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In tro duc tory Note

The ba sic func tion of any econ omy is to al lo cate scarce and natu ral ma te rial re sources in or -
der to pro duce goods and serv ices needed by so ci ety upon which the stan dard of liv ing of
the peo ple de pends. With the re sources avail able at hand, it is not just pos si ble to sat isfy the
un lim ited de mand of the peo ple for goods and serv ices un til there is con tinu ous and har mo -
ni ous de vel op ment of all the sec tors of the econ omy which largely de pend on the proper
func tion ing of a just fi nan cial sys tem or dis ci pline. Hu man be ings have both ma te rial and
moral needs, and their de sire for true peace and hap pi ness de pends on a bal anced sat is fac -
tion of both of these needs. Pro vi sion of a just fi nan cial sys tem and eco nomic dis ci pline
might help achieve the vari ous socio- economic goals of the econ omy for sat is fac tion of hu -
man needs and de sire to a greater ex tent.

  But the pres ent world is ex pe ri enc ing in nu mer able eco nomic mala dies in clud ing pov -
erty, un em ploy ment, in eq ui ta ble dis tri bu tion of in come, pau city of funds, so cial and eco -
nomic in jus tice, ab sence of so cial se cu rity, in sta bil ity in the real value of money, in fla tion,
eco nomic dise qui lib rium, ac cu mu la tion of wealth in a few hands, con cen tra tion of eco -
nomic power and the like, all of which greatly dis turb achieve ment of peace and true hap pi -
ness of man kind. Fur ther, ef fi cient man age ment of fi nances, smooth for ma tion of capi tal,
con tinu ous flow of in vest ment, proper main te nance of sta bil ity in the real value of money,
etc. have be come un set tled and un sta ble to a great ex tent mainly due to pre vail ing con ven -
tional fi nan cial sys tem which is based on and work ing mainly with Riba or in ter est prin ci -
ple. These eco nomic ills are also seen widely preva lent and pres ent in all the Mus lim
coun tries. Ab sence of a just fi nan cial sys tem upon which the har mo ni ous de vel op ment of
an econ omy largely de pends might be one of the lead ing con trib ut ing fac tors for these
stated dis mal eco nomic ill nesses and con di tions all over the world in clud ing the Mus lim
Um mah, the world na tion of Is lam.

  With the pas sage of time, new in stru ment, tech niques and in sti tu tions have de vel oped
to util ize and man age fi nances and capi tal. Such in stru ments, tech niques and in sti tu tions
de vel oped for the pur pose con sti tute the fi nan cial sys tem, the pri mary func tion of which is
to move scarce loan able funds from those who save to those who bor row for con sump tion
and in vest ment. By mak ing funds avail able for lend ing and bor row ing, the fi nan cial sys tem 
pro vides the means, whereby mod ern eco nomic sys tems de velop and help main tain the
stan dard of liv ing of the peo ple by sat is fy ing the needs for goods and serv ices.

  The fi nan cial sys tem per forms a vi tal func tion within the eco nomic sys tem by chan -
nel ing sav ings com ing from house holds to in di vidu als and in sti tu tions need ing more funds
for spend ing and in vest ment. The ease of trans fer abil ity not only en sures li quid ity for hold -
ers of fi nan cial as sets, thereby re duc ing the vol ume of idle bal ances in the econ omy, but
also en ables the op ti mum use of sav ings for long term pro duc tive ac tiv ity (Cha pra, 1991).
There fore, an ef fi cient op era tion of the fi nan cial sys tem tan ta mounts to the use by one party 
of the li quid ity held by an other.

  Fur ther, the fi nan cial sys tem plays an im por tant role in the over all eco nomic de vel op -
ment by fac ing and solv ing a lot of eco nomic mala dies and prob lems of a coun try. It shapes
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the to tal eco nomic sys tem, acts as an in ter me di ary be tween sav ers and in ves tors and de ter -
mines the quan tum of speed for growth and de vel op ment of a so ci ety. Be sides its nor mal
func tions, it has to han dle huge vol umes of gov ern ment debts, meet de regu la tions of the fi -
nan cial sec tor with ac com pa ny ing in creases in un cer tainty and risk, han dle the fail ures
among fi nan cial in sti tu tions and in dus tries, face the grad ual ero sion of pub lic con fi dence in
the vi abil ity and sta bil ity of im por tant fi nan cial in sti tu tions, meet the in creas ingly tense
com pe ti tion for fi nan cial serv ices in an in ter na tional arena, etc. (Rose, 1986) A de vel oped
and ef fi cient fi nan cial sys tem is in dis pen sa ble for an ex pand ing econ omy, eco nomic
growth and pros per ity. Thus, pro vi sion of a just fi nan cial sys tem and eco nomic dis ci pline
might guar an tee true hap pi ness of hu man be ings of eradi cat ing the eco nomic mala dies and
ill nesses from the so ci ety.

  With the back ground de vel oped above as a frame of ref er ence as re gards emer gence,
im por tance and func tion ing of a just fi nan cial sys tem as an ap proach to hu man wel fare,
vari ous is sues re lated to the main topic like con cep tual, ideo logi cal and func tional dif fer -
ences be tween the pre vail ing interest- based con ven tional fi nan cial sys tem and equity-
 based Is lamic fi nan cial sys tem, emer gence of an in de pend ent Is lamic fi nan cial sys tem,
mecha nisms of prod uct de vel op ment and im ple men ta tion of Is lamic fi nan cial sys tem, eco -
nomic im pacts of Is lamic fi nan cial sys tem, in sti tu tions needed for Islami za tion of on go ing
fi nan cial sys tem in Mus lim coun tries, etc. need to be dis cussed and ana lysed in gen eral con -
text. The pres ent study is an at tempt to study the Is lamic ap proach in these ar eas.

Ob jec tive

This brief note will point out sa li ent fea tures of the Is lamic Fi nan cial Sys tem in the fol low -
ing ar eas: we will un der take a com para tive view of the Is lamic fi nan cial sys tem vis- a- vis a
con ven tional one. We will point out the prin ci pal Is lamic fi nan cial in stru ments and look at
their eco nomic ef fi ciency.

Role of Fi nan cial Sys tem in an Econ omy

A fi nan cial sys tem whether Is lamic or con ven tional gen er ally con sists of the Cen tral Bank,
Com mer cial Banks, De vel op ment Banks and Non- bank Fi nan cial In sti tu tions. It also in -
cludes In sur ance, Se cu rity Mar ket, Stock Ex change, In vest ment In sti tu tions, Gov ern ment
Bonds and Se cu ri ties, Gov ern ment Fis cal Pol icy, etc. In a word, a fi nan cial sys tem com -
prises both the money mar ket as well as capi tal mar ket. It con tains at least two types of capi -
tal mar kets, namely the Stock Ex change and the Com mod ity Ex change. The money mar ket
deals with short- term debt in stru ments and its func tion is to help bridge eco nomic units
tem po rar ily to mini mize the gap be tween their cash re ceipts and pay ments i.e. pro vid ing li -
quid ity. While on the other hand, the goal of capi tal mar ket is to chan nel the sav ings into
long- term pro duc tive in vest ments and it com prises the long- term debt in stru ments and eq -
uity ob li ga tions. In other words, fi nan cial mar kets are the heart of the fi nan cial sys tem.
They de ter mine the vol ume of money and cred its avail able, at tract and mo bi lize sav ings,
pro vide short- term and long- term fi nanc ing, cre ate in vest ment op por tu ni ties, al lo cate re -
sources, help pro duce es sen tial goods and serv ices etc. How ever, the role played by any fi -
nan cial sys tem is im mense and can be sys tem ati cally de line ated in the fol low ing sec tion:

(i) The sav ing func tion pro vides a po ten tially prof it able and rela tively low- risk
out let for the sav ings of the peo ple;
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(ii) li quid ity as pect pro vides a means of rais ing funds by con vert ing se cu ri ties and 
fi nan cial as sets in the form of cash;

(iii) pay ment tech nique pro vides mecha nism for mak ing pay ments for pur chase of 
goods and serv ices to meet the needs;

(iv) pol icy de ter mi na tion pro vides a chan nel for Gov ern ment Pol icy to achieve the 
goals of high em ploy ment, low in fla tion, eco nomic growth and sta bil ity;

(v) wealth creation- provides means to pre serve pur chas ing power un til the re -
source is needed at a fu ture date for spend ing on goods and serv ices;

(vi) credit sup ply pro vides a con tinu ing sup ply of cred its for busi ness, cus tom ers
and gov ern ment to sup port both con sump tion and in vest ment;

(vii) risk avoid ance pro vides means to pro tect busi ness, con sum ers and gov ern -
ment against risks to peo ple, prop erty and in come;

(viii) in vest ment op por tu ni ties pro vides op por tu ni ties for in vest ment of sur plus
funds in vari ous prof it able as well as risk- controlled sec tors of the econ omy
for eq ui ta ble mo bi li sa tion of eco nomic re sources and pro duc tion of es sen tial
com modi ties to main tain a just liv ing stan dard of the peo ple of the so ci ety, etc. 
(Rose, 1986).

  From the roles de sired to be per formed by any fi nan cial sys tem of an econ omy, it is
seen that the ul ti mate ob jec tive of a fi nan cial sys tem is to strengthen the fi nan cial in sti tu -
tions in the de vel op ment pro cess of a coun try as a means of boost ing the eco nomic growth
and sta bil ity, main tain ing so cial and eco nomic wel fare, en sur ing eq ui ta ble dis tri bu tion of
in come and wealth and al le vi at ing pov erty. The suc cess and fail ure of the sys tem will have
a posi tive or a nega tive, fa vor able or un fa vor able im pacts on the over all eco nomic con di -
tion of the coun try. Since mo bi li za tion of fi nan cial re sources is the pri mary con cern of the
fi nan cial sys tem, its fail ure might have ad verse ef fects on sav ings and li quid ity with the col -
lapse of the pay ment func tion and other func tions, lead ing to gross loss to the de posi tors, in -
ves tors and gov ern ment and fi nally to tal in dis ci pline and weak ness in the eco nomic arena.

Na ture and Ob jec tives of the Is lamic Fi nan cial Sys tem

The Is lamic Fi nan cial Sys tem, which is the spe cific area of the pres ent study, is ideo logi -
cally char ac ter ized by the ab sence of interest- based fi nan cial in sti tu tions/trans ac tions,
doubt ful trans ac tions, stocks of com pa nies deal ing in un law ful ac tivi ties, un ethi cal or im -
moral trans ac tions such as mar ket ma nipu la tions, in sider trad ing, short- selling, etc.

  The ob jec tives of the Is lamic fi nan cial sys tem are based on Is lamic Law, Shariah,
which is to be treated as an im por tant ve hi cle to trans fer funds from the sur plus to the defi cit
units. This is done to en sure the eq ui ta ble al lo ca tion of capi tal to sec tors which would yield
the best re turns to the own ers of capi tal, thereby con trib ut ing to wards the over all growth
and ex pan sion of an econ omy.

  An other im por tant ob jec tive of the Is lamic fi nan cial sys tem is to en sure that the sur -
plus fund be at tracted for worth while in vest ments in ac cor dance with the own ers’ pref er -
ence in terms of the ex tent of risk in volve ment, rate of re turn, as well as the pe riod of
in vest ment. Still an other ob jec tive of the Is lamic fi nan cial sys tem is to help the fund own ers 
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to find suf fi cient op por tu ni ties to in vest for the short term. Since it is con trary to Shariah
prin ci ples to hoard wealth, it is nec es sary for the wealth own ers to in vest their funds in proj -
ects of ei ther short- term or long- term na ture.

  The Is lamic fi nan cial sys tem is viewed by Mus lims as an al ter na tive to the ex ist ing
interest- based fi nan cial sys tem and in sti tu tions and by non- Muslims as a healthy de vel op -
ment that adds a va ri ety ren der ing fi nan cial sys tem as highly com peti tive (Khan, 1992).

Is lamic ver sus Con ven tional Fi nan cial Sys tems

In this sec tion we shall briefly ex plain the ba sic dif fer ences be tween the con ven tional fi -
nan cial sys tem (CFS) and Is lamic fi nan cial sys tem (IFS). In fact, the dif fer ences be tween
the two sys tems emerge from philo sophi cal and ethi cal view points. The con ven tional fi -
nan cial sys tem is secu lar in phi loso phy and prin ci ple gen er at ing fi nan cial capi tal ism. The
CFS rec og nises the in di vid ual as the ex clu sive owner of his prop erty with ab so lute rights to
wealth.

  The Is lamic fi nan cial sys tem is a prod uct of Is lamic prin ci ples and phi loso phy and is
based on Shariah func tions. Since this sys tem is an im por tant part and par cel of Is lam, IFS
rec og nises man as the vice ge rent of God on earth. Any wealth earned by a man is seen to be
merely en trusted upon him. He holds the wealth as a trust from God, and does not have ab -
so lute own er ship of the wealth. As such, in an IFS, free dom of en ter prise as well as fi nan cial 
de ci sions made ei ther by in di vidu als or cor po ra tions, should be on the ba sis of guide lines
given by Is lam. These do not pro hibit profit mak ing as the tar get, as long as the in ter est of
so ci ety and the na tion as a whole are pro tected and pre served; the prof it able un der tak ing is
per mis si ble un der Shariah.

  The CFS is based purely on Riba (in ter est). Whereas in ter est is strictly pro hib ited in Is -
lam. Yet IFS is purely based on re ward/loss/com pen sa tion and char ity in stead of Riba. It is
in creas ingly found that the fi nan cial sys tem based on Riba re sults in con cen tra tion of in -
come and eco nomic power in few hands, while the fi nan cial sys tem based on profit and loss
shar ing prin ci ple will re sult in more eq ui ta ble dis tri bu tion of eco nomic op por tu ni ties and
pro duc tive so cial charge in the long- run.

  As re gards fi nanc ing too, there are dif fer ences be tween the con ven tional sys tem and
the Is lamic sys tem. There are two types of fi nanc ing which are nec es sary in both the fi nan -
cial sys tems. In the con tem po rary con ven tional sys tem, eq uity fi nanc ing takes place
through out the is su ance of shares on which divi dends are earned while debt fi nanc ing takes
place by way of loans and bor row ings on which in ter ests are given or taken. The Is lamic fi -
nan cial sys tem has its own unique norms and regu la tions as re gards both eq uity and debt fi -
nanc ing. In eq uity fi nanc ing, Is lamic sys tem is based on profit shar ing con tracts. Two
im por tant con tracts in this cate gory are used viz. Mu da ra bah and Musharakah. Mu da ra bah
in this re spect re fers to the is sue of shares with out hav ing the right of man age ment or vot ing
rights in the proj ect con cerned. Musharakah re fers to the is sue of shares with man age ment
or vot ing right.

  In the case of debt fi nanc ing, Is lam per mits the con tract of ex change which in volves
de ferred pay ments and there are three im por tant con tracts in this cate gory viz., firstly, Bai
Muajjal or sale on de ferred pay ment, un der which an en tre pre neur of a proj ect can buy the
re quired goods and pay in in stal ments later on. Sec ondly, Ijarah or leas ing un der which the
en tre pre neur can lease the goods re quired for his proj ect. Thirdly, Mu ra ba hah or sale with
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price mark- up is com monly used in trade fi nanc ing wherein the en tre pre neur can pur chase
raw ma te ri als but set tle the pay ments in cash at a later date. All these three types of con tract
pro vide profit mar gin to the fin an cier through the cost plus pric ing of sale and rental on leas -
ing as agreed upon.

Prin ci pal Is lamic Fi nan cial In stru ments

With the elimi na tion of Riba or in ter est, ap pro pri ate mecha nisms should be de vel oped to
make fea si ble the work ings of the Is lamic fi nan cial sys tem. The role of an Is lamic fi nan cial
sys tem is to mo bi lize sav ings on a large scale, pool ing money from the sav ers to be mo bi -
lised to the in ves tors for dif fer ent pe ri ods and with dif fer ent risk lev els through vari ous
prod ucts mecha nisms that con form with Shariah. Some of the Is lamic fi nan cial prod ucts
whose con for mity with Shariah has been es tab lished are as fol lows:

(1) Gen era tion of De posit on Profit and Loss Shar ing

All de pos its gen er ated on profit and loss shar ing ba sis should be in vested in non- interest
based in stru ments while profit earned and loss in curred should be shared be tween the in -
volv ing par ties. For this pur pose, the interest- based in come should be sepa rated from non-
 interest based in come (if any) and the ba sis of shar ing of profit and loss be tween the par ties
should be pre de ter mined. Dif fer ent mod ules have been de vel oped for the dis tri bu tion of
prof its.

(2) Mu da ra bah

Mu da ra bah is de fined as a busi ness in which a per son par tici pates with his money and an -
other with his ef forts. Their pro por tion ate shares in profit are de ter mined by mu tual agree -
ment. The loss, if any, is borne by the owner of money only.

(3) Unit Trusts

Un like Mu da ra bah cer tifi cates, which can not be re pur chased by the com pany is su ing those 
cer tifi cates, the Unit Trust Cer tifi cates can be sold and re pur chased by the com pany is su ing
them. This prod uct can be used by the Is lamic Banks and fi nan cial in sti tu tions both for gen -
era tion of de pos its and in vest ment of bank funds. 

(4) Par tici pa tion Term Cer tifi cates

A par tici pa tion term cer tifi cate (PTC) is a method whereby fund can be gen er ated for a
speci fied pe riod on profit and loss shar ing ba sis. An Is lamic Bank may is sue reg is tered
fixed de nomi na tions for a fixed pe riod on the ba sis of pay ment of a share of the bank’s prof -
its to the PTC hold ers. A pro vi sional rate of profit may be ap plied sub ject to a fi nal de ter mi -
na tion at the time of dec la ra tion of an nual prof its by the bank.

(5) Modes of Fi nanc ing

The modes of fi nanc ing as per mis si ble un der Is lamic fi nanc ing sys tem are

(a) Loans on a serv ice charge which is the per cent age of an nual ad min is tra tive ex -
pen di ture to the av er age an nual as sets of the banks;
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(b) Loans with out a serv ice charge (Quarz- Hasana), i.e. some por tion of Is lamic
bank’s fund can be used for re al iz ing such so cial as sis tance as mak ing
interest- free loans to de serv ing per sons from edu ca tion, medi cal treat ment or
other no ble ob jec tives;

(c) Bai- e- Muajjal or Mu ra baha is fi nanc ing to pur chase goods by banks and
their sale to cli ents at mark- up prices on de ferred pay ment ba sis;

(d) Leas ing and hire pur chase (Ijara) is a con tract al low ing use of land, build ing,
equip ment or other fixed as sets for a speci fied pe riod in ex change for pay -
ment in the form of rent;

(e) Musharakah is a part ner ship be tween the bank and its cli ents un der which
bank pro vides capi tal fi nance as per terms agreed, with prof its and losses
shared in agreed ra tios;

(f) Rent Shar ing is prac tised in real- estate and equip ment rental.

Fi nan cial In sti tu tions for De vel op ment of Is lamic Fi nan cial Sys tem

In or der to regu late and stream line the fi nan cial sys tem to wards achiev ing the goals of Is -
lamic fi nan cial sys tem, ap pro pri ate fi nan cial in sti tu tions need to be de vel oped. Be cause fi -
nan cial in sti tu tions are the agents through which the goals of the Is lamic fi nan cial sys tem
would be re al ised and as such, it is im pera tive to deal with the re or gani za tion of con ven -
tional money and capi tal mar ket in sti tu tions to en able them to serve the socio- economic ob -
jec tives of the Is lamic sys tem.

  The main ob jec tive of an ef fi cient fi nan cial sys tem is to bring to gether sav ers and in -
ves tors. This can be done in two ways: firstly, the tra di tional in ter me dia tion pro cess can be
adopted. Here the fi nan cial in sti tu tions make loans and in vest ments with the funds gen er -
ated through de pos its and other sources of fund ing and fi nan cial in sti tu tions un der take in -
vest ment de ci sions and bear risk. Sec ondly, the se cu ri ties mar kets wherein the fi nan cial
in sti tu tions sell in vest ment in stru ments di rectly to in ves tors and pass the risk to the buy ers
can be mo bi lised. Both of these ways are pos si ble within the Is lamic sys tem. The most im -
por tant tech niques of fi nan cial avail able within the frame work of the Shariah are: Mu da ra -
bah, Mush rakah and the ac qui si tion of shares for es tab lish ment of joint stock com pa nies.

  In the case of Mu dra bah, the fi nan cial in sti tu tions in stead of par tici pat ing in the man -
age ment of the busi ness fi nance, need to ex er cise ade quate su per vi sion to en sure that the
funds are used prop erly. A part of the to tal fi nanc ing agreed be tween the fi nan cial in sti tu -
tions and the share hold ers may be al layed while the re main ing part may be made avail able
for short pe ri ods to off set the share hold ers funds in tran sit or to take care of li quid ity short -
ages. In the case of Musharakah, the fi nan cial in sti tu tions and the en tre pre neurs can pool
their tal ents and ex per tise for the man age ment of their busi ness.

  In vest ment in the stocks and shares of well- established and high- dividend yield ing
com pa nies should be an at trac tive area for em ploy ment of bank funds in stead of set ting
them in interest- bearing gov ern ment se cu ri ties and bond’s is sues.
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  There are other Is lamic fi nanc ing modes as well, such as Ijarah (leas ing), Ijarah wa-
 Iqtina or Ajar (hire- purchase), Bai- al- Muajjal or Bai- Murabaha (con tract sale for profit)
and Bai al- Salam (for ward sale or ad vance pur chase).

  Fun da men tal change in the na ture and ob jec tives of in ter me dia tion will natu rally de -
mand a sig nifi cant trans for ma tion in the na ture and re spon si bili ties of fi nan cial in sti tu tions
in an Is lamic fi nan cial sys tem. In sti tu tions whose re form will be needed in clude the Cen tral
Bank as well as of Money and Capi tal Mar ket in ter me di ar ies - the com mer cial banks, the
aux il iary in sti tu tions and the stock mar ket (Cha pra, 1991).

Con clu sion

There has been a rapid emer gence and de vel op ment of Is lamic Banks in the last quar ter of
the pres ent cen tury. Pres ently there are over 200 Is lamic banks and fi nan cial in sti tu tions in
Asia, Europe and Af rica. The to tal fi nan cial re sources of these banks and in sti tu tions to -
gether hold up to 1.7 bil lion dol lars and an an nual rate of in crease of 15 to 20 per cent in de -
pos its. Is lamic banks and fi nan cial in sti tu tions be ing the foun da tion of an emerg ing Is lamic
fi nan cial sys tem have now be come a re al ity. It is hoped that if these banks and in sti tu tions
suc ceed in es tab lish ing their vi abil ity and dem on strate an ex am ple of socio- economic
trans for ma tion, there would be more likely co- operation be tween them and the west ern
world on the ba sis of Is lamic fi nan cial prin ci ples.
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