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Growing importance and Globalization of Islamic Finance
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Source: IFSB Financial Stability Report 2014



Market Size – Islamic Banking
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Source: IFSB Financial Stability Report 2014



Composition and Domicile of Islamic Assets
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Source: IFSB Financial Stability Report 2014



Growing Significance of Islamic Economics

 Criticism of Conventional Economics

I. Growing Income and Wealth Disparities

 Gulf between top 1% and bottom 99%

 Disparity between “have” and “have-not”

II. The focus on GDP but ignoring well being and the welfare of 

individuals and society at large.

 Ignoring consideration of the human as the end of the development process, 

i.e. happiness, spiritual development, etc.

III. Instability of Economic and Financial Systems

 Excessive leverage and over-financialization of economy

IV. Negative Impact on Environment

 Continuing neglect and degradation of the environment.

 Lack of support by global economic system to take decisive action to reverse 

the damage.



Building Blocks of Islamic Economic System

Risk 

Sharing

Reduction of Information 
Asymmetry (Gharar)

* Prohibits contracts with high uncertainty 
(Speculation/Gambling)

* Requires Full Disclosure before, during 
and after the contract

Prohibition of Interest (Riba)

Eliminates Debt contracts and Leverage

Economic and Social Justice

Wealth, Ownership and Property Rights

Preservation of Individual Property Rights, Protection of Property 
Rights of Stakeholders, Significance of Rights of  the Society

The role of Wealth, Money, and Capital

Sanctity of Contracts
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How a banking system is designed without “Interest?”

 Prohibition of interest discourages debt and leverage

 Risk sharing

 Because interest is prohibited, pure debt security is eliminated from the system and 

therefore suppliers of funds become investors, rather than creditors. The provider 

of financial capital and the entrepreneur share business risks in return for shares of 

the profits and losses.

 Close linkage with the Real Sector of the economy

 Promotes Asset-linked Securities

 The system introduces a “materiality” aspect that links financing directly with the 

underlying asset so that the financing activity is linked to the real sector activity.  

There is strong linkage between the performance of the asset and the return on the 

capital used to finance it.
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Islam’s Concept of Development

 The concept of economic development in Islam has three dimensions: 

 individual self-development, 

 a dynamic process of the growth of the human person toward perfection.

 the physical development of the earth

 the utilization of natural resources to develop the earth to provide for the material 

needs of the individual and all of humanity.

 the development of the human collectivity, 

 the progress of the human collectivity toward full integration and unity

 In Islam all three dimensions of development assign heavy responsibility on

individuals and society——with both held responsible for any lack of development.

 Balanced development is defined as balanced progress in all three dimensions.

Progress is balanced if it is accompanied by justice, both in its general (ádl) and in its

interpersonal (qist) dimension. The objective of such balanced development is to

achieve progress on the path-to-perfection by all humans, through rule compliance.



Islamic Framework for Economic Development

• Economic and Social 
Justice

•Inclusive Growth

• Entrepreneurship

• Redistributive 

Instruments  (Zakaat, 

Qard-al-Hassan,  Waqf, 

Sadaqaat, etc)

• Key Economic 
Institutions

• Property Rights

• Contracts,

• Trust

• Rules of Markets

• Business Ethics

• Prohibition of Interest,

• Promotion of Exchange
and Trade

• Information Asymmetry 
(gharar)

Risk Sharing

Corporate 
Governance 

and 
Leadership

Economic 
Development

Financial 
Inclusion



How to measure development?

Self-Purification Development

Spiritual and moral uplift Socio-economic justice 

Personal Freedom Gender Parity Index for Labor Force Participation Shares

Equitable distribution of income and wealth Financial freedom

Charity Social capital

Fiscal freedom Satisfaction with community

Safety & security Property rights

Contract enforcement

Environmental sustainability

CO2 emissions

Healthcare

Life expectancy at birth, total (years)

Fertility rate, total

Health expenditure per capita 

Education

Literacy Rate

Net Enrollment Rate in Primary Schools, Total

Satisfaction with Education Quality

Institutional quality

Strength of investor protection index

Rule of Law

Economic development

GDP per capita, PPP

Business environment

Entrepreneurship & Opportunity



Mapping Global Financial Inclusion
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Over 2.5 billion adults do not have a formal account, including over 200 million in MENA 

41% of adults in developing economies are banked—compared to 89% of adults in high-income economies

37% of women in developing economies are banked—compared to 46% of men

23% of adults living below $2 per day have a formal account

Source: World Bank Global Financial Development Report 2013



Formal Saving Remains Low in LDCs
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20% of adults in MENA saved in the past year (compared to 31% in rest of developing world)

23% of savers in MENA saved using a formal financial institution (as compared to 57% of savers in developing economies ) 

63% report saving “under the mattress” 

Just 5% of adults in MENA saved formally in the past year, higher in Morocco (12%), Lebanon (17%)

Source: World Bank Global Financial Development Report 2013 Dataset



Factors of Financial Exclusion

Source: The World Bank, Finance for All, 2010.



Barriers to Financial Inclusion
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77% of unbanked in MENA report “not enough money” as a barrier (most reported)

21% of unbanked in MENA report excessive cost as a barrier (2nd most reported) 

12% of unbanked in MENA report religious reasons as a barrier (3rd most reported)

Source: World Bank Global Financial Inclusion  Database 2013 



Importance of Financial Inclusion or Access to Finance

 Enhancing the access to and the quality of basic financial services such as
availability of credit, mobilization of savings, insurance and risk management
can facilitate sustainable growth and productivity, especially for small and
medium scale enterprises.

 Despite of its essential role in the progress of efficiency and equality in a
society, 2.7 billion people (70% of the adult population) in emerging markets
still have no access to basic financial services, and a great part of the them
come from countries with predominantly Muslim population.



Islamic Perspective on Financial Inclusion

 Economic development and growth, along with social justice, are the foundational

elements of an Islamic economic system.

 From Islam’s Proprty Rights view, property is not a means of exclusion but

inclusion in which the rights of those less able in the income and wealth of the

moreable are redeemed.

Two Pillars of Financial Inclusion

Risk-Sharing, or

Asset-Linked 
Financing

• Small-Medium 
Enterprises (SME)

• Micro-Finance (MF)

• Micro-Insurance 
(Micro-Takaful)

Redsistribution
Institutions

• Zakah

• Sadaqat

• Qard-al-Hassan

• Waqf

• Khairat

• khumus



Structured Approach to Enhancing Financial Inclusion

Redistributive Pillar

• Zakah,

• Sadaqat

• Waqf,

• Khairat,

• khumus

Risk-Sharing Pillar

• Collective risk-sharing 
through collective 
support during crisis.

Redistributive Pillar

• Qard-al-Hassan,

• Zakah, 

• Waqf

Risk-Sharing Pillar

• Micro-Finance 
(Murabaha, 
Musharikah)

• Micro-Takaful

Low-Income

Redistributive Pillar

• Hybrid Solutions 
(Applications with market-
based solutions)

Risk-Sharing Pillar

• Micro-Small-Medium 
Enterprises (MSME)



Can Zakat help alleviate poverty?

Moheildin, Iqbal, Rostom, and Fu (2011) find supporting evidence that 20 out of 39 OIC countries can

actually alleviate the poorest living with income under $1.25 per day out of the poverty line simply with

Zakah collection.

(1) (2) (3) (4) (1) (2) (3) (4)

Country Zakah 

(% of 

GDP)

resource 

shortfall 

under 

$1.25 per 

annum as 

% of GDP

Does 

Zakah 

cover 

(3)?

Country Zakah (% 

of GDP)

resource 

shortfall 

under 

$1.25 per 

annum as 

% of GDP

Does 

Zakah 

cover (3)?

Albania 1.44 0.01 y Bangladesh 1.62 5.58 n

Algeria 1.77 0.14 y Benin 0.44 5.78 n

Azerbaijan 1.82 0.01 y Burkina Faso 1.06 9.83 n

Cameroon 0.32 0.26 y Comoros 1.77 8.89 n

Djibouti 1.75 1.49 y Cote d'Ivoire 0.66 2.05 n

Egypt 1.9 0.04 y Gambia 1.72 5.42 n

Gabon 0.17 0.03 y Guinea 1.52 6.71 n

Indonesia 0.89 0.39 y Guinea-Bissau 0.76 8.21 n

Iran 1.79 0.02 y Guyana 0.13 0.88 n

Iraq 1.78 0.09 y Mali 1.67 8.2 n

Jordan 1.77 0.01 y Mozambique 0.41 13.62 n

Kazakhstan 1.02 0 y Niger 1.77 8.31 n

Kyrgyz Republic 1.55 0.02 y Nigeria 0.91 8.26 n

Malaysia 1.09 0 y Senegal 1.74 3.05 n

Maldives 1.77 0.02 y Sierra Leone 1.28 16.1 n

Morocco 1.81 0.06 y Suriname 0.29 0.61 n

Pakistan 1.55 0.91 y Tajikistan 1.51 1.7 n

Syrian Arab 1.39 0.02 y Togo 0.22 6.42 n

Turkey 1.86 0.04 y Uganda 0.22 3.1 n

Yemen 1.78 0.87 y



Potential of Islamic Social Finance for Poverty Alleviation

Estimates of Resource Shortfall for Poverty Alleviation & Potential of 

Zakah in Meeting the Gap

Source: Islamic Research and Training Institute (IRTI), Islamic Development Bank Group

Country 
  

Resource Shortfall  
per annum as % of 
GDP 
 

Resource 
Shortfall  
per annum  
as % of GDP 

Zakah (1) as  
% GDP 

Zakah (2)   
as % GDP 

Zakah (3)  
as % GDP 

 For incomes below $1.25 a 
day 

For incomes below $2 a 
day 

Zakah estimated under 3 difference methods of 
estimation 

Malaysia 0.012 0.02 1.105 2.364 2.665 

Pakistan 0.709 5.201 1.727 3.694 4.164 

Indonesia 0.411 2.831 1.582 3.383 3.814 

Bangladesh 5.596 23.1 1.56 3.336 3.761 

Tajikistan 1.554 8.192 1.698 3.633 4.095 

 



Trends in Zakah Collection & Distribution

Actual zakah mobilized falls far short of potential

 Indonesia: 0.025 percent of GDP (0.41 percent resource shortfall)

 Pakistan: 0.06 percent of GDP (0.709 percent resource shortfall)

 Malaysia: 0.24 percent of GDP (0.012 percent resource shortfall)

 Brunei Darussalam: 0.10 percent of GDP

Growth in mobilization of zakah has been steady

 Indonesia: Increased by over 25 times over 9 years (178.9 mill USD in 2011)

 Pakistan: Increased by 40 percent over 3 years  (105 mill USD in 2011)

 Singapore: Increased by 20.2 percent over 3 years (20.4 mill USD in 2012)

 Brunei Darussalam: Increased by 55 percent over 10 years (13.8 mill USD in 2010)

 Malaysia: Increased by 22 times over 19 years (454.6 mill USD in 2010)

Source: Islamic Research and Training Institute (IRTI), Islamic Development Bank Group



Underutilization of historical successful Institution of Waqf

Estimates of Resource Shortfall for Poverty Alleviation & Potential of 
Awqaf (trust/endowments) in meeting the Gap: 

Case of India

 Estimated Market Valuation of Registered Awqaf Assets: 
USD24 billion*

 Minimum expected annual rate of return: 10 percent or 

 Minimum expected annual cash flows: USD2.4 billion (0.325 percent of 
GDP)

 Resources required to push all Muslims (153 million) above USD1.25 
income per day: 0.301 percent of GDP

* Source: Report on Social, Economic and Educational Status of the Muslim Community of India, 2006

Source: Islamic Research and Training Institute (IRTI), Islamic Development Bank Group



Islamic Micro-Finance:

Qard-al-Hasan Case Study: Akhuwat, Pakistan
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Cost Structure

Interest Zero

Processing Fee Zero

Profit Zero

Application Fee Zero

Key Features

 Interest-Free Loans (Qard-al-Hasan)

 Use of Mosque/Church

 Family Loans

 Local Philanthropy

 Volunteerism

 Borrowers become Donors

 Simple Operations leading to Cost Efficiency

Progress Total

Total Loans 300,000 

Amount Disbursed
Rs. 4 billion

Approx. $ 40 million

Active Loans 140,000

Percentage Recovery 99.85%

Number of Cities 110

Number of Branches 157

Source: Akhuwat, www.akhuwat.com.pk



The Way Forward

• • Two Key Factors:

• Strengthening Institutional Framework

• Development of legal and financial infrastructure

• Development of Appropriate Governance Structure

• Conducive “Public Policy”

• The divergence between public and private interests and 

“market failures” necessitates a public sector based solution to 

mitigate social risks.

• Financial Crisis has intensified calls for governments interventions to

counter the adverse effects of the crisis on income and employment, to

strengthen social safety nets and to reform the financial sectors. The

most important lesson of the crisis has been that people at large carry too

large a risk of exposure to massive shocks originating in events that are

beyond their influence and control. Hence, attention has been focused on

ways and means of expanding collective risk sharing.



Policy Recommendation – I

Institutionalization of Redistributive Instruments

• The objective of institutionalization of redistributive instruments is to formalize and 

standardize the operations to facilitate each instrument.  For example, for Zakah, Waqf, 

Khairat, and qard-al-hassan, a formal network of institutions needs to be developed to 

collect, distributed, and recycle the funds in most efficient and the most transparent 

fashion. 

• By institutionalization, we mean to build nation-wide institutions and surrounding 

legal infrastructure to maximize the effectiveness of these redistributive mechanisms.

• Establish institutions which legalize the rules of behavior and therefore, would 

require crafting rules pertaining to these instruments as envisioned by Islam .

• Integrate these institutions with the rest of the economic and financial system.  In 

this process, either existing channels of distribution, i.e. banks or post offices can 

be utilized to interact with the customers, or new means can be introduced 

leveraging of new technologies. 

• Finally, there should be mechanism to ensure enforceability of rules through 

transparent means.

• Enhance Governance framework of organization providing services based on these 

instruments of redistribution to enhance the efficiency and effectiveness.



Policy Recommendation – II

Strengthen Financial Infrastructure for Financial Inclusion

• Improving financial infrastructure, especially the improvement of current credit 

informational system, should be the priority item in the policy agenda of  Muslim 

countries.

• Expanding the range of collateral, improving registries for movables, and 

improving enforcement and sales procedures for both fixed and movable assets.

• Upgrading public credit registries, and more importantly, introducing private 

credit bureaus capable of significantly expanding coverage and the depth of credit 

information.

• Financial infrastructure improvements will reduce the information asymmetry that 

constrains access to credit and raises the costs and risk of financial intermediation. 

• Core components of the financial infrastructure such as credit information, 

investors’ rights, insolvency regimes, etc. are essential irrespective of type of 

financing, i.e. conventional or Islamic.

• Establish regulated financial entities to share credit information, ideally through 

national credit registries.

• Sharing borrower information is essential to lowering costs and overcoming 

information constraints. 



Issues with Financial Sector – Key Indicators
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Risk Sharing Friendliness

27

Source: adopted from Abed, Iqbal and Rostom (2014) forthcoming

Components Indicators Proxies

Transactional justice Resolving Insolvency Recovery rate (cents on the dollar)

Contract enforcement Enforcing Contracts Cost (% of claim)

Information quality Depth of credit information index (0-6)

Regulatory quality Regulatory Quality

Rule of law Rule of Law

Corporate governance Strength of investor protection index 

Alternative risk-sharing based assets Mutual fund assets to GDP (%)

Financial market depth Stock market capitalization to GDP (%)

Financial market liquidity Stock market total value traded to GDP (%)

Adults with an account at a formal fin. inst. to total 

adults (%)

Adults saving at a fin. inst. in the past year to total 

adults (%)

Number of listed companies per 10,000 people 

Financial access

Institutional Scaffolding 

Governance and Legal Environment

Financial Development 

Financial Inclusion 



Policy Recommendations – III

Enabling Regulatory Environment for Micro-SMEs

Ensure a Level Playing Field for Islamic Microfinance, SME, and Micro Takaful.

 The lack of Shariah-compliant micro-finance services is constraining

financial inclusion to a proportion of the population.

 When designing the financial inclusion reform plan, governments should

take three points into their consideration specifically:

 i) allowing banks to expand access through agents and use of technology (e.g.

mobile phones),

 ii) providing a Shariah-compliant finance company model for microfinance and

micro-insurance, and

 iii) removing interest rate caps for microcredit and strengthen customer

protection laws.

 Governments should play a critical role in promoting an enabling

environment in which private banks can fulfill their SME finance targets

prudently and responsibly.



Concluding Remarks

 Given the rules governing property rights, work, production, exchange, markets,

distribution, and redistribution, it is reasonable to conclude that in an Islamic society,

absolute poverty could not exist. It is almost axiomatic that in any society in which

there is poverty, Islamic rules are not being observed. It means that the rich and

wealthy have not redeemed the rights of others in their income and wealth and that the

state has failed to take corrective action.

 Long-term Policy Goals

 Develop comprehensive policy to enhance access to finance.

 Give risk-sharing a priority in the policy formulations

 Develop Economic Institutions reflecting values and principles of Islamic economics 

 Promote entrepreneurship through developing enabling environment for micro-

finance, Small medium Enterprises (SMEs), and micro-takaful which are based on 

risk-sharing financial instruments.

 Institutionalize the redistribution instruments, i.e. Zakat, Qard-al-Hassan 

 Develop market-based and hybrid solutions



Policy Considerations

III - Ensure a Level Playing Field for Islamic Microfinance, SME, and Micro -Takaful.

 The lack of Shariah-compliant micro-finance services is constraining financial inclusion to a 
proportion of the population.

 When designing the financial inclusion reform plan, OIC governments should take three 
points into their consideration specifically i) allowing banks to expand access through agents 
and use of technology (e.g. mobile phones), ii) providing a Shariah-compliant finance company 
model for microfinance and microinsurance, and iii) removing interest rate caps for microcredit 
and strengthen customer protection laws.

 Governments should play a critical role in promoting an enabling environment in which 
private banks can fulfill their SME finance targets prudently and responsibly.

IV -- Strengthen Financial Infrastructure for Financial Inclusion

 Core components of the financial infrastructure such as credit information, investors’ rights,
insolvency regimes, etc. are essential irrespective of type of financing, i.e. conventional or
Islamic

V - Financial Engineering

 Consider developing hybrid solutions, through integrating different modes, i.e. Qard-al-Hassan
and Waqf or Qard-al-Hassan and Zakat or other combinations.

 Apply financial engineering to develop market-based solutions such as securitization with
embedded redistributive instruments.



THANK YOU!
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