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Abstract: There is a direct relation between religion and economics. Islamic 

Finance links the pillars of Islamic faith with financial instruments to produce an 

ethics based approach to finance. The increasing occurrence of Islamic Financial 

Institutions worldwide lays the groundwork for Islamic Finance to become a 

viable ethics based alternative to conventional finance. This thesis outlines the 

modern origins of Islamic Finance, its distinguishing characteristics and 

approaches to poverty alleviation in the Middle East and North Africa using the 

instruments of Islamic Finance to conclude that development approaches under 

the scope of Islamic Finance are viable.  
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Introduction 

 

Religion is a personal set or institutionalized system of attitudes, beliefs, 

and practices. Economics is the study of consumption, production and transfer of 

wealth.  Individual consumption, production and wealth decisions are influenced 

by a person’s beliefs, morals and actions. One can say that religion, and 

economics impact one another. Therefore it is natural for there to exist a 

connection between Islam and economics. Islam like all religions has a specified 

set of beliefs, values and standards that guides the religious doctrine.  The basis 

for these beliefs, values and standards are revealed in the Quran, the holy book 

of Islam. According to Islamic doctrine, an essential aspect of Islam is its focus 

on social betterment, promoting self-sacrifice in terms of acting for the 

betterment of the community as a whole versus an individual’s self-interest. In 

Islam, there is a standard of living life in modesty, simplicity, and frugality, an 

aim for contentment versus greed and a desire for contentment through 

avoidance of excess and wastefulness.1 Evidence of the desire for social 

betterment is the third pillar of Islam, zakat. Zakat, the paying of the alms tax 

indicates that 2.5% of an individual’s capital should be given each year to those 

less fortunate. 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
1 Mouawad, Sherin Galal Abdullah. "The Development of Islamic Finance: Egypt 

as a Case Study." Journal of Money Laundering Control 12.1 (2009): 74-
87. Web. 14 Nov. 2012. 
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The relationship between Islam and economics is guided by one 

encompassing theme, the belief that there exists one unifying almighty God. To 

highlight the relationship between Islam and economics, one can look directly to 

four themes of the Quran. 2  

1. God created the whole universe and made it available to men 
and women to subject and benefit from it.  

2. Ethical and moral patterns are integrated into personal behavior 
and inter-personal interactions. Particularly, with the emphasis of 
haram (bad) versus halal (good). 
“he who cheats is not one of us” and “the signs of a hypocrite 
are three: he lies when he speaks, he betrays when he is trusted 
and does not fulfill when he promises.” (Hadith) 
Social responsibility in the form of altruism is directly referenced 
in the Quran. “and those in whose wealth and possession there 
exists a given right for the needy and the deprived.” (70:21-25) 

3. Justice, fairness and standing against oppression are also stated 
explicitly in the Quran.  
“O Ye who believe! Stand out for justice as witness to Allah, even 
against yourself, your parents, your kin. Whether it be rich or 
poor for Allah can best protect both. Follow not the lusts (of your 
hearts), lest ye swerve, and if ye distort (justice) or decline to do 
justice, verily Allah is well acquainted with all you do. “ (4:135) 
Islam encourages a middle path between extremes.  
“And those who whenever they spend are neither wasteful or 
niggardly, but hold a just balance between those (two 
extremes)” (25:67) 

4. Islam makes direct reference in helping others and being of 
service.  
“ Help ye one another in benevolence and piety, but help ye not 
one another in sin and rancor” (5:2) 
“He is not a believer who eats his full when his neighbor is 
hungry” 

  

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
2 El Gamal, Mahmoud. "Islam and Economics." Islam and Economics. N.p., n.d. 

Web. 25 June 2012. <http://elgamal.blogspot.com/>. 
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These four themes serve as the basis for Islam and they influence the norms, 

standards and values of Islamic doctrine. The inclusion of these four themes in 

the Quran emphasizes the close relationship between Islam and economics.  

 

 
Objective 

 

The objective of this thesis is to delve deeper into the formation and 

influence of Islamic Finance and provide further insight into the role of Islamic 

Finance in development. The discussion of the role of Islamic Finance in 

development guided by the idea of investment in social capital and poverty 

alleviation to enhance development of a region.  To accomplish this analysis I 

will begin with a brief history of modern Islamic Finance and its growing 

influence worldwide, then I will describe the distinguishing characteristics of 

Islamic Finance. After outlining Islamic Finance I will discuss the current 

approaches to development using principles of Islamic Finance, how they are 

conducted, their current influence, the potential for increased influence using 

other development approaches coherent with Islamic Finance.  

To conduct this study I reviewed, blogs, trends in current events, articles, 

research journals, books and videos. I also conducted a small survey in an 

attempt to determine the popularity of the Islamic Financial system from those 

who are removed from their native country and instead live in western countries.  
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To direct my research I wanted to determine what is Islamic Finance and 

what distinguishes it from conventional finance? When and how did Islamic 

Finance develop? Why was it developed? Where is it used? Is it a viable 

approach to development? 

Islamic Finance 
What is Islamic Finance and how does it differ form conventional finance?  

 

Islamic Finance (IF) does not have an exact definition. Scholars have 

concluded that it denotes a range of financial transactions that conform to 

Shar!’ah, Islamic jurisprudence. These transactions include physical institutions 

and instruments of finance. 3 

There are two main pillars of Islamic Finance. The first is a religious 

framework based on four principles: prohibition of rib", avoidance of gharar, 

prevention of haram and alms giving, zakat. 4 

The first principle, prohibition of rib", literal translation: increase, or in 

terms of conventional finance, interest. Rib", in IF refers to anything big or small 

in excess of the of the principal amount in a loan that must be paid by the 

borrower to the lender along with principal amount of a loan for an extension on 

its maturity. Rib" is considered unjust or unfair; therefore it is prohibited in IF.5 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
3 Mouawad and Galal. “Egypt Case Study” 74-87 
4 Mouawad and Galal. “Egypt Case Study” 74-87 
 
5 Iqbal, Munawar, and Philip Molyneux. Thirty Years of Islamic Banking: History, 

Performance, and Prospects. Houndmills: Palgrave Macmillan, 2005. Print. 
!
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To justify the prohibition of rib", the following example is often cited: an 

entrepreneur who takes out a loan in order to start a business. When taking this 

loan to start his business the entrepreneur is faced with two possibilities, profit 

or loss depending on the success of his venture. Along with these two outcomes 

he is faced with interest on the loan. If his business venture were to fail he not 

only faces loss of profit, but also, endures the consequences of paying back his 

loan and interest to the lending institution. Resulting in increased debt for the 

entrepreneur while the lending institution endures few consequences.  

The second principle is the prohibition of gharar, excessive uncertainty or 

more commonly trading. There are several interpretations of gharar; the most 

widely accepted is that it is the prohibition of the unknown and the doubtful. In 

relation to IF, it is the prohibition of not knowing when or if something will take 

place and not knowing what or if anything will be purchased or obtained in 

transactions. There are two main types of gharar in IF, gharar f"hish 

(substantial) and gharar y"sir (trivial). Gharar f"hish is prohibited while gharar 

y"sir is accepted. Gharar y"sir is accepted because in a transaction some 

information will not be known yet these transactions must still occur. A common 

example of accepted gharar y"sir is the case of purchasing a house. The buyer 

must take the sellers word for the material used to build the house because it is 

impossible to take the house apart in order to determine the sellers truthfulness.6  

Gharar y"sir reveals the importance of trust in IF, a reoccurring theme. 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
6 Iqbal and Molyneux. “Thirty Years” 
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The third principle the prevention of haram, is represented by the idea of 

maysir, gambling and games of chance. There are exceptions to the avoidance of 

maysir in that there is variety in the risks people encounter. People are exposed 

to “entrepreneurial risk” this risk refers to the risk that occurs with everyday 

business operations. There is also the risk of receiving a profit or a loss. 

According to Islamic scholars this is everyday risk that cannot be avoided to 

maintain a functional society.  People are also exposed to the risk of natural 

disasters and unfortunate situations. They are unable to avoid these and 

therefore it is deemed acceptable under Islamic doctrine.7 Unnecessary risk 

refers to situations and experiences that individuals do not need to participate in. 

They are not essential to maintaining a functional society and therefore are 

deemed unnecessary. Examples of unnecessary risk include gambling and 

entering into games of chance. Varying types of risk provide the basis for a 

concept known as the “Four C’s of Islamic Financial Engineering”. 8 

Consciousness: parties must consciously and willingly agree on the 

conditions of a contract.   

Clarity: the parties are fully aware of all implications of conditions laid 

down in a contract. Ambiguity invalidates the agreement.  

Capability: parties are reasonably certain that they are capable of 

complying with all conditions of the contract. Sale of any goods not in 

sellers’ possession at time of contract invalidates the contract 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
7!Iqbal and Molyneux. “Thirty Years” 
8 Iqbal and Molyneux. “Thirty Years”!
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Commitment: the parties intend and are committed to respect the terms 

of a contract both in letter and spirit. Linguistic or legal tricks are not 

allowed.  

These “Four C’s”, consciousness, clarity, capability and commitment are the 

essence of all IF Instruments and transactions. They outline the characteristics 

that are expected of those partaking in IF transactions. 

 The fourth principle, alms giving, or zakat is an essential aspect not only 

of IF but Islam as a whole. It emphasizes the importance of the social aspect of 

IF. The collection and distribution of zakat, also serves as a safety net for the 

poor. 

The second pillar of IF is the achievement of socio-economic 

development, social justice and welfare among Muslim communities. The second 

pillar is the driving force behind the IF approaches to development.  

To institute IF there are several operational financial instruments that 

characterize IF as a financial system. The religious framework and the 

importance of social development guide the financial instruments. There are two 

categories of instruments that exist within the financial practices of IF. The first 

is built on the principle of profit sharing, in order to eliminate the most risk. 

These instruments are mud"rabah and mush"rakah.  

Mud"rabah, money management or passive partnership, has evolved into 

two distinct styles, two-tier mud"rabah and one-tier mud"rabah. In two-tier 

mud"rabah, the bank is organized as a joint stock company with shareholders 
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supplying the initial capital. The board of directors elected by shareholders 

manages the bank. The main responsibility of the two-tier mud"rabah is to find 

funds from the public and to supply funds to businessmen. The funds are 

supplied after an agreed upon markup which becomes the Islamic Financial 

Institution’s (IFI) profit. This model replaces interest by instituting a profit 

sharing model for both assets and liabilities.  One-tier mud"rabah relies only on 

the bank and the client eliminating the investor. It is the more popular form of 

Islamic Finance as it combines money management and profit sharing.  In 

mud"rabah transactions both the IFI and the client benefit from the rewards, 

however, only the IFI is responsible for the financial losses.9 

Mush"rakah, translated as partnership, is used to describe joint venture 

direct investment or equity ownership. Mush"rakah is a joint enterprise in which 

all partners share the profit or loss of the joint venture. The financial aspect is a 

contract that dictates an agreement where two or more parties establish a joint 

commercial enterprise and all contribute capital, labor and management. 

Normally, IFIs provide advance money to mush"rakah transactions and assume 

the role of a silent partner. 10 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
*!Abdul-Rahman, Yahia. The Art of Islamic Banking and Finance: Tools and Techniques 

for Community-based Banking. Hoboken, NJ: Wiley, 2010. Print. 
 
 
10 Usmani, Maulana T. "Islamic Finance." Islamic Finance. Institute of Halal 

Investing, n.d. Web. 13 Apr. 2012. <http://instituteofhalalinvesting.org/>. 
!
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The second category of financial instruments in IF is based on the 

principle of a fixed rate of return. These instruments are mur"bahah, ij"rah, 

salam, istisna’a and qard. 

Mur"bahah, is a cost-plus model that focuses on a mark-up. The model is 

mainly used for commodity and trade financing. In mur"bahah, the client 

approaches the bank to finance the purchase of large commodity, house, 

business, car, etc. The client and the bank then establish a price including the 

markup that is to be paid over a specified amount of time. The price and the 

deration of the loan are established with influence from both the client and the 

IFI. The seller then buys the item from the bank based on the agreed upon price 

and the commodity is transferred to the client’s name. The price and time of the 

loan and are final, if the time needs to be extended and is accepted by the IFI, 

the price stays the same only the time changes. If a buyer wishes to shorten the 

deration of the loan, they are free to do so, though the price may not change. It 

is at the discretion of the IFI to alter the price of the commodity. 11 

Ij"rah, refers to the usufructs of assets and properties. It is the shar!’ah 

compliant approach to leasing. Ij"rah is contract based. An owner transfers the 

ability to enjoy a good to another person based on a predetermined amount of 

time and price. The contract must also state that the owner of the property still 

owns the good and the person leasing the good only has the right to use or 

enjoy it.  The lessor is responsible for all liabilities associated with ownership of 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
""!,-./0!/12!340516789!:;<=>?5!@6/>AB!



! "#!

the good and the lessee is responsible for all liabilities associated with the use of 

the good during the stipulated amount of time.12 A common example is the 

leasing of a house; the lessor is responsible for all the taxes, while the lessee is 

responsible for the water bill, gas bill and all other payments associated with the 

use of the house.  

Salam, is a transaction wherein the seller will supply a specific good to the 

buyer in the future, in exchange for the full cash payment in advance. Salam is 

beneficial to the seller as they receive a cash payment in advance and beneficial 

to the buyer because the price of the good is often lower. 13 

Istisna’a, refers to the contractual agreement for manufacturing goods 

and commodities allowing for a payment in advance and delivery of the good in 

the future.14 Often used in the construction of houses.  Istisna’a is used only in 

manufacturing of a good.  

Qard, refers to the loan of fungible objects. Its popular form is a loan 

given to one-person from another as help or charity. The loan is contractual and 

has a stipulated amount of time for repayment. However, the creditor can extend 

the time or remit the time if the debtor is in hardship or unable to repay along 

the predetermined circumstances.15  

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
12 Iqbal and Molyneux. “Thirty Years” 
13 Chapra, M. Umer. The Future of Economics: An Islamic Perspective. Leicester: 

Islamic Foundation, 2000. Print. 
 
14 Chapra “The Future of Economics” 
15 Iqbal and Molyneux. “Thirty Years”!
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Takaful, is the IF alternative to insurance. Takaful is based on a social 

solidarity, collective and mutual indemnification of losses to members. It is based 

on a group of members who agree jointly to reimburse losses or damages that 

may affect any of them from funds they donated collectively.16 The term 

donation is important, as its intention is to spread liability with the objective a 

being mutually beneficial.  

The following chart (figure 1) outlines some of the important aspects of IF 

previously discussed and the rate of risk in the transactions.  

 

 

 

 

 

 

 

 

  
 
 
 
 
 
 
 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
16 "Takaful as an Alternative to Conventional Insurance." Takaful. N.p., n.d. Web. 

13 Nov. 2012. 
!



! "%!

 
Figure 117 

 

These instruments of IF are tools to ensure IF maintain shar!’ah 

compliancy and utilizes an ethics based approach to finance. It is important to 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
17 Abbdul “The Art of Islamic Banking” 
!
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consider IF an ethics based alternative to conventional finance and not solely 

faith based as it places stipulations on the behavior of individuals in financial 

transactions.  

 
 
History 
When did Islamic Finance develop? How did Islamic Finance develop? Why was it 
developed? Where is it used? 
 

 

Although, the relation between Islam and economics can be traced back 

to the time of the prophet and the founding of the religion, it has only recently 

started to experience unprecedented growth and the validity that it is a practical 

approach to finance. Modern Islamic Finance began in Egypt in 1963 when 

Ahmed EL Naggar opened the world’s first Islamic Bank. It was located in a Mit 

Ghamar, Egypt and was not explicitly Islamic.  However, the bank neither 

charged nor received interest and was focused on small savings accounts and 

profit-sharing loans for villagers to increase the social welfare in rural areas.  

During its tenure the bank expanded to seven branches and had over 250,000 

depositors all in rural areas. It was forced to seize operations in 1968 when the 

government failed to support it due to fear of rising Islamist behavior in rural 

areas. 18Even with the forced closure the bank was considered a success and led 

to the opening of the Nasser Social Bank (NSB) in 1971. The NSB also did not 

have a shar!’ah component in its charter, however, all operations were interest 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
18 Mouawad and Galal. “Egypt Case Study” 74-87 
!
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free and its primary concern was social programs for the poor. The Egyptian IFI 

were followed by the establishment of IFI in the countries of the Gulf 

Cooperation Council (GCC). The surplus accounts due to increasing amounts of 

petrodollars in the GCC in the late 1960s and early 1970s signified a turning 

point for IF.19 It predicated the establishment of the first Pan-Islamic bank, the 

Islamic Development Bank (IDB) in 1975. The IDB was formed after a series of 

conferences spanning from 1972 to 1975 in Saudi Arabia. The purpose of the 

IDB is “to foster economic development and the social progress of member 

countries and Muslim communities, individually and collectively, in accordance 

with Islam.”20 Also in 1975 the first private bank, Dubai Islamic Bank, was 

established in the United Arab Emirates. Although it was established privately 

government support was essential, primarily from the UAE and Kuwait. The 

subsequent fifteen years, from 1975-1990 proved to be one of the most 

influential times in the validation of Islamic Financial Institutions. Governments in 

Pakistan, Iran and Sudan vowed to transform their financial systems exclusively 

to IF. The Islamic Banking industry surpassed US$100billion in assets. 

Conventional banks started incorporating Islamic products into their practices 

and the establishment of IF learning institutions began. 21 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
19 "Islamic Finance: Petrodollar Recycling and Economic Development." Islamic 

Finance Project. Harvard Law School/ Islamic Legal Studies Department,  
n.d. Web. 25 Oct. 2012.  

 
20 Iqbal and Molyneux. “Thirty Years” 
21 Malik, Ali. "An Analysis of Islamic Banking and Finance in West: From Lagging 

to Leading." Asian Social Science 7.1 (2011): 179-85. Web. 15 Nov. 2012. 
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Islamic banking spread from the Middle East and North Africa (MENA) to 

South Asia, East Africa, Europe and other western countries in the 1980s. During 

this time, IFIs in the GCC saw that it was advantageous to use western markets 

for liquidity management, because of this deposit activity on the London Metal 

Exchange increased significantly. Many London Banks also started to offer 

shar!’ah compliant financing schemes for liquidity management in service to IFIs 

in the GCC. These partnerships inspired the establishment of independent IFI in 

Europe as well as IF components within prominent multinational banks. Both 

Lloyds Bank of London and HSBC AMANAH started to offer shar!’ah compliant 

departments alongside their conventional banking system. In the 1980s 

independent IFI opened in London, Switzerland and Denmark.22 

The spread of IF to Europe in the 1980s led to an ever-increasing 

international influence of IF. Currently, there are four main ways that IF exists in 

global finance. The first, IFIs in countries where there is significant government 

support for the IF practices. This exists in Pakistan, Iran and Sudan where the 

entire financial system has been Islamized, although with some exceptions in 

order to continue economic growth with international transactions. According to 

Muslim scholars, in Iran socio-economic improvement occurred as a result of the 

Islamization of the financial system. Islamic financial practices also receive 

government support in Bahrain and Malaysia. Both Bahrain and Malaysia have 

strong IF sectors.  However, they both exist side-by-side with strong 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
!
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conventional finance sectors. In Malaysia, IF has grown significantly since its 

inception. There are 17 Malaysian IFI and 4 International IFI operating along 

side the conventional banks. The IF industry in Malaysia accounts for USD97.48 

billion assets in the financial sector, a 21.6% market share with an average 

growth rate of around 20%.23 As of January 2012, there are five fully shar!’ah 

compliant banks in the UK and seventeen banks that offer IF services. Worldwide 

there are over 300 financial institutions across seventy-five countries.24 The 

world’s largest have an annual asset growth rate of 26.7% compared with the 

15-20% annual growth rate of the global finance industry. At the end of 2011 

there were US$1.3 trillion in Islamic assets it is expected to raise to US$1.6 

trillion by the end of 2012. This is a 150% increase since 2010.25 The influence 

of IF globally shows no signs of stopping. Finance ministers in Morocco stated 

that the first IFI in Morocco will open in 2013 and German finance ministers 

stated that by 2014 there will be IF transactions in Germany to service the 

approximate 4.3billion Muslims in Germany.  

Many would expect that after the global financial crisis the growth of IF 

would have slowed. However, it has shown greater gains after the crisis due to 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
23 Karsicka, Olga, and Sylwia Nowak. "What's in It for Me? A Primer on 

Differences between Islamic and Conventional Finance in Malaysia?"  
International Monetary Fund, n.d. Web. 10 Nov. 2012. 

 
24 Wilson, Rodney. "Islamic Finance in Europe." European University Institute. 

Robert Schuman Center for Advanced Studies, n.d. Web. 10 Nov. 2012. 
 
25 "Global Islamic Finance." Global Islamic Finance. N.p., n.d. Web. 03 Nov. 

2012. 
!
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the fact that many IFI were hardly affected by the crisis. From the year 2006 to 

the year 2008 the profits of conventional banks fell US$116 billion to 

US$42billion. In comparison the net profits of IFI increased 9% during the same 

time period, increasing from US$4.2billion to US$4.6billion. No IFI experienced a 

loss in 2008.26 Many attribute this to the nature of IF, which is characterized by 

limited debt leverage, risk and profit sharing and financial transactions backed by 

real assets.  

Although, IF promotes shar!’ah compliancy it is better characterized as an 

ethics based approach to finance. IF has not evolved in the same way Islamic 

Law has evolved. This is beneficial to promoting its global appeal. Islamic Law is 

based on strict universal interpretation of shar!’ah, while IF is primarily based on 

the interpretation of shar!’ah compliancy by individual shar!’ah boards or 

nationally regarded religious institutions. The individualized interpretation often 

results in a more liberal interpretation in order to successfully exist side-by-side 

with conventional finance. Full adherence to strict interpretations of Islamic Law 

would not prove a viable alternative to conventional finance in side-by-side or 

mixed systems. Many would deem it too radical and it would not have a strong 

ethical appeal. Therefore, analyzing IF as an ethics based approach to finance 

fosters the understanding of its growing popularity and potential for 

development.  

 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
26 Austay, Mehmet. "Islamic Microfinance: Fulfilling Social and Development 

Expectations." Qfinance. N.p., n.d. Web. 3 Nov. 2012.!
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Development 
Is Islamic Finance a viable approach to development? 
 

 

Even though IF does not compare to the influence conventional finance 

has in global financial markets its increasing existence globally signifies an 

increase in popularity and an increased number of funds are available to IFI as 

they now have global access to IF funds to use for IF transactions. Specifically 

transactions related to the social, moral and ethical aspects of IF.  The 

importance of the second pillar of IF has become more influential and stands to 

improve conditions for those living in poverty specifically in the MENA region 

where it is most prominent.  

 
 
 
Poverty 

 

Poverty is defined as the condition of a lack of adequate income and 

wealth. There are two main types of poverty, absolute poverty and relative 

poverty.  Absolute poverty refers to a fixed line or threshold that indicates the 

poorest of the poor.  Those living in absolute poverty have an absolute lack of 

food, income and means to live. The most recent line indicating absolute poverty 

was set by the World Bank and states that those living on less than US$1.25 a 

day in the twenty poorest nations and less than US$2 a day throughout the 

world as a whole are living in absolute poverty.  This variance is where relative 

poverty comes into effect. Relative poverty refers to the lack of adequate living 
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standards relative to the country of residence. Relative poverty varies from 

country to country.  

The poverty rate in MENA declined in the years 1990-2005. However the 

number of individuals living in poverty increased. As of 2011, 17% of the 

population was living on less than US$2 a day.27 The rise in individuals living in 

poverty is often attributed to the rapid economic growth due to petrodollars and 

open door economic policies in the 1980s and 1990s. This growth led to an 

increase in income equality. Increasing income equality in combination with a 

lack of social protection severely hinders the potential for economic growth.  

The lack of transparency and accountability in the MENA region is the 

primary reason for an increase in poverty.  A lack of transparency and 

accountability lays the groundwork for a lack of social accountability.28 To 

promote development in the MENA region there needs to be a transition to 

greater social accountability. Raising the awareness of social accountability and 

enforcing it, coincides with a conducive political environment, appropriate policy 

and legal frameworks capable and supportive state actors, and institutional 

capabilities of non-state actors.  Although, these factors have failed to exist in 

the MENA region for the last thirty years the recent Arab Spring suggests that 

the conditions necessary for an increase in social accountability will occur. Since 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
27 "Recent Trends of Poverty in the Middle East and North Africa." Economic 

Development in the Middle East and North Africa -. N.p., n.d. Web. 03 
Nov. 2012.  

 
28 “Recent Trends of Poverty” !
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the initial revolutions of the Arab Spring, citizens of some countries have 

experienced the right to vote for the first time in decades, while other countries 

have seen the ousting of tyrannical leaders and the introduction of democratic 

practices. This change has resulted in the election of many Islamist or Islamist 

majority governments.  As of now, one cannot determine how strict these 

Islamic governments will be in their interpretations of shar!’ah, however, it is 

certain shar!’ah will have a more influential role as the new governments settle 

into their roles.  It is important that shar!’ah interpretation in terms of financial 

systems continues to adhere to the coexistence of mixed financial systems in 

order to foster economic growth and investment in social responsibility An 

increased role of social responsibility will be advantageous to development of the 

MENA region.  

Investment in social capital is a prerequisite for development. Adjusting 

the norms, networks and standards of a society, to increase development in a 

country is a basis for change and growth within a country. In terms of IF, social 

capital is key. It adheres to the ethics based approach of IF and the potential for 

all-encompassing transitions of the norms of a society that will enhance the 

potential for development of a region.  Using the characteristics of IF there are 

ways to enhance development in countries. These include implementation of 

corporate social responsibility (CSR) programs in IFI and cooperation’s that 

adhere to principles of IF, Islamic micro-finance initiatives (IMI) and the 

continued implementation of zakat, acting as a safety net to communities. 
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Corporate social responsibility programs (CSR) guided by the principles of 

IF are directed by unity of Allah, justice and solidarity which leads to the 

development of maslahah, public interest, a key principle in IF social 

development. Concern with public interest guides much of the development in 

IF. To implement and enforce a CSR program that adheres to IF there are six 

generally assumed criteria that should be used to develop the program.29  

Shar!’ah compliance is important. Without shar!’ah compliance, programs 

would not adhere to the basic principle of IF. The measures used for shar!’ah 

compliance in terms of an Islamic CSR program include clarifying that the 

financing of the organization and the financial instruments it uses are in 

compliance with shar!’ah.30 Also, that the organization invests in halal products 

doing its best to avoid profit from haram means. These four measures are 

considered essential in determining if the organization has the potential to 

develop a CSR program based on the ethical aspect of IF.  

Equality is the most important measure. It is essential to implement the 

basis for trust. Avoiding discrimination and providing for equal opportunity will 

allow both Muslims and non-Muslims to benefit. This idea will help encourage the 

implementation of these programs in cross-cultural regions.  

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
29 Yusuf, Muhammad Y., and Zakaria Bahari. "Islamic Corporate Social 

Responsibility in Islamic Banking: Towards Poverty Alleviation." 
International Conference on Islamic Economics and Finance, n.d. Web. 10 
Nov. 2012. 
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Responsibility in work promotes the creation of trust and integrity; along 

with emphasizing the importance of accountability and responsibility.31  

Guarantee of welfare promotes the profit sharing culture and the idea of 

free will within the larger realm of Islamic finance.  

Operating with the idea of charity for preservation of virtue in the 

establishment of CSR programs is essential in promoting the social welfare of IF 

development approaches.32 Using this idea as foundation CSR programs can be 

used to alleviate social problems and empower communities through IF 

instruments and products.  

These six criteria help to ensure the establishment of CSR programs that 

embrace the principles of a wide-range of individuals. Shar!’ah compliance can 

prove to be a hindrance as it can initially come across as exclusive and adhering 

primarily to Islam and Islamic Law. However, if Islamic Finance is considered an 

ethics based approach to finance, CSR programs will have a more universal 

appeal. The presence of equality is important in emphasizing the all-

encompassing nature of IF. It aids in promoting the inclusion of everyone 

regardless of religion or social standing. Equality encourages a broad base of 

partnerships, as IF CSR programs are non-exclusive. Most of the criteria help to 

promote valid reasoning in implementing IF CSR programs. The responsibility 

aspect is important in enforcing morals and establishing a network that can 

uphold moral aspects. Social accountability is enforced and will help aid 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
31 Yusuf and Bahari 
32 Yusuf and Bahari!
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development as it promotes looking within oneself and determining one’s 

convictions. The profit sharing nature of IF can be beneficial as everyone has an 

incentive to do well and work hard continuously. Driven by the idea of 

accountability and responsibility to themselves and others. The criteria are 

fundamental in promoting and upholding the ethical aspect of Islamic finance 

and approaches to development.  

This conceptual framework of an Islamic CSR program is essential in the 

creation and implementation of IF CSR programs, rather than talking about one 

and not acting. The framework provides a model to follow in order to enforce the 

establishment and implementation of IF CSR programs. By using maslahah as a 

guiding principle the importance of social development is ensured because the 

fundamental goal of the programs is to promote community well-being, 

development and growth.  

CSR programs can encourage employees of larger organizations to adhere 

to a cultural transition towards development and growth. By promoting this 

transition it will affect the social capital of a community. The concern with 

maslahah and the net betterment of society will influence changes in norms, 

attitudes and standards. Providing the basis for community involvement in 

development, a proven approach to successful development. IF CSR programs 

have the potential to be community based programs that involve all levels of the 

community. It may start with those working for the corporations, but it spreads 

to influence and involve different members of the community. IF CSR programs 
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have not yet been widely implemented as a development approach. However, 

with the new Islamic governments in the MENA region they have the ability to 

positively influence social and economic development in society.  

Islamic Microfinance Initiatives (IMI) are a poverty alleviation approach 

that are used in some communities. Incorporating the profit sharing, interest free 

ethics based financial approach of IF with microfinance has proven to positively 

influence poverty alleviation. IMI incorporate the important principles of IF with 

components of microfinance in order to develop shar!’ah compliant microfinance 

initiatives.33 Fundamental characteristics of microfinance are consistent with the 

broader goals of IF. They both encourage entrepreneurship and risk sharing and 

the idea that the poor should not be excluded from these. In the most basic, the 

issuance of collateral free loans exists in both IF and conventional microfinance. 

This provides an opportunity for poor entrepreneurs that would be left out of the 

credit market to obtain funds to promote growth. Unlike conventional 

microfinance, IMI are key in promoting the shar!’ah compliant status of their 

initiatives. IMI not only involve the credit through debt financing as in 

conventional microfinance, but they also include equity financing in terms of 

mush"rakah and mud"rabah, savings schemes in the form of mur"bahah 

deposits and money transfers through zakat.34 Zakat is used as a safety net in 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
33 "Islamic Microfinance Indispensible for Poverty Alleviation in Arab Countries." 

Islamic Finance. Zawya, n.d. Web. 10 Nov. 2012.  
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promotion of social services and increased participation of the poor. Conventional 

microfinance charges a very high interest rate, which can dissuade people from 

participating. The interest free nature of IMI and the use of zakat as a safety net 

can prove advantageous when comparing IMI versus conventional microfinance. 

IMI also provides an alternative source of investment for individuals not living in 

poverty. 

 The imbalances of putting emphasis on low risk mur"bahah approach 

rather than the profit-loss sharing mud"rabah and mush"rakah approaches has 

long been a criticized aspect of Islamic Finance.35 In order to alleviate some of 

the criticism IFI should focus some of their resources on IMI. Most IFI are for 

profit institutions, with the inclusion of a microfinance aspect the focus will shift 

some to encompass socially responsible financing. This promotes an overall trend 

towards development using IFI as a broader spectrum, this aids in the 

awareness of social responsibility and promotion of poverty alleviation initiatives. 

Though the adoption of social responsibility financing can be risky, even with the 

risk mitigation techniques present in IF, integration of an established Islamic 

microfinance fund can prove to be beneficial.  

 There are multiple approaches to IMI currently used by NGOs. One 

popular microfinance association is Kiva, which uses the web to secure donations 

from individuals in order to provide microloans at high interest rates to micro-

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
34 Farid, Tariq. "Islamic Microfinance Conference: Turining Charity into 

Prosperity." !"#$%&"'('#)*+&$"#(9!J9D9K!1929!L6.9!$!J4M9!#+"#9 
!
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entrepreneurs. Kiva has some field partners that use varying loan products to 

serve their Muslim clients. These are qard, directed toward the poorest of the 

poor, mur"bahah, mud"rabah, mush"rakah, ij"rah and istisna’a.36 These Islamic 

Finance approaches are used by many IMI. These practices in terms of IMI do 

not use IFIs and instead work primarily with NGOS or a community groups and 

clients. The diagram (figure2) outlines current tactics of IF in poverty alleviation 

Figure 237

 

 
 

An IMI model that is not in existence, yet has been promoted by some 

scholars as a viable option for IMI to effect change. Is based on the takaful 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
36 "Islamic Microfinance: How Is It Different?" Kiva. Kiva, n.d. Web. 12 Nov. 
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scheme.38 This model calls for an increased roll of IFIs as opposed to the current 

practice dominated by NGOs. The model is based on the establishment of an 

Islamic microfinance fund that directs funds to the clients, the micro-

entrepreneurs. Funds for the Islamic microfinance fund will be obtained through 

proper management of zakat, and alternative destinations for IFI client 

investments. These will then be distributed with the terms stipulated by qard 

transaction. Profit and liabilities will be shared. Micro-entrepreneurs will be 

motivated to invest logically, as their loans are tied to contracts that promote 

trust and responsibility. Loans will be repaid by donations or in small amounts 

over a period of time with the small-predetermined markup included.  The IMI 

plus IFI model is depicted in figure 3 

Figure 339  

 

 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
38 “Takaful as an Alternative” 
39 Wilson “Islamic Finance” 
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IMI can be seen as a necessary addition to IF as it does not outline the 

process for investing to those in absolute poverty but instead reiterates socially 

aware financing. The incorporation of IMI with IFI allows for the benefits of IF 

transactions to reach the poorest members of a community. 

 Other approaches to development in coherence with IF, which are not as 

overarching as IF CSR programs, IMI and IMI incorporated with IFI are 

community based Islamic savings projects that promote the usage of mur"bahah 

in order to monitor and distribute zakat. Also, an increased role of the IDB in 

social development of smaller communities through outreach programs and 

community-based initiatives would aid in targeted poverty alleviation.  

 
Conclusion 

 

The international scope of IF is a testament to its validity as an alternative 

approach to conventional finance. Appealing to individuals who live in Islamic 

countries and those who live in western countries is a characteristic that does 

not occur often with faith associated concepts, however, IF has successfully 

crossed borders and exists in multiple regions. The ability of IF to withstand the 

global recession ensures it a lasting role in global finance.  

Although, IF has a foundation in religion, focusing on the ethical aspect of 

IF is essential in considering its increasing international popularity and influence. 

The importance of ethics in IF gives this faith-based approach to finance a more 

universal appeal as an alternative to conventional finance. IF enforces the 
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establishment of trust to ensure successful financial transactions that aim to 

increase wellbeing for all involved. 

 IF may not be the ultimate answer to improving socio-economic 

development. However, the ethical aspects in grained in the basic principles of IF 

can lead to increased transparency and social accountability. An increase in 

transparency and social accountability will help societies experience economic 

growth and lower rates of poverty. Islamic Finance Corporate Social 

Responsibility programs, Islamic Microfinance Initiatives and Islamic Microfinance 

Initiatives with the influence of Islamic Financial Institutions are approaches to 

development that have the potential to significantly influence poverty alleviation 

in the Middle East and North Arica. A reduced poverty level and increased 

economic growth with decreased income inequality in the Middle East and North 

Africa will ensure a positive future for the countries in this region. Not only will 

the countries prosper financially, the wellbeing of all its citizens not only the poor 

will increase. The future for Islamic Finance looks bright, it may not be the final 

answer to eliminating global poverty, however, the incorporation of Islamic 

Finance in the world of development will undoubtedly be beneficial.    
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Glossary 

Abbreviations 
IF: Islamic Finance 

IFI: Islamic Financial Institutions 

MENA: Middle East and North Africa 

IMI: Islamic Microfinance Initiative 

IDB: Islamic Development Bank 

 
Arabic Terms: 

Halal- good, lawful 

Haram– bad, unlawful 

Ij"rah- leasing 

Istisna’a- manufacturing transaction 

Maslahah- public interest 

Mud"rabah- passive partnership 

Mush"rakah- joint venture partnership  

Mur"bahah- mark-up contract 

Qard- charity loan 

Shar!’ah- law derived from Quran 

Takaful- insurance 

Zakat- 2.5% charity tax on wealth  
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Appendix A 

Figure 1 
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Figure 2 
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