determined by them.  Finally, AKRSP 

separated microfinance from its operations and transferred all its resources and 

staff to the First Microfinance Bank and completely divested itself of 

microfinance operations. However, some of its stronger VOs and WOs continue 

the village banking operations on their own even today. 

The Orangi Pilot Programme which had used the improvement of 

sanitation in one of the urban slums in Karachi initiated a credit programme when 

it realized a critical need for financial services.  However, OPP did not have a 

model either and under the guidance of Dr Akhtar Hameed Khan experimented 

with several different approaches.   These programmes continued to grow 

gradually and spawn other rural development initiatives across the country such as 

the National Rural Support Programme in Islamabad, the Punjab Rural Support 

Programme in Lahore and the Sarhad Rural Support programme in 

Peshawar. These were all patterned on the line of AKRSP. These programmes 

were not designed to run as sustainable programmes and were managed by Social 

Organizers with no experience of managing such programmes. In fact, in the early 

years there was no estimation of how much it cost to actually deliver these credit 

services and the interest rates were fixed on an ad hoc basis to reflect what the 

programme managers felt the poor could afford to pay.1 

In the early 1990s most NGOs were running their micro-finance 

programmes from outright donor grants. The sector was not at a stage where it 

was considering loans to finance its programmes. There was little consideration 

given to the source of funds that would fuel future growth. None of the NGOs, 

apart from the Sarhad Rural Support Corporation (now SRSP) which had been 

given a loan from Khyber Bank as part of a donor project, was reporting any 

financial cost on borrowings because they did not incur any cost on this account. 

The year 1996 is viewed as a turning point in the history of the microfinance 

sector in Pakistan. This was the year that Kashf Foundation was initiated as the 

first specialized microfinance organization in the country with a grant from 

Grameen Foundation, AKRSP realized the need to separate its microfinance 

                                                                 
1 Haq, Aban. Ed. Edited by Minerva John. Microfinance Industry Assessment: A Report on 

Pakistan. Pakistan Microfinance Network . September 2008, p.87 
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operations and created a separate unit to track financial performance, and the 

National Rural Support Programme initiated its Urban Poverty Alleviation 

Programme(UPAP) in Rawalpindi to help develop a pilot programme on a 

sustainable pattern. Some of the NGOs decided to collaborate and form an 

association of microfinance providers in Pakistan in 1998, called the Microfinance 

Group-Pakistan, which later evolved into a formal organization in 2001 in the 

form of the Pakistan Microfinance Network (PMN). The establishment of PMN 

spurred a focus on transparency, performance reporting, capacity building and 

tracking progress in the microfinance sector. 

At the government level, concerted efforts for the promotion of the sector 

began in the year 2000 when an apex funding body, the Pakistan Poverty 

Alleviation Fund (PPAF) was established for poverty alleviation.  As an apex 

organization, the role of PPAF is to act as a wholesaler and intermediary of funds, 

while its Partner Organizations (POs) perform the actual retailing function of 

loaning funds and implementation of projects on the ground. PPAF provides its 

partner NGOs three types of facilities which consist of (i) extending lines of credit 

for expansion of poverty targeted micro credit programmes (ii) grants for 

Community Physical Infrastructure (CPI) schemes and social sector services on a 

cost sharing basis and (iii) grants to strengthen the human and institutional 

capacity of POs. 

The establishment of PPAF and its financing of NGOs provided a real 

impetus to the growth of the sector. In the last eight years from 2000 to 2008, 

PPAF has established itself as one of the main players in the development sector 

in Pakistan.  From the initiation of its activities in 2000 to the end of December 

2007, PPAF had disbursed a cumulative total of US$ 457 million to 71 Partner 

Organizations.  On a cumulative basis it has disbursed US$ 348 million for credit, 

US$ 75 million for community infrastructure schemes and US$ 34 million for 

capacity building. It has developed itself as a professional and highly credible 

apex institution with a strong and efficient corporate culture.  It is today one of the 

largest social funds in the world.  While its Partner Organizations may hold a wide 

range of views regarding PPAF, they all agree that it has been the main catalyst 

which has led to the exponential growth in the microfinance sector, enabled a 

more integrated approach to rural development and allowed a long-term 
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perspective to social mobilization and community empowerment. They also agree 

that it has transformed them from charity driven organizations dependent upon 

donor financing to organizations with a clear business plan for becoming 

sustainable development partners. 

There was little conception of working towards sustainability in the micro-

finance operations when PPAF first started its operations.  For many years the 

main providers in the sector were micro-finance NGOs which started micro-

finance as one of their many activities. They initiated micro-finance more as a tool 

for social mobilization than as a sustainable financial product.  Some of the 

leading organizations had not properly separated out their micro-finance 

operations from their other operations and assigned notional costs to their micro-

finance operations.  The Pakistan Poverty Alleviation Fund (PPAF) was the first 

organization which was able to change the expectation that NGOs could only 

operate with grants.  Prior to PPAF, none of the NGOs had ever taken loans to 

finance their operations.  PPAF thus brought about a significant shift in the 

institutional mind-set of these organizations.  This change entailed a complete 

transformation in organizational culture, appraisal criteria, staffing pattern, 

financial management and monitoring and evaluation criteria. 

The leading microfinance practitioners are all beginning to transform their 

microfinance programmes in Pakistan.  They have all either already separated 

their microfinance programmes from other services or are in the process of doing 

so.  PPAF now requires its Partner Organizations to prepare separate audited 

accounts for their microfinance operations.1 

In 2000 the government under a separate ordinance and with financial 

assistance from the Asian Development Bank established the Khushhali Bank for 

providing microfinance to un-served and underserved areas of the country. In 

2001 the State Bank of Pakistan formulated the Microfinance Institutions 

Ordinance 2001 which opened the way for the private sector to establish 

microfinance banks with much lower levels of reserve requirements and equity 

financing.   This heralded the beginning of the ‘commercial’ era for microfinance 

                                                                 
1 Microfinance Industry Assessment: A Report on Pakistan. Pakistan Microfinance Network. 

September 2008. p.89 
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when microfinance was not viewed as just a ‘social’ service but rather a 

sustainable financial enterprise as well.  To date, eight MFBs have been 

established in Pakistan (NRSP and Kashf have recently been provided 

microfinance banking licenses). The sector consists of a diverse range of players 

today. It includes development NGOs, specialized MFI, Microfinance Banks, 

development finance banks with microfinance operations, commercial banks also 

attempting to develop a range of products, post office branches with some 

linkages with the microfinance sector, insurance companies and private sector 

leasing firms with products especially designed for the microfinance sector. 

2.2.7 Rural Support Programmes and Broad-Based Development 

NGOs 

Rural Support Programmes originated in Pakistan during the 1980s when 

the first RSP-the AKRSP-was established in the Northern Areas of Pakistan. In 

subsequent years, the RSP model based on community organization and 

mobilization was replicated across the country. There are currently over 10 RSPs 

operating across Pakistan. The Rural Support Programmes and broad-based 

development NGOs provide microfinance services as well as grants for 

community level infrastructure projects, education and health services at the 

village level. While some of the rural support programmes have received initial 

endowments from the Government such as the National Rural Support 

Programme, the Punjab Rural Support  Programme and the Sindh Rural Support 

programme and are therefore known as Government-sponsored Non-

Governmental Organizations (GoNGOs) most others have received no support 

from the Government but rely almost exclusively on donor support such as the 

Sarhad Rural Support Programme, the Baluchistan Rural Support Programme and 

the Thardeep Rural Development Programme. A few other organizations are also 

included in this category such as the Development Action for Mobilization and 

Emancipation (DAMEN), Sungi Development Foundation and Centre for Women 

Cooperative Development (CWCD).   

With respect to microfinance, the RSPS and broad-based NGOs are the 

largest peer group, accounting for 39 percent of active borrowers at the end of 

December 2008.  However, this large share can mostly be attributed to the 

National Rural Support Programme (NRSP), which accounts for 80% of this peer 
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group’s outreach.  Again, due to their multidimensional nature, the microfinance 

services offered by most RSPs are limited to one or two basic credit products. 

RSPs also mobilize savings from their members but since they are not allowed to 

take deposits these are deposited in commercial banks in the name of the 

community organizations. There is a wide variation in these organizations in terms 

of their financial management and sustainability. While two of these organizations 

are operationally self-sufficient, the others subsidize their microfinance operations 

from grants received through donor support or income earned from other 

development activities. The Punjab Rural Support programme and the Sarhad 

Rural Support programme have had particular problems with their microfinance 

programmes. As a result, PRSP has considerably slowed down its activities in the 

sector while SRSP and the Baluchistan Rural Support programme have conducted 

a complete review of their earlier programmes and have initiated new programmes 

with a clear assessment of costs and sustainability. 

2.2.8  Other Financial Service Providers 

The first foray into microfinance by a regulated financial institution was 

made by a leasing company-Network Leasing Corporation Limited (NLCL), 

established in 1995, specifically for providing micro leasing services to small 

businesses throughout Pakistan. The latest annual report of NLCL shows credit 

lines from Deutsche Bank Microfinance Fund, Swiss Agency for Development 

and Cooperation (SDC), and Pakistan Poverty Alleviation Fund (PPAF). This 

company is now facing serious problems due to internal fraud and poor 

management systems. ORIX Leasing Pakistan (OLP) is a leading financial service 

company with an array of products. Established in 1986, OLP is a listed Pakistani 

leasing company sponsored by ORIX Corporation Japan-an integrated financial 

service company with over $50 billion assets spread over 23 countries. It has also 

been providing services to the micro-finance sector through arrangements with 

Asasah and other intermediary MFIs. 

Although not considered mainstream institutions, some public sector 

organizations also provide financial services to the public.  Amongst these are the 

National Savings Organization (NSO) and Pakistan Post Savings Bank (PPSB). 

The NSO acts as an agent for the Ministry of Finance (MoF) and mobilizes 

savings through various types of deposits and savings instruments.  Its products 
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are available through its own network of 368 centres, as well as in post offices and 

branches of commercial banks across the country. Some of the products offered 

by the organization are of interest to small depositors, as the minimum deposit is 

now low (Rs. 100 for a savings account, Rs. 500 for some savings certificates and 

the special savings account).  Prize Bonds sold by the NSO also come in small 

denominations and are relatively popular with the urban poor.  Besides its core 

function of handling mail, Pakistan Post performs various agency functions for the 

government, including providing deposit services to the general public through 

half of the 13,000 PPSB branches. According to estimates, the PPSB holds 

deposits worth Rs. 56.6 billion in approximately 3.8 million accounts, of which an 

estimated 70% are below Rs. 10,000.  In October 2007, Pakistan Post entered into 

a public-private partnership with FMFB which will allow FMFB to use 4000 of 

the Post’s sub offices for expanding its own microfinance operations. 

2.2.9  Support Organizations 

The Pakistan Microfinance Network (PMN) has provided critical support 

to the sector in terms of establishing industry standards, transparency, 

performance indicators, capacity building, research and advocacy for policy 

support.  It is the only national level network for microfinance practitioners in the 

country. It emerged after the first Microcredit Summit held in 1997 as an informal 

effort by some practitioners, and was formally registered with the SECP as a non-

profit company in 2001. Its membership currently includes 20 organizations from 

the various MFI peer groups who collectively account for over 95% of the sector. 

The network’s vision and mission revolve around expanding access of formal 

financial services and supporting retail institutions in achieving this objective.  Its 

efforts towards promoting transparency and creating an enabling environment for 

microfinance in Pakistan have been widely recognized. A few provincial level 

networks are also operating in the country but except for the Sindh Microfinance 

Network that was established through the efforts of the local NGOs, others have 

failed to move forward.  Microfinance banks are also members of the Pakistan 

Bankers’ Association (PBA), which was established in 1953 to coordinate the 

efforts of the banking industry in Pakistan. 

The JCR-VIS Credit Rating Company is one of the two local institutions 

providing ratings for financial institutions in Pakistan. It is also the only company 
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that provides ratings for MFBs and MFIs. MFBs are required to be rated annually 

as per SBP’s requirements, but some MFIs have also had themselves rated in 

order to ascertain ‘where they stand,’ or as part of their strategies to access 

commercial funding in the future. 

Currently, there is no credit bureau in Pakistan that covers the entire 

microfinance sector. The largest credit bureau is the CIB, housed in and run by the 

central bank, and all banks are required to submit information on all outstanding 

loans to the CIB. Microfinance banks are also required to report to the CIB. In 

addition to SBP’s CIB, a few private sector credit bureaus also exist but they 

mainly serve the banking sector. However, efforts are underway to establish a 

credit bureau for the microfinance sector. Due to the strong interest of its 

members, PMN has begun working on setting up a pilot credit bureau in Lahore, 

covering all MFIs working in the district. Initially, this will house negative 

information only and is mostly intended to be a test run for a full-fledged, 

country-wide CIB for the sector. In addition to the PMN, the ADB has also 

undertaken a feasibility study for the establishment of a CIB for the sector and 

their report is expected soon. 

2.2.10  Key Principles of Microfinance 

 The principles of microfinance can be defined as follow: 

 Deprived segment of the society needs a diversity of financial services, not 

only loans. 

1. It is powerful instrument to fight against the poverty.  

2. It is a source to build financial systems may be useful to serve poor. 

3. It must pay for itself to accomplish large numbers of poor people. 

4. It is about building perpetual domestic financial institutions.  

5. Micro credit is not the suitable instrument for everyone or in every 

situation.   

6. Mark up ceilings making it difficult for poor people to get credit.   

7. The task of government is to enable financial services, not to provide 

them.  
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8. The funds of the donor should be supported to private capital not to 

compete with private capital. 

9. The shortage of organized institutions and managers are the main obstacles 

are microfinance.   

10. It is performed well while it is measured and opened. 

The common mistakes or misconception are found among the people is 

that the microfinance is the modern shape of charity. But there is an apparent 

difference between microfinance and charity.  Normally charity is given for 

fulfilment of needs while microfinance facilities is given to the poor to start 

business and generate own source of income and became economically 

independent Microfinance and micro credit is first used in 1970 and it is an 

innovation in the field of finance. According to Robinson (2001):   

 “Prior to then, from the 1950s through to the 1970s, the 

provision of financial services by donors or governments was 

mainly in the form of subsidized rural credit programmes.”1 

“These often resulted in high loan defaults, high loses and 

an inability to reach poor rural households The difference between 

microcredit and the subsidized rural credit programmes of the 

1950s and 1960s was that microcredit insisted on repayment, on 

charging interest rates that covered the cost of credit delivery and 

by focusing on clients who were dependent on the informal sector 

for credit.”2 

According to Robinson, Nineteen Eighty (1980) was the important year in 

the history of microfinance service because in that year most of MFI 

(microfinance institute) and Grameen Bank came into existence and started their 

work in the field of microfinance and issuing small loans and savings services at 

the large scale. Nineteen Ninety (1990) was also very important year for 

microfinance in this year a good number of microfinance institute came into 

existence. Nineteen Ninety’s (1990’s) is the microfinance decade in this decade 

microfinance converted or turned into industry. Ditcher (1999), “The development 

                                                                 
1 Journal of International Development. Special Issue. 1996. Vol. 8, No. 2. p. 154. 

2 Journal of International Development. Special Issue. 1996. Vol. 8, No. 2. p. 154 
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in micro credit institution, attention changed from, just the provision of credit to 

the poor (micro credit) to the provision of other financial services such as savings 

and pensions.” 

2.2.11   Evolution of Microfinance in Pakistan  

In case of Pakistan the recent microfinance moment is started in 1982. The 

first microfinance institute in Pakistan is Orangi Pilot project in Karachi and then 

Agha Khan Rural Support Programme (AKRSP). AKRSP spawned the rural 

support movement that accounts for approximately 70% of NGO outreach in 

microfinance and includes some of the largest providers in the country.1 In the 

year of 1990 the microfinance facilities are widely spread across the country many 

NGOs took momentum in this sector. In 1996, Kashf Foundation was established 

which has started its work to provide microfinance facilities all over the country. 

In Musharraf regime (1999 to 2008) the government firmly focused on poverty 

alleviation programme. So, in this era microfinance network increased very 

sharply because the government has selected microfinance as a tool to fight 

against poverty. For this purpose, Pakistan government has established Pakistan 

Poverty Alleviation Fund (PPAF) with the help of World Bank in the year of 

2000. Another initiative of the government in which microfinance has used as a 

tool of poverty alleviation by establishing Khushhali Bank which has provided 

and diversified the microfinance product like housing finance, personal loans, 

leasing, insurance and remittance services all over the country specially in the 

rural area of the country.  According to Khushhali Bank’s annual report published 

in the year of 2017, a good number of the investors have shown their interest in 

microfinance because the rate of return in microfinance is much higher than in 

conventional banking system. According to the several reports and studies risk in 

microfinance sector is lower and it will be dominant in private sector by the year 

of 2025.2 The microfinance network is increasing very sharply in Pakistan. 

Support of government is also the key factor to accelerate this sector in case of 

Pakistan. According to Khushhali bank report the number of clients who availed 

                                                                 
1 World Bank Report on ‘Performance and Transparency: A survey of microfinance in South 

Asia’ p. 67 

2 Khushhali Bank’s Annual report 2017-p. 4 
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microfinance facilities were 100,000 in 2001 which have accelerated to 1,400,000 

in 2017.1 

At Present following microfinance institutions are functioning in Pakistan: 

2.2.12   Micro Finance Institutions 

1. Akhuwat  

2. Asasah 

3. Community Support Concern 

4. Development Action for Mobilization and Emancipation  

5. Kashf Foundation 

6. Orangi Pilot Project  

7. Sindh Agricultural and Forestry Workers Cooperative Organization 

2.2.13   Micro Finance Banks 

1. Kashf Microfinance Bank 

2. Khushhali Bank 

3. Network Microfinance Bank Limited (NMBL)  

4. Pak-Oman Microfinance Bank Limited (POMFB) 

5. Rozgar Microfinance Bank Limited 

6. Tameer Microfinance Bank Limited  

7. The First Micro Finance Bank Limited (FMFB) 

2.2.14   Rural Support Programmes 

1. Lachi Poverty Reduction Project 

2. National Rural Support Programme 

3. Punjab Rural support  

4. Sarhad Rural Support Programme 

5. Thardeep Rural Development Programme  

                                                                 
1 Khushhali Bank’s Annual report 2017-p. 5 
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2.2.15  Others  

1. BRAC 

2. Centre for women Cooperative Development 

3. Jinnah Welfare Society 

4. Narowal Rural Development Programme 

5. Organization for Participatory Development 

6. Rural Community Development Society 

7. Save the Poor 

8. Sindh Rural Support Programme 

9. Sungi Development  

10. Swabi Women’s Welfare Society 

11. Taraqee Foundation 

12. Bank of Khyber  

13. ORIX Leasing Pakistan Limited 

The Pakistan Microfinance Network tracks growth in the sector on a 

quarterly basis and reports that in the last quarter of 2008 there was a dramatic 

downturn as microcredit growth entered into negative figures for the first time in 

two years.  Active borrowers decreased by 7% while the Gross Loan Portfolio 

(GLP) of the sector fell by 12%.  This decline is attributed to the financial crisis, 

the credit crunch; slowdown in economic activity, political and economic 

instability in the country, lack of security and the rising Portfolio at Risk in the 

sector which is cautioning slow growth. The PMN reports that many MFIs have 

been unable to roll over existing lines of credit. The increase in active borrowers 

has mostly come from smaller organizations such as BRAC, which has continued 

its modest growth. Organizations like the National Rural Support Programme 

(NRSP) and the First Microfinance Bank (FMFB), which have been two of the 

largest contributors to microcredit growth, reduced their numbers in the last 
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quarter of 2008. Despite the negative growth in the last three months, there was an 

increase in the overall number of borrowers last year.1 

Although the range of financial services that an institution can offer is 

dependent on its legal status, most MFIs are currently providing similar products 

and targeting similar markets.  A review of the geographic dispersion of active 

borrowers that there is concentration of service provision in urban areas of Punjab 

and Karachi.  There are large parts of the country which are underserved or un-

served.  Most MFIs have not provided coverage to rural areas because of the high 

cost of serving these areas.  Pakistan has an overall population density of 206 

persons per square kilometre. 

At the end of December 2008, the microfinance sector had 1,743,609 

active savers and the total volume of savings constituted US$ 67 million.  The 

number of savers surpassed the number of active borrowers. There are essentially 

two types of approaches used for generating savings in the sector. The first is 

intermediation which is when public deposits are used to finance an organization’s 

loan portfolio. Only SBP-regulated MFPs (CFIs and MFBs) can accept and 

intermediate deposits from the general public. The second is mobilization: MFPs 

not regulated by SBP (MFIs, NGOs, and RSPs) can neither, neither hold nor 

intermediate deposits from the general public. These organizations do however 

mobilize savings from their members/clients to place with licensed commercial 

banks. The Table below outlines the total number of savers, the volume of savings 

and the savings balance in the sector at the end of December 2008. The figures 

indicate that the majority of the savers are with RSPs while the majority of the 

savings is with MFBs which rely on both low- and high-end deposits.  Within the 

Banks the FMFB has the major share of savers. An analysis of the number and 

volume of savings shows that MFBs have an average balance of Pak Rs 16,594 

while the RSPs have an average balance of Pak Rs 925 per account. 

Savings is not an area which the sector has focused upon very 

significantly. The Rural Support programmes which patterned their programmes 

on the model of AKRSP initiated savings not because it offered a service to the 

                                                                 
1 European Journal of Social Sciences – Volume 14, Number 1 (2010), p.65 
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client but because it was in keeping with their strategy of social mobilization 

which dictated that capital accumulation was a key part of building social capital. 

As such, the savings programmes offered by the RSPs have lacked some of the 

key attributes of savings products which clients generally prefer such as liquidity, 

security, convenience.   Savings were often used by the RSPS as security for 

group loans and as such members could not withdraw funds if there was a loan 

outstanding against the VO or WO. The growth in the number of savers and 

volume of savings is illustrated in the graphs below. This shows that savings have 

been more or less static with RSPs/MFIs. There appears to have been a special 

push to enhance savings by the RSPs/MFIs in the last one year. MFBs have shown 

a steady growth in both the volume and number of savers. 

Given the sector’s credit focus in the past, developments in micro-

insurance have grown rapidly due to effective negotiations by the MFIs on behalf 

of their clients with insurance companies. By the end of December 2008, there 

were approximately 2.2 million policy holders in the microfinance sector, of 

which 70 percent were covered by life insurance (or more precisely, credit-life) 

and the rest by health. Kashf Foundation has the largest number of clients with 

insurance (approximately 600,000), followed by National Rural Support 

Programme (NRSP), which offers both life and health insurance. NRSP has also 

partnered with Adamjee Insurance Company Ltd. to provide health insurance to 

its clients. 

Establishment of the First Micro Insurance Agency (FMIA), as an affiliate 

of the Aga Khan Agency for Microfinance (AKAM), is the first concerted effort 

to promote micro-insurance in the sector.  FMIA is currently working with a 

number of MFIs such as First Micro Finance Bank (FMFB), Tameer MFB, 

Khushhali Bank (KB) and Kashf to develop and offer credit-life and health 

insurance products.  It also plans to extend its product range to livestock and crop 

insurance in the future.  At the moment, the target market for FMIA and its 

partners are their credit clients. The extension of stand-alone insurance products 

will take a few years. FMIA’s back office functions are handled by New Jubilee 

Life Insurance Company Limited. 

As in most countries, the sector is dominated by a few players in terms of 

market share and growth.  The top five Microfinance providers which include the 
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NRSP, the Khushhali Bank, Kashf Foundation, the First Microfinance Bank and 

the Punjab Rural Support programme have 80% of the market share in terms of 

active borrowers at the end of December 2008. 

2.2.16   Demand for Micro-Finance Services 

There is widespread belief that there is a large unmet demand for financial 

services, especially among the poor.  Estimates of demand internationally and 

nationally present a wide gap in the demand and supply of micro-finance services 

in general and credit in particular.  In Pakistan, the financial sector has grown 

considerably over the last few years but this expansion has not reached all 

segments of the population or all regions of the country. Estimations and choice of 

indicators to measure financial penetration vary due to data limitations and lack of 

international consensus on how best to quantify access, or lack thereof. World 

Bank (2007) uses a composite measure of access based on the percentage of adult 

population with access to an account with a financial intermediary. In case of 

Pakistan, this is estimated to be 12%, compared to 48% in India, 59% in Sri Lanka 

and 32% in Bangladesh. On the other hand, SBP estimates that 37% of adults have 

bank accounts. Given the realistic assumption that one individual may have more 

than one account, the actual percentage is likely to be lower. 

In assessing credit demand in Pakistan, the Asian Development Bank’s 

Micro-Finance Sector Development Review1 asserted that there were 6.3 million 

poor households in Pakistan at the time of the assessment and all of them were 

potential clients for financial services and that government considered half the 

adult poor population (nearly 10 million) as potential micro-finance clients.  The 

estimated potential demand for microcredit was assessed to be about US$ 2 billion 

based on the need for an average loan of US$ 300 per household by all poor 

households or about $ 3 billion based on the estimate that half the adult poor 

population requires a loan at any given time.  However, when these figures are 

juxtaposed with estimates of credit demand based on survey data, the situation 

that emerges is somewhat different. 

                                                                 
1 Report and Recommendation of the President to the Board of Directors on the proposed Lo an 

to the Islamic republic of Pakistan for the Micro Finance Sector Development Programme. 

November 2000. P.138 
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The largest survey in this regard was conducted in 1998 by the Applied 

Economic Research Centre and this found that 76% of the households did not 

apply for a loan as they did not see any reason to borrow (59%) and did not like 

asking for a loan (17%). There was not much variation in the response by 

landowning pattern, tenancy pattern, and occupational group or by gender. The 

National Human Development Report on Poverty, Growth and Governance1 found 

that “70% of the rural households never applied for any loan. From among these, 

33% replied that they did not need a loan and 43% did not want to pay interest for 

religious reasons.2  These results are quite contrary to the general contention of a 

widespread demand for credit.  The other important aspect is that not all the 

people borrow concurrently.  In a given year, only a certain proportion will 

borrow but over a longer period of time the proportion of households which 

borrow goes up significantly. 

The Rural Financial Markets study found that 61% of the households 

obtained at least one loan during a five-year period. Micro-Finance experts3 

maintain that while most people have not applied for a loan from formal sources it 

does not mean that the poor do not need some emergency consumption loans 

during the lean. 

2.2.17   Niche Market for Micro Finance in Pakistan 

Based on current data there are estimated to be 9.7 million poor 

households and 66.3 million poor people in Pakistan in various categories of 

poor. The PMN estimates that of these, 29.5 million people are potential clients of 

credit and about 66.3 million are potential clients of microfinance services.  Based 

on these estimates it would appear that there is a huge unmet demand for credit in 

the country.  Government targets at the moment are to reach 3 million people by 

2010 and 10 million people by 2015. This would require a significant up-scaling 

of current levels of service provision and a significant increase in the volume of 

funds.  Furthermore, survey data and client satisfaction surveys repeatedly show 

                                                                 
1 Poverty, Growth and Governance: The National Human development report , Pakistan, 

January 2003, p.69 

2 Poverty, Growth and Governance: The National Human Development  Report, Pakistan, 

January 2003, p.70 

3 S Hashemi, World Bank. Report, 2003, p.189 
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that in order to address client needs, the MFIs would have to increase their current 

loan size, extend duration of loan period, increase repayment period and reduce 

the frequency of payments. 

2.2.18   The Microfinance Potential 

There is significant divergence regarding estimates about the extent to 

which micro-finance actually reaches the poor. Some assert that most MFIs do not 

reach large numbers of very poor people. Some studies show that there are limits 

to the use of credit as an instrument for poverty eradication, including difficulties 

in identifying the poor and targeting credit to reach the poorest of the poor. Added 

to this is the fact that many people, especially the poorest of the poor, are usually 

not in a position to undertake an economic activity, partly because they lack 

business skills and even the motivation for business.1 The Micro-Credit Summit 

asserted that internationally 58 percent of the micro-clients represented the 

poorest.  The record of MFIs in reaching the poor in Pakistan is mixed.  Very few 

NGOs actually keep a profile of their borrowers and most follow a non-targeted 

approach.  From a host of surveys which include some of the largest PPAF POs 

such as NRSP, SRSP, PRSP and Kashf it appears that at least 50% of the clients 

receiving loans can be classified as poor.  Following the World Bank standard for 

defining the poor as those with an income of US $1 per day per person, Kashf 

assessed that 89% of its clientele spend less than $ 1 per day per head and of them 

40% spend less than $ 0.55 per day per head.2 

2.2.19   Impact of Microfinance in Pakistan 

One of the most broadly shared perceptions about micro-finance is that it 

is beneficial and therefore everyone needs and demands it.  As a result, there has 

been very little questioning about the benefits of micro-finance and until recently, 

little interest in trying to measure its precise impacts.3  Both in Pakistan and 

elsewhere, it was assumed that if loan repayments were being made and 

disbursements were growing then micro-credit must be yielding benefits.  Many 

                                                                 
1 PMN, Impact of Microcredit on Poverty and Gender Equity , 2003, p.27 

2Poverty Assessment Study, Kashf, January 2005, p.75 

3 Maliha H, Hussein and Shazreh Hussain. Impact of Microfinance on Poverty and Gender 

Equity, Pakistan Microfinance Network , December 2003, p.112 



55 

 

programmes in Pakistan followed this approach. Thus, many MFIs assumed that 

since they had repeat borrowers and expanding programmes, they were a success. 

In order to simply reconfirm their basic perception about benefits most 

practitioners got in-house staff and interns to document a range of case histories of 

successful men and women to show how micro-credit was transforming lives.  

Most of the cases studies were well written and while they did demonstrate the 

benefits of micro-credit, they were romanticized versions of the power of credit, 

were generally poorly researched and the financial analysis was undertaken in a 

fairly superficial and uneven manner. By the late 1980s, there was a wealth of 

anecdotal and qualitative case study evidence to support popular perceptions 

regarding the positive benefits of microfinance, but still no carefully controlled 

longitudinal or cross-sectional surveys of borrowers and comparable non-

borrowers.1 

Interest in assessing the widespread impact of micro-credit on poverty is a 

relatively recent phenomenon and most of the major studies in this regard were 

undertaken after 2000.2  Some NGOs like OCT and Kashf have conducted regular 

studies to show the impact of microfinance on their clients.   NRSP has also 

undertaken a few studies to examine how its microfinance operations change the 

lives of its clients.  However, the most extensive national level studies have been 

commissioned by PPAF. The first was conducted in 2002 and covered 1800 

households and a second study was conducted in 2005 with a sample of 3000 

households.   The ADB Institute has also examined the impact of Khushhali 

Bank’s credit programme.  Some studies report particular difficulties in 

identifying impact.  A survey on OCT was unable to quantify the gains on account 

of the loans.  It was felt that too many variables affected business output and it 

was difficult to isolate the impact of the loan from other variables.  While some 

studies report rather limited impact others show rather widespread impact. OCT’s 

experience shows that as families of successful users of micro-credit register 

sustainable income increases, the impact is not confined to greater consumption or 

                                                                 
1 Maliha H, Hussein and Shazreh Hussain. Impact of Microfinance on Poverty and Gender 

Equity, Pakistan Microfinance Network , December 2003, p.112 

2 Maliha H, Hussein and Shazreh Hussain. Impact of Microfinance on Poverty and Gender 

Equity, Pakistan Microfinance Network , December 2003, p.112 
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investment in the microenterprise. These households also show significant 

improvement in such social indicators as children’s education, family nutrition 

and improved hygiene. 

2.2.20   Increase in Incomes 

Most impact studies have examined the impact of micro-credit on 

incomes.  In assessing the impact on income and keeping in mind the potential 

impact, it is important to understand that household income is derived from 

multiple sources particularly, in the rural areas, and a study on the clients of the 

RSS found that 85% of the households derived their income from 3 or more 

sources.1  Even in urban households, it was assessed that households were not 

dependent only on business incomes, but due to the social and cultural factors, 

such as the joint family, substantial income was brought into the household due to 

family members working elsewhere.  The OCT study pointed out that because of 

this joint family system, with collective income and expenditure patterns, with 

income from one head being utilized in others, it is not easy to estimate the impact 

of the loan on business outcomes. 

The survey commissioned by the Pakistan Poverty Alleviation Fund 

undertook a detailed assessment of change in both personal and household 

incomes and found that on the whole around 41% of borrowers and 32% of non-

borrowers experienced positive change in their personal income over the period 

under study.  The difference between the two groups was found to be statistically 

significant.  The increase in the mean income of the borrower group was 

proportionately higher (8%) compared to the non-borrowers (5%).  However, 

these figures reveal a small difference which was statistically not significant.  The 

study also found that on the whole around 44% of borrowers and 33% of non-

borrowers experienced positive change in their household income over the last 

year.  Increase in the mean income of the borrower group was (9%) compared 

with no borrowers (6%). However, this difference was not found to be statistically 

                                                                 
1 Mahmood Hassan Khan. The Rural Support Programmes in Pakistan : Methods for 

Assessment of Cost and Impact. 2003, p.24 
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significant. The distinction between personal and household income did not reveal 

differing results.1 

The results of the periodic assessments undertaken by Kashf show that 

there was a 15% increase in real income.  About 73% of micro-finance clients 

reported an increase in income compared with only 23% of no clients. Its surveys 

indicate that the average income of Kashf clients rose by 30% in one year. Its 

impact survey in 2004 claimed that its loans have helped a substantial number of 

households to rise above the poverty line, not just in absolute terms, but also 

compared to non-clients; as many as 32% of client households below the poverty 

line last year, have moved above the poverty line this year.41 The highest income 

increase was registered by clients engaged in manufacturing work and in the 

agricultural sector. About 62% of the respondents of a spot survey reported a 

sustainable increase in income after the loan while the rest reported that there had 

been no sustainable increase in their incomes.2  A study43 to assess the impact of 

NRSP found that generally, the income level of households in the control villages 

is lower than in the treatment villages. However, the differences in the household 

income between members and non-members or households in the treatment and 

control villages are not statistically significant.  All the impact studies report small 

income differentials between clients and non-clients both in terms of the 

proportion of clients experiencing income increases and the amount of increase in 

household incomes.3 

Some of the surveys have also attempted to assess the change in incomes 

from different sources. The PPAF survey undertook an analysis of change in 

incomes from different sources such as agriculture, livestock and enterprise.  The 

survey found that while there was not much difference in the proportion of 

borrowers and non-borrowers who reported an increase in their incomes from 

agriculture and livestock, the change in mean income was considerably higher for 

the borrower group.  However, the proportion of borrowers reporting a net annual 

                                                                 
1 Impact Assessment of Kashf, Arjumand and Associates. DFID. December 2003 

2 NHDR. January 2003, p.41 

3 Mahmood Hassan Khan. The Rural Support Programmes in Pakistan : Methods for 

Assessment of Cost and Impact. 2003, P.94 
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increase in income from enterprise was significantly higher among the borrowers 

(65%) compared to non-borrowers (47%) and the difference in mean income was 

also considerably higher.  A study on the orange Charitable Trust’s clients shows 

that the difference between the OCT and non-OCT borrowers were particularly 

sharp at the lower end of the entrepreneur divide. The small and very small OCT 

borrowers seem to have somewhat better standards of living than the non-OCT 

borrowers.  This might suggest that microfinance worked better at the lower end 

of the entrepreneurial income scale.  

Using data from a survey of clients of Khushhali Bank in 2005, study by 

the ADB Institute found that the lending programme contributed significantly to 

income generation activities such as agricultural production and, in particular, 

animal raising. However, the impacts on other MDGs-education, health, female 

empowerment, and so forth-were of limited significance. However, this survey 

attributed this partly to the fact that 70% of the Bank’s clients in the survey went 

through only one loan cycle, so the impacts on other MDGs were yet to be 

realized. 

2.2.21   Return on Investments 

The Study by Gallup on PPAF clients maintained that while it was quite 

complicated and hazardous to compute the return on investment, the researchers 

had roughly estimated the mean return on investment for the loans averaging 

around Rs 9,138 at approximately 30% per annul.  In the urban context, small 

scale, informal enterprises have in many cases provided higher returns on capital 

invested than large scale or medium scale enterprises in the formal sector.  OCT 

estimates rates of return on different enterprises as being between 8 to 30 percent.  

These typically include returns to both capital and labour. 

  

2.2.22   Employment Generation 

OPP-OCT’s lending is exceedingly targeted toward a small number of 

clients it has identified as entrepreneurs and it is believed that empowering such 

persons will have spill over effects in the employment of those in tiers below.  

However, none of the studies on OCT have examined its employment generation 

impact.  Kashf looked at this issue and found that 49% of the clients reported that 

an additional member of the family joined the labour force compared to 27% of 
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non-clients who indicated having an additional economically active member 

compared to the previous year. The increase in employment included both men 

and women. The PPAF data shows that neither of the two groups, borrowers and 

non-borrowers made notable contribution to employment generation. Apparently, 

the size of their business or agricultural and livestock activity as well as the scale 

of loan is insufficient to make substantial contribution in this area. 

  

2.2.23   Change in Consumption 

The Rural Financial Markets study found that nearly two-thirds of the 

large loans were borrowed for consumption purposes.1 These were predominantly 

borrowed from friends, relatives and other informal sources.  A comparison 

between borrowing and non-borrowing households reveals strikingly similar 

levels of household consumption expenditure between the two categories. Given 

the inter-temporal variation in income levels and the associated risks of crop 

failure, households with low income and savings potentials borrow loans as risk 

coverage to meet their consumption needs. Data from the survey undertaken by 

PIDE for the National Human Development Report found that the extremely poor 

whose incomes and receipts fall below the poverty line, tend to use loans and sale 

of assets to increase their consumption level.2  As much as 17% of the total 

consumption of the poor is financed through credit and 5% through the sale of 

land. Among 60% of the households, the main purpose of borrowing was 

consumption including ceremonies. The extremely poor use a higher proportion of 

the loan to finance consumption expenditure (67%) compared to the poor (58%) 

or the non-poor (52%).  A sample survey of the beneficiaries of seven NGOS was 

also undertaken as part of the research for the UNDP’s Human Development 

Report and this spot survey also found that an overwhelming proportion of the 

loan is being used for consumption purposes by both the poor and non-poor 

although less so by the non-poor. 

The PPAF survey also measured change in household consumption.  On 

the whole, around 34% of borrowers and 30% of non-borrowers experienced 

positive change in their overall expenditures during the study period.  Change in 

                                                                 
1 Maliha, H and H. Shazer, the Impact of Microfinance on Poverty and Gender Equity, p.21 

2 UNDP. Human Development Report, January 2003, p.51 
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the mean expenditure of the borrower group was proportionately higher (7%) 

compared to the non-borrower group (5%).  Although this difference is small it is 

reported to be statistically significant. The PPAF survey data shows that the 

change in mean expenditure on overall food items is almost the same for both 

borrowers and non-borrowers. However, the change in key food items with high 

protein content was higher among borrowers. 

The UNDP spot survey of NGOs found that 38% of the respondents felt 

they ate better now compared with 40% who felt that they ate better earlier.  

About 22% of the respondents reported no change. The MHK study on the RSP’s 

found that the mean levels of expenditure were not statistically different between 

the member and non-member households or between households in the treatment 

and control villages.  About 46 percent of the monthly expenditure was accounted 

for by food and this was quite similar in all households. However, the MHK study 

was not specifically on borrowers but on beneficiaries. 

Interviews of OCT clients indicated that the most salient and tangible 

benefits of credit described by interviewees concerned food security and improved 

household nutrition.  A majority of the interviewees described improved and 

increased food availability in their homes, and a greater sense of assurance about 

their next meal.1  Another OCT study found that while many borrowers talked 

about the improvement in their livelihood patterns in terms of better food intake, it 

is not possible to estimate any numerical value for this improvement. 

The impact assessment of Kashf showed that 54% of micro-credit clients 

reported an improvement in their diet and nutrition compared with 3% of non-

clients.  Similarly, 41% of the Kashf clients reported no change against 70% of 

non-clients and only 5% of Kashf clients reported deterioration in diets compared 

with 27% of non-clients. 

The evidence that is given here differs somewhat depending upon whether 

qualitative or quantitative methods of analysis were used.  Where interviews and 

case studies were conducted, they report a much greater increase in consumption 

of borrowing households.  Where quantitative techniques are used for data 

collection and Analysis such as in surveys including both borrowers and non-
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borrowers, the findings show that there is little or no difference between the 

consumption levels of borrowing and non-borrowing households. 

2.2.24   Change in Social Sector Status and Indicators 

Some of the surveys have examined expenditures on social sectors 

between borrowers and non-borrowers and tried to examine the extent to which 

micro-credit has helped people with social sector investments. The data from 

NRSP shows that from the borrowed capital, 11% was used to finance health and 

education expenditures. The NHDR/PIDE Survey shows widespread illness 

amongst the poor with sickness being an important factor in pushing people into 

poverty.  The results of the spot survey of NGOs found that in terms of health 

status, 26% of the beneficiaries felt they had better health now while 34% reported 

no change and 40% reported deterioration in health status. There was a wide 

variation in the response of the beneficiaries of different NGOS on this score. The 

Kashf impact assessment looked at health care and found that 58% of clients felt 

that they were now able to divert more resources to health care compared with 

33% of non-clients. 

Most surveys have not reported on the impact of micro-credit on education 

expenditures or investments. Data from case studies shows that a large number of 

women generally claim that education of children is a high priority for them and 

that they borrow and save for children’s education. While the impact study of 

Kashf reported education investment orientation of clients compared with 

consumption orientation of non-clients, its findings found no difference in 

education indicators for the control and client groups. Interestingly, the NRSP 

study by Mahmood Hassan Khan showed that the non-member households have 

spent far more on shelter and health and education than member 

households. However, this does not really look at micro-credit services and these 

members may or may not have benefited from loans.1 

2.2.25   Asset Accumulation 

The most important assets for households in rural areas are land and 

livestock and in the urban areas it is the house plot. However, none of the studies 

looked at land ownership patterns between borrowing and non-borrowing 
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households. The NHDR/Spot Survey of NGOs looked at land ownership between 

the different categories of beneficiaries to assess the economic status of the 

borrowing households but did not look at the impact of the loans on changes in 

land ownership. It appears also from the average size of loans that the loans by 

themselves are not sufficient to enhance the landholding pattern of the borrowers. 

The second most important asset in rural areas is livestock and in many urban 

areas it also forms an important part of the livelihood systems.  Most of the RSPs 

provide loans for livestock and a substantial share of the loans is taken for 

investments in livestock. At least, 23% of the loans of NRSP were borrowed for 

investments in the livestock sector. However, most of the impact studies in rural 

areas do not report on livestock ownership. 

The PPAF survey reporting on change in consumer durables reported that 

the increase in assets is higher among the borrowing households as compared to 

the non-borrowing households.  On the whole, the number of borrowers who 

made additions to their property as well as enterprise related assets are more than 

the no borrowers.  But the results are mixed. The survey shows that the borrower 

group made more additions to the assets during the period under review compared 

to the control group.  The asset building is more pronounced in the case of 

household goods and less so for financial assets or business and agricultural 

assets. Apparently, the loan is too small to lead to building the latter type of 

assets. The data shows that, on average, the borrowers spent more on house repair 

than non-borrowers. The NRSP data showed that the member households have 

spent far more on purchase of assets than non-member households. The Kashf 

study found that 39% of clients reported housing and sanitation improvements 

compared with 27% of non-clients. The OCT study found that a very high 

proportion of borrowers take money for running finances and to buy raw material 

or to buy in bulk in order to realize economies of scale. Very few borrowers 

purchase machinery or make capital investments.1 

2.2.26   Impact of Micro-Credit on Women 

While Most MFIs maintain that they do not discriminate against women 

and offer the same accessibility to women as they do to men, there is a wide 
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divergence in the number and amount of loans that have actually been given to 

women. MFIs increasingly prefer to look at households as their client and do not 

like to distinguish between men and women. Some, like Kashf and the First 

Women’s Bank, while targeting households give loans only through women. 

Others, like the Orangi Charitable Trust and Tameer Microfinance Bank prefer to 

talk about entrepreneurs and the working poor and have found it preferable to 

work with men. While MFIs are very particular that women should not access the 

loans but also use them such as Asasah, Damen etc., but others like Kashf allow 

the women borrowers to pass on the loan to a male relative – which most of them 

do. 

The impact of microfinance on women’s empowerment is inconclusive.  

Especially in the context of Pakistan where many of the MFIs admit that even 

when women are registered as the clients, the majority of the loans are passed on 

to men.  While there are many case studies which show that many individual 

women have benefited from the loans, the overall impact of the microfinance 

services on women is unclear. There are studies which show both positive and 

negative impacts and no significant impacts.  An evaluation of the impact of 

micro-credit on indicators of women’s empowerment in the urban slums of the 

Lahore district of Pakistan was undertaken recently.1 This evaluation used a 

household level instrument that contained information on different dimensions of 

household decisions: child related, health, social mobility, economic and major 

household purchase decisions.  The study explored the link between micro-credit 

and women’s empowerment. After controlling for erogeneity in the estimation by 

using proxies for initial levels of empowerment, matching the controls and treated 

units on observable characteristics the study found no difference between the 

levels of empowerment of treated and control units.  Participation in the micro-

credit programme is found to be insignificant in explaining all the outcome 

indicators of empowerment for the sampled households. 

The impact assessment conducted by Gallup on the micro-credit clients of 

PPAF found that wherever the results had been disaggregated by gender, the 

impact reported by women was far greater than that reported by men. An analysis 

                                                                 
1 Khandker, Shahidur R. German Bank: Impact Costs and Programme Sustainability . Asian 

Development Review, Volume 14, p.11 
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of the change in borrower’s household income shows that while 36% of the male 

borrowers reported a positive change in household income as many as 61% of the 

women borrowers reported an increase in household income. Similarly, 34% of 

the men reported a positive change in personal income compared to 54% of the 

women who reported such an increase. The Gallup study also reported change in 

personal social status by gender.  This comparison found that in each case women 

reported a higher increase in all respects compared with men.  The greater impact 

reported by women is consistent with findings from other countries which also 

report a more significant impact of loans provided to women on key household’s 

indicators. 
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Chapter 3 

Islamic Micro Financing 

3.1 Introduction  

Poverty is obvious, it occurs everywhere in the world, and seems to be “… 

the biggest moral challenge of this century.”1 It called attention from most of 

government and non-governmental organization to alleviate or at least reduce it in 

an effective way. In Islamic perspective, poverty is not just observed from 

material aspect but also from moral/spiritual, thus, any poverty alleviation 

approach should reflect on both aspects. It might be reasoned that while 

conventional approach on poverty left the significance of committing to 

moral/spiritual, Islamic approach has more attention on that aspect. Islam support 

capacity development building through microenterprises as a way to strengthen 

the poor and move up from poverty.  

Nowadays, some Muslim countries claim that the lack of development 

they are suffering from is the direct consequence of the colonization that they 

have endured, during long decades. In fact, this argument seems to be true when 

we consider the enormous amount of fortune that has been collected by settlers in 

several Muslim countries. However, even if it is one of the main factors behind 

those countries’ underdevelopment, we believe that many other important reasons 

are ignored. Among these reasons, one can mention the lack of development 

schemes that take into account the reality of these countries, namely schemes that 

correspond to Islamic teachings. In Islam, each person must bring his stone to the 

edifice, and try to proceed with the available means to contribute to the 

development of the nation (Ummah) in general and to the development of their 

country in particular. In order to achieve the development objective, we believe 

that Muslims have no other choice but to go back to their Islamic values and 

teachings in this field and stop to blindly import the solutions that have originally 

been designed for other nations. This incompatibility of imported solutions has 

caused a waste of time for numerous Muslim countries, in many cases. 
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How does one go about reducing poverty levels and providing 

microfinance (MF) in Muslim societies? How does one make a choice between 

the Islamic model of MF and the MF "best practices" that reflect wisdom and 

lessons learnt from decades of "real life" MF experiments? The former is 

normative and largely an untested proposition in the context of a modern 

economy, notwithstanding a small number of recent experiments. The latter, on 

other hand, as proponents claim, are well-experimented and well-documented and 

made widely available among the global MF community. A significant contributor 

to this exercise has been the Consultative Group to Assist the Poor (CGAP), a 

multi-donor consortium dedicated to advancing microfinance. CGAP envisions a 

world in which poor people everywhere enjoy permanent access to a range of 

financial services that are delivered by different financial service providers 

through a variety of convenient delivery channels. It is a world where poor and 

low-income people in developing countries are not viewed as marginal but, rather, 

as central and legitimate clients of their countries’ financial systems. In other 

words, this vision is about inclusive financial systems, which are the only way to 

reach large numbers of poor and low-income people. As a way forward to realize 

this vision, CGAP has come up with a set of key principles of MF that together 

constitute the essence of "best-practices" MF. 1 

 These principles broaden the definition of MF from micro-credit to 

provision of an array of financial services, such as, savings, insurance and 

remittance as a panacea for the poor and the under-privileged to move out of 

poverty into a state of increasingly better standard of living. The principles 

advocate free pricing of the services. They emphasize that access to MF and not 

cost of MF should be under focus in designing and implementing a poverty 

alleviation strategy. The strategy should aim at sustainability through a shift from 

a charity-based donor-dependent approach to a market-based for-profits approach 

emphasizing systemic efficiency and transparency and restricting use of donor 

funds to temporary support in the initial stage of an MFI and capacity building. 

Recent writings advocate use of charity for providing social safety nets for the 

extremely poor who are un-bankable and therefore, unsaved by the for-profit 
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MFIs. The principles also underscore inclusiveness and integration of MF with the 

formal financial system. 

While poverty eradication remains the cherished goal of Islam and MF 

"best practices" is there a degree of commonality too in their approaches and 

strategies to poverty alleviation? Lessons from real-life experiences reflected in 

the "best practices" MF indicate a dual approach – use of charity as well as "for-

profit" microfinance. At the same time, donor funds should complement private 

capital, not compete with it. The charity-based approach should be restricted to 

either providing temporary start-up support designed to get an institution to the 

point where it can tap private funding sources, or devoted to capacity building to 

take care of the shortage of strong institutions and managers. A charity-based 

approach is also needed for providing social safety net to the extremely poor and 

the destitute and therefore, un-bankable.1 

3.2 Sources of Islamic Microfinance Product 

The sources of Islamic Microfinance products are: 

 Quran 

 Sunnah 

 Ijma’a (Jurist Consensus) 

 Ijtihad & Qiyas (Analogy) 

3.2.1 Quran 

  All ideas or laws in Islam owe their origin to its holy book – the Quran 

and the sayings and deeds of its Prophet (peace be upon him) encapsulated in 

books of Hadith. A saying of the Prophet (peace be upon him) forcefully drives 

domestic the important message of Islam regarding poverty: "Poverty is almost 

like disbelief in God." On any other occasion the Prophet (peace be upon him) is 

reported to have stated "there is no asceticism in Islam". Islam perspectives 

poverty to be a curse to be eradicated thru effective efforts unlike a few global 

religions and philosophies that commemorate asceticism. Poverty is in conflict 

with “enrichment of self (Nafs)”, that's one of the number one goals (Maqasid) of 

Shariah. Islamic jurists have unanimously held the view that it's far the collective 
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duty (Fard Kifayah) of a Muslim society to take care of the simple desires of the 

bad. In truth, in keeping with al-Shatibi, the mentioned Islamic pupil, this is the 

raison deter of society itself.1 

3.2.1.1 Charity   

Charity occupies a crucial role inside the Islamic scheme of poverty 

comfort. The large time period for charity in Islam is Sadaqah. When 

compulsorily mandated on an eligible Muslim, Sadaqah is referred to as Zakat. 

While Sadaqah consequences in waft of blessings which can be expected to be 

strong and everlasting (including, thru endowment of a physical assets), it's far 

referred to as Sadaqah Jariyah or Waqf. 

Zakat is the one among 5 pillars of Islam and rate of Zakat is an obligation 

at the wealth of each Muslim primarily based on clear-cut criteria. Regulations of 

Shariah are pretty clear and complicated in defining the nature of who're liable to 

pay Zakat, at what rate Zakat must be paid and who can advantage from Zakat. 

There may be total flexibility with admire to beneficiaries of voluntary Sadaqah 

and Waqf.  

The number one trouble with a Zakat or Sadaqah-based totally solution to 

the assignment of poverty is the issue of sustainability. Finances mobilized 

through those tools have a tendency to differ once in a while and won't lend 

themselves to cautious making plans and implementation. In addition, those funds 

are meant primarily for the extremely poor and characteristic as a safety net for 

meeting them on the spot and simple wishes. Advantages from Waqf assets are of 

path, intended to glide to the network at huge and also on a sustainable basis.2 

3.2.1.2 Debt Avoidance  

Islam allows debt. But it recommends debt only as a closing motel and 

now not as a method to finance one's developing lifestyle needs. Muslims are 

warned in opposition to extravagance. The holy Quran says: 

                                                                 
1 M U Chapra, The Islamic Vision of Development, Islamic Research and Training Institute, 

Islamic Development Bank, p.23 
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كُلُواْ َواشَْربُواْ َوالَ تُسِْرفُواْ   1 إِنَّهُ الَ يُِحبُّ الُْمسِْرفِينَ وَّ

" Eat and drink, but waste not by excess, for God loveth not the 

prodigals " 

إِنَّ الُْمبَِذِِّريَن كَانُواْ إِْخَواَن  .َوآِت ذَا الْقُْربَى َحقَّهُ َوالِْمسِْكيَن َوابَْن السَّبِيِل َوالَ تُبَِذِّْر تَبِْذيًرا

 .2الشَّيَاِطيِن َوكَاَن الشَّيْطَاُن لَِربِِِّه كَفُوًرا

"Squander no longer wastefully, sincerely the squanderers are the 

Satan’s brethren."  

3.2.1.3 Idea of Cooperation in Quran 

Mutual cooperation and team spirit are a norm vital to Islamic 

social conduct and collective ethics. The second verse of Surah Al Maida 

within the holy Quran says: 

 َ َ إِنَّ ّللاِّ ْ ّللاِّ َّقُوا ثِْم َوالْعُْدَواِن َوات ْ عَلَى اْْلِ ْ عَلَى الْـبِـِرِّ َوالتَّقَْوى َوالَ تَعَاَونُوا شَِديُد  َوتَعَاَونُوا

 3الِْعقَابِ 

 "Assist one another inside the doing of properly and 

righteousness. Assist not each other in sin and transgression; 

however, maintain your duty to Allah"   

3.2.1.4 Family Cohesiveness   

Islam offers utmost significance to family as nucleus social institution that 

plays a chief position in shaping the future of mankind. It also sees a balanced role 

for men and women in ensuring the financial and social well-being of the own 

family.   

The Quran broadcasts that everyone human beings are created in pair. 

 4َوِمن كُِلِّ شَْيٍء َخلَقْنَا َزْوَجيِْن لَعَلَّكُْم تَذَكَُّرونَ 

“And the entirety have we created in pairs that you may replicate".  

As stated in advance, the "women best" method to microenterprise 

development and poverty alleviation is alien to Islamic faith and tradition. The 
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Quran promotes the idea of "circle of relatives’ empowerment" by using exhorting 

ladies and men to play their respective roles in seeking financial and social well-

being of all participants of the own family. 

ُ بِِه بَعَْضكُْم عَلَى  َل ّللاِّ ْ َما فَضَّ ْ َولِلنِِّسَاِء َوالَ تَتََمنَّْوا ا اكْتَسَبُوا مَّ َجاِل نَِصيٌب ِمِّ بَعٍْض لِِّلِرِّ

َ كَاَن بِكُِلِّ شَْيٍء عَلِيًما َ ِمن فَْضلِِه إِنَّ ّللاِّ ا اكْتَسَبَْن َواسْأَلُواْ ّللاِّ مَّ  .1نَِصيٌب ِمِّ

“And covet no longer that wherein Allah has made some of you 

excel others. Men shall have a proportion of that which they've 

earned, and girls a percentage of that which they've earned. And 

ask Allah of his bounty. Truly Allah has the best understanding of 

all matters”  

3.2.1.5 Shariah Compliance of Contracts   

Islamic microfinance products and services are essentially in the nature of 

contracts. All contracts in Shariah must be loose from sure forbidden factors. A 

brief assessment of applicable norms is supplied below:                                                                               

3.2.1.6 Freedom from Riba 

All types of contracts and transactions must be free from Riba. The holy 

Quran publicizes: 

بَا َم الِرِّ ُ الْبَيَْع َوَحرَّ  2 َوأََحلَّ ّللاِّ

Allah has approved trade and forbidden Riba.  

ُ الَ يُِحبُّ كُلَّ كَفَّاٍر أَثِيمٍ  َدقَاِت َوّللاِّ بَا َويُْربِي الصَّ ُ الِْرِّ  .3يَْمَحُق ّللاِّ

O, Allah will deprive Riba of all blessing, but will provide increase 

for deeds of charity: and Allah does not love the ungrateful and 

unjust.  

ْؤِمنِينَ يَا أَيَُّها الَِّذيَن  بَا إِن كُنتُم مُّ ْ َما بَقَِي ِمَن الِرِّ َ َوذَُروا َّقُواْ ّللاِّ  .4آَمنُواْ ات

 O, believers worry Allah and forgo the business that owes, if you 

truly trust.  
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ِ َوَرسُولِِه َوإِن تُبْتُْم فَلَكُْم ُرُؤوُس أَْموَ  َن ّللاِّ ْ بَِحْربٍ ِمِّ ْ فَأْذَنُوا الِكُْم الَ تَظْلُِموَن فَإِن لَّْم تَفْعَلُوا

 .1َوالَ تُظْلَُمونَ 

O, if you do not, watch out for struggle at the part of Allah and His 

Apostle. But in case you repent, you shall preserve your principal. 

Oppress none and nobody will oppress you.  

َ لَعَلَّكُْم تُفْلُِحونَ  َّقُواْ ّللاِّ بَا أَْضعَافًا مَُّضاعَفَةً َوات   2 يَا أَيَُّها الَِّذيَن آَمنُواْ الَ تَأْكُلُواْ الِرِّ

O, Muslims Do not devours Riba, doubling and redoubling it and 

fear (the punishment) of Allah that you will be a hit.  

ن َزكَاةٍ تُرِ  ِ َوَما آتَيْتُم ِمِّ ْ فِي أَْمَواِل النَّاِس فَََل يَْربُوا ِعنَد ّللاَّ بًا لِِّيَْربَُوا ن ِرِّ يُدوَن َوَما آتَيْتُم ِمِّ

ِ فَأُْولَئَِك هُُم الُْمْضِعفُونَ   3َوْجهَ ّللاَّ

O, What you offer with the prospect of an increase through the 

property of (different) humans, will don't have any increase with 

Allah; but what you supply in alms and charity, searching for the 

countenance of Allah, (will increase): its miles those who will get a 

recompense elevated.  

 The holy Quran pronounces trade to be lawful method of livelihood rather 

than Riba that is forbidden for being oppressive and exploitative. It exhorts 

believers to shun Riba and embody charity. The exact nature of Riba has been 

extensively mentioned in Islamic literature. Riba in a mortgage or debt agreement 

exists while it stipulates an excess in repayment by the borrower. An extra fee that 

isn't always part of the contract and paid voluntarily by way of the borrower is not 

Riba. There may be a trendy settlement on current business being a shape of the 

forbidden Riba. The presence of business makes most traditional economic 

contracts unlawful and unacceptable in Islamic microfinance. 

3.2.2 Sunnah 

Even as Islam strongly encourages charity from the giver’s point of view, 

it seeks to minimize dependence on charity from the beneficiary’s point of view 
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and restricts the advantages to go with the flow to the poorest of poor and the 

destitute, which aren't in a role to generate any profits and wealth.    

A famous hadith1 not best underscores the above, however also 

demonstrates a way to design and implement an approach of poverty comfort 

through financial empowerment. The essence of the hadith is broken down into 

numbered statements which will highlight the key ideas and components of the 

strategy that follows from the hadith.   

A person of the Ansar network got here to the Prophet (peace be upon 

him) and begged from him. 

1. He (the Prophet) ملسو هيلع هللا ىلص requested: have you nothing in your house? He (the man) 

spoke back: sure, a bit of cloth, which we wear, or which we spread (on the 

ground), and a wood bowl from which we drink water. 

2. He (the Prophet) ملسو هيلع هللا ىلصsaid: bring them to me. He (the man) then introduced those 

articles to him and he (the Prophet) ملسو هيلع هللا ىلص  took them in his hands and requested to 

the meeting of human beings: Who will purchase these? A man said: I shall 

buy them for one dirham. He (the Prophet) ملسو هيلع هللا ىلص   requested twice or three times: 

Who will provide more than one dirham? Some other man said: I shall 

purchase them for 2 dirhams. 

3. He (the Prophet) ملسو هيلع هللا ىلص gave these to him and took the 2 dirhams and, giving them 

to the man of the Ansar, he (ملسو هيلع هللا ىلص) said: buy meals with one in every of them and 

hand it on your family, and buy an axe and produce it to me. 

4. He then brought it to him. The Prophet (ملسو هيلع هللا ىلص) constant a cope with on it together 

with his very own fingers and stated: cross, accumulate firewood and promote 

it, and do not permit me see you for a fortnight. 

5. The person went away and gathered firewood and bought it. Whilst he had 

earned ten dirhams, he came to him and acquired a garment with a number of 

them and food with the others. 

6. The Prophet (ملسو هيلع هللا ىلص) then stated: that is higher for you than that begging ought to 

come as a gap in your face on the Day of Judgment. Begging is right handiest 

for three humans: one who is in grinding poverty, one who's severely in debt, 

or one who is answerable for reimbursement and finds it hard to pay.  

                                                                 
1 Sunan Abu Dawood, Kitab al-Zakat, Book 9, Number 1637 
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The components of this hadith can be seen to emphasize the subsequent 

essential conditions of a hit microfinance programme:    

1. Get entry to the poorest of the poor to the programme : The Prophet 

(peace be upon him) changed into the spiritual as well as the political 

leader of the Muslims and he changed into handy to the bad and the needy 

at all times for financial and financial assistance;    

2. Cautious assessment of the monetary health of the poor; enquiry 

combined with empathy; insistence on contribution and beneficiary 

stake: Many failed microfinance packages owe their failure to inadequate 

evaluation of the client's economic condition. Provision of microfinance 

does no longer stand to reason for someone in need of social safety nets 

ensuing in the funds being consumed away rather than being invested. The 

poor are available in disparate categories with varying wishes of 

consumption and efficient investment and hazard of delinquency and 

default. Microfinance packages related to indiscriminate investment of the 

bad, including, most authorities-managed ones are destined to fail. That is 

one of the cornerstones of microfinance "fine practices" that assert the 

authorities have to haven't any function in direct or indirect provision of 

financial services and its position have to be restricted to providing an 

assisting and allowing surroundings. Insistence on beneficiary stake is of 

path, a device to lessen moral danger and enhance performance.    

3. Transformation of unproductive property of the beneficiary into 

profits-producing ones thru rigorous valuation (on the basis of fee 

discovery via auction method); involvement of the larger community 

within the system: often the bad very own excessive-market-fee assets, 

along with, land in prime metropolis vicinity without being able to derive 

earnings or enjoy the asset. At the same time as possession of land does 

offer them with a bulwark against unforeseen adversities, this is an 

uneconomical and wasteful technique of insurance. What’s suitable here's 

a manner to transform the unproductive asset right into a productive one 

that would generate profits. The original asset isn't misplaced however 

converted into a profits-generating one. The charge at which the unique 

asset is disposed of need to be honest and need to now not take the shape 



74 

 

of a distress sale ensuing in lack of value to the seller. Cutting-edge 

finance theorists locate the auction gadget to be the greenest manner of 

discovery of the intrinsic well worth or the truthful charge. The 

involvement of large community inside the poverty relief programme is 

also particularly desirable for success of the programme. for many 

contemporaries a success MFIs, the right strategy is to involve grass-root 

NGOs inside the procedure.    

4. Meeting of primary needs on a concern basis and investment of the 

excess in an efficient asset: over again this highlights the want to recall the 

consumption desires of the customers before awaiting them to create 

wealth. The realization about the want for a social safety net and to 

hyperlink the equal to microfinance at a later level has come simplest 

lately within the microfinance industry.   

5. Direct involvement of this system in ability constructing inside the run 

up to earnings era and technical help to the beneficiary; dedication of 

pinnacle management of the programme: This part of the hadith 

demonstrates a completely unique shape of commitment and involvement 

on the part of the Prophet (peace be upon him) within the software of 

poverty remedy. The involvement could not be greater direct and the 

commitment more natural. 

6. Technical help in the shape  of providing needful schooling to the 

beneficiary for sporting out the marketing strategy/ profits-generating 

undertaking; monitoring thru a time-bound schedule and impact 

assessment thru a feed-lower back mechanism: The want to set up an 

effective linkage among economic help and technical assistance is 

emphasized amongst microfinance professionals as by no means before. 

Additionally, the significance of effect evaluation may be infrequently 

overemphasized.     

7. Transparent accounting of operational results and liberty to apply part of 

earnings to fulfil higher needs: Transparency through meticulous 

accounting and proper documentation is an essential requirement of 

monetary transactions within the Islamic framework. Because the holy 

Quran asserts:    
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ى فَاكْتُبُوهُ َولْيَكْتُب بَّيْنَكُْم كَاتِبٌ  سَمًّ ْ إِذَا تََدايَنتُم بَِديٍْن إِلَى أََجٍل مُّ  بِالْعَْدِل يَا أَيَُّها الَِّذيَن آَمنُوا

ُ فَلْيَكْتُْب َولْيُْملِِل الَِّذي عَلَيِْه  َ َربَّهُ َوالَ َوالَ يَأَْب كَاتٌِب أَْن يَكْتَُب كََما عَلََّمهُ ّللاِّ َِّق ّللاِّ الَْحقُّ َولْيَت

يَبَْخْس ِمنْهُ شَيْئًا فَإِن كَاَن الَِّذي عَلَيِْه الَْحقُّ سَفِيًها أَْو َضِعيفًا أَْو الَ يَسْتَِطيُع أَن يُِملَّ هَُو 

َجالِكُْم فَإِن لَّمْ  ْ شَِهيَديِْن من ِرِّ يَكُونَا َرُجلَيِْن فََرُجٌل  فَلْيُْملِْل َولِيُّهُ بِالْعَْدِل َواسْتَشِْهُدوا

ن تَْرَضْوَن ِمَن الشَُّهَداِء أَن تَِضلَّ إْحَداهَُما فَتُذَِكَِّر إِْحَداهَُما األُْخَرى َوالَ يَأَْب  َواْمَرأَتَاِن ِممَّ

ِ  الشَُّهَداُء إِذَا َما ُدعُواْ َوالَ تَسْأَُمْواْ أَن تَكْتُبُْوهُ َصِغيًرا أَو كَبِيًرا إِلَى أََجلِهِ  ذَلِكُْم أَقْسَطُ ِعنَد ّللاِّ

 عَلَيْكُْم َوأَقْوُم لِلشََّهاَدةِ َوأَْدنَى أاَلَّ تَْرتَابُواْ إِالَّ أَن تَكُوَن تَِجاَرةً َحاِضَرةً تُِديُرونََها بَيْنَكُْم فَلَيْسَ 

ْ إِذَا تَبَايَعْتُْم َوالَ يَُضآرَّ كَاتٌِب  َوالَ شَِهيٌد َوإِن تَفْعَلُواْ فَإِنَّهُ فُسُوٌق ُجنَاٌح أاَلَّ تَكْتُبُوهَا َوأَشِْهُدْوا

ُ بِكُِلِّ شَْيٍء عَلِيٌم۔ ُ َوّللاِّ َ َويُعَلُِِّمكُُم ّللاِّ َّقُواْ ّللاِّ  1 بِكُْم َوات

“O Believers! Whenever you strike deals with one another for a 

fixed period, reduce the transaction to writing And the scribe 

amongst you should write it with justice and should not refuse to 

write as Allah has taught him to write So he should write (i.e. he 

should meet the requirements of documentation with utmost 

honesty, in accordance with the law of the land)And he on whom 

the liability (i.e. debt) falls should dictate the contents of the 

contract And he should fear Allah, Who is his Sustainer, and 

(while writing) he should not diminish anything (from the indebted 

sum)Then if he who has undertaken the liability is mentally 

deficient or physically weak or lacks the ability to dictate the 

contents, his guardian should dictate with fairness And get two 

witnesses out of your own men But if two men are not available 

then a man and two women: (they) should be from among those 

whom you like as witnesses (i.e. consider trustworthy), so that if 

either of the two women forgets, the other may remind her And the 

witnesses should not refuse whenever they are called (for 

evidence)And do not be weary of writing it down for its term 

whether the transaction is small or large This documentation by 

you is more just in the sight of Allah, and makes evidence more 

solid and nearer to keeping you from doubt, except that if 

transactions are hand-to-hand which you carry out among 

yourselves then there is no sin on you if you do not write it down 

                                                                 
1Surah al-Baqarah: 2:282 
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And take witnesses whenever you bargain among yourselves And 

let no harm be done to either the scribe or the witness, but if you 

do so, it will be sheer disobedience on your part And keep fearing 

Allah And Allah grants you knowledge of (principles of mutual 

dealing) and Allah knows everything well.”  

The import and importance of this verse is often now not fully understood. 

Indeed, loss of proper documentation and accounting via beneficiaries is a main 

undertaking confronting microfinance. Right accounting and correct size of results 

of operations or income is a pre-requisite for profit sharing based totally 

mechanisms. They may be no much less vital for lending operations.   

3.2.2.1  Strong Discouragement to Seeking Charity 

 Monetary empowerment is the important thing phrase that guidelines out 

dependence on charity, that is accepted simplest for the poorest of the negative 

and people overburdened with debt or other obligations without a method of 

payment in sight.   

3.2.2.2 Debt Avidness in Hadith  

Muslims also are warned against the dangers of incurring heavy debt. The 

Prophet Muhammad (ملسو هيلع هللا ىلص) used to regularly supplicate “O Allah, I am seeking for 

shelter with You from sin and heavy debt”. When someone remarked, “how often 

you are trying to find shelter from heavy debt”, He (ملسو هيلع هللا ىلص) replied, “While a person 

gets into debt, he speaks and tells lies, and he makes a promise and breaks it.”1   

Muslims are exhorted to pay off their debt in time and keep away from 

deliberate delays. The Prophet Muhammad (ملسو هيلع هللا ىلص) is stated to have said:  

“The fine among you are folks who are quality in paying off debt” 

(Muslim); “Procrastination in repaying money owed via a rich character is 

injustice.”2 

Another hadith highlights the significance of a purpose to repay in time 

and in complete. It also warns against obtaining debt that one does now not have 

the method or purpose to repay. “Whoever contracts a debt intending to repay it, 

                                                                 
1 Bukhari, 2789/2  

2 Bukhari, 2792/2 
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Allah will repay it on his behalf, and whoever contracts a debt proceeding to 

waste it, Allah will bring him to ruin.”1    

It follows from the above that one may also incur a debt simplest if one is 

in extreme need for it and additionally with a clear goal and rational expectation 

about his/her ability to repay in full and in time. From the standpoint of the 

microfinance institution, the above has a strategic implication. Honestly, an 

Islamic MFI should chorus from seeking to entrap a client in ever-growing ranges 

of debt, as may be the case with many contemporary MFIs. 

3.2.2.3 Idea of Cooperation in Hadith 

A hadith by the Prophet (ملسو هيلع هللا ىلص) reinforces the precept of cooperation and 

mutual assistance. “Believers are to different believers like elements of a shape 

that tighten and make stronger every different."2  

Following the above, an Islamic basis can be provided in favour of fairness 

and partnership-based totally financing rooted in cooperation in comparison to 

debt-based financing. As highlighted inside the previous segment, Islam 

discourages debt. While Shariah-compliance debt-based totally modes are 

permissible, equity-based totally modes of financing are clearly desired.   

At times group-based totally financing and mutual assure inside the 

institution, a common characteristic of many successful microfinance experiments 

is likewise justified on the basis of Islamic ideal of cooperation. It has to be noted 

but, that group-ensures tied with monetary interests may also soon degenerate into 

organization tyranny and oppressive conduct by means of economically and 

socially more potent contributors of the institution, unless institution formation 

and activity is observed with inculcation of Islamic spirit of harmony, brotherhood 

and cooperation. This has already led to rethinking amongst a few MFIs about the 

merits of organization-based financing vis-à-vis financing of individuals 

sponsored by outside ensures. 

In addition, this norm seems to favour cooperation as a precept shaping the 

organizational structure and seemingly factors to a member-primarily based shape 

                                                                 
1 Bukhari, 27301/2 

2 Muslim, 3624/1 
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because the favoured choice over different organizational bureaucracy within the 

Islamic framework. Indeed, Shariah students allow coverage simplest whilst it's 

far based on ideas of mutuality and cooperation. Without proper Islamic 

cooperative spirit, but, member-based totally groups have a tendency to be 

characterized by using political manoeuvres and resultant low ranges of 

professionalism. The concept of cooperation in essence highlights the want to 

ensure agency-huge good governance regardless of its shape and the significance 

of looking after rights of all stakeholders. 

3.2.3 Cooperation (Muwasaat)  

"Muwasaat "approach supporting brethren in Islam and lengthening fabric 

guide to them. It has a splendid importance in religion due to the purpose that it 

plays an essential role in the betterment of depressed classes and creates feeling of 

love among Muslims. it's far taken into consideration as a crucial virtue of every 

Muslim and brings divine blessings in go back. 

When cooperation (Muwasaat) breaks down, investment stops and markets 

stop working-for cooperation involves the expectation that another person (or 

institution) will perform actions that are beneficial to each other, without having 

to monitor those actions. 

The Qur’an underlines this as: 

“… Help (cooperate) one another in Al-Birr and At-Taqwa (virtue, 

righteousness and piety); but do not help (cooperate) one another in sin and 

transgression …” (Qur’an 5:2) 

The Prophet (ملسو هيلع هللا ىلص) said: 

“The relationship between one believer and another is like a structure, 

parts of which support other parts,” and he interlaced his fingers. (Sahih al-

Bukhari, 467; Sahih Muslim, 2585) 

Hazrat Jaffir-Sadiq (R.A.) stated: 

Is seeking nearness to Almighty Allah Through supporting your (Muslim) 

brothers?1 

                                                                 
1 Al-Khisal, via ash-Shaykh as-Saduq, vol. l, p.8. 
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The Holy Prophet (ملسو هيلع هللا ىلص)  in considered one of his testaments to Ali Ibn Abi 

Talib (R.A.) said: 

The most commendable are three deeds: First is being simply to the human 

beings even towards you. Second, cooperation and fabric assist to (Muslim) 

brothers. Third, remembrance of Allah in all situations.1 

Hazrat Ali ibn Abi Talib (R.A.) said: 

“Supporting the brothers-in-Allah (fellow Muslims) increases sustenance.”  

Al-Waqidi, the famous historian of al-Mamun's period, narrates: "I had 

very near pals, certainly one of whom was a Hashimite. Truly speak me, we were 

one spirit in 3 our bodies. As soon as, on the event of `identification (Islamic 

pageant), i was reduced to poverty. My spouse instructed me that we could face 

together all of the hardships boldly, but her heart turned into burning for the 

children. They had been looking at other children sporting new clothes and 

making jubilant coaching for `identity; whereas their lot changed into worn and 

torn clothes. She requested me, if feasible, to arrange a little money for purchasing 

dresses for them. 

The Holy Prophet (ملسو هيلع هللا ىلص) Stated:  

“One that begins his day without worrying (approximately) the affairs of 

the Muslims is not a Muslim.”2 

Hazrat Jaffir as-Sadiq (R.A.) said: 

The excellent amongst your folks who are generous and the worst are the 

misers; one of the maximum preferred deeds is to do appropriate to Muslim 

brethren and try to fulfil their needs. This deed weakens devil, safeguards against 

the fire (of Hell) and leads one to Paradise.3 

A person approached the Holy Prophet of Islam and complained of hunger. 

The Holy Prophet sent someone to the homes of his households but, lamentably, 

not one of the families had any food. 

                                                                 
1 Al-Khisal, vol. l, p. l25  

2 Al-Kafi, vol. 2, p. l63 

3 Amali, ash-Shaykh at-Tusi, vol. l, p.66 
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The Holy Prophet (ملسو هيلع هللا ىلص) then grew to become to individuals who had been in 

his presence and requested, "Who can host this man this night?" Hazrat Ali (R.A) 

presented his services, took his hand and left for his house. 

Then he requested his spouse, Sayyidah Fatimah (R.A.), "What meals do 

we have?" She spoke back, "a bit provision sufficient for children only." Hazrat 

Ali (R.A.) instructed her, "The guest ought to be taken into consideration first 

earlier than ourselves and the kids." Hazrat Fatimah (R.A) had to make a first-rate 

attempt to place her youngsters to sleep due to the fact that they have been hungry. 

Hazrat Ali, Hazrat Fatimah (RA) and their youngsters fed the visitor for the 

pleasure of Allah and remained hungry themselves. 

Allah praises their sacrifice in these phrases: 

يَْماَن ِمن  اَر َواْْلِ ُؤوا الدَّ قَبْلِِهْم يُِحبُّوَن َمْن هَاَجَر إِلَيِْهْم َواَل يَِجُدوَن فِي َوالَِّذيَن تَبَوَّ

ا أُوتُوا َويُْؤثُِروَن عَلَى أَنفُِسِهْم َولَْو كَاَن بِِهْم َخَصاَصةٌ َوَمن يُوَق شُحَّ  مَّ ُصُدوِرِهْم َحاَجةً ِمِّ

 .1نَفِْسِه فَأُْولَئَِك هُُم الُْمفْلُِحونَ 

. . . And that they give (others) choice over themselves, despite the 

fact that poverty be their own lot . . .  

Of direction, this sort of self-denial isn't possible for every one; and 

handiest a person likes Hazrat Ali (R.A.) should perform such deeds. Islam, 

therefore, does now not compel its followers to do similar deeds. 

A Greek remained with Hazrat Ali (R.A.) for a tremendous period, making 

inquiries about Islam. As soon as he became convinced of the reality of Islam, he 

embraced Islam at the arms of Hazrat Ali (R.A.). Then, Hazrat Ali (R.A.) 

informed him approximately his duties as a Muslim. In the course of that 

discourse, he said: 

I direct you to help your brethren who're the followers of Muhammad (ملسو هيلع هللا ىلص) 

and mine, assist them from the wealth which Allah has given you, fulfil their 

desires, redress their troubles and behave with them, with friendship and love.2 

Hazrat Ali ibn Musa (R.A.) stated: 

                                                                 
1 Surah Al-Hashr: 59:9 

2 Al-Ihtijaj, At-Tabarsi, vol. l, p. 354 
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“it is the obligation of a believer closer to another believer to have his love 

in his heart, to help him along with his wealth, and to stand by using his facet 

against one that does injustice to him . . . He ought to by no means trouble, 

misinform, cheat, abandon or backbite him, nor inform a deceive him . . . person 

who provides a dress to his Muslim brother, Allah will reward him with a gown of 

paradise; and one who lends money to his Muslim brother for the pleasure of 

Allah, receives the reward of charity in go back; and one who relieves his spiritual 

brother from ache and misery, Allah will relieve him of the pain of the subsequent 

international.” 1 

3.2.4 Ijma’a (Jurist Consensus) 

Ijtihad is the independent reasoning by a qualified jurist leading to new 

legal rules. Such a jurist may, or rather should, use Qiyas.2 Ijma’a can also be 

defined as a source of law is that truth is safe with the community of believers.3 

Support is provided by a hadith according to which Muhammad said that ‘my 

community will never agree on an error’. Thus, after Allah and the Prophet, the 

Muslim community or Ummah can also be a source of law.4  

Shariah is much wider in scope than the concept of law as understood in 

the West. Shariah law encompasses aspects of belief and religious practice, 

including rules relating to prayer, fasting, the making of the Haj and giving Zakat. 

It also covers aspects of everyday life such as behaviour towards other people, 

dietary rules, dress, manners and morals. Lastly, it includes laws relating to crime 

and evidence, international relations, marriage, divorce and inheritance, 

commercial transactions and many other subjects that would be included under the 

Western dentition of law. 

In this scheme of things, the function of Islamic jurisprudence was the 

formulations of doctrinal principles elaborate enough, and technically 

sophisticated enough, to draw these disparate strands together in a consistent and 

                                                                 
1 Biharu'l- anwar, vol. 74, pp.232-233 

2 Mahmoud A. El-Gamal Islamic Finance: Law, Economics and Practice Cambridge 

University Press, Cambridge, New York. 2006, pp. 221  

3 Cragg, Kenneth, The Call of the Minaret, New York: Oxford University Press. 1964, p.145 

4 Cragg, Kenneth, The Call of the Minaret, New York: Oxford University Press. 1964, p.146 
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logically coherent manner, integrating the social with the religious in a single, 

united system of law. This was achieved by the end of the tenth century. 

Thereafter, the efforts of medieval Muslim jurists went into an increasingly 

elaborate series of doctrinal commentaries which constitute the textual authority 

of the Shariah. The Shariah is, pre-eminently, a law of the book — a jurists’ law 

— and this of course always implies a certain degree of artificiality. 

3.2.5 Ijtihad & Qiyas (Analogy) 

Qiyas or analogy is the second important secondary source, or the fourth 

‘root’, of Islamic law. The idea is that, if a ruling is required on a situation not 

covered in the Quran or the Sunnah, a comparison can be made with situations 

which the Quran or the Sunnah did provide for. If, for instance, the Quran 

prohibits the use of wine, the use of other toxicants, with similar deleterious 

effects, can be assumed to fall under the prohibition as well.1 

3.3 Islamic Banking and Microfinance Product Mechanism 

3.3.1 Partnership Based 

3.3.1.1 Musharakah 

The literal meaning of Musharakah is sharing. The root of the word 

“Musharakah” in Arabic is Shirkah, which means being a partner. It is used in the 

same context as the term “Shirk” meaning partner to Allah. Under Islamic 

jurisprudence, Musharakah means a joint enterprise formed for conducting some 

business in which all partners share the profit according to a specific ratio while 

the loss is shared according to the ratio of the contribution. It is an ideal 

alternative for the interest-based financing with far reaching effects on both 

production and distribution. The connotation of this term is little limited than the 

term "Shirkah" more commonly used in the Islamic jurisprudence. For the purpose 

of clarity in the basic concepts, it will be pertinent at the outset to explain the 

meaning of each term, as distinguished from the other. "Shirkah" means "Sharing" 

and in the terminology of Islamic Fiqh, it has been divided into two kinds2: 

                                                                 
1 Cragg, Kenneth, The Call of the Minaret, New York: Oxford University Press. 1964, p.147 

2 Dr. Muhammad Imran Ashraf Usmani, The Impact of Microfinance on Poverty and Gender 

Equity Approaches and Evidence from Pakistan. p.32  
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(1) Shirkat-ul-Milk (Partnership by joint ownership): It means joint 

ownership of two or more persons in a particular property. This kind of "Shirkah" 

may come into existence in two different ways: 

1. Optional (Ikhtiari): At the option of the parties e.g., if two or more persons 

purchase equipment, it will be owned jointly by both of them and the 

relationship between them with regard to that property is called "Shirkat-ul-

Milk Ikhtiari" Here this relationship has come into existence at their own 

option, as they themselves elected to purchase the equipment jointly. 

2. Compulsory (Ghair Ikhtiari): This comes into operation automatically 

without any effort/action taken by the parties. For example, after the death of a 

person, all his heirs inherit his property, which comes into their joint 

ownership as a natural consequence of the death of that person. 

 There are two more types of Joint ownerships (Shirkat-ul-Milk): 

1. Shirkat-ul-Ain 

2. Shirkat-ul-Dain 

A property in Shirkat-ul-Milk is jointly owned but not divided yet, is called 

Musha. In Shirkat-ul-Milk undivided shares or other assets can be used in the 

following manner: 

Mushtarik Intifa: Mutually or jointly using an asset by taking turns under 

circumstances where the partners or joint owners are on good terms. 

Muhaya: Under this arrangement the owners will set turns in days for 

example one may use the product for 15 days and then the other may use it for the 

rest of the month.  

Taqseem: Referring to division of the jointly owned asset. This may be 

applied for property where the asset that is owned can be divided permanently for 

example jointly taking a 1,000 sq. yards plot and making a house on 500 yards by 

each of the two owners.  
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Under a situation where the partners are not satisfied with Muhaya 

arrangement, the property or asset jointly held can be sold off and proceeds 

divided between the partners.1 

 Shirkat-ul-Aqd (Partnership by contract): This is the second type of 

Shirkah, which means, "a partnership effected by a mutual contract". For the 

purpose of brevity, it may also be translated as "joint commercial enterprise." 

Shirkat-ul-Aqd is further divided into three kinds: 

 Shirkat-ul-Amwal (Partnership in capital): Where all the partners invest 

some capital into a commercial enterprise. 

Shirkat-ul-Aamal (Partnership in services): There all the partners jointly 

undertake to render some services for their customers, and the fee charged from 

them is distributed among them according to an agreed ratio. For example, if two 

people agree to undertake tailoring services for their customers on the condition 

that the wages so earned will go to a joint pool which shall be distributed between 

them irrespective of the size of work each partner has actually done, this 

partnership will be a Shirkat-ul-Aamal which is also called Shirkat-ut-Taqabbul or 

Shirkat-us-Sanai or Shirkat-ul-Abdan. 

Shirkat-ul-Wujooh (Partnership in goodwill): The word has its root in 

the Arabic word Wajahat meaning goodwill. Here the partners have no investment 

at all. They purchase commodities on deferred price, by getting capital on loan 

because of their goodwill and sell them at spot. The profit so earned is distributed 

between them at an agreed ratio. 

Each of the above three types of Shirkat-ul-Aqd are further divided into 

two types: 

 Shirkat-Al-Mufawada: (Capital & labour at par): All partners share 

capital, management, profit, and risk in absolute equals. It is a necessary condition 

for all four categories to be shared amongst the partners; if any one category is not 

being not shared, and then the partnership becomes Shirkat-ul-Ainan. Every 

                                                                 
1 Chapra, M. Umer, ‘The major modes of Islamic finance’, paper presented at the 6th Intensive 

Orientation Course on ‘Islamic Economics, Banking and Finance’, held at the Islamic 

Foundation, Leicester, UK. 1988, p.17 
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partner who shares equally is a Trustee, Guarantor and Agent on behalf of the 

other partners. 

 Shirkat-ul-Ainan: A more common type of Shirkat-ul-Aqd where equality 

in capital, management or liability might be equal in one case but not in all respect 

meaning either profit is equal but not labour or vice versa. 

All these modes of "Sharing" or partnership are termed as "Shirkah" in the 

terminology of Islamic Fiqh, while the term "Musharakah" is not found in the 

books of Fiqh. This term (i.e. Musharakah) has been introduced recently by those 

who have written on the subject of Islamic modes of financing and it is normally 

restricted to a particular type of "Shirkah", that is, the Shirkat-ul-Amwal, where 

two or more persons invest some of their capital in a joint commercial venture. 

However, sometimes it includes Shirkat-ul-Aamal also where partnership takes 

place in the business of services.1 

It is evident from this discussion that the term "Shirkah" has a much wider 

sense than the term "Musharakah" as is being used today. The latter is limited to 

"Shirkat-ul-Amwal " only i.e. all the partners invest some capital into a 

commercial enterprise, while the former includes all types of joint ownership and 

those of partnership. 

3.3.1.2 Mudarabah 

This is a kind of partnership where one partner gives money to another for 

investing in a commercial enterprise. The investment comes from the first partner 

who is called “Rab-ul-Maal” while the management and work are an exclusive 

responsibility of the other, who is called “Mudarib” and the profits generated are 

shared in a predetermined ratio. 

There are two types of Mudarabah namely:2 

 Al Mudarabah Al Muqayyadah: Rab-ul-Maal may specify a particular 

business or a particular place for the Mudarib, in which case he shall invest the 

                                                                 
1 ‘The major modes of Islamic finance’, paper presented at the 6th Intensive Orientation Course 

on ‘Islamic Economics, Banking and Finance’, held at the Islamic Foundation. p.18 

2 The major modes of Islamic finance’, paper presented at the 6th Intensive Orientation Course 

on ‘Islamic Economics, Banking and Finance’, held at the Islamic Foundation. p.20 
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money in that particular business or place. This is called Al Mudarabah Al 

Muqayyadah (restricted Mudarabah). 

 Al Mudarabah Al Mutlaqah: However, if Rab-ul-Maal gives full freedom 

to Mudarib to undertake whatever business he deems fit, this is called Al 

Mudarabah Al Mutlaqah (unrestricted Mudarabah). However, Mudarib cannot, 

without the consent of Rab-ul-Maal, lend money to anyone. Mudarib is authorized 

to do anything, which is normally done in the course of business. However, if they 

want to have an extraordinary work, which is beyond the normal routine of the 

traders, he cannot do so without express permission from Rab-ul-Maal. He is also 

not authorized to: 

a) keep another Mudarib or a partner 

b) Mix his own investment in that particular Mudarabah without the 

consent of Rab-ul-Maal. 

Conditions of Offer & Acceptance are applicable to both. A Rab-ul-Maal 

can contract Mudarabah with more than one person through a single transaction. 

It means that he can offer his money to ‘A’ and ‘B’ both so that each one of them 

can act for him as Mudarib and the capital of the Mudarabah shall be utilized by 

both of them jointly, and the share of the Mudarib. 

Investment 

In Mudarabah, Rab-ul-Maal provides the investment and Mudarib the 

management therefore the Rab-ul-Maal should hand over the agreed investment to 

Mudarib and leaves everything to Mudarib with no interference from his side but 

he has the authority to: 

a) Oversee the Mudarib’s activities and 

b) Work with Mudarib if the Mudarib consents. 

In what form should the capital be? Should it be liquid or non-liquid assets 

like equipment, land etc. can these form a capital? 

The basic principle is that the capital in Mudarabah is valid just the way as 

it is in Shirkah which according to Hanafi Fiqh should be in liquid form but 

according to other scholars’ equipment, land etc. can also be included as capital. 

However, all agree on the following: 
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Assets other than cash can be used as an intermediate step. However, this 

is subject to the determination of exact amount of the assets before it is used for 

Mudarabah. If the assets are not correctly evaluated, the Mudarabah is not valid. 

Mudarabah Expenses 

The Mudarib shares profit of the Mudarabah as per agreed rate with the 

investor but his expenses like meals, clothing, conveyance and medical are not 

borne by Mudarabah. However, if he is traveling on business and is overstaying 

the night, then the above expenses shall be covered from capital. If Mudarib goes 

for a journey which constitutes Safar-e-Sharai (more than 48 miles) but does not 

overstay the night, his expenses will not be borne by Mudarabah. 

All expenses which are incidental to the Mudarabah’s function like wages 

of employees/workers or Commission in buying/selling or stitching, dyeing 

expenses etc. have to be paid by the Mudarabah. However, all expenses will be 

included in the cost of commodities which Mudarib is selling for e.g. if he is 

selling readymade garments then the stitching, dyeing, washing expenses etc. can 

be included by the Mudarib in the total cost of the garments. 

If the Mudarib manages the Mudarabah within his city, he will not be 

allowed any expenses, only his profit share. Similarly, if he keeps an employee, 

this employee will not be allowed any expenses, just his salary. 

If the Mudarabah agreement becomes Fasid due to any reason, the 

Mudarib’s status will be like an employee, meaning: 

a) Whether he is traveling or doing business in his city, will not be entitled 

to any expense such as meals, conveyance, clothing, medicine etc. 

b) He will not be sharing any profit and will just get Ujrat-e-Misl (ordinary 

pay) for his job.1 

Distribution of Profit & Loss 

It is necessary for the validity of Mudarabah that the parties agree, right at 

the beginning, on a definite proportion of the actual profit to which each one of 

them is entitled. The Shariah has prescribed no particular proportion; rather it has 

                                                                 
1 The major modes of Islamic finance’, paper presented at the 6th Intensive Orientation Course 

on ‘Islamic Economics, Banking and Finance’, held at the Islamic Foundation. p.23 
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been left to their mutual consent. They can share the profit in equal proportions 

and they can also allocate different proportions for Rab-ul-Maal and Mudarib. 

However, in extreme case where the parties have not predetermined the ratio of 

profit, the profit will be calculated at 50:50. 

The Mudarib & Rab-ul-Maal cannot allocate a lump sum amount of profit 

for any party nor can they determine the share of any party at a specific rate tied 

up with the capital. For example, if the capital is Rs. 100,000/-, they cannot agree 

on a condition that Rs. 10,000 out of the profit shall be the share of the Mudarib 

nor can they say that 20% of the capital shall be given to Rab-ul-Maal. However, 

they can agree that 40% of the actual profit shall go to the Mudarib and 60% to 

the Rab-ul-Maal or vice versa 

It is also allowed that different proportions are agreed in different 

situations. For example, the Rab-ul-Maal can say to Mudarib “If you trade in 

wheat, you will get 50% of the profit and if you trade in flour, you will have 33% 

of the profit”. Similarly, he can say “If you do the business in your town, you will 

be entitled to 30% of the profit and if you do it in another town, your share will be 

50% of the profit.” 

Apart from the agreed proportion of the profit, as determined in the above 

manner, the Mudarib cannot claim any periodical salary or a fee or remuneration 

for the work done by him for the Mudarabah. 

All schools of Islamic Fiqh are unanimous on this point. However, Imam 

Ahmad has allowed for the Mudarib to draw his daily expenses of food only from 

the Mudarabah Account. The Hanafi jurists restrict this right of the Mudarib only 

to a situation when he is on a business trip outside his own city. In this case he can 

claim his personal expenses, accommodation, food, etc. but he is not entitled to 

get anything as daily allowances when he is in his own city. 

If the business has incurred loss in some transactions and has gained profit 

in some others, the profit shall be used to offset the loss at the first instance, and 

then the remainder, if any, shall be distributed between the parties according to the 

agreed ratio. 
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The Mudarabah becomes void (Fasid) if the profit is fixed in any way. In 

this case, the entire amount (Profit + Capital) will be of the Rab-ul-Maal. The 

Mudarib will just be an employee earning Ujrat-e-Misl. 

 The remaining amount will be called (Profit). 

 This profit will be shared in the agreed (pre-agreed) ratio. 

Roles of the Mudarib 

Ameen (Trustee): To look after the investment responsibly, except in case 

of natural calamities 

Wakeel (Agent): To purchase from the funds provided by Rab-ul-Maal 

Shareek (Partner): Sharing in any profit 

Zamin (Liable): To provide for the loss suffered by the Mudarabah due to 

any act on his part. 

Ajeer (Employee): When the Mudarabah gets Fasid due to any reason, the 

Mudarib is entitled to only the salary, Ujrat-e-Misl. 

In case there is a loss, the Mudarib will not even get the Ujrat-e-Misl.1 

Termination of Mudarabah 

The Mudarabah will stand terminated when the period specified in the 

contract expires. It can also be terminated any time by either of the two parties by 

giving notice. In case Rab-ul-Maal has terminated services of Mudarib, he will 

continue to act as Mudarib until he is informed of the same and all his acts will 

form part of Mudarabah. 

If all assets of the Mudarabah are in cash form at the time of termination, 

and some profit has been earned on the principal amount, it shall be distributed 

between the parties according to the agreed ratio. However, if the assets of 

Mudarabah are not in cash form, it will be sold and liquidated so that the actual 

profit may be determined. All loans and payables of Mudarabah will be 

recovered. The provisional profit earned by Mudarib and Rab-ul-Maal will also be 

                                                                 
1 Chapra, M. Umer, ‘Challenges  facing the Islamic financial industry’, in M. Kabir Hassan and 

Mervyn K. Lewis (eds), Handbook of Islamic Banking, Cheltenham, UK and Northampton, 

MA, USA: Edward Elgar, pp. 325 
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taken into account and when total capital is drawn, the principal amount invested 

by Rab-ul-Maal will be given to him, balance will be called profit which will be 

distributed between Mudarib and Rab-ul-Maal at the agreed ratio. If no balance is 

left, Mudarib will not get anything. If the principal amount is not recovered fully, 

then the profit shared by Mudarib and Rab-ul-Maal during the term of Mudarabah 

will be withdrawn to pay the principal amount to Rab-ul-Maal. The balance will 

be profit, which will be distributed between Mudarib and Rab-ul-Maal. In this 

case too if no balance is left, Mudarib will not get anything.1 

Uses of Musharakah / Mudarabah 

These modes can be used in the following areas (or can replace them 

according to Shariah rules). 

Asset Side Financing 

 Short/medium/long - term financing 

 Project financing 

 Small & medium enterprises setup financing 

 Large enterprise financing 

 Import financing 

 Import bills drawn under import letters of credit 

 Inland bills drawn under inland letters of credit 

 Bridge financing • LC without margin (for Mudarabah) 

 LC with margin (for Musharakah) 

 Export financing (Pre-shipment financing) 

 Working capital financing 

 Running accounts financing / short term advances 

Liability Side Financing 

 For current /saving/investment accounts (deposit giving Profit based on 

Musharakah / Mudarabah – with predetermined ratio) 

 Inter- Bank lending / borrowing 

                                                                 
1 Chapra, M. Umer, ‘Challenges facing the Islamic financial industry’, in M. Kabir Hassan and 

Mervyn K. Lewis (eds), Handbook of Islamic Banking, Cheltenham, UK and Northampton, 

MA, USA: Edward Elgar, p. 327 
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 Term Finance Certificates & Certificate of Investment 

 T-Bill and Federal Investment Bonds / Debenture. 

 Securitization for large projects (based on Musharakah) 

 Certificate of Investment based on Murabahah 

 Islamic Musharakah bonds (based on projects requiring large amounts 

– profit based on the return from the project)1 

3.3.2 Trade Based 

3.3.2.1 Murabahah 

 Murabahah is essentially a Sale of goods (cost plus profit) where there is 

a “deferred” element which validates the profit earned arising from the sale 

transaction. To understand the difference, it is key to analyse the “deferred” 

elements, and the risks associated to the deferment. 

Essentially, there are two types of deferment in a Murabahah i.e.: 

 1. Deferment arising from future/deferred settlement of Sale Price – This 

is the most common form of Murabahah where risks to the Seller is minimized by 

the almost immediate transfer of ownership of the goods. 

This is generally used for debt creation where the Seller (usually a Bank in 

the case of financing products) purchase goods into its ownership and quickly 

sells the goods to the Buyer (usually customer) where the Sale Price (inclusive of 

profit) is concluded with the future settlement terms agreed. Once the debt 

creation is completed, the ownership transfers from the Seller to the Buyer and the 

Buyer will start to make payments on the agreed Sale Price. 

All risks on the goods (valuation, pricing, ownership) are transferred 

quickly from Seller to Buyer; the Seller only holds the credit risk of the debt i.e. 

the risk that the Buyer may not able to pay the Sale price at the future date as 

agreed. 

                                                                 
1 Chapra, M. Umer, ‘Challenges facing the Islamic financial industry’, in M. Kabir Hassan and 

Mervyn K. Lewis (eds), Handbook of Islamic Banking, Cheltenham, UK and Northampton, 

MA, USA: Edward Elgar. p. 329 
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This category of Murabahah is generally classified as a Debt-Based 

Structure where the Bank only holds the Credit Risks (Valuation Risks is held by 

the Customer). 

 2. Deferment arising from future delivery of goods sold – This structure 

is riskier than the earlier mentioned deferment of Sale Price settlement. Deferment 

of delivery of goods means the Seller purchases the goods now but do not enter 

into a Sale transaction with the Buyer until much later. 

Instead, the Seller holds the ownership of the goods for a period of time 

and enters into a contract at an agreed future date. The Seller will carry the 

ownership risks and valuation risks until the goods are sold at the Sale Price 

(inclusive of profit). Once the Buyer enters the contract, the ownership of goods is 

transferred on settlement of the Sale Price at spot (either a Murabahah 

arrangement or Musawamah Simple Sale transaction).1 

Due to the riskier nature of the above, the Buyer is usually required to 

undertake to enter into the Sale contract (via Letter of Undertaking in favour of 

the Seller).  On then the Seller procure the goods from Supplier, creating a legal 

obligation on the Buyer to complete the sale at the agreed future delivery date, 

even if the Buyer decides not to complete the Murabahah transaction (default on 

the arrangement). By this undertaking, the Buyer takes on the pricing risks as at 

the date of Sale transaction; the price of goods on the open market may be higher 

or lower than the contracted Sale Price. 

Additionally, with the Letter of Undertaking, the risks on the Seller are 

mitigated, resulting the credit risk of the Buyer to be similar/equivalent to the 

“debt” structure of Murabahah arising from deferment of Sale Price. 

This arrangement is commonly referred to in the market as “Murabahah 

Purchase Order” or MPO where the Seller will only proceed to purchase goods 

to hold it for a period of time with the surety of the Letter of Undertaking as a risk 

mitigated. This category of Murabahah can be classified as either an Equity-

Based Structure (if the Bank chooses to hold the ownership until sale i.e. opens 

                                                                 
1 Chapra, M. Umer, ‘Challenges facing the Islamic financial industry’, in M. Kabir Hassan and 

Mervyn K. Lewis (eds), Handbook of Islamic Banking, Cheltenham, UK and Northamp ton, 

MA, USA: Edward Elgar. p. 332 
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to valuation risks without a Letter of Undertaking) or a Debt-Based Structure 

(where the Bank executes the Letter of Undertaking and effectively transferring 

the valuation risks to the customer).1 

3.3.3 Musawamah 

Musawamah can be defined as a sales contract with deferred delivery of 

the goods. Thus, unlike Mudarabah, the Bank does not intervene as a seller on 

credit of the goods acquired on command of its relationship, but as a purchaser, 

with cash payment of a commodity that will be delivered to it by its partner. 

The rules of the Shariah prohibit in principle any commercial transaction 

whose object is non-existent at the time of its conclusion. However, some 

commercial practices, although not meeting this requirement, are tolerated given 

their necessity in people’s lives. This is the case of the sale Musawamah which 

was authorized by the Prophet in the Hadith “the one who makes the Musawamah, 

that he does it for a known volume, for a known weight and for a known time. 

3.3.3.1 Practical Terms and Conditions for Musawamah 

1. The Bank (purchaser) places an order with its customer for a given quantity of 

goods, a value corresponding to its financing need. 

2. The customer (seller) sends to the Bank a proforma invoice indicating the 

nature, the quantities and the price of the goods ordered. 

3. Both parties agree to the terms of the transaction and sign a Musawamah 

contract with agreed terms (nature of goods, quantities, prices, terms and 

conditions of delivery and / or sale on behalf of the Bank etc.) 

4. At the same time, both parties sign a proxy sale agreement whereby the Bank 

authorizes the seller to deliver or sell (as the case may be) the goods to a third 

party. The seller undertakes, under his / her full responsibility, to collect and 

remit the amount of the sale to the Bank. 

5. In addition to the ordinary guarantees required by the Bank in its financing 

activities (bonds, pledges, mortgages, etc.), it may require the seller to take out 

                                                                 
1 Chapra, M. Umer, ‘Challenges facing the Islamic financial industry’, in M. Kabir Hassan and 

Mervyn K. Lewis (eds), Handbook of Islamic Banking, Cheltenham, UK and Northampton, 
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credit insurance to guard against the risk of non-payment of final purchasers, 

Insurance for subrogated goods to the benefit of the Bank. 

6. Upon maturity, in the event that the Bank elects to mandate the seller to sell 

the goods on its behalf, the latter shall invoice them on behalf of the Bank and 

deliver the quantities sold, taking care, if the Bank deems it necessary, to 

require buyers to have the removal bills targeted at the counter’s counters (a 

measure designed to enable the monitoring and control of the operation). 

7. The remuneration of the seller’s mandate may be granted in the form of a 

commission, a drawback or an interest in the margin generated by the sale of 

the goods. It can also be deducted at the beginning of the transaction and 

integrated into the amount of the advance (financing Musawamah). In any 

event, its amount must be calculated by reference to the margin rates applied 

in the market for similar transactions. 

8. The Bank may utilize the warping technique by requiring the storage of goods 

in a general store in the contractual terms of sale and selling it, either itself or 

through its customer, by endorsing the warrant and Receipt as a guarantee of 

payment. 

9. The selling price of the goods by the seller on behalf of the Bank shall be at 

least equal to the minimum annual rate of return as set out in its financing 

policy, after a deduction of commissions and other charges.1 

3.3.3.2 Benefits of Musawamah Method of Financing 

While Musharakah, Mudarabah, Leasing and Mudarabah allow Islamic 

Bank to respond to a large extent to the needs of its clientele in terms of financing 

the cycles of creation, investment and exploitation of companies, these different 

techniques are insufficient on their own to cover all these needs. 

This applies, for example, to the financing requirements of the Working 

Capital Fund, certain operating costs such as wages, taxes and duties, customs 

duties, etc. 
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These needs, which often require a direct monetary contribution, therefore 

require a more appropriate form of financing than the Murabahah, which must be 

compulsory for reasons of compliance with Shari a principle, through the purchase 

of stocks and their resale by the Bank itself. 

Musawamah has the advantage of allowing the Bank to advance funds 

directly to its client, positioning itself as buyer vis-à-vis him and granting him a 

time limit for the delivery of the purchased goods. Moreover, the mandate 

formula, as will be discussed below, allows the client to continue to deal with its 

ordinary clientele on the sole condition that it does on behalf of the Bank, up to 

the value of Goods acquired by it under the Musawamah contract. 

Compared to Musharakah, which adapts more to the long cycle, 

Musawamah is characterized by its least risk insofar as the debt of the Bank (or its 

counter value) constitutes, as in Mudarabah, a constant commercial debt on the 

customer (the seller). 

It appears, therefore, that this type of financing offers greater opportunities 

and greater flexibility to the Bank’s intervention, while remaining within the 

framework of the principles of Islamic Shariah. 

As such, Musawamah presents itself as an ideal means of financing certain 

types of economic activities such as Agriculture, Handicraft, Import-Export, 

Youth Cooperatives, and PMI – SMEs in addition to the sector of distribution. 

In addition, Musawamah could be a substitute for the practice of 

commercial discounting. The effects and / or securities in the client’s possession 

will be taken as a guarantee of the Musawamah financing that the Bank may agree 

to. 

Analysed by comparison with traditional banking practices, Musawamah 

can substitute for short-term credits such as cash facilities, overdrafts, campaign 

credits and commodity advances. Conditions of Conformity of the Musawamah to 

the principles of Shariah: 

1. The goods covered by the contract must be known (in kind and quality), 

quantities (in number, volume or weight) and valued (in currency or other 

counter party in the case of barter). 
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2. The period of delivery of the goods by the seller must be fixed in the contract 

and known by both parties. 

3. The price (or consideration) of the goods shall be fixed in the contract known 

to both parties and paid by the buyer (Bank) in cash. 

4. The place of delivery must be determined and known to both parties. 

5. The buyer may demand from the seller a bond to guarantee the delivery of the 

goods at maturity or any other real or personal guarantee. 

6. The buyer may mandate the seller to sell and / or deliver the goods at maturity 

to a third party for a commission or commission. The seller is then personally 

liable to the buyer for the recovery of the sale price. 

7. The buyer cannot sell the merchandise before its delivery by the seller. 

However, it is allowed to do so through a parallel Musawamah contract.1 

3.3.4 Salam 

This contract (also known as ‘advance payment sale’) is an advance 

payment for deferred delivery. In this case, the bank pays the agreed amount of 

the financing to the client in advance, and the goods are delivered to the bank at a 

specified future date and place.’ To avoid any misunderstanding, it should also be 

added that the goods in question have to be based on a client’s demand. Of such 

contracts, Shirazi says the following: 

When, during the process of production, the producer feels a financial 

constraint on part of his or her working capital needs … forward deals are signed 

only to help the producer by supplying part of the working capital needs. Banks 

can be authorized to sign such deals only at the request of a producer. 

It must be added, though, that the produced goods could have been used 

either in another process for further value-adding or, if they are needed in society, 

the request could have been made by a third party. The Islamic bank does not 

receive the goods, rather, it acts as a facilitating agent. A producer’s need for 

working capital does not alone justify payment from the bank. One of the uses of 

the Qard-ul-Hassan contract mentioned earlier is to pay the working capital of 

                                                                 
1 Christopoulos, D.K. and E.G. Tsionas, ‘Financial developmen t and economic growth: 

evidence from panel unit root and cointegration tests’, Journal of Development Economics, 73 

(1), p.55 
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those producers, which have already been financed by the Islamic bank and thus 

enjoy a good reputation. Such an instrument can be used as a trilateral contract 

involving the bank, the client, and the client’s supplier or producer. 

As to the price of the commodity in question, a Salam purchase is usually 

cheaper than a spot purchase. There is no need for an Islamic bank to enter into 

any conceivably profitable transaction, and to ensure that it is entirely Shariah 

compliant, the price of the forward purchase should never exceed the cash price of 

similar products at the time the goods are delivered.1 

3.3.5 Istisna 

Istisna means asking someone to construct, build or manufacture an asset. 

In Islamic finance, Istisna is generally a long-term contract whereby a party 

undertakes to manufacture, build or construct assets, with an obligation from the 

manufacturer or producer to deliver them to the customer upon completion. In 

practice, the key advantage of an Istisna contract is that it can provide flexibility 

to the customer, where payments can be made in instalments linked to project 

completion, at delivery or after project completion. In contrast to Istisna, for 

Salam contract the payment has to be made in full, in advance. 

3.3.5.1 Istisna Application: Examples 

Infrastructure projects are the main examples of Istisna application. This 

includes: construction of power plants, factories, roads, schools, hospitals, 

building and residential developments. The parties to an Istisna contract are: The 

Producer or Manufacturer; the Bank (i.e. the financier); and the Customer (i.e. 

purchaser of goods). 

3.3.5.2 Istisna Structure 

The below diagram shows Istisna structure: 

The above structure is also known as “simple Istisna”, where it is assumed 

that the buyer has the required financing to directly coordinate with the 

                                                                 
1 Christopoulos, D.K. and E.G. Tsionas, ‘Financial development and economic growth: 

evidence from panel unit root and cointegration tests’, Journal of Development Economics, 73 

(1), p.59 
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manufacturer on the project. If the buyer does not have the financing, then the 

below parallel Istisna structure can be used.     

The parallel Istisna involves: the customer (the buyer); the Islamic bank 

(the seller); and the manufacturer (in some cases it can also involve sub-

contractors), where the buyer can obtain financing from the Islamic bank the 

following diagram shows parallel Istisna structure: 

3.3.5.3 Istisna Validity, Amendments and Cancellations 

In order for the Istisna to be valid, the price must be fixed from the outset. 

In the event of any unforeseen event that causes a delay in delivery the price of 

Istisna can be amended, if it is mutually agreed. After the manufacturer has started 

the work, the contract cannot be cancelled unilaterally.1 

3.4 Rental Based 

3.4.1 Ijarah 

Ijarah, (Arabic: اإلجارة, al-Ijarah, "to give something on rent"2 or 

"providing services and goods temporarily for a wage" (a noun, not a verb), is a 

term of Fiqh (Islamic jurisprudence) and product in Islamic banking and finance. 

In traditional Fiqh, it means a contract for the hiring of persons or renting/leasing 

of the services or the “usufruct” of a property, generally for a fixed period and 

price. In hiring, the employer is called Musta’jir, while the employee is 

called Ajir. Ijarah need not lead to purchase. In conventional leasing an "operating 

lease" does not end in a change of ownership, nor does the type of Ijarah known 

as al-Ijarah (Tashghiliyah).3 

In Islamic finance, al Ijarah does lead to purchase (Ijarah -wa- Iqtina, or 

"rent and acquisition") and usually refers to a leasing contract of property (such as 

land, plant, office automation, a motor vehicle), which is leased to a client for 

                                                                 
1 Christopoulos, D.K. and E.G. Tsionas, ‘Financial development and economic growth: 

evidence from panel unit root and cointegration tests’, Journal of Development Economics, 73 

(1), p.62 

2 Usmani, Introduction to Islamic Finance, 1998: p.109 

3"Ijarah Mawsufa Fi al-Dhimmah". Investment & finance. 12 February 2013.  
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stream of rental and purchase payments, ending with a transfer of ownership to the 

lessee, and otherwise follows Islamic regulations.1 

3.4.1.1 Rules of Ijarah 

Islamic finance theorist Muhammad Taqi Usmani lists seventeen "Basic 

Rules of Leasing" (leasing referring to Islamic leasing which Usmani uses 

interchangeably with Ijarah) in his work Islamic Finance: Principles and 

Practice — although "the principles of Ijarah are so numerous that a separate 

volume is required for their full discussion".2 Some of the rules include agreeing 

on the cost of the lease and the period of time for which it will last; clear terms in 

the contract; agreeing on purpose the lessee will use the property for, which they 

must stick to; the lessor (owner of the leased property) agreeing to bear all the 

"liabilities emerging from the ownership", etc.3 Usmani lists eleven "basic 

differences between the contemporary financial leasing" and "leasing allowed by 

the Shariah".4 

Faleel Jamaldeen lists three features of Ijarah that distinguish it from 

conventional leasing: 

1. The lessor must own the asset being leased for the entire period of the 

lease. 

2. No compound interest may be charged if the lessee delays or defaults 

on payment. 

3. Use of the asset being leased must be specified in the contract. 

3.4.1.2 Types of Ijarah 

In terms of its modus operandi, Ijarah can be classified as operating 

Ijarah and financial Ijarah: 

Operating Ijarah (Ijarah Tashghiliyah): 

Conventionally, operating Ijarah used to be the one and only type of 

Ijarah. According to operating Ijarah, an owner of a property leases it to others 

                                                                 
1"Ijarah Mawsufa Fi al-Dhimmah". Investment & finance. 12 February 2013 

2 Usmani, Introduction to Islamic Finance, 1998: p.111-113 

3 Usmani, Introduction to Islamic Finance, 1998: p.111-113 

4 Usmani, Introduction to Islamic Finance, 1998: p.114-124 

https://en.wikipedia.org/wiki/Lessor_(leasing)
https://en.wikipedia.org/wiki/Lessor_(leasing)
https://en.wiktionary.org/wiki/lessee
https://www.investment-and-finance.net/islamic-finance/i/ijarah.html
https://www.investment-and-finance.net/islamic-finance/o/operating-ijarah.html
https://www.investment-and-finance.net/islamic-finance/o/operating-ijarah.html
https://www.investment-and-finance.net/islamic-finance/f/financial-ijarah.html
http://investment-and-finance.net/islamic-finance/i/ijarah-mawsufah-fi-al-dhimmah.html
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for a specified period. The ownership of the leased property remains with the 

owner at the end of the lease tenor. For example, an Islamic bank could have some 

properties/assets on its books for lease. These properties/assets will remain on the 

bank’s books at the end of Ijarah. Typically, this operating lease is not preceded 

by a promise by the owner to sell it to the lesser.1 

3.4.2 Financial Ijarah (Ijarah Muntahia Bit Tamleek) 

This is a modern form of Ijarah that has been created following the 

evolution of Islamic banking and finance. It constitutes a form of Ijarah in which 

ownership is transferred to the lessee at the end of a specific period. According to 

the method of ownership transfer, this particular type of Ijarah can be classified 

into four different types: 

1. Ijarah Muntahia-Bit-Tamleek through Hibah (Gift): where legal title is 

transferred to the lessee without any more payments. The financial lease that is 

associated with Hibah-type transfer is widely used by Islamic banks. The Hibah 

(gift) can be either ordinary (unconditional) or conditional. Ordinary Hibah is not 

embedded with a condition of payment of all rental instalments, while conditional 

Hibah contains such a condition, which makes it legally more enforceable (once 

the lesser pays the last instalment, the lesser is legally bound to automatically 

transfer the property title). 

2. Ijarah Muntahia-Bit-Tamleek through Ba'i (Sale): in this type of Ijarah, 

the lease agreement is executed with an understanding that the lesser will sell the 

property to the lessee at the end of Ijarah tenor. This sale-based transfer can take a 

number of forms: 

a. Ijarah Muntahia-Bit-Tamleek through transfer of legal title at the end of 

lease tenor for a token consideration. 

b. Ijarah Muntahia-Bit-Tamleek through transfer of legal title prior to the 

end of lease tenor for a price that is equivalent to the remaining Ijarah 

instalments (net of rental). 

c. Practical Terms and Conditions for Musawamah through gradual transfer of legal 

title of the leased property. 
                                                                 
11 Christopoulos, D.K. and E.G. Tsionas, ‘Financial development and economic growth: 

evidence from panel unit root and cointegration tests’, Journal of Development  Economics, 

73(1), p.63 
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3.4.3 Diminishing Musharakah 

Diminishing Musharakah is a type of partnership (Shirkah) where one 

partner purchases the other partner’s share gradually. It is also called Shirkah-al-

Mutanaqisah. According to this concept, a financier and his client participate 

either in the joint ownership of a property or an equipment, or in a joint 

commercial enterprise. The share of the financier is further divided into a number 

of units and it is understood that the client will purchase the units of the share of 

the financier one by one periodically, thus increasing his own share until all the 

units of the financier are purchased by him so as to make him the sole owner of 

the property, or the commercial enterprise, as the case may be.1 

3.4.3.1 Fundamentals of Diminishing Musharakah Agreement 

The proposed arrangement is composed of the following transactions: 

1. To create joint ownership in the property (Shirkat-ul-Milk). 

2. Giving the share of the financier to the client on rent. 

3. Promise from the client to purchase the units of share of the financier. 

4. Actual purchase of the units at different stages. 

3.4.3.2 How Diminishing Musharakah Works? 

The Diminishing Musharakah based on the above concept has taken 

different shapes in different transactions. Some examples are given below: 

1. It has been used mostly in-house financing. The client wants to purchase a 

house for which he does not have adequate funds. It approaches the 

financier who agrees to participate with him in purchasing the required 

house 20% of the price is paid by the client and 80% of the price by the 

financier. Thus, the financier owns 80% of the house while the client owns 

20%. After purchasing the property jointly, the client uses the house for his 

residential requirement and pays rent to the financier for using his share in 

                                                                 
1 Dar, Humayon A., ‘Incentive compatibility of Islamic financing’, in M. Kabir Hassan and 

Mervyn K. Lewis (eds), Handbook of Islamic Banking, Cheltenham, UK and Northampton, 

MA, USA: Edward Elgar. p. 85 
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the property. At the same time, the share of financier is further divided in 

eight equal units, each unit representing 10% ownership of the house. The 

client promises to the financier that he will purchase one unit after three 

months. Accordingly, months, he purchases one unit of the share of the 

financier by paying 1/10th of the price of the house. It reduces the share of 

the financier from 80% to 70%. Finance, the rent payable to the financier 

is also reduced to that extent. At the end of the second term, he purchases 

another unit increasing his share in the property to 40% and reducing the 

share of the financier to 60% and consequently reducing the rent to that 

proportion. This process goes on in the same fashion until after the end of 

two years, the client purchases the whole share of the financier reducing 

the share of the financier to 'zero' and increasing his own share to 100%. 

2. This arrangement allows the financier to claim rent according to his 

proportion of ownership in the property and at the same time allows him 

periodical return of a part of his principal through purchases of the units of 

his share. 

3. 'A' wants to purchase a taxi to use it for offering transport services to 

passengers and to earn income through fares recovered from them, but he 

is short of funds. 'B' agrees to participate in the purchase of the taxi, 

therefore, both of them purchase a taxi jointly. 80% of the price is paid by 

'B' and 20% is paid by A. After the taxi is purchased, it is employed to 

provide transport to the passengers whereby the net income of $1000/- is 

earned on daily basis. Since 'B' has 80% share in the taxi, it is agreed that 

80% of the fare will be given to him and the rest of 20% will be retained 

by 'A' who has a 20% share in the taxi. It means that $800/- is earned by 

'B' and $200/- by 'A' on daily basis. At the same time the share of 'B' is 

further divided into eight units. After three months 'A' purchases one unit 

from the share of 'B'. Consequently, the share of 'B' is reduced to 70% and 

share of 'A' is increased, after the first term of three months increased to 

30% meaning thereby that as from that date 'A' will be entitled to $300/- 

from the daily income of the taxi and 'B' will earn $700/-. This process will 

go on until after the expiry of two years, the whole taxi will be owned by 
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'A' and 'B' will take back his original investment along with income 

distributed to him as aforesaid. 

4. 'A' wishes to start the business of ready-made garments but lacks the 

required funds for that business. 'B' agrees to participate with him for a 

specified period, say two years. 40% of the investment is contributed by 

'A' and 60% by 'B'. Both start the business on the basis of Diminishing 

Musharakah. The proportion of profit allocated for each one of them is 

expressly agreed upon. But at the same time 'B's share in the business is 

divided to six equal units and 'A' keeps purchasing these units on gradual 

basis until after the end of two years 'B' comes out of the business, leaving 

its exclusive ownership to A. Apart from periodical profits earned by 'B', 

he gains the price of the units of his share which, in practical terms, tend to 

repay to him the original amount invested by him.1 

3.5 Other Models 

3.5.1 Qard-e-Hasanah Model 

Qard al-Hasan is a form of interest-free loan (fungible, marketable 

wealth) that is extended by a lender to a borrower on the basis of benevolence 

(Ihsan). Al-Qard, from a Shariah point of view, is a non-commutative contract, as 

it involves a facility granted only for the sake of Tabarru’ (donation). Therefore, 

al-Qard al-Hasan is a gratuitous loan extended to needy people for a specified 

period of time. At the end of that period, the face value of the loan (Asl al-Qard) 

is to be paid off. In other words, Shariah prohibits the stipulation of an excess for 

the lender, as it amounts to Riba, whether the excess is expressed in terms of 

quality or quantity, or whether it is a tangible item or a benefit. However, it is 

permitted that the repayment of Qardh (loan extinguishing) is made with an 

excess (tangible item, benefit, service, etc.), provided that such an excess is 

                                                                 
1 Incentive compatibility of Islamic financing’, in M. Kabir Hassan and Mervyn K. Lewis 

(eds), Handbook of Islamic Banking, Cheltenham, p. 85 
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neither expressly stipulated nor implicitly pre-arranged (through collusion or 

Tawatu’) in the contract of loan.1    

The concept of Qard al-Hasan is to assist the poor or needy by offering a 

loan without any interest. The Quran states that such a loan is beautiful and 

admirable2 because the borrower of such a loan is God; not the person receiving 

the money.3 According to the verses of Quran, God admires people who pay their 

wealth for servants of God by using this statement "loan to God", while this 

wealth is provided for people by God.4 

A different and non-orthodox interpretation of the Quran's verses on Qard 

al-Hasan is that the context of the verses does not "seem to have anything to do 

with Qard in general as business transactions in this world", but instead involves 

"the symbolic transaction between Allah and the believers". In these sorts of 

transactions believers can only give Allah loans, not gifts, because "Whatever we 

offer to Allah is ... treated as loan", since it is always returned, "doubled or even 

more."5 In contradiction to orthodox religious legal teachings that the Quranic 

verses prohibit Muslims from charging interest on business loans, Farooq notes 

that the verses "specify no detail whatsoever in regard to conditions or limitations, 

including whether Qard or Qard al-Hasan must be without excess. On the 

contrary, Qard al-Hasan, as a contract with God, consistently specifies an 

excess,"6 (as the Quran talks of doubling the Qard Hasan). 

                                                                 
1 Zainal Abidin, Ahmad; Alwi, Norhayati Mohd; Ariffin, Noraini Mohd. "A case study on the 

implementation of Qardh ul Hasan concept as a financing product in Islamic banks in 

Malaysia". International Journal of Economics, Management, and Accounting. 2011. P.132 

2Saeed, Abdullah. "Economics". in: Encyclopaedia of the Quran. Georgetown University.p.154 

3 Askari, Hossein; Iqbal, Zamir; Mirakhor, Abbas (2015). Introduction to Islamic Economics: 

Theory and Application. Wiley. p. 314. 

4 Al-Qaradawi, Yusuf (2013). Fiqh Al Zakah. Islamic Book Trust. p. 77 

5 Abdullah Yusuf Ali, op cit., no. 275, 97;  

Muhammad Asad, op. cit. 54, no. 234; Irfan Ahmad Khan, Reflections on the Qur’an, Vol. I 

(Leicester: Islamic Foundation, 2005), p.614. 

6 Farooq, Mohammad Omar (19 January 2012). "6. Qard in the Quran". Qard al-Hasanah, 

Wadiah/Amanah and Bank Deposits: Applications and Misapplications of Some Concepts in 

Islamic Banking. p.39 

https://en.wikipedia.org/wiki/Quran
http://journals.iium.edu.my/enmjournal/index.php/enmj/article/view/201
http://journals.iium.edu.my/enmjournal/index.php/enmj/article/view/201
http://journals.iium.edu.my/enmjournal/index.php/enmj/article/view/201
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3.6 Waqf Model 

3.6.1 Takaful -Waqf Model 

The term Waqf referred for this model explains the contract of Takaful that 

underlines the agreement or consent of the participant that the Takaful 

contribution paid in return for participating in the Takaful product to be credited 

by the operator into the Takaful fund in accordance with the principle of Waqf or 

endowment. To begin with, a Waqf account has to be established by the operator 

within the Takaful fund. To this effect the operator is required to relinquish some 

kind of “seed” money as Waqf to generate the said Waqf account. 

This Waqf account of the Takaful fund will be invested similar to the three 

business models hereinbefore. The Waqf fund shall work to achieve the following 

objectives: 

1. To extend financial assistance to its members in the event of losses. 

2. To extend benefits to its members strictly in accordance with 

the Waqf Deed. 

All the expenses related to the underwriting and operational cost of 

Takaful shall be charged to the Waqf fund. As manager, the Takaful operator will 

perform all functions necessary for the operations of the Waqf against 

a Wakala fee to be deducted from the contribution paid by the participants. 

As Mudarib, the operator will manage the investment of the Takaful fund 

including its Waqf account in Shariah-compliant investment avenues and will 

share its returns on the investment at an agreed ratio similar to the profit-sharing 

structure under the Mudarabah contract. 

It is important to note the different principles of Shariah are used in the 

Takaful contract to express the consent of the participants for their contributions to 

be credited into the Takaful fund for the purpose of undertaking the concept of 

joint guarantee as encapsulated in the term Takaful. In contrast to 

the Waqf model, the other three models applied the principle of Tabarru to the 

contract. 

It is a basic feature of the model below that the Waqf Fund will lay down 

the rules for distribution of its proceeds to the beneficiaries and will determine 
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how much compensation be paid out to a participant. In addition, the Waqf will be 

the owner of the contributions and has the right to act as a legal entity and dealing 

with its surplus. The operator, whilst managing the Waqf Fund, will assume two 

different functions at the same time – manager and Mudarib or entrepreneur.1 

3.6.2 Zakat Model 

Zakat is one of the fundamental pillars of Islam. Zakat is actually way ‘to 

purify, to develop, and, to reason to grow’. Zakat is the prescribed percentage of 

one’s wealth to be allotted a few of the categories of those entitled to get hold of 

it. An individual entitled to pay Zakat is known as Muzakki and the man or woman 

entitled to obtain Zakat is referred to as Mustahiq. An Islamic microfinance 

application is intention at transformation of Mustahiq into Muzakki within a 

particular time frame. 2  

3.6.2.1 Eligible Beneficiaries   

Islam imposes restrictions on the usage of Zakat finances and calls for that 

funds must actually glide to unique classes of beneficiaries simplest. Zakat price 

range should be sincerely outstanding from budget with Islamic treasury pooled 

through taxes and state sales and cannot be used to finance infrastructural tasks, 

public utilities and offerings useful to all Muslims - the bad and the rich - or for 

assembly the administrative expenditure of the nation.3 

The following verse of the holy Quran defines the eligible beneficiaries 

(Mustahiqeen) of Zakat. 

قَابِ  َدقَاُت لِلْفُقََراِء َوالَْمسَاِكيِن َوالْعَاِملِيَن عَلَيَْها َوالُْمَؤلَّفَِة قُلُوبُُهْم َوفِي الِرِّ إِنََّما الصَّ

 ُ ِ َوّللاِّ َن ّللاِّ ِ َوابِْن السَّبِيِل فَِريَضةً ِمِّ  .4 عَلِيٌم َحِكيمٌ َوالْغَاِرِميَن َوفِي سَبِيِل ّللاِّ

“The services (Zakat) given for the sake of Allah are (supposed) 

only for Fuqara (poor) and the Masakeen (needy), and Ameleen-a-

                                                                 
1 Incentive compatibility of Islamic financing’, in M. Kabir Hassan and Mervyn K. Lewis 

(eds), Handbook of Islamic Banking, Cheltenham, p. 90 

2 Incentive compatibility of Islamic financing’, in M. Kabir Hassan and Mervyn K. Lewis 

(eds), Handbook of Islamic Banking, Cheltenham, p. 99 

3 Kahf, M. 1997. “Potential Effects of Zakat on Government Budget”. IIUM Journal of 

Economics and Management, vol. 5, no. 1.  

4 Surah al-Taubah: 9:60 



107 

 

Alaiha(individuals who are in rate thereof), and Muallafat-ul-

Quloob (those whose hearts are to be won over), and for Fir-

Riqaab (the freeing of human beings from bondage), and for al-

Gharimun (individuals who are overburdened with debts), and Fi-

Sabeelillah (for every conflict) in Allah’s motive, and Ibn as-Sabil 

(for the wayfarer): (that is) an ordinance from Allah- and Allah is 

all knowing, smart.”  

Zakat is consequently, commonly within the nature of a protection internet 

to take care of the fundamental necessities of existence of those who cannot come 

up with the money for them. the primary classes, specifically Fuqara (the poorest 

of the poor) and Masakeen (the needy and destitute) include people without a 

manner of livelihood or insufficient income to meet their simple necessities of 

existence that could include orphans, the sick and the disabled, and the homeless.1 

Zakat price range may also be used to defray the operational charges of 

dealing with a Zakat organization. That is to keep the integrity and the 

independence of collection and disbursement of Zakat budget. The 1/3 class of 

eligible recipients of Zakat, Ameleen-a-Alaiha refers back to the personnel hired 

for this reason and their salaries may be paid out of Zakat finances.    

Muallafat-ul-Quloob, the fourth category, actually way humans whose 

hearts are to be received over and implies such non-Muslims who are too close to 

expertise and perhaps accepting the fact and message of Islam. underneath the 5th 

class Fir-Riqaab. Zakat can be used to pay ransom or compensation to buy 

freedom for slaves and prisoners of conflict. 

Like the first classes, the final 4 are pretty relevant from the standpoint of 

a poverty comfort initiative. The sixth category, Al-Gharimun, refers to 

individuals trapped in debt. it's far essential that such debt does not relate to 

frivolous and conspicuous intake. It is also vital that the default or delinquency in 

compensation of debt isn't always wilful and deliberate. Scholars also add 

qualifiers to debt eligible for Zakat aid, consisting of, that arising out of settling 

                                                                 
1 Miftah, A.A. 2008. Pembaharuan Zakat untuk Pengentasan Kemiskinan di Indonesia . 

Innovation, Vol VII, No 14, December. P.81 
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disputes among Muslims. Further, the amount of Zakat that is paid cannot exceed 

the quantity of debt.1 

The 7th class Fi-Sabeelillah is a fairly huge one and consists of 

expenditure for the propagation and defence of Islam. Additionally, it is 

expenditure on charitable projects within the area of training, medical care, and 

social welfare. 

Subsequently the 8th class Ibn as-Sabil (son of the road / the manner 

farer)) denotes any man or woman who's a way from his/her home who, because 

of circumstances past his/her manipulate, does not have sufficient method of a 

livelihood at his/her disposal. In its wider feel it describes a person who, for any 

motive in any respect, is unable to return domestic both temporarily or 

completely, along with, a political exile or refugee. This allows to be used of 

Zakat finances for rehabilitation paintings in post-battle areas.2 

There may be a clean precedence to the poor in the matter of Zakat 

distribution. Students word that the hadith - in which Prophet Muhammad (peace 

be upon him) is suggested to have said "Zakat is to be accumulated from the 

wealthy and paid to the negative" – highlights the importance of this category. 

Additionally, there is a priority accorded to deserving people inside the equal 

locality from wherein Zakat has been collected. It also not essential that Zakat 

ought to be paid to all of the 8 categories of beneficiaries and is largely a rely of 

discretion. Certainly, many times an individual beneficiary can also belong to a 

couple of categories. Further, charge of Zakat need not be broadly dispersed 

amongst largest viable quantity of beneficiaries. A person beneficiary can also 

acquire an incredibly big percentage of one's Zakat liability so as to drag him/her 

out of economic misery.3 

                                                                 
1 Muda, M., Marzuki, A., and Shaharuddin, A. 2006. Factor Influencing Individual 

Participation in Zakah Contribution: Exploratory Investigation. Paper submitted 68 for 

presentation at the Seminar for Islamic Banking and Finance 2006 (iBAF2006), p.29 – 30 

August 2009, Kuala Lumpur (Faculty of Economics and Muamalat, KUIM, Nilai NS).  

2 Patmawati, 2006. Economic Role of Zakat in Reducing Income Inequality and Poverty in 

Selangor, PhD Dissertation. Universiti Putra Malaya, Selangor. P.32 

3 Ridlo, M. T. 2007. Zakah Profesidan Perusahaan. Jakarta: Institute Management Zakah. P.84 
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Zakat may be paid in coins or in type. To ensure that Zakat funds glide 

without delay and most effective to a beneficiary deemed eligible by means of the 

Shariah, jurists emphasize at the principle of Tamleek. The principle implies 

supplying direct possession of Zakat funds to the eligible beneficiary with all the 

attendant rights of possession. For that reason, its regulations out fee of Zakat as a 

widespread contribution (to a welfare fund to cover its administrative overheads) 

and insists on ensuring actual drift of funds to the eligible individual beneficiaries. 

However, this does not mean that Zakat can best be paid to private people and not 

to establishments. According to maximum cutting-edge students, Zakat can be 

paid to institutional bodies looking after the poor and the needy, consisting of, in 

presenting them with schooling and health offerings.1 

3.6.2.2 Estimation of Zakat 

Zakat is largely an obligatory annually on wealth of a person and sane 

Muslim character that may possess wealth past a prescribed minimal. There’s 

difference of opinion amongst pupils on whether this will additionally observe on 

companies. For wealth to grow to be liable for Zakat, it must remain within the 

ownership of the Muzakki for one Hijri calendar year (haul) and have to exceed a 

minimum threshold (Nisab). Zakat isn't always levied on earnings that are used for 

intake, and gadgets of wealth, which are used for personal and family purposes. 

Zakat is levied on savings that is converted into wealth of a person and remains in 

its ownership for one calendar 12 months, and on agricultural output. It is also 

levied on wealth which are characterized as stocks (e.g., gold, silver, the stock of 

trade and livestock). Zakat isn't always levied on wealth this is inside the nature of 

means of production, such as, tools and equipment, machinery and so on.  Islamic 

regulation affords for intricate rules referring to estimation of Zakat base (quantity 

of wealth on which Zakat is levied) and the fees of levy that adjust with styles of 

wealth. With most varieties of financial property, the charge is two and 1/2 

percent.2 

                                                                 
1 Sadeq, A. M. 2002. A Survey of the Institution of Zakat: Issues, Theories, and Administration. 

Jeddah: IRTI‐IDB., p.14 

2 Sadeq, A. M. 2002. A Survey of the Institution of Zakat: Issues, Theories, and Administration. 

Jeddah: IRTI‐IDB., p.17 



110 

 

It is able to be cited that good-sized differences of opinion exist among 

pupils in subjects associated with Zakat. As an instance, many scholars would 

love to look Nisab as a dynamic as opposed to static idea. Nisab is the dividing 

line that separates the primary necessities of lifestyles from luxuries and 

consequently, adjustments with time and area. It essentially gives for a suitable 

well known of dwelling, which covers all necessities of existence, such as, food, 

apparel, residence, household property, training, health care, manner of 

transportation and as such, is relevant for a particular community at a point in 

time. Commenting on this, Dr Yusuf Al-Qaradhawi in his famous treatise on 

felony guidelines of Zakat notes: 

"Unlike prayers, we study that even the ratios, the exemption, the varieties 

of wealth which might be Zakatable are problem to variations amongst students. 

Such differences have serious implications for Muslims at huge in relation to their 

application of the Islamic duty of Zakat…. There are new topics that did not exist 

within the past and have been now not recognized to the historical jurists. Those 

new matters require new non secular injunctions."1 

3.6.2.3 Zakat and Financial Empowerment 

The number one goal of Zakat is to tug a Muslim out of monetary misery 

with the aid of supplying for his/her basic wishes. Basic needs by using definition 

are recurring in nature. it's far consequently, pointed out with the aid of some that 

Zakat proceeds should intention for monetary empowerment and not for meeting 

their immediately consumption needs.  The latter might also certainly inspire 

dependence and make the poor permanently depending on Zakat. of their zeal to 

result in financial empowerment, proponents regularly have a tendency to 

undertake big investments in schooling, fitness care and different social welfare 

tasks (reaping rewards the poor, the now not-so-bad or even the wealthy) or have 

interaction in financing of microenterprises resulting in drying up of finances for 

assembly instantaneous intake wishes of the poorest of the negative.2 

                                                                 
1 Shirazi, N. S. Providing for the Resource Shortfall for Poverty Elimination through the 

Institution of Zakah in Low‐Income Muslim Countries. IIUM Journal of Economics and 

Management, vol. 14, No. 1. 

2 Zarqa, M. A. The Role of Zakah in Macro Economy and Fiscal Policy , in Kahf, M (ed), 

Economics of Zakah. Jeddah: IRTI – IDB., p13 
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   Financial empowerment and meeting simple intake wish want no longer 

be mutually extraordinary. In any application of financial empowerment via 

Zakat, pleasurable on the spot primary desires of the poorest of the poor have to 

always be accorded top precedence. In a subsequent phase, the beneficiaries may 

be made to undergo skill-improvement packages through meeting their price of 

schooling and schooling with Zakat funds. Zakat finances may also be supplied as 

start-up capital for their micro-companies either within the form of outright grants 

or loans (Qard-e-Hasan) or micro-equity without expectation of returns 

depending upon the diploma of their vulnerability. This would allow the poor to 

generate a sustainable means of livelihood and rework them from the category of 

Zakat recipients (Mustahiq) into that of Zakat payers (Muzakki). Such formidable 

poverty remedy and financial empowerment projects thru green collection and 

distribution of Zakat can be undertaken by the kingdom or a not-for-profit 

organization like Zakat Fund.1 

Monetary empowerment is a much broader idea than enhancement of 

income. It goals at social transformation of the poor and ensure social justice. 

Indeed, most Scholars agree that that is the motive of the organization of Zakat 

3.6.2.4 Management of Zakat Budget 

From a microfinance perspective, control of a Zakat Fund increases 

important problems. The first problem relates to whether the bad should be 

provided offers or loans. it's far pointed out that the waft of Zakat budget in 

cutting-edge Muslim societies is extraordinarily insufficient and erratic. Supplying 

revolving credit score through Qard Hasan loans out of pooled Zakat proceeds 

ensures that the Fund is now routinely replenished every time loans are repaid. 

The outcome is a sustainable Shariah-compliant economic service provider for the 

poor. Notwithstanding the sustainability argument, the fact remains that 

microcredit (even without interest) isn't always for the poorest of the poor. The 

extreme vulnerability of this phase of the society makes them reluctant to choose 

loans. folks who undertaking, are confronted with the possibility of last in debt for 

prolonged periods if liberal waivers are not granted to them in case of incapacity 

                                                                 
1 Kahf, M. Economics of Zakat, Jeddah: IRTI-IDB.p.27 
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to pay in the proper spirit of Qard Hasan. Indeed, this violates the very essence of 

Zakat - of pulling a character out of indebtedness.1 

The sustainability argument is likewise used to justify a policy of investing 

Zakat price range in Mudarabah and other Shariah compliant investments. At the 

same time as this is lawful, it is able to be suitable only in case of provision of 

start-up capital to the poorest of the poor and not with a purpose to generating 

most returns on investments. In case of existence of undistributed surplus (a quite 

unlikely state of affairs inside the presence of massive-scale poverty in Muslim 

societies) these can be invested for transient intervals, however have to keep away 

from excessive hazard avenues.2 

3.7 Basic Principles of Shariah Based Microfinance and Banking 

There are at least six basic principles that differentiate a financial 

transaction from a Riba/interest-based transaction to an Islamic banking 

transaction. 

3.7.1 Prohibition of Interest 

It is commonly known and acknowledged that Islam has strictly prohibited 

interest. It disapproves both giving and charging interest. The Arabic word used in 

the Qur’an for interest is Riba which has been condemned in the strongest 

possible terms. Riba is often translated as usury but its literal meanings are an 

excess, addition or growth. Islamic jurists have classified usury into two types: 

1. Usury of debts (Riba al Diyun) 

2. Usury of trade (Riba al Bai’) 

The usury of debts was an established practice amongst Arabs during the 

pre-Islamic period. It is also known as usury of delay (Riba al Nasia). It may arise 

in two situations: first, as and excess over and above the amount of principal loan 

which is incorporated as an obligatory condition of giving loan. In this situation it 

is called Riba al Diyun. In the second situation, an excess amount is imposed over 

and above the amount of the principal loan if the borrower fails to pay the 

                                                                 
1 Ahmed, Ziauddin, et.al. Fiscal policy and resource allocation in Islam. Islamabad: IIIE, 

International Islamic University. p.211 

2 Ahmed, Ziauddin, et.al. Fiscal policy and resource allocation in Islam. Islamabad: IIIE, 

International Islamic University. p.211 
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principal on the due date. Thus, more time is allowed for payment in return of the 

excess amount. If the borrower fails to pay again, a further access amount over the 

principal (usually the double of the first excess) is imposed and so on. This kind of 

usury may occur through debt or trade. This is what is known as Riba al Nasia. 

Riba al Bai’ is also known as Riba al Fadl. It was also practiced by the 

Arabs in the pre-Islamic period and was prohibited by the Prophet Muhammad) ملسو هيلع هللا ىلص 

Following tradition of the Prophet (ملسو هيلع هللا ىلص) is cited as an evidence thereof: 

It is related that Abu S’aid al Khudri said: 

“The Prophet (ملسو هيلع هللا ىلص) said: Gold for gold, silver for silver, wheat for wheat, 

barley for barley and dates for dates, the like for like, hand to hand (immediately). 

Whoever increases or asks for an increase hath (practiced) usury, the receiver and 

giver alike (are guilty).”1 

It is the considered opinion of the experts of Islamic jurisprudence that 

interest charged by commercial banks “is identical with the excess stipulated as an 

obligatory condition in the contract, which is one of the two types of usury 

prohibited by the Islamic Shariah. 

Keeping in line with the above tradition, the Islamic Fiqh Academy 

established by the Organization of Islamic Conference (OIC) in its second session 

held in Jeddah, Saudi Arabia, during  Rabi Thani 10-16, 1410 H (December 22-

28, 1985) declared that “any increase or profit on a loan, which has matured, in 

return for an extension of the maturity date, in case the borrower is unable to pay, 

and the increase or the profit on the loan at the inception of the loan agreement, 

are both forms of usury (Riba) which is prohibited under the Shariah.”2 

3.8 Difference between Interest and Trade 

In the pre-Islamic Arabian society, interest or Riba was considered similar 

to trade. But the Qur’an has enunciated that trade and interest are not the 

same.3Therefore, it is necessary to explain the reasons which actuated Islam in 

                                                                 
1 Incentive compatibility of Islamic financing’, in M. Kabir Hassan and Mervyn K. Lewis 

(eds), Handbook of Islamic Banking, Cheltenham, p. 99 

2 Elimination of Riba, Khurshid Ahmad, Khalid Rahman and Zahed A. Valie.  

3 Khandker, Shahidur R. German Bank: Impact Costs and Programme Sustainability. Asian 

Development Review, Volume 14, p.28 
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forbidding interest and permitting trade. Islam, in making trade lawful and interest 

unlawful, stipulates that there are fundamental differences between interest and 

trade. 

In trade, there are two parties involved – one is the purchaser and the other 

is the vendor. The vendor makes a particular product or commodity by exerting 

his labour, money and time or he purchases it from someone else. In both cases, 

the vendor along with his capital employs labour, time, intellect and experience 

and presents it before that buyer and by selling he makes some profit on top of it. 

In exchanging the product, sometimes he may incur a loss instead of making a 

profit. So, he (the vendor) has to take the risk of loses while going for trade.1 

On the other hand, in interest transactions there is no division of profit 

between the two parties on the basis of equality. A person lends his money to 

someone as a loan on the condition that the borrower has to pay a certain amount 

of money in addition to the principal within the given time period. Here, the 

lender or financier gets additional pre-fixed money with the principal. During this 

period, it is not always possible for the debtor to make a profit. This is, in fact, an 

exchange of time and leisure.2From the point of view of trade, the moment a 

commodity is exchanged for its price the transaction comes to an end. The 

purchaser does not give anything after that transaction to the vendor. In their 

transaction, whether of houses, land or other material, the original remains intact 

and is returned to the owner afterwards. It is only for the use of it that the hirer has 

to pay the rent to the owner, but in the case of interest, the debtor actually spends 

the amount borrowed from the creditor and has to return the same amount with an 

addition by way of interest.3 

                                                                 
1 Khandker, Shahidur R. German Bank: Impact Costs and Programme Sustainability. Asian 

Development Review, Volume 14, p.28 

2 Khandker, Shahidur R. German Bank: Impact Costs and Programme Sustainability. As ian 

Development Review, Volume 14, p.28 

3 Adnan, Q. (2005), A Study of Informal Finance Markets in Pakistan. Pakistan Micro Finance 

Network. p.150 
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3.8.1 Care for the Poor is a Religious Obligation in Islam 

3.8.1.1 The Quran 

3.8.1.1.1 Attitude of the Giver of Charity 

Those who spend their wealth in the way of Allah and do not follow up 

their spending by stressing their benevolence and causing hurt, will find their 

reward secure with their Lord. They have no cause for fear and grief. 

To speak a kind word and to forgive people's faults is better than charity 

followed by hurt. Allah is All-Sufficient, All-Forbearing 

Believers! Do not nullify your acts of charity by stressing your 

benevolence and causing hurt as does he who spends his wealth only to be seen by 

men and does not believe in Allah and the Last Day. The example of his spending 

is that of a rock with a thin coating of earth upon it: when a heavy rain smites it, 

the earth is washed away, leaving the rock bare; such people derive no gain from 

their acts of charity. Allah does not set the deniers of the Truth on the right way.1 

3.8.1.1.2 The Needy Who Do Not Beg 

Those needy ones who are wholly wrapped up in the cause of Allah, and 

who are hindered from moving about the earth in search of their livelihood 

especially deserve help. He who is unaware of their circumstances supposes them 

to be wealthy because of their dignified bearing, but you will know them by their 

countenance, although they do not go about begging of people with importunity. 

And whatever wealth you will spend on helping them, Allah will know of it.2 

3.8.1.1.3 Economic Exploitation 

And do not become like the woman who, after having painstakingly spun 

her yarn, caused it to disintegrate into pieces. You resort to oaths as instruments of 

mutual deceit so that one people might take greater advantage than another 

although Allah puts you to the test through this. Surely on the Day of Resurrection 

He will make clear the truth concerning the matters over which you differed. 

(16:92) 

                                                                 
1 Surah Al-Baqarah: 2:262 - 264 

2 Surah Al-Baqarah: 2:273 
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3.8.1.1.4 Food and the Needy 

Have you seen him who belies the rewards and punishments of the 

Hereafter? He it is who drives away the orphan and does not urge giving away the 

food of the poor. (107:1 - 3) 

Give to the near of kin his due, and also to the needy and the wayfarers. 

Do not squander your wealth wastefully; for those who squander wastefully are 

Satan's brothers, and Satan is ever ungrateful to his Lord. (17:26 - 27) 

3.8.1.1.5 Greed 

Look, you are being called upon to expend in Allah's Way, yet some of 

you are being niggardly, whereas the one who is niggardly is, in fact, being 

niggardly only to himself. Allah is Self-Sufficient: it is you who are the needy. If 

you turn away, Allah will replace you by another people, and they will not be like 

you.  

3.8.1.1.6 Moderation in Giving 

Do not keep your hand fastened to your neck nor outspread it, altogether 

widespread, for you will be left sitting rebuked, destitute.  

(In reference to the slaves of Allah) "who, when they spend, are neither 

extravagant nor miserly but keep the golden mean between the two (extremes)  

3.8.1.1.7 Righteousness 

You shall not attain righteousness until you spend out of what you love (in 

the way of Allah). Allah knows whatever you spend.  

3.8.1.1.8 Sadaqah 

(O Prophet! (ملسو هيلع هللا ىلص)) Tell those of My servants who believe that they should 

establish Prayer and spend out of what We have provided them with, both secretly 

and openly, before there arrives the Day when there will be no bargaining, nor any 

mutual befriending.  

3.8.1.1.9 Stinginess 

Allah does not love the arrogant and the boastful, who are niggardly and 

bid others to be niggardly and conceal the bounty which Allah has bestowed upon 
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them. We have kept in readiness a humiliating chastisement for such deniers (of 

Allah's bounty)  

3.8.1.1.10 Zakat-what you owe from your money 

The people who were given the Book before this did not divide into sects 

until after the clear statement (of the Right Way) had come to them, and the only 

Command they were given was to worship Allah, making their religion sincerely 

His, turning all their attention towards Him, and to establish the Salat and to pay 

the Zakat: for this alone is the truest and right religion.  

Establish Prayer and dispense the Purifying Alms (Zakat) and bow in 

worship with those who bow. 

The believers, both men and women, are allies of one another. They enjoin 

good, forbid evil, establish Prayer, pay Zakat, and obey Allah and His Messenger. 

Surely Allah will show mercy to them. Allah is All-Mighty, All-Wise. 

The alms (Zakat in this specific verses case) are meant only for the poor 

and the needy and those who are in charge thereof, those whose hearts are to be 

reconciled; and to free those in bondage, and to help those burdened with debt, 

and for expenditure in the way of Allah and for the wayfarer. This is an obligation 

from Allah. Allah is All-Knowing, All-Wise. 

3.8.1.2 The Hadith 

3.8.1.2.1 Begging 

Narrated Hakim bin Hizam that the Prophet Muhammad (ملسو هيلع هللا ىلص) said: The 

upper hand is better than the lower hand (i.e. he who gives in charity is better than 

him who takes it). One should start giving first to his dependents. And the best 

object of charity is that which is given by a wealthy person (from the money 

which is left after his expenses). And whoever abstains from asking others for 

some financial help, Allah will give him and save him from asking others, Allah 

will make him self-sufficient.1 

                                                                 
1 Bukhari:2356/2 
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Abu Huraira related that the Prophet (ملسو هيلع هللا ىلص) said: He who makes a habit of 

asking from others reaches out for a brand of Fire, so let him refrain or continue, 

as he desires.  

3.8.1.2.2 Clothing 

Ibn Abbas related that the Prophet (ملسو هيلع هللا ىلص) said: Any Muslim who gives a 

Muslim a garment to wear will be in Allah's safekeeping as long as a shred of it 

remains on him.1 

3.8.1.2.3 Debt: Relieving the Person in Debt 

Abu Qatadah related that the Prophet (ملسو هيلع هللا ىلص) said: If anyone would like Allah 

to save him from the hardships of the Day of Resurrection, he should give more 

time to his debtor who is short of money, or remit his debt altogether.2 

3.8.1.2.4 Food and the Needy 

Safwan ibn Salim related that the Prophet (ملسو هيلع هللا ىلص) said: Anyone who looks 

after and works for a widow and a poor person is like a warrior fighting for 

Allah’s cause, or like a person who fasts during the day and prays all night.3 

Anas related that the Prophet said: If any Muslim plants something or sows 

seed from which a man, a bird or an animal eats, it counts as a charity for him.4 

3.8.1.2.5 Relatives who are Needy 

Hazrat Abu Huraira (RA) narrated that the Prophet (ملسو هيلع هللا ىلص) said: The best 

charity is that which is practiced by a wealthy person. And start giving first to 

your dependents.5 

Hazrat Salman ibn Amer (RA) reported that the Prophet (ملسو هيلع هللا ىلص) said: To give 

something to a poor man brings one reward, while giving the same to a needy 

relation brings two: one for charity and the other for respecting the family ties.6 

                                                                 
1 Tirmidhi:236/2 

2 Muslim:156/1 

3 Bukhari:369/2 

4 Bukhari:369/2 

5 Bukhari:369/2 

6 Tirmidhi:321/1 
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3.8.1.2.6 Stinginess 

Hazrat Jabir (RA) reported that the Prophet (ملسو هيلع هللا ىلص) said: Avoid doing injustice 

to others, for on the Day of Judgment, it will turn into manifold darkness, and 

safeguard yourself against miserliness, for it ruined those who were before you. It 

incited them to murder and treating the unlawful as lawful.1 

3.8.1.2.7 Zakat-what you owe from your Money 

Hazrat Abbas (RA) related that a man asked the Prophet (ملسو هيلع هللا ىلص), tell me what 

should I do to be admitted to Paradise and he (the Prophet (ملسو هيلع هللا ىلص)) answered: 

Worship Allah associating nothing with Him, observe Salat, pay Zakat and 

strengthen the ties of kinship.2 

Hazrat Abu Huraira (RA) related that the Prophet (ملسو هيلع هللا ىلص) said: When someone 

is made rich but he does not pay Zakat for his wealth, then on the Day of 

Judgment his money will be turned into a poisonous snake with two black spots 

on its head. It will coil around his neck and bite his cheeks and say: 'I am your 

wealth; I am your treasure'. Then the Prophet (ملسو هيلع هللا ىلص) recited verse 3:180 of the 

Quran.3 

3.8.2 Asset Based Financing 

Islamic banks lend funds based on trade (i.e., real economic activities) 

rather than pure finance. In other words, they act as genuine traders who help 

consumers and investors acquire desired goods/commodities/assets. This trade-

based financing involves real goods and services whether through sale (Ba’i such 

as Murabahah or cost-plus sale) or agency (Wakalah). That means Islamic 

financing is backed by real goods or assets. Transactions that have no such real or 

physical assets are considered by Shariah null and void ab initio (originally and 

essentially Batil). Islamic banking effectively helps ensure stability in the value of 

money and also helps prevent speculation and manipulation. The fund flows 

through Islamic financial modes of financing are linked directly to the flow of 

goods and services in the economy. Hence, the movement of funds in an Islamic 

economy is based on real fundamentals and takes place in a slow but sure manner 

                                                                 
1 Muslim:369/2 

2 Bukhari:136/1 

3 Bukhari:136/1 
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contrary to the case with conventional economies where interest-based short-term 

funds swing in sudden fits and large proportions that usually wreak havoc in the 

financial sector and the broader economy.1 

The prohibition of Riba and the permissibility of trade (and real economic 

activities) necessitate linking profit and risk (al-Kharaj bid-Dhaman and al-

Ghunm-bil-Ghurm) to circumvent transactions in which money creates money. To 

avoid any involvement in such transactions (Ribawi transactions), Islamic banking 

uses modes of lease (Ijarah), and fee-based contracts (commissions) as well as 

investment modes). As such, the relationship between an Islamic bank and its 

clients may be in the form of buyer (Istithmar and seller, principal and agent, 

lesser and lessee, transferor and transferee, guarantor and guarantee, depositor and 

custodian/deposited, and partnership (partner to partner). 

3.8.3 Risk Sharing 

Any Islamic banking transaction, the Islamic financial institution and/or its 

deposit holder take(s) the risk of ownership of the tangible asset, real services or 

capital before earning any profit there from 

3.8.4 Sanctity of Contracts 

Before executing any Islamic banking transaction, the counter parties have 

to satisfy whether the transaction is halal (valid) in the eyes of Islamic Shariah. 

This means that Islamic bank transaction must not be invalid or voidable. If there 

are any invalid components in the contract and unless these invalid components 

are eliminated, the contract will remain voidable. 

3.8.5 Financing in Halal/ Shariah Complaints Activities 

Every Islamic banking transaction has certain economic purpose/activity. 

Further, Islamic banking transactions are backed by tangible asset or real service. 

Islamic banks cannot involve in Riba/interest related transactions. 

They cannot lend money to earn additional amount on it. However, as 

stated above, it earns profit by taking risk of tangible assets, real services or 

                                                                 
1 Khan, M. H. Community Organization a Rural Development: Experience in Pakistan . 

Vanguard.p.112 

https://www.investment-and-finance.net/islamic-finance/i/istithmar.html


121 

 

capital and passes on this profit/loss to its deposit holders who also take the risk of 

their capital. 

3.8.6 Prohibition of Speculative Behaviour (Gharar)  

The concept of Gharar has been broadly defined via the Islamic scholars 

in two methods. First, Gharar implies uncertainty. Second, it implies deceit. The 

Quran has honestly forbidden all enterprise transactions, which cause injustice in 

any form to any of the parties. It is able to be within the form of hazard or peril 

main to uncertainty in any commercial enterprise, or deceit or fraud or undue 

advantage. Gharar is taken into consideration to be of lesser significance than 

Riba. At the same time as the prohibition of Riba is absolute, some degree of 

Gharar or uncertainty may be desirable insure kinds of contracts. The presence of 

excessive Gharar makes a settlement forbidden.1 

Ibn Juzay, the well-known Maliki jurist offers a list of ten instances, which 

represent, in his view, instances of forbidden Gharar. Those cases are defined as 

follows:2 

1. Trouble in putting the customer in possession of the challenge-depend; along 

with the sale of stray animal or the younger nonetheless unborn when the 

mother isn't always a part of the sale. 

2. Need of knowledge (Jahl) with regard to the charge or the problem depend, 

such as the vendor saying to the capacity purchaser: “I promote you what is in 

my sleeve?”  

3. Want of know-how (Jahl) in regards to the characteristics of the charge or of 

the challenge-count, which includes the vendor announcing to the capacity 

consumer: “I promote you a chunk of cloth which is in my domestic.” or the 

sale of an article without the purchaser examining or the seller describing it. 

4. Want of information (Jahl) with regard to the quantum of the price or the 

amount of the problem-remember, such as a suggestion to sell “at these days’ 

fee” or “at the market price.”  

                                                                 
1 Abdul Ghafoor, A. L. M. Interest free Commercial Banking. Groningen,  

Netherlands: Apptec.p.322 

2 Al-Zuhaylı, W. 1997. Al-Fiqh Al-'Islamıwa 'Adillatuh. Damascus: Dar Al-Fikr.  

Fourth revised edition. P.36 



122 

 

5. Need of understanding (Jahl) in regards to the date of destiny overall 

performance consisting of a proposal to promote when a stated man or woman 

enters the room or whilst a said man or woman dies.  

6. Two sales in one transaction, which includes promoting one article at 

extraordinary expenses, one for cash and one for credit, or promoting two 

unique articles at one fee, one for immediate remittance and one for a deferred 

one. 

7. The sale of what is not predicted to restore, consisting of the sale of a sick 

animal. 

8. Bai al-Hasah, which is a sort of sale whose outcome is determined via the 

throwing of stones. (i) Bai Munabadha, that's a sale executed by using the 

seller throwing a cloth on the client and accomplishing the sale transaction 

without giving the customer the opportunity of well examining the item of the 

sale. 

9. Bai Mulamasa, in which the bargain is struck by way of touching the item of 

the sale without inspecting.   

 From the above, it's far clean that Gharar does no longer have a single 

definition and is a reasonably large idea. In modern-day parlance, Gharar can also 

definitely consult with settlement hazard. it may talk to inadequacy of records 

shared among parties to a transaction, together with, when the price, 

characteristics of object of transaction and so forth aren't recognized to each the 

events on the time of transaction. It could refer to misspecification and inaccuracy 

of information shared between parties to a transaction attributable to fraud or 

deceit. it could also confer with undue complexity in transactions or virtually 

games of threat. 

It could be mentioned that Gharar subjects in the context of commercial 

transactions most effective. Similar situations of Gharar triumphing in the context 

of non-commercial transactions without a consideration, including, offers, 

presents, ensures do now not make the agreement illegal. For this reason, at the 

same time as industrial coverage is deemed illegal because it includes Gharar, 

mutual cooperative insurance is an acceptable product for Islamic microfinance.   
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 It could additionally be noted that the prevalence of Gharar poses a great 

task to an Islamic prison professional in the context of the casual putting of rural 

and micro economies with their non-standardized contracts of numerous kinds.1 

3.8.7 Micro Takaful (Micro Islamic Insurance)  

Insurance Services: As a financial institution, Insurance industry plays an 

important role for the development of social and economic sectors of an economy 

by minimizing risk of all economic activities, on the one hand and producing 

long-term financial resources, on the other hand. An efficient and productive 

insurance sector also indirectly contributes to economic growth of a country by 

converting savings into investment projects through the financial institutions. 

Insurance companies offer different services to households and businesses for 

their well-being. 

The primary service of insurance company is to provide risk coverage 

against any loss of property, business and life, etc. Thus, an insurance firm 

encourages the risk-averse individuals and entrepreneurs to undertake high return 

activities, of course with higher risk than they would be in the absence of 

insurance. 

3.9 Risk and Insurance 

Risk and uncertainty are fundamental facts of life. All human activities are 

subject to risk, which may lead to financial or physical losses to him. Every 

individual tries to protect himself against future potential losses. Insurance is 

modern time methods to cover the losses arise due to occurrence of some 

undesired event. 

3.9.1 Definition of Insurance 

Insurance is an economic method whereby the individual/entity substitutes 

a small certain cost (premium) for a large uncertain financial loss (the contingency 

insured against) that would exist if it were not for the insurance. 

                                                                 
1 M A El-Gamal, 2001 "An Economic Explication of the Prohibition of Gharar in  

Classical Islamic Jurisprudence." p.256 



124 

 

3.9.2 Socio-Economic Benefits of Insurance 

Social and economic advantages of insurance are immeasurable. However, 

the most important of insurance benefits could be summarized in the following:  

(i) risk coverage,  

(ii) habit of prudence/carefulness,  

(iii) safe and profitable investment,  

(iv) Secure working environment for businesses planning for life stage 

needs and,  

(v) Capital formation in the economy. 

3.9.3 Shariah Position of Insurance: 

Opinion of Shariah scholars is divided on insurance. Mainly classified into 

three major opinions: 

Opinions Rejecting Insurance: According to Shariah scholars and Fiqhi 

Academies conventional insurance is unlawful because of involvement of 

prohibited elements like: Riba (Interest), Qimar (Gambling), Gharar, 

(Uncertainty, Doubt, Risk), Unlawful appropriation of others’ property, Violation 

of law of inheritance in case of life insurance. 

Opinions in favour of Insurance: The proponents of insurance tried to 

establish analogy between insurance and many institutions, considered 

permissible in Islam like: Mudarabah, A’qila, Aqd-e-Muwalat, al-Wa’ad al-

Mulzim, Services of security guard, Pension scheme etc. 

Takaful is the Islamic Substitute: All Fiqhi schools and academies have 

suggested that a scheme based on the concept of mutual cooperation and Joint 

responsibility may be considered as Islamic Substitute for Conventional 

Insurance. That alternate is introduced under the title of Takaful in the recent past.   

Islamic Insurance (Takaful ): Takaful  is an Islamic insurance concept 

which observes the rules and regulations of Islamic law – Shariah. This concept 

has been practiced in various forms since 7th Century.  Muslim jurists 

acknowledge that the basis of shared responsibility is in the system of Aquila as 

practiced between Muslims and this laid the foundation of mutual insurance. 

http://en.wikipedia.org/wiki/Islamic
http://en.wikipedia.org/wiki/Insurance
http://en.wikipedia.org/wiki/Sharia
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Takaful in Practice: Islamic insurance started some 30 years ago in Sudan 

and Middle East in 1979 with the establishment of: (a) the Islamic Arab Insurance 

Co. (IAIC) in the UAE and, (b) the Islamic Insurance Co. of Sudan. It took some 

time to take shape and mature. Later in 1984, Malaysia played a pioneering role in 

setting the first Legal framework specific to Takaful . 

Other markets such as Bahrain, Saudi Arabia, UAE and Pakistan have 

Islamic regulatory environments and became naturally Takaful  markets. In other 

countries specific Takaful legislations are coming through. Large Muslim markets 

such as Egypt, Libya, Bangladesh, Indonesia and Brunei are opening to Takaful . 

3.9.4 Takaful Driving Forces 

Takaful has entered a maturing stage of development, and the focus is no 

longer on its potential but on how to convert the potential into real growth and 

then sustain the momentum. This emerging experience is driven by:  

1. A strong demand from a public who would not insure otherwise (because 

of religious beliefs);  

2. The successful development of Islamic banking institutions providing 

capital and Islamic financial instruments for asset management and 

investment. 

3. Islamic banks and financial institutions play a strategic and important role 

in the distribution of Takaful products (especially Life Takaful Products). 

4. Just as Banc assurance played an important role in the distribution of 

personal lines insurance products Banca Takaful  is an important driver for 

Takaful .1 

3.9.4.1 Concept of Takaful: what it is? 

The members of the group agree to guarantee jointly that should any of 

them suffer a disaster, he would receive certain sum of money to meet the loss or 

damage. All members of the group pool together their efforts to support the needy.  

Thus, Takaful, based on the concept of social solidarity, co-operation and 

mutual indemnification, satisfies the need for insurers that now need to provide 

                                                                 
1 El-Gamal, Mahmoud A. (2002), ‘Islamic jurisprudence and finance: trends of the past, and 

promises of the future’, slides address, Geneva, 22 July, p.56 
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Shariah compliant insurance services as an alternative to the conventional 

insurance. In other words, Takaful is the Shariah-compliant alternative to 

conventional insurance: 

1. A conventional insurance company accepts premiums to cover claims and 

produce a profit. This activity is regarded as Maysir (speculation), which is 

forbidden under Islamic law (Shariah). 

2. The payment of premium in return for an indemnity against risks that may 

not occur is also seen as akin to Gharar (uncertainty) under Islamic law 

and therefore forbidden.  

3. Takaful is based on the concept of social solidarity, cooperation and 

mutual indemnification.   

4. While Takaful insurance revolves around mutuality and has a non-

commercial basis, the operations and funds are commonly managed by a 

Takaful operator on a commercial basis.    

3.9.4.2 Takaful Key Elements  

 Takaful has the following five key elements:  

1. Mutual guarantee: the basic objective is to pay a defined loss from a 

defined fund; 

2. Policyholder ownership of the fund: because they donate their 

contributions to the Takaful fund, policyholders own it and are entitled, in 

general, to profits based on different models (Wakalah, Mudarabah, etc.); 

3. Elimination of uncertainty: this is achieved by donations to offer mutual 

help in the case of a policyholder’s loss without any predetermined 

monetary benefit; 

4. Shariah-compliant fund management: this is achieved by the operator 

using two Shariah-compliant contracts, Mudarabah or Wakalah, or a 

combination of the two; 

5. Shariah-compliant investment: all investment must be Shariah-

compliant. Investment in Haram (prohibited) industries is therefore 

eliminated and the use of instruments free of Riba (usury)is required. 
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3.9.5 Takaful Business Models: two Basic Models  

Mudarabah Model: is essentially a basis for sharing profit and loss 

between Takaful operator and policyholders. Takaful operator manages the 

operation in return for share of the surplus on underwriting and share of profit 

from investment. The model commonly used in SEA, especially Malaysia.  

Wakalah Model: is a contract of agency: replaces surplus sharing with a 

performance fee. Takaful operator here acts as an agent (Wakeel) for participants 

and manages the Takaful fund in return for a defined fee.  

 Profit under Mudarabah: Under Mudarabah model: profit (returns on 

investment plus underwriting surplus) is then shared according to a mutually 

agreed ratio between participants and operators.  

Management expenses of the operator including agency remuneration, if 

any, shall be borne by the shareholders' fund and not from the Takaful funds. 

Hence, there is a distinct separation between Takaful funds and shareholders' fund.  

Surplus under Wakalah: Under Wakalah Model, the surplus of policy 

holders' fund investments (net of the management fee or expenses) goes to the 

policy holders. The shareholders charge Wakalah fee from contributions that 

covers most of the expenses of business. Fee rate is fixed annually in advance in 

consultation with Shariah board. To give incentive for good governance, 

management fee is linked to the level of performance.1 

3.10 Need of Islamic Microfinance in Pakistan 

Islam was the basis of creation of an independent state within the 

undivided Indo-Pak Sub- Continent. All Constitutions of Pakistan have 

incorporated, within the principles of policy, the elimination of Riba as an 

important objective of the State policy. Quaid-e-Azam, the father of the nation, in 

his speech at the occasion of the inauguration of State Bank of Pakistan, had 

expressed the desire for evolving an Islamic system of banking. In Pakistan 

Islamic banking emerged as a response to both religious and economic needs. 

                                                                 
1 El Qorchi, Mohammed (2005), ‘Islamic finance gears up’, Finance and Development, 42 (4),  

p.46–50. 
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Efforts for economy wide elimination of Riba started during 1970s and 

most of the significant and practical steps were taken in early 1980s. It was a very 

bold and comprehensive exercise. Pakistan was among the three countries in the 

world that had been trying to implement interest free banking at comprehensive / 

national level. 

Numerous measures were taken to introduce interest free banking in 

Pakistan. Banking and other relevant laws viz. SBP Act, Companies Ordinance, 

recovery laws, negotiable instruments act, etc. were amended to facilitate interest 

free banking system and the industry was given a specific timeline to convert to 

the Islamic banking system. 

State Bank Pakistan also gave the industry the products which it was 

allowed to use without any change or exception. Islamic banking was rolled out 

country-wide. New regulations were prepared prescribing the modes of financing, 

profit distribution mechanism for deposits, financing facilities by SBP, etc. which 

constituted ground work for Islamization of financial system. The mid-80s attempt 

was a significant step in the evolution of Islamic banking system in the country. In 

a technical sense it was the most advanced model compared to any other model 

being practiced anywhere in the world at that time. The efforts and practical steps 

undertaken in the 1980’s to Islamize the economy at national level are considered 

as pioneering work in the Muslim world as this became important reference 

material for other countries which undertook the path towards introduction and 

establishment of an Islamic banking system. In early 90s the whole exercise was 

challenged in the Federal Shariat Court and the procedure adopted by banks in 

Pakistan since July 1, 1985 was declared un-Islamic by the Federal Shariat Court 

(FSC) in November 1991. The system was based largely on ‘mark-up’ technique 

with or without ‘buy-back arrangement’. The FSC declared that various 

provisions of the laws held repugnant to the injunctions of Islam in its Judgment 

dated November 14, 1991 would cease to have effect as from July 1, 1992.1 

In a meeting held on September 4, 2001 under the Chairmanship of the 

President of Pakistan, attended by officials of the Ministries of Finance and Law, 

                                                                 
1 El Qorchi, Mohammed (2005), ‘Islamic finance gears up’, Finance and Development, 42 (4),  

p.46 
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Governor State Bank of Pakistan, Chairman and some members of the Council of 

Islamic Ideology and the Chairmen, and the two Task Forces it was decided that 

the shift to interest free economy would be made in a gradual and phased manner 

and without causing any disruptions. It was also agreed that State Bank of 

Pakistan would offer three institutional options: 

1. Setting up subsidiaries by the commercial banks for the purpose of 

conducting Shariah compliant transactions; 

2. Specifying branches by the commercial banks exclusively dealing in 

Islamic products with all safeguards to ensure integrity and purity of 

Islamic banking operations, 

3. Setting up a new full-fledged commercial bank to carry out exclusively 

banking business based on proposed Islamic products. 

 As a result of these efforts, in 2001, an Islamic Banking Division was 

established in the Banking Policy Department at SBP. This time around, concerted 

efforts were made by SBP to undertake Islamic Banking in its true spirit and also 

keeping in view the lessons learnt from the experience of Bahrain, Malaysia and 

Saudi Arabia etc. in this area. Accordingly, steps have been taken to set up a 

parallel banking system, so that an enabling environment is ensured for the sector, 

avoiding any serious repercussions of entire transformation of financial sector.1 

3.11 Shariah Compliance Developments 

The present re-launch of Islamic Banking in Pakistan by the State Bank of 

Pakistan has been based not only on the lessons learnt from the history of Islamic 

Banking efforts in Pakistan but also on the experiences of other countries in the 

world that are currently known for their leadership role in this banking sector. The 

basic difference, in SBP’s current policies regarding Islamic banking and the 

previous efforts, is the approach adopted by SBP wherein the introduction of 

Islamic Banking is being viewed more as a change management issue rather than 

as a religious or a legal issue. 

This basic difference in approach defines the policies on Islamic Banking 

and is primarily responsible for the success achieved so far. It was decided to 

                                                                 
1 El Qorchi, Mohammed (2005), ‘Islamic finance gears up’, Finance and Development, 42 (4),  

p. 47 
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promote Islamic banking in a gradual manner and as a parallel and compatible 

system that is in line with best international practices. Following the 

pronouncement of the government to shift to interest free economy in a phased 

manner without causing any disruptions the effort was envisaged to be based on a 

market driven and flexible approach. 

Furthermore, this approach is also helping build a broad-based financial 

system in the country to enable all segments of the population to access financial 

services. 

Shariah compliance is the most important aspect of Islamic finance. The 

credibility of Islamic Banking Institutions (IBIs) not only depends on the financial 

health of the institution but also on its adherence to the Shariah. 

Under the current strategy for promotion and development of Islamic 

Banking as a parallel, viable and compatible system, State Bank of Pakistan has 

put in place a comprehensive Shariah Compliance Structure.1 

The Shariah Compliance Framework established by State Bank of 

Pakistan consists of: 

1. Shariah Board at SBP 

2. Shariah Advisor 

3. Essentials & Model Agreements of Islamic Modes of Financing 

Instructions and Guidelines for Shariah Compliance in Islamic Banking 

Institutions  

4. Shariah Advisors Forum  

5. Shariah Compliance Inspection 

6. Standardization of Shariah Practices- Adoption of AAOIFI (Accounting 

and Auditing Organization for Islamic Financial Institutions) Shariah 

Standards 

Each Islamic Banking Institution (IBI) is required to work under the 

guidance of a Shariah advisor. To keep this process more objective, broad based 

and responsive to the market conditions SBP Shariah Board has approved Fit & 

Proper Criteria for Shariah advisors of IBIs. According to this Criteria, minimum 

                                                                 
1 El Qorchi, Mohammed (2005), ‘Islamic finance gears up’, Finance and Development, 42 (4), 

p.50 
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required Shariah and contemporary educational qualification as well as 

experience and exposure for becoming a Shariah Advisor has been defined. 

Moreover, to minimize conflict of interest, it has been specified that a person 

cannot work as Shariah Advisor for more than one IBI in Pakistan. Further, it has 

been specified that a Shariah Advisor shall not hold any executive/non-executive 

position in any other financial institution, except working as Shariah Advisor of 

Islamic mutual funds of the same IBI. In addition to that, Shariah Advisors of IBIs 

have been barred from having any substantial interest in or becoming employee of 

some types of organizations like exchange Companies, corporate brokerage 

houses or stock exchange.1 

These provisions in Fit and Proper Criteria for Shariah Advisors has 

ensured objectivity in evaluation criteria, minimization in conflict of interest and 

induction of new lot of Shariah advisors in the market. 

While the number and operations of Islamic banks are fast expanding, this 

segment of the market is still small relative to the appetite for Islamic finance. 

Pakistan, in light of its past experience, is launching a gradual and steady 

approach to Islamic banking. Despite rapid expansion in industry, the share of 

Islamic banking in the total banking system is a modest 4.0%. Moreover, it only 

caters for around 32,000 borrowers through around 300 branches relative to the 

country-wide 5 million borrowers (or 4.8 million excluding microfinance 

borrowers) tapped through 7,700 branches by conventional banks. Financing and 

investment levels of Islamic banks barely range around Rs77 billion, which is 

below 3% of the total banking system’s advances. On the product side, Islamic 

banks so far offer about 75% of products currently available in conventional 

banking while clean lending for consumer financing products, like personal loans 

and credit cards, still pose a challenge. Islamic banks operate exclusively in large 

cities with some now venturing into secondary cities but they are absent from 

rural areas where there is great potential for business growth. Global interest in 

Islamic finance industry and Pakistan’s success in laying basic foundation and 

core infrastructure of Islamic financial system lends confidence that the country 

has good potential and prospects to further exploit this industry. Going forward, 

                                                                 
1 El Qorchi, Mohammed (2005), ‘Islamic finance gears up’, Finance and Development, 42 (4),  

p.51 
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however, it is important that Pakistan adopts a more calibrated and coordinated 

approach and strategy for the development of Islamic finance industry.1 

The goal and objectives of the forward-looking strategy should be to offer 

an alternative avenue of financial intermediation, which is competitive and 

promotes efficient allocation of resources in an equitable manner. Strategy should 

aim to supplement conventional banking industry’s efforts to broaden and deepen 

the process of financial intermediation and financial penetration. 

Islamic banking can serve as a key vehicle to improve and strength the 

access to development finance by bringing in financial innovation that can cater 

adequately to diverse demands of the population as well as corporate sector’s and 

country’s infrastructure financing requirements, while ensuring that it nurtures 

faith based system of financing consistent with the Shariah principles. Major 

elements of this strategy would require both industry and SBP to closely work 

together on multiple fronts. Some of the key areas of focus include: ‘Aggressive 

deposit mobilization to augment domestic financial savings of the country’. 

Although late starter, Islamic banks have phenomenal potential to exploit resource 

mobilization. Substantial savings have still not been channelled into the financial 

system because of reservations relating to interest-based system or return 

deficiencies of the conventional system. Islamic banks, besides catering to the 

needs of small depositors through profit and loss sharing basic accounts with no 

charges, need to tap high net worth investors and companies which are 

increasingly being driven to the attractive options and returns being offered by 

more innovative players worldwide. Fast adaptation of these practices by the 

Islamic finance industry will be helpful in competing more effectively with 

conventional banks in raising deposits. Resource mobilization is critical for 

Islamic finance industry to grow effectively and meet the alternative requirements 

of economy and society.2 

                                                                 
1  Hassan, Hussein, ‘Contracts in Islamic law: the principles of commutative justice and 

liberality’, Journal of Islamic Studies, 13 (3), p.257 

2 Hassan, Hussein, ‘Contracts in Islamic law: the principles of commutative justice and 

liberality’, Journal of Islamic Studies, 13 (3), p.263 
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Despite these issues, it is believed that Islamic banking can grow at a much 

faster pace than conventional banking. This paper outlines and discusses in detail 

the specific steps to be taken. SBP’s policies towards Islamic Banking will be: 

1. Liberal for branch licensing of IBIs  

2. Encouraging and supportive of IBIs in using alternate delivery channels in 

order to extend their outreach  

3. Encouraging foreign Islamic banks to establish Islamic Banks in Pakistan  

4. Encouraging the establishment of Islamic microfinance banks  

5. Providing enabling environment for IBBs of conventional banks to convert 

into Islamic banking subsidiaries. 

To achieve the target market, share of 12%, an increase in coverage of the 

existing banking segments and entry into new segments of microfinance, 

agriculture, infrastructure and SME finance will be targeted. 

3.12 Islamic Microfinance in Pakistan  

The central bank will use the conventional Microfinance strategy and 

focus more on adding the aspects peculiar to Islamic banking. As a first step, SBP 

has already issued guidelines for offering Islamic Microfinance Services. 

According to these guidelines various types of institutional arrangements have 

been suggested for provision of Islamic microfinance services which include: 

1. Establishing full- fledged Islamic Microfinance Bank (MFB)  

2. Islamic microfinance services by full- fledged Islamic Banks  

3. Islamic microfinance services by Conventional banks  

4. Islamic microfinance services by Conventional Microfinance Banks 

 For each type of arrangement, a detailed framework has been provided 

outlining the systems and controls to be adopted and application procedure as well 

as different options available to banks/MFBs by which Islamic microfinance 

services can be offered. Going forward help will be provided to the banks offering 

Islamic microfinance for developing products through joint forums of experts 

from SBP as well as the participating banks. Incremental volumes for 
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Microfinance will therefore be ensured. At the same time some conversion is also 

expected to take place.1 

Recently announced Microfinance strategy envisions 3 million borrowers 

by year 2010. It is expected that around 4-5 percent of the borrowers will be using 

Islamic microfinance facilities. SBP expects that growth in Islamic microfinance 

will pick up gradually as Islamic banks will expand to new areas after 

consolidating their position in core sectors like corporate and consumer finance. 

Moreover, establishment of dedicated Islamic microfinance bank(s) and 

introduction of Islamic microfinance services by conventional MFBs will give a 

boost to the sector.  

3.13 Challenges Faced by Islamic Microfinance  

Risk management: Risk assumes a unique ethical tenor in Islamic 

finance, where clients and institutions are presumed bound by shared values. 

However, IBFIs face new, emergent risks. In profit-loss sharing contracts (e.g. 

Mudarabah and Musharakah), the lack of repercussions for defaulting borrowers 

can incentivize risky behaviour, but scholars remain inconclusive about 

enforcement mechanisms. Requiring borrowers to provide collateral is not 

necessarily Shariah compliant, as the future value of the collateral may shift. 

Profit-loss sharing also creates a moral hazard for entrepreneurs to report lower 

profits and exaggerate losses—particularly in countries with endemic corruption 

and weak monitoring and enforcement mechanisms. Real estate and construction 

are notorious for easily falsified, non-transparent accounting, to the extent that 

some Islamic banks in some countries avoid these sectors.   

Accordingly, clients possessing adequately “Islamic” intent and strategies 

for institutional assessment of intent can become a preoccupation. Absent formal 

mechanisms for correcting information asymmetries related to client intent, some 

banks provide the most lucrative financing to clients they personally trust as an ad 

hoc risk management strategy. Of course, this unfairly disadvantages less-known 

individuals, corporations, or organizations. Ultimately, profit-loss sharing 

arrangements, particularly Musharakah, are underused. The problem of crafting 

                                                                 
1 Hassan, Hussein, ‘Contracts in Islamic law: the principles of commutative justice and 

liberality’, Journal of Is lamic Studies, 13 (3), p.270 
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contracts that  “reduce the inducement to cheat through a reward/punishment 

mechanism” highlights a tension within Islamic finance-it aspires toward social 

justice, while planning for the contingencies of greed. 1  

Regulation, taxation, and accounting: Conventional regulations and 

ratings agencies alongside Shariah compliance doubly bind IBFIs. Countries 

home to IBFIs and IMFIs might have minimal (e.g. Bangladesh) or robust (e.g. 

Pakistan) regulations or accounting standards tailored to Islamic institutions. An 

international regulatory infrastructure providing standardized procedures and 

oversight mechanisms was absent in the Persian Gulf oil-funded IBF boom decade 

of the 1980s. The Islamic Financial Services Board (IFSB, established in 2003 in 

Kuala Lumpur), and the Accounting and Auditing Organization for Islamic 

Financial Institutions (AAOIFI, established in 1991 in Bahrain), were created to 

fill this void. Membership and adherence to their standards remains optional. 

These disparate, emerging regulatory structures do not have specific provisions 

for microfinance, making IMFIs structures and practices highly variable. 

Sukuk, Takaful, and Ijarah have commanded most of the attention of IFSB 

and AAOIFI in recent years, as these represent the most theologically contentious 

and dynamic growth areas (by November 2014, Sukuk issuances totalled 110.9 

billion USD). Also, in November 2014, AAOIFI announced plans to revise 

standards concerning Murabahah, the most common product in Islamic 

microfinance. Murabahah has been the subject of multiple conferences and 

competitions calling for innovation amidst provider concern in stagnation and 

minimal client benefit.2  

A range of taxation issues specific to the structure of Islamic financial 

contracts and products can facilitate or impede the rise of a national IBF sector. 

Islamic mortgages, cross-border payments, the treatment of non-interest mark-up 

fees, and the applicability of value-added tax or goods and services tax to the 

assets anchoring transactions all require tax structures and provisions that differ 

from the conventional equivalents. Without a tax regime specifically suited to 

IBF, IBFIs can face some degree of double taxation and/or indirect tax. 

                                                                 
1 Hassan, Hussein, ‘Contracts in Islamic law: the principles of commutative justice and 

liberality’, Journal of Islamic Studies, 13(3), p.273 

2 Iqbal, Zamir, ‘Islamic financial systems’, Finance and Development, 34(2), p. 42 
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Islamic banking industry has been trying for the last over two decades to 

extend its outreach to bring it at least to the level of conventional banking. But the 

absence of Shariah-compliant legal framework — needed to make interest-free 

banking acceptable (and create sound financial institutions) — is the major snag 

behind its low penetration in the financial market. 

It is the time to take stock of challenges faced by the Islamic banks as they 

need a number of supporting institutions/arrangements to perform functions which 

are being carried out by various financial institutions in the conventional 

framework. Attempts should be made to modify the existing structure to provide 

better products and quality service within the ambit of Islamic laws. 

Some of the most important challenges facing the Islamic banking industry 

are identified as follows.1 

Legal Support: Islamic law offers its own framework for execution of 

commercial and financial contracts and transactions. Nevertheless, commercial 

banking and company laws appropriate for implementation of Islamic banking and 

financial contracts do not exist. Islamic banking contracts are treated as buying 

and selling properties and hence are taxed twice. 

The commercial, banking and company laws contain provisions that are 

narrowly defined and prohibit the scope of Islamic banking activities within 

conventional limits. It is necessary that special laws for the introduction and 

practice of Islamic banking be put in place. The legal framework of Islamic 

banking and finances might include the following: 

a. Islamic banking courts: The disputed cases of the Islamic banks are 

subject to the same legal system and are dealt with the same court and judge as the 

conventional one while the nature of the legal system of Islam is totally different. 

To ensure a proper, speedy and supporting Islamic legal system, amendments in 

existing laws, which are repugnant to injunctions of Islam, are required to 

promulgate Shariah compliant law for resolution of disputes through special 

courts. 

                                                                 
1 Iqbal, Zamir, ‘Islamic financial systems’, Finance and Development, 34(2), p. 43 
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b. Amendment of existing laws: Islamic banking has some kind of 

resemblance to universal banking, therefore, laws and regulations have to be 

amended accordingly to accommodate this new concept such as sections 7 (forms 

of business in which the banking company can engage) and 9 (prohibition of 

trade) of the Banking Companies Ordinance 1962 while Islamic banks are big or 

wholesale traders in reality. 

c. Islamic banking law: In the absence of Islamic banking laws, the 

enforcement of agreements in courts may require extra efforts and costs. 

Therefore, banking and companies’ laws in several countries require suitable 

modifications to provide a level-playing field for Islamic banks. Furthermore, 

international acceptance of Islamic financial contracts requires them to be Shariah 

compatible as well as acceptable under the major legal regimes such as Common 

law and Civil law systems. 

d. Islamic banking balance sheet: Islamic banks do not show assets 

financed through Ijarah, Murabahah etc., on balance sheet because section 7 of 

Banking Ordinance 1962 does not allow a bank to own property or asset which 

section 9 prohibits to enter into any kind of trade. However, all the assets owned 

by Islamic banks be mentioned in their balance sheets. 

e. Monthly payment agreement: The housing finance is executed on the 

basis of Diminishing Musharakah by the Islamic banks. Under this mode the 

house is jointly owned by the bank and the customer. The bank rents out its share 

to the customer on Ijarah basis. The Islamic bank while executing Ijarah with the 

partner/customer, uses the term ‘Monthly Payment Agreement’ instead of having 

the Ijarah agreement with the customer. It is so named as to safeguard the bank’s 

interest in case of refusal by the customer to pay rentals. No legal cover is 

provided to the Islamic bank to overcome this risk. 

f. PLS deposits: Deposits in Islamic banks are usually based on principle 

of profit and loss (Musharakah or Murabahah). If something happens and the 

bank suffers loss it has to be transferred to the depositor directly.1 

                                                                 
1 Iqbal, Zamir, ‘Islamic financial systems’, Finance and Development, 34(2), p. 45 
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This fear of loss is the biggest barrier to deposit mobilization in Islamic 

banks. In some cases, it leads to withdrawal of funds. The depositors should be 

provided with some kind of protection. 

Islamic prudential regulations: Supervision of Islamic banks is equally 

important. At present, lack of effective prudential regulation is one of the 

weaknesses of the Islamic banking industry. For instance, leasing prudential 

regulations are applied to Ijarah where the nature of both is different, such as 

taking advances. The bank is the owner in Ijarah; so, taking advances will render 

the contract of Ijarah for conversion into Musharakah whereas the rules of Ijarah 

are applied to it, which is illegal. And some of the Islamic banks are using the 

term of security, hence making the Ijarah contract non-Shariah compliant as using 

the deposited sum under the heading of Ijarah security (‘Rahn’) is nothing but 

Riba which is strictly prohibited by Islam. 

Moreover, Ijarah financing is subject to compulsory insurance which is 

essentially prohibited. 

Risks: The nature of risk in Islamic banking is different from those of 

conventional banking and therefore some special prudential, accounting and 

auditing standards should be applied to them. 

Benchmark: Taking the conventional interest-based benchmarks (Kibor 

etc.,) as the base of pricing an Islamic financial product puts Islamic banks at the 

mercy of their conventional peers. A negative perception is created among the 

clientele that there is no prudent difference in Islamic bank products as these are 

also using the same interest-based benchmark. The mechanism for long-term 

financing could be devised on the basis of prevailing renting system adopted by 

the private landlords while renting their assets/properties etc. 

Shariah based product: All Islamic financial institutions offer the same 

basic products, (90 per cent Murabahah and Ijarah) but the problem is that each 

institution has its own group of Islamic scholars on the Shariah board to approve 

the product. Consequently, the very same product may have different features and 

will be subject to different kind of rules in these institutions. 

Lack of standard financial contracts and products can be a cause of 

ambiguity and a source of dispute and cost. In addition, without a common 
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understanding on certain basic foundations, further development of banking 

products is hindered.1 

Nature of Islamic banking: Islamic banks are offering only Murabahah 

and Ijarah while leaving the core and difference making Islamic financial 

instruments such as Musharakah and Murabahah. It is necessary to enhance and 

facilitate the implementation of real Islamic banking activities i.e. promoting risk 

sharing through equity type facilities on the asset side and profit-sharing 

investment accounts on the funding side. 

Lender of last resort facility: Islamic banks are reluctant to enter into 

long-term transactions due the lack of availability of liquidation through 

secondary market. There is liquidity support in the form of lender of last resort 

facility. 

There is no proper mechanism of transparency and disclosure to the public 

in order to ensure consumer protection as provided by Shariah. 

Islamic future exchange: In conventional system, long-term finance is 

provided through long-term bonds and equities. Apart from the general public, the 

most important source of these long-term investments are investment banks, 

mutual funds, insurance companies and pension funds. Islamic banks do not deal 

with interest bearing bonds. Therefore, their need for equity markets is much 

higher. On the top of it, the most of the products in Islamic banks are based on 

goods and commodities while prices and currency rates go up and down 

frequently, creating a big risk for them being traders in reality especially in the 

case of Salam and Istisna. To hedge the risk, they are in need of derivative 

products and consequently of Future Exchanges.2 

 

 

 

                                                                 
1 Iqbal, Munawar and David T. Llewellyn, Islamic Banking and Finance: New Perspectives on 

Profit-Sharing and Risk, Cheltenham, UK, p. 59 

2 Iqbal, Munawar and David T. Llewellyn, Islamic Banking and Finance: New Perspectives on 

Profit-Sharing and Risk, Cheltenham, UK, p. 60 
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    Chapter 4 

Critical and Analytical Review of Micro Financing in 

Pakistan according to Islamic Injunctions 

In this chapter, it has been endeavoured to discuss in detail, the similarities 

and differences between the conventional and Islamic microfinance and banking 

tools and products.  

4.1 History, Products and Tools of Conventional Banking  

Modern economic and financial history is usually traced back to the coffee 

houses of London. The London Royal Exchange was established in 1565.1 At that 

time moneychangers were already called bankers, though the term "bank" usually 

referred to their offices, and did not carry the meaning it does today. There was 

also a hierarchical order among professionals; at the top were the bankers who did 

business with heads of state, next were the city exchanges, and at the bottom were 

the pawn shops or "Lombard’s.2 Some European cities today have a Lombard 

street where the pawn shop was located. 

After the siege of Antwerp, trade moved to Amsterdam. In 1609 

the Amsterdamsche Wisselbank3 was founded which made Amsterdam the 

financial centre of the world until the Industrial Revolution. 

Banking offices were usually located near centres of trade, and in the late 

17th century, the largest centres for commerce were the ports of Amsterdam4, 

London, and Hamburg. Individuals could participate in the lucrative East India 

                                                                 
1 The Royal Exchange in the City of London was founded in 1565 by Sir Thomas Gresham to 

act as a centre of commerce for the city. The site was provided by the City of London 

Corporation and the Worshipful Company of Mercers, and is roughly triangular, formed by the 

converging streets of Cornhill and Thread Needle Street.  

2 Lombard banking refers to the historical use of the term 'Lombard' for a pawn shop in the 

Middle Ages, a type of banking that originated with the prosperous northern Italian region of 

Lombardy  

3 The Bank of Amsterdam (Amsterdamsche Wisselbank in Dutch) was an early commercial 

bank, vouched for by the city of Amsterdam, established in 1609 

4 Amsterdam is the capital and largest city of the Netherlands, located in the province of North 

Holland in the west of the country. 
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trade by purchasing bills of credit from these banks, but the price they received for 

commodities was dependent on the ships returning (which often didn't happen on 

time) and on the cargo they carried (which often wasn't according to plan). The 

commodities market was very volatile for this reason, and also because of the 

many wars that led to cargo seizures and loss of ships. 

4.2   Interest 

Interest is a fee paid on borrowed assets. According to oxford Dictionary 

Interest means the money paid for the use of money lent.1 It is the price paid for 

the use of borrowed money, or, money earned by deposited funds.2 Assets that are 

sometimes lent with interest include money, shares, consumer goods through hire 

purchase, major assets such as aircraft, and even entire factories in finance lease 

arrangements. The interest is calculated upon the value of the assets in the same 

manner as upon money. Interest can be thought of as "rent of money". For 

example, if you want to borrow money from the bank, there is a certain rate you 

have to pay according to how much you want loaned to you.3 

Interest is compensation to the lender for forgoing other useful investments 

that could have been made with the loaned asset. These forgone investments are 

known as the opportunity cost. Instead of the lender using the assets directly, they 

are advanced to the borrower. The borrower then enjoys the benefit of using the 

assets ahead of the effort required to obtain them, while the lender enjoys the 

benefit of the fee paid by the borrower for the privilege. The amount lent, or the 

value of the assets lent, is called the principle. This principle value is held by the 

borrower on credit. Interest is therefore the price of credit, not the price of money 

as it is commonly believed to be. The percentage of the principle that is paid as a 

fee (the interest), over a certain period of time, is called the interest rate. 4 

Usury means according to the Oxford Dictionary “lending of money at 

interest, esp. at an exorbitant or illegal rate.5 This definition makes it clear that the 

                                                                 
1 The pocket Oxford Dictionary (2005) Oxford University press London, UK 

2 Astronomy.com “Accrued interest Absolute” Exploring the world of knowledge  

http://www.absoluteastronomy.com/topics/accrued_interest   

3 Banking history. (2009) Wikipedia the free encyclopaedia. [Online] January 2009.  

4 Ibid 

5 The pocket Oxford Dictionary (2005) Oxford University press London, UK 

http://www.absoluteastronomy.com/topics/accrued_interest
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usury means the interest there is not so much difference between interest and 

usury. 

4.3 Capital and Interest 

Historically, the concept of capital has been so closely bound to the 

concept of interest that it seems wise to take these two topics together, even 

though in the modern view it is capital and income rather than capital and interest 

that are the related concepts. 

Interest as a form of income may be defined as income that is received as a 

result of the possession of contractual obligations for payment on the part of 

another. Interest, in other words, is income that is received as a result of the 

ownership of a bond, a promissory note, or some other instrument that represents 

a promise on the part of some other party to pay sums in the future. The 

obligations may take many forms. In the case of the perpetuity, the undertaking is 

to pay a certain sum each year or other interval of time for the indefinite future. A 

bond with a date of maturity usually involves a promise to pay a certain sum each 

year for a given number of years, and then a larger sum on the terminal date. A 

promissory note frequently consists of a promise to pay a single sum at a date that 

is some time in the future.1  

4.4 Simple interest 

When an interest is charged on the original amount, or principle amount 

lent is called simple interest, or when the fee charged for borrowing money is a 

fixed yearly percentage of the amount borrowed, it is called simple interest. The 

amount borrowed is called the principal, or the present value of the transaction. 

The amount owed at the end of the lending period is known as the future value of 

the principal.2 The value of the principal is equal to the principal plus 

the simple interest. The amount of simple interest is a function of three variables, 

                                                                 
1 Capital and interest. (2009) Encyclopaedia Britannica. Encyclopaedia Britannica 2009 

Student and Home Edition.  Chicago: Encyclopaedia Britannica 

2 Percentage and interest. Britannica Student Library. Encyclopaedia Britannica 2009 Student 

and Home Edition.  Chicago: Encyclopaedia Britannica 
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Amount borrowed (lent) or principal amount and interest rate per time period and 

the number of time periods for which the principal amount is borrowed.1 

It is calculated as: 

 SI= P0(i)(n) 

 SI= Simple interest in Rupees. 

 P0= Principal, amount borrowed at time period 0 

 I= interest rate per time period 

 N=Number of time periods. 

4.5 Compound Interest 

The compound interest is interest paid on any previous interest earned, as 

well as on the principal borrowed.2 Interest earned over a period of time is added 

to the principal amount and the calculation for the next period is based on the total 

of this principal amount and interest earned.  This method, called compounding of 

interest, enables the interest itself to earn interest. The time interval between 

successive additions of interest is called a conversion period. If this time interval 

is one year, interest is said to be compounded, or converted, annually. Similarly, 

six-month intervals apply to interest compounded semi-annually; three-month 

intervals, interest compounded quarterly; one-month intervals, interest 

compounded monthly; one-week intervals, interest compounded weekly; one-day 

intervals, interest compounded daily.3 

The calculation of compounded value as follows. 

 FVn= P0(1+i) n 

 FVn= Future compounded value of n period 

 P0= Principal, amount borrowed at time period 

 n= Number of Period 

                                                                 
1 Jams C Langhorne, John M Wachowicz, Jr” Fundamental of Financial Management” Tenth 

edition. Prentice-Hall, Incorporation ISBN P- 37 

2 Ibid p-7 

3 Percentage and interest. (2009). Britannica Student Library. Encyclopaedia Britannica 2009 

Student and Home Edition.  Chicago: Encyclopaedia Britannica 
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4.6     Modern Banking 

 Many of the Lombardy merchants depending on them despite the fact that 

church was totally against the usury. They dealt with not only keeping the money 

in safe custody but also changed money for the travellers or merchants engaged in 

foreign trade.1 

The business of changing money was so lucrative that king Edward 

III2 established the Office of Royal Exchanger for changing foreign money at a 

profit for the benefit of the Crown.3 

The discovery of America brought riches to England and gave a 

tremendous boost to foreign trade. The merchants now began to hold part of their 

rich in cash. These transactions however, received a setback in 1640, when King 

Charles-I seized £ 130,000 and bullion left for safe custody with the city 

merchants at the Royal Mint. 

This shook the confidence of the merchants in the Royal Exchanger and 

the Royal Mint. Consequently, this business was taken over by the goldsmiths 

who, up to the time, where dealing only in gold and silver. Since these goldsmiths 

required strong safes for the purpose of their own business, they introduced 

necessary facilities of safe-keeping of the valuables and cash of their customers. 

These goldsmiths issued receipts or notes to their depositors in respect of the cash 

or articles left with the. These were called Goldsmiths Notes, and carried an 

undertaking to return the money and articles to the depositors in respect of the 

cash or articles left taking to return the money and articles to the depositors or 

bearers on demand. There were a considerable number of such Notes in 

                                                                 
1 Bank and banking. (2009). Britannica Student Library. Encyclopaedia Britannica 2009 

Student and Home Edition.  Chicago: Encyclopaedia Britannica 

2 (Born 1312, ruled 1327–77) became king at the age of 15 when his father, Edward II, was 

overthrown. He proved himself a chivalrous  knight rather than a great ruler. He loved warfare, 

like so many of his line, and tried to give it the glamour of the “good old days” by setting up a 

Round Table at Windsor Castle in imitation of King Arthur. He also organized the most 

famous of the English chivalric orders of knighthood, the Order of the Garter 

3 Interest. (2009) “Wikipedia the free encyclopaedia” [Online] January 2009 
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circulation among various classes of merchants; and thus, they can be aptly called 

‘Bank Notes’ in their earliest from.1 

Banking as it is now practiced dates from the Banco di Rialto, founded in 

Venice in 1587. It accepted demand deposits and permitted depositors to transfer 

their credits by checks. It could not make loans, however, or pay interest on 

deposits. Its services were free since its expenses were paid by the city. The Banco 

Giro was formed in Venice in 1619. The two banks merged in 1637 and continued 

to operate under the name Banco Giro until Napoleon liquidated it in 1806.2 

Definition of Banking: A bank is a financial institution that deals with 

money and credit. It is organized on a joint stock company system primarily for 

the earning of profit. Commercial bank accepts deposits from individuals, firms 

and companies at a lower rate of interest and gives at higher rate of interest to 

those who need them. The difference between the terms at which can be 

borrowed, and that at which it lends, forms the source of its profit. A bank thus, is 

a profit earning institute, according to Crowther, “A bank is a firm which collects 

money from those who have it spare. It lends money to those who require it” in 

the words of Mr. Parking. “A bank is a firm that takes deposits from households 

and firms and makes loans to other households and firms.”3  

According to Banking companies ordinance, 1962, Section 5(b) of 

Pakistan “Banking means the accepting, for the purpose of lending or investment, 

of deposits of money from the public, repayable on demand or otherwise, and 

withdraw able by cheques, drafts, order or otherwise.” 4 

In most English common law jurisdictions there is a Bills of Exchange Act 

that codifies the law in relation to negotiable instruments, including cheques, and 

this Act contains a statutory definition of the term banker: banker includes a body 

of persons, whether incorporated or not, who carry on the business of banking' 

                                                                 
1 History of Banking. (2009) Wikipedia the free encyclopaedia. [Online] 2008 

2 Bank and banking. (2009). Britannica Student Library. Encyclopaedia Britannica 2009 

Student and Home Edition.  Chicago: Encyclopaedia Britannica. 

3 Saeed, Prof M. "Money Banking and Finance.”: Govt. college of Commerce Islamabad., 

2009. 

4 Asrar H Siddiqi (1998) “Practice and law of Banking in Pakistan” Sixth revised and enlarged 

Edition. United Bank Ltd. P-39 
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(Section 2, Interpretation). Although this definition seems circular, it is actually 

functional, because it ensures that the legal basis for bank transactions such as 

cheques do not depend on how the bank is organized or regulated. 

4.6.1 Paying and Collecting Checks 

Since the advent of EFTPOS (Electronic Funds Transfer at Point of Sale), 

direct credit, direct debit and internet banking, the cheque has lost its primacy in 

most banking systems as a payment instrument. This has led legal theorists to 

suggest that the cheque-based definition should be broadened to include financial 

institutions that conduct current accounts for customers and enable customers to 

pay and be paid by third parties, even if they do not pay and collect cheques. 

4.6.2 Profitability 

A bank generates a profit from the differential between the level of interest 

it pays for deposits and other sources of funds, and the level of interest it charges 

in its lending activities. This difference is referred to as the spread between the 

cost of funds and the loan interest rate. Historically, profitability from lending 

activities has been cyclical and dependent on the needs and strengths of loan 

customers. In recent history, investors have demanded a more stable revenue 

stream and banks have therefore placed more emphasis on transaction 

fees, primarily loan fees but also including service charges on an array of deposit 

activities and ancillary services (international banking, foreign 

exchange, insurance, investments, wire transfers, etc.). Lending activities, 

however, still provide the bulk of a commercial bank's income.1  

4.6.3 Common Instrument of Conventional Financing 

Banks now a day’s using different products for financing, these types 

difference usually base on based on the time and maturity. Each bank introduces 

different type of product according to their policy, which is mainly based on 

customers’ demand and Banks profitability. As stated earlier that conventional 

banks charging interest on in different rate form the borrowers. By conventional 

banks we mean that the bank, which is practicing the interest, based principles. 

                                                                 
1 Capital and interest. (2009). Encyclopaedia Britannica . Encyclopaedia Britannica  

2009 Student and Home Edition.  Chicago: Encyclopaedia Britannica. 
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Banks usually designs product according to the demand of the business. Banks in 

Pakistan generally lend in the form of cash finance Overdraft and Loans. 

In cash finance a borrower is allowed to borrow money from the Bank up 

to a certain limit, either at once or as and when required. Finance paying mark-

up/service charges only on the amount he actually utilizes.1  

In Overdraft form of Principle, the banker allows to withdrawal on his 

account in excess of the balance which the borrowing customer has in credit in 

Bank. Loan is the third form of lending borrower has to repay either in periodic 

instalment or in lump sum a fixed amount at a fixed future time. Some banks 

allow loan against collateral. This type of loan is called “Secured loan” when bank 

provides loan without collateral it is called “clean Loan”2  

4.6.4 Term Financing 

Commercial Banks using usually term financing, there are two features of 

a Term financing which distinguishes it from the other types of financing. The 

First think is this type of loan has maturity more than one year of final maturity. 

The second thing is it is extendible under a formal mutual agreement among 

borrower and the Bank.3 This type of loan is availed by the borrower to acquire 

fixed assets (immovable properties i.e. land and buildings and vehicles for 

commercial use). The loan carries a predetermined length of time (tenure), with 

repayments done in instalments. 

4.6.5  Lease Financing 

This type of facility helps the borrowers to acquire equipment and 

machineries for their businesses on lease. This type of finance is long Term in 

nature and as such, the repayment is made in instalments. 

                                                                 
1 Asrar H Siddiqi (1998) “Practice and law of Banking in Pakistan” Sixth revised and enlarged 

Edition. United Bank Ltd.p.167 

2 Asrar H Siddiqi (1998) “Practice and law of Banking in Pakistan” Sixth revised and enlarged 

Edition. United Bank Ltd.p,169 

3 James C Van Horne. (1998) “Fundamental of Financial Management” Tenth Edition 

Prentice- Hall Incorporation p.-562 
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4.6.6 Overdraft (OD)  

This is the most common form of financing Borrower requires temporary 

accommodation, his bank allows withdrawals on his account in excess of the 

balance which the borrowing customer has in credit, and an overdraft thus occurs. 

This is usually allowed against collateral securities. When against collateral 

securities, is called “Secured Overdraft.”1 is a short-term facility which is granted 

to the borrower to enable him meeting his day to day funding needs; like payment 

of salaries, utilities and purchases of inventories etc. An agreed limit is sanctioned 

by the bank and the borrower is allowed to draw that amount through his current 

account. 

4.6.7 Revolving Credit  

This type of loan is also short-term in nature and is used to meet short-term 

funding requirements of the borrowers. This type of loan does not have a fixed 

number of payments, as in the case of instalment loan. 

Cash Finance and Running Finance are types of revolving loans. Once the 

loan limit is approved, then the borrower is free to withdraw amounts to the extent 

of that limit. The borrower can withdraw and repay the amount as many times as 

he wishes to; but he has to pay mark-up on the amount which he has actually used. 

4.6.8 Letter of Credit (LC) or Documentary Credit (DC) 

Letter of Credit is a written undertaking by a financial institution in favour 

of the supplier/seller to pay him the amount of imported/purchased goods, in case 

the actual importer/buyer fails to pay the liability. It is a facility which enables a 

customer to import/purchase goods without making advance or immediate 

payment from his own resources; i.e. the payment is made by the importer only on 

receipt of documents and actual goods. 

4.6.9 Bills of Exchange Purchased (BEP) 

A short-term facility that is provided to exporters against purchase of 

export bills on discounted price. 

                                                                 
1  Ibid P-255 
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4.6.10 Finance against Imported Merchandize (FIM) 

This is a short-term facility which is granted by banks normally to the 

importers against the security of Trust Receipt (Letter of Trust). Through signing 

the Trust Receipt, the borrower undertakes to repay the loan as soon as the he sells 

the goods. It is noteworthy that the default by the borrower is treated as breach of 

the trust, and is considered as criminal offense under the law. 

4.6.11 Clean/unsecured financing 

Unsecured/clean loans are those where the banks do not demand tangible 

securities such as land, building, fixed/current assets, tradable inventory etc. as 

security; whereas, in secured financing, the banks demand any of the security as 

mentioned above. Secured financing is also called collateralized financing. 

4.6.12 Demand Finance: 

Demand Finance may either be short term or long term; however, its 

repayment is done normally through instalments.1  

4.7 Products and Tools of Islamic Banking 

The most important Islamic investment techniques practiced by the Islamic 

Banks are as follows: 

4.7.1 Sukuk/Securitization 

The Islamic Banks provide structuring, arranging, and placement services, 

as well as advisory services, for companies seeking financing through Sukuk 

issuance, and sees great opportunities and potential for Islamic finance and 

Islamic financial markets in this area, whereby new issues are distributed to 

investors in the primary market, and existing securities are traded in the secondary 

market. 

The capital market is the market where companies can raise long-term 

financing. Nowadays, Sukuk are being looked at as an Islamic equivalent of 

bonds, hence Sukuk are securities that comply with the Islamic law and its 

investment principles and provide access for both Islamic investors and companies 

seeking Shariah-compliant financing to the capital market. 

                                                                 
1 Siddiqi, Mansoor Hassan. (2008) SME department. State Bank of Pakistan. 2008 
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Sukuk basically relies on the concept of asset monetization, and can be 

issued on existing as well as specific assets that may become available at a future 

date; the concept of Sukuk can in some cases also be viewed as Islamic 

securitization which is very similar to conventional asset-backed securitization 

whereby a corporate entity moves its assets to an ostensibly bankruptcy-remote 

vehicle that acquires the assets with the proceeds of issuance of securities. 

4.7.2 Musawamah Sale 

This transaction is executed when a customer approaches the Bank for 

assistance in purchasing a particular commodity. In such circumstances, the Bank 

buys the goods from a third party (supplier) at a price agreed between the Bank 

and the supplier without interference from the customer. 

The Bank will then offer the goods to the customer at a price including 

profit. The customer then has the option to accept the goods or reject it within a 

fixed period of time. If the customer accepts the goods, the Bank will sell the 

goods to the customer and he/she will then pay the sale price in instalments to the 

Bank over an agreed period of time. A Musawamah sale transaction is usually 

confined to goods purchased from the local market. 

4.7.3 Murabahah Sale 

Mudarabah represents another of the most desirable forms of Islamic 

financing arrangements. In a novel approach, the business to be undertaken under 

Mudarabah was regulated through the promulgation of a separate statute, called 

the Mudarabah Companies (Floatation and Control) Ordinance 1980. 

The salient features of Mudarabah companies and their operations are as 

follows: 

1. Only registered companies or those established under specific laws were 

eligible to register as Mudarabah companies; 

2. Mudarabah can either be for a specific purpose or multi-purpose and can 

either be for a fixed term or for perpetuity; 

3. On fulfilment of certain conditions, and with the prior approval of the 

Registrar, Mudarabah Companies may float Mudarabah through the stock 

exchange, and the certificates of issue will be tradable securities; 



151 

 

4. Each Mudarabah will be a separate business and its operations had to 

conform to those approved under the injunctions of the Shariah. 

5. A Religious Board to be periodically constituted under the Ordinance will 

be empowered to declare whether the operations of Mudarabah were in 

conformity with the provisions of Shariah or not. 

6. Many disclosure requirements, similar to those applicable to listed 

companies, are applicable to Mudarabah, including statutory audit, annual 

meetings and investments and loans to and from the directors of the 

Mudarabah company. 

Evidently, the entire scheme was an elegant formulation of the simple 

relationship required under a Mudarabah contract between the labour (Dharib) 

and capital (Rab-ul Maal). The management company was to be remunerated 

through a fixed management fee paid out of the net income of the Mudarabah and 

the remainder was to go the Mudarabah certificate holders, with adequate 

provisions for retained earnings to ensure future growth. Initial tax incentives 

available to Mudarabah companies, however, were such that maximum 

distribution was allowed. No income tax was applicable to Mudarabah if it 

distributed 90 per cent of its net income, which was exactly what was left after 

payment of management fee.1 

The Bank provides this service to its clients who need to acquire goods 

from abroad through letters of credit. 

The customer approaches the Bank for assistance in importing certain 

goods and provides the Bank with the specifications of the goods in terms of 

description, quantity, price etc. 

The Bank then imports the goods on its own account in order to sell to the 

client at a price which covers the cost and an agreed profit margin. The customer 

pays the price to the bank in instalments over an agreed period of time. 

                                                                 
1 Kuran, Timur (1996), ‘The discontents of Islamic economic morality’, American Economic 

Review, 86 (2), p.438 
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4.7.4 Istisna 

This is a form of contractual relationship whereby the client agrees with 

the Bank to execute a certain project bearing all the costs of raw materials and 

salaries. The Bank then delivers the accomplished project price and commissions 

one or more construction companies to execute the project. 

4.7.5 Mudarabah Investment 

Mudarabah is a mode of financing whereby the Bank would provide the 

funds for a certain business project or transaction and the customer would provide 

the professional expertise and know-how to run the business or execute the 

transaction. Thus, a joint venture is formed between the Bank and the client and 

any profits are shared in a predetermined ratio. 

Through this mode the Bank has executed and continues to execute 

various projects on a regular basis. 

4.7.6 Musharakah Investment 

Musharakah Investment is considered to be the main factor that 

differentiates an Islamic bank from a conventional commercial bank. According to 

this technique the Bank provides a share of the finance required by a customer for 

a business project or for the purchase of specific merchandise and becomes a 

partner in the business or the transaction. The resultant profits or losses are shared 

by the Bank and the customer at a Shariah-compliant ratio agreed upon in 

advance.1 

Under this method the Bank purchases an asset like a building, machinery 

or equipment and leases it to others. Before an Ijarah is undertaken, a feasibility 

study is conducted to ascertain its profitability and compliance with Shariah. 

The salient features of the Musharakah Agreement, as practiced by the 

commercial banks, were as follows: 

1. It was a short-term financing arrangement specific only to the parties to the 

contract; 

                                                                 
1 Kuran, Timur (1996), ‘The discontents of Islamic economic morality’, American Economic 

Review, 86 (2), p.439 
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2. Investment by the banks was made in the form of sanctioning a funding 

limit to the client and the degree of employment of funds was determined 

on the basis of daily product of outstanding balances due to the bank; 

3. All participative funds, including equity, reserves and other non-debt 

capital was included in the definition of capital qualifying for profits; 

4. Profit sharing ratio was determined through negotiations within the limits 

specified by the SBP; 

5. Profits for the purpose of sharing were to be determined after apportioning 

a share of net-income as management fee to the firm; 

6. Provisional profits, based on projected profits, were to be paid to the bank 

on quarterly basis, subject to final adjustment on the basis of actual profits 

or losses; 

7. Shortfall or excess profits were to be settled through the creation of a 

participation reserve fund, which would attempt to smooth out the 

payments to the bank; 

8. Losses, if any, were to be shared in strict proportion of bank's investment 

in the total capital of the firm; 

9. Against the apportioned loss of the bank, ordinary shares were to be 

issued, which qualified for re-conversion in Musharakah investment under 

the original terms of the Agreement in case profits accrued in future; 

10. Standard securities in the form of pledging and hypothecation of stocks or 

mortgage of properties were required against Musharakah financing.1 

Evidently, the Musharakah also envisaged a complex arrangement of 

profit and loss sharing just as it was present in the case of PTCs. But in its design 

the seriousness to evolve a truly Islamic instrument is quite evident. It was indeed 

a departure from the traditional financing arrangement and thus entailed 

significant risk which banks assumed in undertaking business based on this 

arrangement. 

Some of the features of the instrument that attracted criticism were: One, 

the profit-sharing arrangement did not strictly conform to the requirements of 

Shariah particularly in the treatment of losses and payment of provisional profits 

                                                                 
1 Kuran, Timur (1996), ‘The discontents of Islamic economic morality’, American Economic 

Review, 86 (2), p.438 
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and their adjustment through the participation reserve. Two, despite being a 

sharing arrangement, the actual agreement was cast within the framework of a 

creditor and debtor relationship, and was also protected as such in the law. Three, 

Musharakah also demanded securities that were akin to relationship between a 

creditor and debtor. Finally, in the absence of a legal framework regulating the 

operation of Musharakah, there was no standardization of the agreement and the 

terms and conditions of various agreements varied considerably. 

4.7.7 Ijarah  

Factually, Ijarah means leasing. Within this deal the bank buys equipment 

and leases it temporarily to a client for certain payment. At that, the client is 

entitled to purchase the equipment from the financial institution within the period 

of contract validity or after its expiry subject to preliminary arrangement with the 

bank. 

4.7.8 Salam  

Investment tool that provides for purchase of certain goods by forward 

payment. In Muslim countries this toll is used, as a rule, for finance of the projects 

in agricultural sector. Mandatory condition for Salam is back up of the deal with 

real goods (for instance, crops). 

4.7.9 Takaful   

Takaful is a type of insurance common in Muslim countries. It is based on 

a special mechanism of profit and loss allocation in accordance with the moral and 

ethics of Sharia. In the framework of Takaful, the insured persons can pretend for 

a part of profit of the Insurer from the funds paid into the insurance fund, less 

expenses. In other words, the insured person becomes in fact a shareholder of the 

insurance company entitled for the part of profit corresponding to its contribution 

amount. 

This list of Islamic financial tools is not exhaustive as in many Muslim 

countries they vary depending on toughness of compliance with Sharia norms and 

on tradition of their interpretation by local religious scientists. However, relative 

transparency of these tools makes them adaptable to the Western investment 

system to which Ukraine belongs. With the respective implementation 
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mechanisms, these financial tools can become a profitable way to attract 

additional investments into Ukrainian economy. 

Islamic Banking is based on Shariah Laws.  Original meaning of Shariah 

is “the way to the source of life’, and is now used to refer to the legal system – 

code of behaviour 

4.7.10   Governing principles of Islamic Banking and Microfinance 

  The governing principles of Islamic Banking and Microfinance are as 

under:   

1. The absence of interest- based (Riba) transactions 

2. Avoidance of speculations (Gharar)  

3. Avoidance of betting and gambling (Qimar and Maysir) 

4. Avoidance of oppression (Zulm)  

5. Introduction of Islamic tax (Zakat) 

6. Discouragement of the production of goods and services which contradict 

the Islamic value (Haram) 

Allah (s.w.a) says; 

ا َوعََلَنِيَةً فَلَُهْم أَْجُرهُْم  الَِّذيَن يُنِفقُوَن أَْمَوالَُهم بِالَّيِْل َوالنََّهاِر ِسرًّ

ِِّهْم َوالَ َخْوٌف   1 عَلَيِْهْم َوالَ هُْم يَْحَزنُونَ ِعندَ َربِ

“Those who charge usury (Riba/interest) are in the same position 

as those controlled by the devil’s influence. This is because they 

claim that usury is the same as commerce. However, God permits 

commerce and prohibits usury. Thus, whoever heeds this 

commandment from his Lord and refrains from usury, he may keep 

his past earnings and his judgment and refrains from usury, he may 

keep his past earnings and his judgment rests with God. As for 

those who persist in usury, they will incur Hell, wherein they abide 

forever.” 

                                                                 
1 Surah Al-Baqarah :2: 274 



156 

 

4.7.11 Riba literally means “increase” or “excess”  

 An increase in a loan transaction or exchange of commodity accrues to the 

owner (lender) without giving an equivalent counter-value or recompense in 

return. 

“Same exchange value” illustrations: 

1. Exchanging 1kg of grapes with 1.5kg of grapes that are of the same type, 

quality and value. Page 5 type, quality and value 

2. RM100 exchangeable for RM110 

3. Hence, if items are the same then any differences (incremental or 

otherwise) in their exchange value is Riba. 

4.7.12 Other Considerations 

1. A contractual difference in value of 2 (or more items) of different type, 

quality and value when exchanged is not Riba.  

2. If agreed differences is changed post-transaction, the changed amount is 

Riba. 

4.7.13 Rationale for the Prohibition of Riba  

To promote economically just, socially fair and ethically and correct 

economic behaviour, Inequality is exemplified in the situation where the lender is 

guaranteed a positive return without assuming any share of the borrower’s risk 

whilst the borrower takes upon himself all sorts of risks in addition to his efforts, 

skills and labour. 

Riba violates the principle of property rights. Money lent on interest is 

used either productively that it creates additional wealth or otherwise. When 

money used (together with labour and entrepreneurial skills) to produce additional 

wealth, such money lent cannot have any property rights claim to the incremental 

wealth because there was no prior bargain over it. Instead ‘interest’, demanded a 

guaranteed return regardless of the enterprise. 

 Promotion of profit-and-risk-sharing: The sharing of risks and 

uncertainties of the enterprise is fundamental to Shariah contracts. Shariah 

condemns the act of guaranteeing (even by the entrepreneur) to restore the 

invested funds intact. 
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 Act of lending is an act of charity: Lending should be a benevolent act. If 

money is needed other than for commercial purposes (thus, risk- sharing), such 

need should not be exploited where the borrower is put under undue burden. Verse 

57:11 “Who is he that will lend unto Allah a goodly loan, that He may double it 

for him or his may be a rich reward. 

 Gharar generally means unqualified and unqualified uncertainty, hazard, 

deceit, chance or risk. Majority Islamic scholars view Gharar as ‘both ignorance 

of the material attributes of the subject matter of a sale and also uncertainty 

regarding its availability and existence’.1 

 Gharar is prevented when transactions are transparent with: 

 All details agreed in advance; and  

1. Ownership undisputed. 

2. For Gharar to invalidate a contract, it must not be trivial, must be relating 

to the object of contract and must prove specifically in conflict with (trade) 

custom. However, non-trivial Gharar may be tolerated if there is an 

overriding Maslahah or public benefit. 

3. Preventable uncertainty is present in any contract subject to risks in the 

ordinary course of business – Istisna or Salam contracts. 

4. Prohibition of Gharar is indirectly a risk management in Islam hence 

encouraging the exercise of due diligence and avoidance of contracts with 

high degree of information asymmetry with extreme pay-offs. 

5. Nonetheless, treating Gharar as risk has its consequences i.e. trading of 

risks therefore is prohibited where the traded risks may have been 

transferable in derivative format. 

6. In its literal meaning, Qimar refers to betting and wagering. Technically, it 

involves taking ownership of some form of wealth (mal) by way of a 

wager. Qimar or gambling includes every game in which the winner 

receives something (money, goods, etc.) from the loser. This zero-sum 

game constitutes wagering on very risky outcomes which Shariah 

outspokenly forbids. 

                                                                 
1 Maududi, S. Abul A’la (1999), Economic System of Islam, 4th Edition, edited by Khurshid 

Ahmad, English translation by Riaz Husain, Lahore: Islamic Publications.p.76 

https://www.investment-and-finance.net/islamic-finance/q/qimar.html
https://www.investment-and-finance.net/islamic-finance/m/mal.html
https://www.investment-and-finance.net/finance/z/zero-sum-game.html
https://www.investment-and-finance.net/finance/z/zero-sum-game.html
https://www.investment-and-finance.net/islamic-finance/s/sharia.html
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7. On the other hand, Maysir is broader in scope than Qimar. Maysir includes 

all kinds of gambling, that is, it is more than a particular game of chance. 

The term "Maysir" was originally used as a reference to a pre-Islamic 

game of arrows in which seven persons gambled for shares (portions) of an 

allotted prize. Maysir is prohibited by Shariah on the grounds that the 

agreement between participants is based on immoral inducement provided 

by entirely wishful hopes in the participants' minds that they will gain by 

mere chance, with no consideration for the possibility of loss. 

8. Zulm refers to all form of inequity, injustice, exploitation, oppression and 

wrong doing. 

9. A person either deprives others of their rights or does not fulfil his 

obligations towards them. 

Zulm also refers to trading in matters which are prohibited (haram) 

under Shariah such as: 

1. Alcoholic drinks/beverages; and 

2. Non halal poultry/meat, pork1 

4.8 The Role of Islamic Financial Instruments in the Business of 

Islamic Financial Institutions 

Financial markets play an important role in stimulating an economy and 

mobilizing saving for investment operations. Development of these markets would 

be helpful in introducing Islamic banking and solving a number of contemporary 

economic problems. Islamic financial system can have both Money and Capital 

Market as also Primary and Secondary Markets with a different procedure of 

creation and trading of their instruments. Development of secondary markets and 

effective supervisory/regulatory system is equally important. This research deals 

with the markets that can function in Islamic financial structure and the 

instruments that have been developed for their functioning. It would also discuss 

why some kinds of markets and instruments have not been developed so far in 

Islamic finance discipline.  

                                                                 
1 Maududi, S. Abul A’la (1999), Economic System of Islam, 4th Edition, edited by Khurshid 

Ahmad, English translation by Riaz Husain, Lahore: Islamic Publications.p.79 
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Financial markets should be given due importance in order to discharge 

the obligation of preserving capital and ensuring its growth because they lead to 

fulfil the general human needs and discharge functions relating to capital.  

Islamic capital market will work on different set of principles. The Islamic Fiqh 

Academy of the OIC has observed, “Although the original concept of financial 

markets is sound and its application is very much needed in the present-day 

context, yet their existing structure does not present an example to carry out the 

objective of investment and growth of capital within the Islamic framework. This 

situation requires serious academic efforts to be undertaken in collaboration 

between the Fuqaha and the economists, so that it may be possible to review the 

existing system with its procedure and instruments and to amend what needs 

amendment in the light of the recognized principles of Shariah”.1 

Pure debt or bonds market is not an active part of Islamic financial markets 

because debt liabilities have to be paid at the nominal value. A debt security 

would result from a real transaction based on any trading mode that can implicitly 

include time value of money at the stage of pricing of the underlying 

commodities. The instruments on the basis of which Islamic market has to 

function would need to be backed by or represent real asset transactions. These 

instruments could be of both variable and quasi fixed/fixed return nature. Equity 

Instruments having a claim to share in the net income and the assets of a business 

give variable return while the second type of instruments can be issued in respect 

of trade or leading based transactions subject to observation of principles of 

underlying Islamic modes. Backing by real assets according to rules of the 

relevant modes is must and mere replacement of one paper transaction with 

another kind of similar paper transaction will not serve the real purpose.  

The primary markets will operate on the basis of equity instruments like 

share, redeemable equity capital, Mudarabah / Musharakah certificates (MCs) or 

Sukuk representing ownership in leased assets or debt instruments resulting from 

trading modes issued directly to investors or fund providers.  

                                                                 
1 Naughton, S. and T. Naughton (2000), ‘Religion, ethics and stock trading: the case of an 

Islamic equities market’, Journal of Business Ethics, 23 (2), p. 145 
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According to mainstream Islamic finance theory, debt securities do not 

have secondary market in principle. However, there is possibility of securitization 

of debt resulting from real trading transactions when they are pooled with other 

assets or instruments representing ownership in real assets. All equity or 

participatory instruments have secondary market because they represent 

ownership in real assets.  

4.8.1 Shariah Position of Debt Certificates or Bonds 

Although Islamic banks will be having a large portfolio of receivables 

based on their trade operations, yet they cannot participate in trading of such 

instruments in secondary market. Islamic Fiqh Academy of the OIC in its sixth 

session (14-20 March, 1990) resolved the following in respect of debt certificates, 

receivables or bonds (sic);  

a) The bond, which represents an undertaking to pay its amount along with 

interest related to its face value or to a pre-determined profit, is prohibited in 

Shariah. Their issuance, purchase and their negotiation, is all prohibited because 

they are interest-bearing loans, no matter whether their issuing authority belongs 

to the private sector or is a public entity related to the State. The change in the 

nomenclature, such as calling the bonds “certificate” or investment securities” or 

saving certificates” or calling the interest “profit” or “income or service charge” or 

commission” has no effect on the aforesaid ruling.  

b) The “zero coupon bonds” are also prohibited because they are loans 

sold at a price lower than their face value, and the owners of such bonds benefit 

from the difference in their prices, which is considered a discount on the bonds.  

c) Similarly, the “prize bonds” are also prohibited because they are loans 

in which a liability to pay a pre-determined profit or an additional amount is 

undertaken in favour of their bearers as a whole, or in favour of an undetermined 

number of persons out of them. Moreover, these bonds have a resemblance with 

gambling (“Qimar”) 

d) The interest-bearing bonds can be substituted by the instruments issued 

on the basis of the contract of “Mudarabah” meant for a particular project or a 

particular enterprise, wherein no pre-determined profit or interest shall be paid to 

the bearers. The investors will be entitled to get a proportionate share in the profit 
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of the project in relation to the proportion of their respective investments. This 

profit cannot be given to unless it has been actually yielded.1 

4.8.2 Shariah Compliant Markets and Instruments 

Islamic investment vehicles that are traded in Islamic financial markets 

include Shariah compliant stocks wherein income is derived from dividends and 

capital gains keeping in view the screening criteria recommended by Shariah 

scholars to ensure Shariah compliance. Other instruments are 

Mudarabah/Musharakah certificates, Units of open or close-ended mutual funds 

and investment Sukuk wherein income is derived from buying, selling as also 

getting return from the underlying businesses and assets.  

Islamic financial institutions can place their funds on Mudarabah basis in 

inter-bank money market to share profits or bear loss, if any. They can also issue 

negotiable Certificates of Deposits (CODs) or Certificate of Investments (COIs). 

They will establish specific Musharakah funds and the proceeds of these Funds 

can yield quasi fixed return on the basis of income earned on trade-financing 

operations of the banks. Beings a shareholder in the income of a fund, these 

certificates will be negotiable in the secondary market. Legal and regulatory 

framework, however, will need to be developed to support such operations.  

Sukuk can be issued by the Governments, Corporations, banking and non-

banking financial institutions and by business/industrial concerns. As forward 

sale/purchase of goods through Salam rules is permissible; there is also possibility 

of commodity futures market that, of course, will be different from the 

conventional commodity futures market. As such, following types of markets 

governed by principles of relevant contracts or modes are available in Islamic 

financial structure.  

1. Equity or stocks markets.  

2. Securities markets like non-government securities (banks, non-banks, 

corporate, and housing Securities.) 

3. Government and municipal securities market.  

                                                                 
1 Naughton, S. and T. Naughton (2000), ‘Religion, ethics and stock trading: the case of an 

Islamic equities market’, Journal of Business Ethics, 23 (2), p. 148 
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4. Commodity futures market.  

5. Interbank money market for placement of funds on Mudarabah basis.  

6. Foreign exchange market (limited).  

Besides equity instruments in the form of shares of any company, Islamic 

financial system has other redeemable participating instruments representing 

ownership in the assets and hence entitled to participate in the profit/loss resulting 

from the operations on the assets. Various types of participatory instruments can 

be based on:  

1. Profit/Loss sharing (Mudarabah/Musharakah) like Participation Term 

Certificates (PTCs).  

2. Rent sharing in the form of Diminishing Musharakah or otherwise.  

 In addition to shares, redeemable equity-based instruments. There could be 

investment certificates normally termed as Sukuk in Islamic finance terminology. 

Investment Sukuk are different in nature from common shares of the joint stock 

companies there are certificates of equal value representing undivided share in 

ownership of tangible assets of particular projects or specific investment activity, 

usufruct and services. These are issued on the basis of Shariah-nominated 

contracts in accordance with relevant rules of the concerned contracts. 1 

Debt securities in a conventional framework can be issued with or without 

any real transactions. The debt security in Islamic framework would normally 

result from a real transaction based on Bai-Muajjal, Bai Salam or Istisna 

transactions or from Ijarah contracts. If a debt security is not a result of a real 

transaction, it will not carry any time value of money. However, if a debt security 

is a result of a real transaction, time value can be implicitly included as an integral 

part of the transaction. 2 

                                                                 
1 Naughton, S. and T. Naughton (2000), ‘Religion, ethics and stock trading: the case of an 

Islamic equities market’, Journal of Business Ethics, 23 (2), p. 156 

2 Naughton, S. and T. Naughton (2000), ‘Religion, ethics and stock trading: the case of an 

Islamic equities market’, Journal of Business Ethics, 23 (2), p. 156 
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4.8.3 Equity Markets 

Equity market is the most strategic part of Islamic capital markets where 

shares of Joint Stock Companies, redeemable participation certificates and other 

instruments representing ownership of their holders in the assets backing them are 

traded among individuals, corporate bodies and business and financial entities. 

IFIs can take part in equity market business for raising funds through equity and 

mutual fund offerings and trade in stocks, Units of open and close ended Mutual 

Funds and instruments of redeemable capital.  

Shareholders of a company can be physical persons, or legal persons or 

both. As per rules in most of the countries, a Company is deemed to have a 

separate entity distinct from its members. Therefore, the company has legal rights 

and bears liabilities. It can sure for its rights and can be sued for failing to 

discharge its commitments. The relevant law provides for two sets of liabilities in 

the case of a Joint Stock Limited Company: (1) The liability of the shareholders, 

who subscribe their share capital for establishing the business but virtually detach 

themselves from the affairs of the business thereafter, is limited to the extent to 

their share capital. (2) The liability of the Company relating to its business affairs 

is unlimited meaning that in the case of winding up of a company the earnings of 

the company along with the recovered loans will first of all be utilized to pay all 

debts, taxes, wages, salaries and rents. In case the liabilities are still not fully 

discharged, this legal person will be disposed of to settle the debts and other 

liabilities. If certain payments are still outstanding, this legal person will be 

declared to be insolvent like an ordinary physical person who is declared insolvent 

under such a situation.  

Raising equity capital through shares, MCs, Shirkah based TFCs offerings, 

underwriting of shares issues and their trading are subject to a number of 

conditions and criteria. Prospectus of the Company issuing shares must provide all 

information required by Shariah for the Shirkah based contacts. Shariah experts 

are of the view that shares of joint stock companies cannot be traded when all 

assets are still in liquid form (cash or receivables) except at face value or break-up 

value. However, fresh share issues (IPOs) can be made on premium. The 

companies with better rating and good will offer the shares in premium e.g. a 

share with nominal value of Rs. 10 is offered at Rs. 20. Shariah expert allow such 
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offering with the recommendation that amount of premium may be kept as 

Reserves of the Company. It implies that the purchase of the shares pays Rs. 10 as 

nominal value and additional Rs. 10 that are kept as Reserves are part of the 

Company’s capital and owned by holders of shares on pro-rata basis.  

It is permissible that a company or group of companies underwrites 

issuance of shares. It means an undertaking to subscribe to the shares that are not 

subscribed without any consideration. However, underwriter can ask for 

consideration for services provided other than the take-up services, such as 

conducting feasibility studies or marketing the shares. 1 

Besides shares companies can issue Mudarabah / Musharakah certificates 

(discussed in this article) and also raise redeemable capital by issuing Term 

Finance Certificates as alternative of debentures in conventional capital structure. 

Similarly, they can issue mutual funds of a number of the categories like Equity 

Fund, Ijarah Funds, Murabahah Funds and Mixed Funds.  

The Shariah scholars have observed that there is no objection in the 

Shariah to the secondary market trading of equity based financial instruments, 

particularly shares of joint stock companies. These certificates should, however, 

represent real assets. A part of their assets can be in the form of debts created by 

Islamic modes, but the debt element should not be predominant. 2 

4.8.4 Investment Sukuk as Islamic Market Instruments  

Sukuk were used by the Muslim societies of the Middle Ages as Papers 

representing financial obligations originating from trade and other commercial 

activities. However, the Sukuk structures presently found in Islamic finance are 

different from the Sukuk originally used and are akin to the conventional concept 

of securitization, a process in which ownership of the underlying assets is 

transferred to a large number of investors through papers commonly known as 

Sanadat, Certificates, Sukuk or other instruments representing proportionate value 

of the relevant assets.  

                                                                 
1 Opwis, Felicitas (2008), ‘The construction of Madhhab authority: Ibn Taymiyya’s 

interpretation of juristic preference (Istihsān)’, Islamic Law and Society, 15 (2), p. 219 

2 Opwis, Felicitas (2008), ‘The construction of Madhhab authority: Ibn Taymiyya’s 

interpretation of juristic preference (Istihsān)’, Islamic Law and Society, 15 (2), p. 224 
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Investment Sukuk are different in nature from common shares of the joint 

stock companies. These are certificates of equal value representing undivided 

share in ownership of tangible assets of particular projects or specific investment 

activity, usufruct and services. These are issued on the basis of Shariah-nominated 

contracts in accordance with relevant rules of the concerned contracts.  

Sukuk can be of a number of types based on the Shariah modes as the 

underlying contract or sub-contract, most important of which are Shirkah, Ijarah, 

Salam and Istisna. As per the basic rules of Shariah, investments Sukuk have to be 

structured, on one side, on the principle of Mudarabah principle.  

On the other side, business could be conducted through participatory or 

fixed return modes/ instruments. Thus, the rates of return on Sukuk will be either 

variable (in case the modes on Second leg are participatory) or quasi-fixed (in 

case of modes with fixed return). Sukuk of the second category can be made fixed 

return Sukuk through the provision of any third-party guarantee.1 

4.8.5 Developing Shariah Compliant Securities 

Strictly speaking, there is no counterpart in Islamic finance of fixed-

income bonds and securities which are quite popular in the conventional market. 

However, Islamic capital markets can have a variety of instruments on the basis of 

partnership and debt creating modes. These instruments are negotiable in 

secondary market subject to some conditions.  

In terms of the use of funds mobilized by financial institutions, following 

may be the categories of Sukuk: Mudarabah Sukuk, Musharakah Sukuk, Sukuk of 

ownership in leased assets, Sukuk of ownership of usufructs, Salam Sukuk, Istisna 

Sukuk and Murabahah Sukuk. Shirkah based certificates could be issued to risk-

prone investors while Sukuk created on Ijarah and trade-based modes would suit 

those investors who are not in position to bear the risk of loss. It is also possible to 

design Mudarabah and Musharakah (Shirkah based) certificates with low risk 

return package by scrutinizing a combination of Murabahah and leasing based 

financing operations. During last few years, a number of instruments have been 

introduced for medium- and long-term investment on Shariah compliant basis.  

                                                                 
1 Opwis, Felicitas (2008), ‘The construction of Madhhab authority: Ibn Taymiyya’s 

interpretation of juristic preference (Istihsān)’, Islamic Law and Society, 15 (2), p. 226 
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These are of two types in terms of their nature and flow of return:  

Fixed/Quasi Fixed (Stable) Income Securities: Banks can securitize or sell 

a pool of assets or offers Certificates of Deposits (CDs) against a fund composed 

of pooled Ijarah and some Murabahah, Instalments sale and Istisna contracts. It 

will offer the investors/depositors a defined stream of cash flow constituting the 

return on the pooled assets. Such securities would accommodate risk-averse 

investors like widows, retired persons, etc. and generate new resources for 

additional intermediation and income flow to the banks.  

Variable Income (Shirkah Based) Securities: For such securities banks can 

securitize a pool of Musharakah and Mudarabah contracts that are part of their 

assets portfolio. Such securities will offer the investors a stream of variable 

income with potential for growth; based on the strength of the underlying projects- 

Profit and risk both would be higher than in case of stable income securities. 

These would accommodate risk taking investors with commensurate possibility of 

higher income. 

IFIs can manage a variety of mutual funds which would be just like 

Mudarabah Company that would finance the government needs through Ijarah or 

Murabahah-Ijarah mixed. Its securities/certificates would be tradable just like 

shares of Mudarabah Company and income earned by the Mutual Fund would be 

distributed among the certificate holders after deduction of expenses.  

Since Murabahah operations are least risky and leasing operations can also 

be selective to choose only low risk transactions, the securitization of such 

transactions will give low risk capital instruments for the Islamic capital market. It 

is possible to develop Islamic fixed/quasi fixed-income securities. The basic idea 

is to form a Fund/Trust that would mobilize funds to invest in fixed income 

operations based on leasing and Murabahah. Banks can establish different leasing 

funds on the basis of which they can invite deposits, issue deposit certificates of 

different maturity and offer different risk-return packages, to meet the risk-return 

preferences of their clients.1 

                                                                 
1 Opwis, Felicitas (2008), ‘The construction of Madhhab authority: Ibn Taymiyya’s 

interpretation of juristic preference (Istihsān)’, Islamic Law and Society, 15 (2), p. 236 
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While it is relatively easy for banks/financial institutions to securitize their 

assets booked through Ijarah, Salam, Istisna, Murabahah or on the basis of mixed 

assets portfolio, development of Shariah compliant instruments for financing 

government budget deficits is a difficult task mainly because the governments 

needing finance do not have sufficient real unencumbered assets for conversion of 

debt stock into securities. 

After developing appropriate institutions, it is also possible to engineer 

Islamic financial instruments to replace the interest-based instruments in the 

money market. Financing for commodity operations of governments through 

trade-base modes can became a basis of developing short-term securities carrying 

quasi-fixed return to replace T-Bills. Banks can establish Musharakah/Mudarabah 

funds to be managed by them on the basis of leasing and trade. These 

securities/certificates would be tradable and income earned by the Mutual Fund 

would be distributed among the certificate holders after deduction of expenses. 

These funds can also securities and the securities so developed can serve as 

money/capital market instruments.1 

It would also require appropriate enabling laws to protect the interests of 

investors and issuers, appropriate accounting standards, study of the targeted 

marked and standardized contracts, historical financial statistics, appropriate flow 

of financial date to investors, grading of assets liquidity and risks and standardized 

services quality. In all this process, regulators have to play a crucial role.  

Scrutinizing the Ijarah contracts is a key factor in solving liquidity 

management problem and for financing the public sector needs in any economy. It 

is possible due to flexibility in juristic rules of Ijarah contract. Payment of Ijarah 

rentals can be unrelated to the period of taking usufruct by the lessee, i.e. it can be 

made before the beginning of the lease period, during the period or after the 

period, as the parties may mutually decide. This flexibility can be used to evolve 

different forms of contracts and Sukuk that may suit different purpose of issues 

and the holders.  

Further, the lesser can sell the leased asset provided it does not hinder the 

lessee to take benefit from the asset. The new owner(s) would be entitled to 

                                                                 
1 Khan, M. H. (2004), A Handbook for Practitioners in Rural Support Programme.p.45 
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receive the rentals of remaining period. Ijarah certificates or Sukuk issued to them 

represent the pro rate ownership of their holders in the tangible assets, and not 

only the liquid amounts or debts; they can be traded in the secondary market on 

the basis of market forces. Similarly, owners of shares of any leased asset can 

dispose of their share in the asset to the new owners individually or collectively. 

Anyone who purchase these Sukuk replaces the sellers in the pro rate ownership of 

the relevant assets and all the rights and obligations of the original subscribed are 

passed on to him.1 

Another important benefit of Ijarah, as compared with other modes, is that 

Governments can use this concept as alternative tool to interest based borrowing 

provided it has durable assets useable in the process of performing government 

functions. Ijarah Sukuk offer flexibility from the point of view of their issuance, 

management and marketability also. All private and public entities can issue these 

instruments. Further, Sukuk can be issued by financial intermediaries or directly 

by users of the leased assets.  

The simplest structures of Ijarah Sukuk is that an Islamic bank or a Fund 

Manager Securities the assets already booked under Ijarah. In this case, 

ownership of the leased assets would transfer to the purchasers of Ijarah securities 

who would be entitled to prorate rentals and also bear the ownership related risks. 

Banks can also have established different leasing funds on the basis of which they 

can invite deposits for funding their leasing operations and offer different risk-

return packages to meet the preferences of their clients. They would distribute the 

return in the form of rentals net of any defaults or ownership related expenses 

charging some management fee.  

There could be more sophisticated and innovative structures of Ijarah 

Sukuk. For the purpose of funding public sector needs and liquidity management 

by Islamic banks, the best structure of Ijarah Sukuk, as an alternative to interest-

based sovereign and corporate bonds, is that the government (or any entity) in 

need of funds may sell unencumbered specific fixed assets to the SPV for forming 

a pool of assets for leasing to the Government. The SPV will lease the assets to 

                                                                 
1 Khandker, Shahidur R, K. Baqui and K. Zahed (1995), German Bank: Performance and 

Sustainability. World Bank Discussion Paper 306. Washington D.C. 
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the Government against which it will issue Ijarah Sukuk in local or international 

markets to those interested in investment. The rentals stipulated between the SPV 

and the government and calculated per certificate would represent the possible 

earning to the Sukuk holders. As such, on one side this structure of Sukuk is based 

on partnership, while on the other side it is based on Ijarah or leasing principle.  

  The sovereigns will have to ensure that the pool of assets that is the 

underlying basis of the transaction comprises the assets that are unencumbered 

property of the Government and that are in its use by one way or the other. 

Separate pool of assets would have to be sold to the SPV for every issue. Once the 

government has sold any asset, the same asset cannot become basis for further 

securitization unless the government repurchases it in any normal Shariah. 

4.9 Differentiating Features of Islamic Vs Conventional Banks and 

Microfinance 

Many still do not understand the differences between the products and 

services offered by Islamic banking and conventional banking. Many are still 

saying that Islamic products and services are just conventional products that have 

been window dressed. Some even claim that Islamic banking only changes the 

terms such as ‘interest’ into profit rate, ‘Ujr or wage cost, and other Arabic terms 

are viewed by critics as tricks. These general statements should not be made 

without knowing exactly how an Islamic bank operates; as such statements will 

inhibit the revival and development of the Islamic banking industry. We do 

acknowledge that there are problems in the implementation process and other 

problems in Islamic banking. However, in my opinion, it is normal to experience 

difficulty before achieving success. 

All stakeholders, whether Pakistani scholars, lawyers, judges, customers or 

the Islamic bank administration, are still in the learning process. It is undeniable 

that mistakes will occur here and there throughout this process. Islamic banking is 

still in the process of maturity and achieving perfection. Thus, deficiencies will 

occur throughout this journey. Yet, these deficiencies do not make Islamic 

banking and microfinance system haram and invalid. Just like a new Muslim who 

has yet to perform the five daily Salah (prayers) as he is in the process of learning 
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and understanding it, this falls under the forgivable category. What really matters 

are that the process is heading forward (i.e. improving) and not falling backwards. 

Some of the deficiencies are due to lack of knowledge amongst the 

administration. Consequently, people may get an inaccurate perception of Islamic 

microfinance and banking. The Pakistani strength and observance of an Islamic 

microfinance and bank depend strongly on the hard work of various parties, inside 

and outside the microfinance institutes and banks. The people who determine that 

Pakistani compliancy is adhered to are the Chief Executive Officer (CEO), the 

Product Development Department, the Pakistani Advisor and the Pakistani 

Department of the microfinance system and bank. They are responsible for 

Pakistani compliancy within the microfinance institutes and bank. 

Without hard work and wisdom, an Islamic bank or microfinance institutes 

will take the easy route and just copy the products and systems of conventional 

banking, without observing the implementation aspect of the Pakistani. Society 

should clearly understand that the Islamic banking system has revolutionized the 

relationship between the customer/saver and the microfinance institutes and bank. 

The relationship between the customer and a conventional bank and microfinance 

institutes are through the loan contract that entails interest on the principal. The 

borrower must pay the bank and microfinance institutes within the stipulated 

period. 

Islamic microfinance institutes and banks have changed the borrowing 

relationship to various concepts that are acknowledged in Islam such as 

partnership (Musharakah Mudarabah), or seller (bank) and buyer/renter 

(customer). Changes in the relationship are not only with the ‘Aqad or contract, 

even asset ownership has changed and is accepted by Malaysian law. This means, 

from the legal point of view, the trading or renting process does take place. 

However, many customers of Islamic microfinance institutes and banks do not 

recognize the efforts of Islamic microfinance institutes and banks in making 

changes as they do not read the contracts they sign. 

The partnership principle in the finance products also offers customers 

profit sharing with the microfinance institutes and bank. However, if the customer 

faces a loss, the Islamic bank will bear part of it based on this contract. A banking 



171 

 

system devoid of Riba fulfils the needs of both customers and the general public. 

Islamic banking, through the introduction of Islamic concepts, has successfully 

generated large profits in the business it participates. 

Nevertheless, the main concern of Islamic banking is to ensure that every 

bit of its business process is Pakistani compliant and this is more meaningful than 

reaping more profit. This main concern is a commitment, responsibility and 

preservation of the trust granted by Allah (s.w.t.) to human beings, which 

emphasizes the principle of cooperation amongst humans in fulfilling each 

respective need. 

Everyone should resist from comparing the application and products of an 

Islamic bank and microfinance institutes and that of a conventional bank. The 

“apple to apple” comparison is not fair in this case; it is like comparing the rules 

and discipline of soccer and hockey. Although both games are played on the field, 

they have completely different concepts and disciplines. 

Islamic microfinance institutes and banking today are more than 4 decades 

old, and it is surprising to see that a simple initiative of providing alternatives to 

prevailing (i.e. conventional) banking products has become a major competitor to 

conventional banking. Though its presence is wider in Muslim-majority countries, 

Islamic banking is fast becoming popular across the globe.   

Having said that, many users remain reluctant to avail Islamic banking 

products and are unaware about the actual differences between Islamic and 

conventional banks, some even claim that Islamic banks merely change the 

terminology in order to label the products as Shariah compliant. No doubt this 

assumption is largely based on ignorance and lack of knowledge which this article 

will try to clarify. 

4.10 What is the Basic Purpose of Establishing a Conventional 

Microfinance Institutions and Bank Vs Creating an Islamic 

Microfinance Institutions and Bank? 

The conventional microfinance institutes and banks are financial body 

which receive money from depositors against fixed/variable rate of interest and 

offers liquidity to borrowers against repayment of interest plus principal amount. 
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The microfinance institutes and banks have to function within the existing 

banking laws and regulatory frameworks. However, as per Shariah (i.e. Islamic 

law), borrowing or lending money against interest is not permissible. This implies 

that the basic function of any conventional bank is not compliant to Shariah 

principles. Although some functions (like custody services or FX exchange) might 

be Shariah compliant, these cannot be considered as the core function of any 

conventional bank. Alternatively, an Islamic bank is a financial body which is 

permitted (by customized Islamic banking laws or amendments to existing 

conventional laws) to execute commercial contracts likes sale, leasing, 

construction. As per Shariah, it is permitted to borrow or lend money but clearly, 

against no payment of interest. 

Islamic microfinance institutes and banks charge profit over the principal 

amount of financing which is usually equal to the interest amount from a 

conventional microfinance institutes and bank. So where is the difference? 

Since Islamic microfinance institutes and banks enter into various 

commercial contracts (as given above) so any amount generated on the principal 

investment is clearly a profit which is additional revenue generated through 

various trade activities like sale and lease. The nature of the underlying contract 

differentiates the additional revenue from being an interest or a profit. All profits 

claimed by Islamic microfinance institutes and banks on its financings are based 

on the concept of risk bearing where the microfinance institutes and Bank as seller 

or lesser have to bear the risk of the underlying asset at the time of executing the 

financing contract with the customer. 

4.11 Are Risk Factors Faced by Islamic Microfinance Institutions 

and Banks Exactly the Same as Conventional Banks? 

Not exactly! It is natural that Islamic microfinance institutes and banks, 

being a financial entity, have to face risk factors which are similar to other 

financial institutions such as liquidity risk or market risk. However, to consider 

profits earned on the principal investment, Islamic banks are supposed to bear risk 

of the underlying assets even for a very small period. Hence, Islamic banks 

purchase vehicles and then sell them to the customer on Murabahah (cost-plus 

basis). If anything goes wrong with the vehicle, then the Islamic microfinance 
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institutes and bank (being the supposed seller which couldn’t sell) have to bear 

risk of the asset. On the other hand, a conventional bank never assumes any risk of 

the financed amount. However, after the execution of Murabahah sale (by Islamic 

banks) or post disbursement of loan (by conventional banks), the risk of 

instalment settlement by the customer/borrower remains largely similar. 

4.12 Is it true that Islamic Microfinance Institutions and Banks 

Impose a Penalty for Delay in Settlement which is no Different 

from Late Payment Interest Imposed by a Conventional Bank? 

Not true. Conventional banks look at delay in instalments as an 

opportunity to earn extra income. Any interest earned on the delayed instalments 

goes to the P&L of a conventional bank. 

However, Islamic banks are not allowed, as per Shariah, to earn extra 

income on the already-agreed upon profit amounts. This will constitute as interest 

on debt. On the other hand, we do not have to overlook the fact that an Islamic 

bank funds its financing from shareholders’ capital as well as depositors’ money 

where it has to assume a fiduciary job of actively managing the funds. To avoid 

misuse of Shariah principles, Islamic banks state a condition in the Murabahah 

contracts that in case the customer defaults, then a fixed amount is paid by the 

customer over and above the Murabahah instalments. This amount does not 

benefit the Islamic banks but goes to charitable causes. Through this condition, it 

is ensured that customers of Islamic banks do not misuse Shariah principles and 

Islamic banks as financiers are protected from delay in payments. 

These are just some of the major features which can easily differentiate 

Islamic microfinance system & banking products from conventional microfinance 

system & banking offerings. 

4.13 Conventional Banking and Microfinance (Product Detail) 

        Assets Side Details                                 Liability Side Products 

1. Bank is the lender                                     1. Bank is the Borrower 

2. Bank is the Borrower                                2. Bank is the lender 



174 

 

4.14 Islamic Banking and Microfinance (Products Detail) 

 Assets Side Details                   

1. Murabahah, Musawamah, Salam, Istisna (Sale / Trade Base) 

2. Musharakah, Mudarabah (Participatory Base) 

3. Ijarah, Wakalah (Service Base) 

Liability Side Products 

1. Musharakah 

2. Mudarabah   

4.15 Differences between Products of Islamic microfinance 

institutes and Banks & Conventional Microfinance Institutions 

and Banks 

Sr 

# 
Islamic Microfinance and Banking 

Conventional Microfinance and 

Banking 

1 

In Islamic microfinance and banks, all 

forms of contracts and transactions   

are free from Riba because the holy 

Quran declares trade to be lawful 

means of livelihood as opposed to 

Riba, which is forbidden for being 

oppressive and exploitative. It exhorts 

believers to shun Riba and embrace 

charity. 

It is no doubt that the base of 

conventional banking and 

microfinance is on interest and Riba. 

2 

In Islamic microfinance system mostly 

depends on charity basis. 

Whereas conventional banks and 

microfinance totally run on business 

and interest point of view. 

3 

Islam permits debt (Qard e Hasan). 

However, it recommends debt only as 

a last resort and not as a means to 

Conventional banks and microfinance 

persuade the customers to give debt 

as possible because they get interest 

on it, in some cases the interest rate 
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finance one's growing lifestyle needs. proceeds to 50% or above. 

4 

Islamic microfinance system promotes 

mutual cooperation and solidarity is a 

norm central to Islamic social 

behaviour and collective ethics. 

Conventional banking and 

microfinance system have no facility 

for their customers. 

5 

Freedom from Gharar1 is compulsory 

in Islamic Banking and Microfinance 

System. 

But in the conventional system of 

marketing and institutions, there is no 

security in this purpose. 

6 

Islamic microfinance products and 

services are essentially in the nature of 

contracts. All contracts in Shariah 

must be free from certain forbidden 

Elements. 

The Conventional banking and 

microfinance system do not pay focus 

on the lawful and unlawful elements. 

7 

The relation between the Bank & 

microfinance and its Depositors is that 

of Mudarib and Rab-ul-Maal (in case 

of Savings Account and Term 

The relation between Bank & 

microfinance and Depositors that 

Borrower and Lenders. 

                                                                 
1 Gharar does not have a single definition and is a fairly broad concept. In modern parlance, 

Gharar may simply refer to settlement risk. It may refer to inadequacy of information shared 

between parties to a transaction, such as, when the price, characteristics of object of transaction  

etc. are not known to both the parties at the time of transaction. It may refer to misspecification 

and inaccuracy of information shared between parties to a transaction owing to fraud or deceit. 

It may also refer to undue complexity in transactions or simply games of chan ce. It may be 

noted that Gharar matters in the context of commercial transactions only. Similar conditions of 

Gharar prevailing in the context of non-commercial transactions without a consideration, such 

as, grants, gifts, guarantees do not make the contract unlawful. For this reason, while 

commercial insurance is deemed unlawful because it involves Gharar, mutual cooperative 

insurance is an acceptable product for Islamic microfinance. 
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Deposits). 

8 

The Bank & microfinance invests the 

funds it receives at the depositors’ own 

risk (in case of Savings Account and 

Term Deposits) but being a trustee, is 

accountable to the depositors in case 

of its negligence resulting in loss. 

Conventional Banks & microfinance 

provide guarantee of the capital to 

their depositors. 

9 

Profit is shared with the Rab-ul-Maal 

at a pre agreed ratio, that is, the Bank 

& microfinance institutes pay a share 

of the profits it actually earns from its 

operations to its depositors. 

Depositors are paid at a pre-agreed 

interest rate. 

10 

Profit payment to depositors cannot be 

of fixed nature. Islamic Banks & 

microfinance cannot pre-advice rate of 

return to depositors but may indicate a 

range based on their past performance 

with no guarantee of the principal or 

profit. 

Interest payment is fixed. 

11 

The relation between the Bank and its 

customers can vary (on the asset side). 

The relation between the Bank and its 

customers is also based on lending 

and borrowing. 

12 

Transactions are real asset-based (on 

the asset side). 

Transactions are financial asset-

based, that may not be physical 

assets. 

13 
Real Asset is a product. Money is just 

a medium of exchange. 

Money is a product besides medium 

of exchange and store of value. 

14 
Profit on exchange of goods & 

services are the basis for earning 

Time value is the basis for charging 

interest on capital. 
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profit. 

15 

Balance budget is the outcome of no 

expansion of money. 

The expanded money in the money 

market without backing the real 

assets, results deficit financing. 

16 

Loss is shared when the organization 

suffers loss. 

Interest is charged even in case; the 

organization suffers losses. Thus, no 

concept of sharing loss. 

17 

The execution of agreements for the 

exchange of goods & services is must, 

while disbursing funds under 

Murabahah, Salam & Istisna 

contracts. 

While disbursing cash finance, 

running finance or working capital 

finance, no agreement for exchange 

of goods & services is made. 

18 

Due to existence of goods & services 

no expansion of money takes place 

and thus no inflation is created. 

Due to nonexistence of goods & 

services behind the money while 

disbursing funds, the expansion of 

money takes place, which creates 

inflation. 

19 

Due to control over inflation, no extra 

price is charged by the entrepreneur. 

Due to inflation the entrepreneur 

increases prices of his goods & 

services, due to incorporating 

inflationary effect into cost of 

product. 

20 

Musharakah & Diminishing 

Musharakah agreements are made 

after making sure the existence of 

capital good before disbursing funds 

for a capital project. 

Bridge financing and long-term loans 

lending are not made on the basis of 

existence of capital goods. 

21 
Government cannot obtain loans from 

the Monetary Agency without making 

Government very easily obtains loans 

from Central Bank through Money 
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sure the delivery of goods to National 

Investment fund. 

Market Operations without initiating 

capital development expenditure. 

22 

Real growth in the wealth of the 

people of the society takes place, due 

to multiplier effect and real wealth 

goes into the ownership of lot of 

hands. 

Real growth of wealth does not take 

place, as the money remains in few 

hands. 

23 

Due to failure of the project, the 

management of the organization can 

be taken over to hand over to a better 

management. 

Due to failure of the projects the loan 

is written off as it becomes non-

performing loan. 

24 

Sharing profits in case of Mudarabah 

and sharing in the organization of 

business venture in case of 

Musharakah, provides extra tax to 

Federal Government. This leads to 

minimize the tax burden over salaried 

persons. Due to which savings & 

disposable income of the people is 

increased, this results the increase in 

the real gross domestic product. 

Debts financing gets the advantage of 

leverage for an enterprise, due to 

interest expense as deductible item 

form taxable profits. This causes huge 

burden of taxes on salaried persons. 

Thus, the saving and disposable 

income of the people is affected 

badly. This result decrease in the real 

gross domestic product. 

25 

Due to increase in the real GDP, the 

net exports amount becomes positive, 

this reduces foreign debts burden and 

local-currency becomes stronger. 

Due to decrease in the real GDP, the 

net exports amount becomes negative. 

This invites further foreign debts and 

the local-currency becomes weaker. 

26 

A mission-based approach to poverty 

alleviation and development in Islam 

involves several not-for-profit 

mechanisms, such as, Sadaqah, Zakat, 

Waqf and Qard-e-Hasan. Islamic 

Whereas conventional microfinance 

and banking system is not mission 

based but is profit based. 
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Microfinance Institution (IMFI) or 

Programme creates a Zakat Fund with 

contribution from Muzakki. So Islamic 

Microfinance is totally mission based. 

27 

The poor need a range of microfinance 

services, such as, micro-savings, 

micro-credit, and micro-equity, micro-

Takaful and micro-remittance. In the 

context of mainstream Islamic finance, 

we come across a host of for-profit 

modes through which such services 

may be provided to the poor. These 

could be used for microfinance with 

minor modifications wherever needed. 

A detailed discussion of the modes is 

beyond the scope of this monograph. 

A reader interested for the same may 

find it in the accompanying text 

Introduction to Islamic Finance. In this 

monograph we focus on specific 

applications of these modes in 

microfinance and the issues therein. 

We begin with micro-savings 

products. 

 

The conventional micro- finance and 

banking give this facility at some 

extent. Wadiah is an Islamic deposit. 

Under this mechanism, the deposits 

are held as Amana or in trust and 

utilized by the microfinance 

institution at its own risk. The 

depositor does not share in the risk or 

return in any form. Any profit or loss 

resulting from the investment of these 

funds accrues entirely to the 

microfinance institution. Another 

feature of such deposits is the absence 

of any condition with regard to 

deposits and withdrawals. The term 

“Wadiah account” or “trust account” 

is used for such deposits. These are 

variously known as “sight deposits” 

or current accounts (giro Wadiah in 

Indonesian institutions). Another 

view is to treat these deposits as Qard 

Hasan or benevolent loan by the 

depositor. 

As in above, the microfinance 

institution is free to utilize these funds 

at its own Risk. The depositor in its 

role as the lender is not entitled to any 

return as the latter would constitute 
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Riba. In fact, any kind of benefit 

passed on to the depositor that is a 

part of the agreement, is deemed to be 

Riba. Notwithstanding the absence of 

returns, such deposits form the basis 

of Iranian Qard Hasan. 
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Chapter 5 

Summary: Conclusions & Recommendations 

5.1 Conclusions 

Despite the increasing recognition of the role of microfinance as a key 

component in poverty alleviation, and the proliferation of institutions providing 

microfinance services to poor and disadvantaged sectors of the population, very 

little attention has been given to creating Islamic, or more correctly termed 

‘Shariah compliant’, microfinance initiatives – even when working in largely 

Muslim environments. Nevertheless, anecdotal evidence suggests that the demand 

for microfinance services based on Islamic principles is tremendous – there are, 

after all, around 1.3 billion Muslims worldwide. Certainly we can surmise that 

many Muslims refrain from using financial services that do not adhere to Islamic 

financing principles for fear of breaching their religious beliefs – for example 

Islamic Relief’s microfinance programme in Pakistan is unable to meet the huge 

demand from potential borrowers despite its Islamic loans being twice as 

expensive as interest based alternatives offered by other NGOs working with the 

same target groups and in the same localities. It would be reasonable to suppose, 

therefore, that the growth and development of many Muslim owned small 

businesses is constrained as a result of the unavailability of Islamic financial 

services. 

The aim of this investigation, therefore, has been to provide practical 

advice on how a microfinance programme based on Islamic financing principles 

can be established. It has provided numerous examples from Islamic Relief’s own 

experiences in implementing relatively successful microfinance programmes in 

countries as diverse as Bosnia and Herzegovina, Kosovo, Pakistan and Sudan. It is 

hoped that this document may encourage the provision of microfinance services 

that conform to Islamic financing principles and eventually, of course, the use of 

these services by micro entrepreneurs. 

It is apparent that profit and loss sharing financing techniques such as 

Mudarabah and Musharakah, although they may yield high returns to both parties 

alike, require relatively more input from programme staff and may incur greater 
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risk. It is, therefore, unlikely that a microfinance organization can actually 

administer more than a relatively small number at any one time. In contrast, other 

financing mechanisms such as Qard Hasan and Murabahah although generally 

less risky and less demanding in terms of technical input and expertise and despite 

the fact that greater numbers may be administered at any one time, generally offer 

lower returns and often barely cover the cost of their disbursement. Herein lays 

the dilemma, to promote financial sustainability or achieve significant scale and 

outreach?   

  In fact, it is likely that a mix of loan technologies will actually promote 

the financial sustainability of the microfinance organization, ensure significant 

scale and outreach, as well as provide the most appropriate type of financing to 

micro entrepreneurs – we should not always assume that all entrepreneurs actually 

desire or will necessarily benefit from the same type of financing mechanism. 

Thus, it is likely that a successful and sustainable Islamic microfinance 

programme will actually employ a variety of Shariah compliant financing 

methods according to the type of activity financed and the economic status, ability 

and trustworthiness of potential borrowers. Thus, for first time relatively poor and 

inexperienced borrowers wishing to finance stable, yet low yielding, ventures a 

Qard Hasan loan may be the most appropriate. It may be proper to provide 

Murabahah or Ijarah loans to those borrowers wishing to finance the purchase of 

machinery and equipment. For experienced entrepreneurs lacking only capital for 

their ventures Mudarabah may be the most suitable financing mechanism. In more 

complex ventures that could benefit from both parties providing capital as well as 

technical and managerial input, it may be appropriate to promote a Musharakah 

agreement. Other Shariah compliant financing methods can also, of course, be 

utilized. It is reasonable to assume that in Islamic microfinance initiatives the 

financing institution has a much more active role in the success or otherwise of the 

enterprise compared to interest-based microfinance programmes. 

As the examples in this investigation have shown, although more 

challenging than interest-based programmes in terms of their design and 

implementation, successful Shariah compliant microfinance programmes are not 

only feasible but they may in fact also offer several other advantages. Thus, from 

Islamic Relief’s own experiences, they appear to engender higher rates of 
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economic growth – anecdotal evidence suggests that micro entrepreneurs are 

willing to undertake more profitable ventures if risk is shared. Furthermore, the 

concept of profit and loss sharing is more likely to result in a more efficient and 

optimum allocation of resources. It is also likely that Islamic microfinance 

programmes build greater levels of trust and understanding between microfinance 

provider and micro entrepreneur, because they are partners rather than service 

provider and client. This is invaluable when the objective is development in the 

wider sense or peace and reconciliation, rather than simply income and 

employment generation. Furthermore, Islamic finance seems to promote more 

ethical investment and business practices among micro entrepreneurs. This is 

probably a result of the restrictions on financing haram (often destructive) 

activities and an emphasis on honesty, transparency, and fairness in financing 

contracts and practices. Indeed, Islamic finance shares many of the features of 

socially responsible finance.   

As has been constantly stressed throughout this document there is no one 

unique microfinance model or method of delivery that should be promoted. 

Rather, each microfinance programme needs to be tailored specifically to meet 

complex local realities prevalent within each country or even different regions 

within a country, the needs of micro entrepreneurs and the complexity and nature 

of ventures to be financed. Ultimately, simple, easy to use existing or new micro 

financing techniques that conform to Islamic principles will evolve through 

experience and experimentation over a period of time. Imaginative and innovative 

research can accelerate this process. This investigation is merely a small step in 

this process, and through its many shortcomings it is hoped that it may encourage 

others to write something more profound. 

In short, the research opinions the ideas of microfinance, and argues that 

the main objectives of microfinance schemes to relieve poverty and to enable the 

poor to empower themselves are in keeping with the Islamic economic concepts of 

justice. However, the conventional microfinance schemes and operations based 

totally on interest (Riba) are prohibited in Islam and hence, cannot be used by and 

for the Muslims. As a result, numerous Islamic financing schemes based on the 

ideas of Mudarabah, Musharakah, Murabahah, Ijarah etc. have the salient 

capabilities and characteristics that may contribute closer to a more moral 
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economic and financial development of the terrible and micro entrepreneurs. Due 

to the fact Islamic banking has no longer addressed the wishes of financing among 

the terrible and micro entrepreneurs; Islamic microfinance is argued as a missing 

element in Islamic banking. The paper additionally argues that there is a nexus 

between Islamic banking and microfinance as many elements of microfinance 

could be taken into consideration regular with the broader dreams of Islamic 

banking. Finally, the research suggests that the Wakalah version as utilized by 

many Islamic Takaful coverage companies has the ability to grow to be an 

alternative structure for Islamic banks to provide Islamic microfinance 

contraptions. In addition, studies are hard to examine the Wakalah model and 

other feasible systems and governance fashions so that Islamic banks can 

efficaciously provide Islamic microfinance devices and mitigate its inherent risks.  

5.2 Recommendations 

5.2.1 Recommendations for the Government 

The study recommends following suggestions, particularly for the 

governmental micro finance institutions, which are also recommended by the 

State bank of Pakistan.  

1. All financial transactions of Islamic micro finance institutions shall be in 

accordance with the injunctions of Shariah.  

2. All Islamic micro finance institutions are required to appoint a Shariah 

Advisor who should have proper expertise and practice in the Islamic 

injunctions.   

3. All the deposits accepted by the micro finance institutions shall be accepted 

either on demand or on profit and loss sharing basis.   

4. The existing micro financing institutions operated both by the government and 

the private micro financing institutions should coordinate the leading Akhuwat 

foundation for guidance and effective conduct of their operation. 
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5.2.2 Recommendations for the Academic Institutions and 

Universities 

The study recommends following suggestions for the academic institutions 

and the universities for the successful conduct of higher education and thorough 

awareness about micro financing with respect to the Islamic injunctions: 

1. The curriculum of the educational institutions should be reorganized according 

to the Islamic principles as prescribed in Quran and Sunnah. The curriculum 

designers and planners must have enough experience in Islamic Injunctions 

and micro financing at vast levels. 

2. The academic institutions should hire scholars in Islamic Injunctions having 

expertise as well as practice in micro financing at gross root level for the 

efficient dispersal of knowledge to the students in this regard. 

3. There should be proper linkage among the micro financing institutions and the 

academia for the awareness about microfinance at gross root level. 

4. The graduates and the undergraduates from academia should have exposure of 

the process of micro financing methods utilized by the micro finance 

institutions. They may have internships and other programmes in this regard.  

5.2.3 Recommendations for the Banks and the Financial Institutions 

The study recommends following suggestions and guidelines for the Banks 

and the financial institutions of Pakistan: 

1. The micro finance institutions and the banks must adhere to the guidelines as 

prescribed by the State Bank of Pakistan for the effective operation of micro 

financing at gross root level as well as for the welfare of the people. 

2. There must be audit of the transactions and all financial transactions of Islamic 

micro finance shall be in accordance with the injunctions of Shariah. 

3. The microfinance institution granted license to operate, as Islamic micro 

finance shall comply with the provisions of Microfinance Institutions 

Ordinance 2001, Rules/Prudential Regulations framed under it and SBP 

directives issued from time to time. 

4. Separate counters offering Islamic microfinance products may be opened in 

the existing branches and it should be prominently displayed in the premises 

that Islamic microfinance products are being offered in the branch. 
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5.2.4 Recommendations for the Individuals 

The study recommends following suggestions for the individuals and the 

general public for their awareness about micro financing, particularly Islamic 

micro financing: 

1. The general public should get awareness about the variety of micro financing 

methods, specifically the Islamic micro financing methods practiced by 

different institutions in Pakistan. 

2. They should contact the helpline of micro finance institutions for the complete 

guidance and information about micro finance. So that, they may not be 

misguided by their little knowledge and their lack of authentic information.  

3. They may consult the Shariah Advisor hired by the Banks and the micro 

finance institutions for the guidance about Islamic Injunctions about the 

variety of possibilities in micro financing. 

4. The general public may get awareness about the probabilities in the Islamic 

micro financing from the economic and financial journals. 
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Index 

List of Ayat 

S.No. Ayat Surah 
Surah 

No. 
Ayat No. Page No. 

1 
نَّهُ الَ يُِحبُّ  كُلُواْ َواْشَربُواْ َوالَ تُْسِرفُواْ إِ وَّ

 اْلُمْسِرفِينَ 
Al-A'raf 7 31 69 

2 

َوالِْمسِْكيَن َوآِت ذَا الْقُْربَى َحقَّهُ 

.َوابَْن السَّبِيِل َوالَ تُبَِذِّْر تَبِْذيًرا إِنَّ  

الُْمبَِذِِّريَن كَانُواْ إِْخَواَن الشَّيَاِطيِن 

 َوكَاَن الشَّيْطَاُن لَِربِِِّه كَفُوًرا

Bani Israel 17 26-27 69 

3 

َوتَعَاَونُواْ عَلَى الْـبِـِرِّ َوالتَّقَْوى َوالَ 

ثِْم َوالْعُْدَواِن تَعَاَونُواْ عَلَى اْْلِ 

َ شَِديُد الِْعقَابِ  َ إِنَّ ّللاِّ َّقُواْ ّللاِّ  َوات

Al-Maidah 5 2 69 

4 
َوِمن كُِلِّ شَْيٍء َخلَقْنَا َزْوَجيِْن 

 لَعَلَّكُْم تَذَكَُّرونَ 
Al-Zariyat 51 49 69 

5 

ُ بِِه بَعَْضكُْم  َل ّللاِّ َوالَ تَتََمنَّْواْ َما فَضَّ

ا عَلَى بَعٍْض  مَّ َجاِل نَِصيٌب ِمِّ لِِّلِرِّ

ا  مَّ اكْتَسَبُواْ َولِلنِِّسَاِء نَِصيٌب ِمِّ

َ ِمن فَْضلِِه إِنَّ  اكْتَسَبَْن َواسْأَلُواْ ّللاِّ

َ كَاَن بِكُِلِّ شَْيٍء عَلِيًما  ّللاِّ

Al-Nisaa 4 32 70 

بَا 6 َم الِرِّ ُ الْبَيَْع َوَحرَّ  Al-Baqarah 2 275 70 َوأََحلَّ ّللاِّ

7 
َدقَاِت  بَا َويُْربِي الصَّ ُ الِْرِّ يَْمَحُق ّللاِّ

ُ الَ يُِحبُّ كُلَّ كَفَّاٍر أَثِيمٍ   َوّللاِّ
Al-Baqarah 2 276 70 

8 

َ يَا أَيَُّها الَِّذيَن  َّقُواْ ّللاِّ آَمنُواْ ات

بَا إِن كُنتُم  َوذَُرواْ َما بَقَِي ِمَن الِرِّ

ْؤِمنِينَ   مُّ

Al-Baqarah 2 278 70 

9 

َن  فَإِن لَّْم تَفْعَلُواْ فَأْذَنُواْ بَِحْربٍ ِمِّ

ِ َوَرسُولِِه َوإِن تُبْتُْم فَلَكُْم  ّللاِّ

ُرُؤوُس أَْمَوالِكُْم الَ تَظْلُِموَن َوالَ 

Al-Baqarah 2 279 71 
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 تُظْلَُمونَ 

10 

بَا  يَا أَيَُّها الَِّذيَن آَمنُواْ الَ تَأْكُلُواْ الِرِّ

َ لَعَلَّكُْم  َّقُواْ ّللاِّ أَْضعَافًا مَُّضاعَفَةً َوات

 تُفْلُِحونَ 

Al-Nisaa 4 130 71 

11 

بًا لِِّيَْربَُواْ فِي  ن ِرِّ َوَما آتَيْتُم ِمِّ

ِ أَْمَواِل النَّاِس فَََل  يَْربُوا ِعنَد ّللاَّ

ن َزكَاةٍ تُِريُدوَن َوْجهَ  َوَما آتَيْتُم ِمِّ

ِ فَأُْولَئَِك هُُم الُْمْضِعفُونَ   ّللاَّ

Al-Room 30 39 71 

12 

يَا أَيَُّها الَِّذيَن آَمنُواْ إِذَا تََدايَنتُم 

ى فَاكْتُبُوهُ  سَمًّ بَِديٍْن إِلَى أََجٍل مُّ

كَاتٌِب بِالْعَْدِل َوالَ َولْيَكْتُب بَّيْنَكُْم 

 ُ يَأَْب كَاتٌِب أَْن يَكْتَُب كََما عَلََّمهُ ّللاِّ

فَلْيَكْتُْب َولْيُْملِِل الَِّذي عَلَيِْه الَْحقُّ 

َ َربَّهُ َوالَ يَبَْخْس ِمنْهُ  َِّق ّللاِّ َولْيَت

شَيْئًا فَإِن كَاَن الَِّذي عَلَيِْه الَْحقُّ 

يَسْتَِطيُع أَن  سَفِيًها أَْو َضِعيفًا أَْو الَ 

يُِملَّ هَُو فَلْيُْملِْل َولِيُّهُ بِالْعَْدِل 

َجالِكُْم  َواسْتَشِْهُدواْ شَِهيَديِْن من ِرِّ

فَإِن لَّْم يَكُونَا َرُجلَيِْن فََرُجٌل 

ن تَْرَضْوَن ِمَن  َواْمَرأَتَاِن ِممَّ

الشَُّهَداِء أَن تَِضلَّ إْحَداهَُما فَتُذَِكَِّر 

َرى َوالَ يَأَْب إِْحَداهَُما األُخْ 

الشَُّهَداُء إِذَا َما ُدعُواْ َوالَ تَسْأَُمْواْ 

أَن تَكْتُبُْوهُ َصِغيًرا أَو كَبِيًرا إِلَى 

ِ َوأَقْوُم  أََجلِِه ذَلِكُْم أَقْسَطُ ِعنَد ّللاِّ

لِلشََّهاَدةِ َوأَْدنَى أاَلَّ تَْرتَابُواْ إِالَّ أَن 

َها تَكُوَن تَِجاَرةً َحاِضَرةً تُِديُرونَ 

بَيْنَكُْم فَلَيَْس عَلَيْكُْم ُجنَاٌح أاَلَّ 

تَكْتُبُوهَا َوأَشِْهُدْواْ إِذَا تَبَايَعْتُْم َوالَ 

يَُضآرَّ كَاتٌِب َوالَ شَِهيٌد َوإِن تَفْعَلُواْ 

 َ َّقُواْ ّللاِّ فَإِنَّهُ فُسُوٌق بِكُْم َوات

ُ بِكُِلِّ شَْيٍء عَلِيمٌ  ُ َوّللاِّ  َويُعَلُِِّمكُُم ّللاِّ

Al-Baqarah 2 282 75 
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13 

يَْماَن ِمن  اَر َواْْلِ ُؤوا الدَّ َوالَِّذيَن تَبَوَّ

قَبْلِِهْم يُِحبُّوَن َمْن هَاَجَر إِلَيِْهْم َواَل 

ا  مَّ يَِجُدوَن فِي ُصُدوِرِهْم َحاَجةً ِمِّ

أُوتُوا َويُْؤثُِروَن عَلَى أَنفُِسِهْم َولَْو 

كَاَن بِِهْم َخَصاَصةٌ َوَمن يُوَق شُحَّ 

فِْسِه فَأُْولَئَِك هُُم الُْمفْلُِحونَ نَ   

Al-Hashr 59 9 80 

14 

َدقَاُت لِلْفُقََراِء َوالَْمسَاِكيِن  إِنََّما الصَّ

َوالْعَاِملِيَن عَلَيَْها َوالُْمَؤلَّفَِة قُلُوبُُهْم 

قَابِ َوالْغَاِرِميَن َوفِي  َوفِي الِرِّ

ِ َوابِْن السَّبِيِل فَِريَضةً  سَبِيِل ّللاِّ

نَ  ُ عَلِيٌم َحِكيمٌ  ِمِّ ِ َوّللاِّ ّللاِّ  

Al-Taubah 9 60 106 

15 

الَِّذيَن يُنفِقُوَن أَْمَوالَُهم بِالَّيِْل 

ا َوعََلَنِيَةً فَلَُهْم  َوالنََّهاِر ِسرًّ

أَْجُرهُْم ِعنَد َربِِِّهْم َوالَ َخْوٌف 

 عَلَيِْهْم َوالَ هُْم يَْحَزنُونَ 

Al-Baqarah 2 274  
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