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Abstract  

Purpose - The purpose of this paper is to provide a model for Islamic 
Microfinance to reduce poverty. Poverty is a global problem especially for 
developing nations and in order to move towards a just economic system it 
should be addressed. Muslim businessmen are reluctant in taking loan for 
business due to interest or hard terms and conditions so Islamic finance is an 
alternative for interest based financing and can be one of the solutions for 
poverty alleviation which provides loans for small business without interest and 
ultimately results in community development. 
Design /Methodology / Approach - It is a qualitative research, in which a model 
is developed to address these problems on the basis of Shariah rules. The model 
is developed in such a way that it can be practically applicable in an under 
developed economy or developing economy.  
Findings - This model is more complex than just making conditional credit to 
neglected people as it is based on Salam or Istisna. Poverty can be seen as an 
inability of a person for meeting his daily needs for his own self and his 
dependents. All those people living below the poverty line are called the poor 
(Category A) and those who are bottom 50% of that group are called as the 
“Poorest” (Category B). This model can help both types of poor people i.e. 
Category “A” and Category “B”. 
Originality Value - This paper have both theoretical and managerial implications 
as new research avenues can be explored in terms of microfinance and will help 
Islamic microfinance institutions and governments to alleviate poverty in a 
country. 
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1.0 INTRODUCTION 

Peace in the world is linked with poverty. If poverty is not alleviated then it can disturb 

the peace of the globe. The poverty cannot be alleviated by short term solutions. Alleviating 

poverty requires system building, capacity building and structure building. A billion people in 

the world are living on less than one dollar per day (Laila, 2010). Poverty is a central concern 

for developmental planning. During the last decades the research has focused on alleviating 

rural poverty. It is assumed that if rural poverty is controlled then urban poverty will also be in 

control (Bashar & Rashid, 2014).  

 

Banks are reluctant in extending loan to the poor because the lending of the small 

loans involves high cost to monitor and have complex process. Obaidullah & Khan, (2008) 

mentioned that “Microfinance (MF) is a powerful poverty alleviation tool. It implies provision 

of financial services to poor and low-income people whose low economic standing excludes 

them from formal financial systems. Access to services such as, credit, venture capital, 

savings, insurance, remittance is provided on a micro-scale enabling participation of those 

with severely limited financial means”. The small business has the ability in contribution to 

producing wealth and creating jobs for the poor people by starting the business, sustaining 

the business and growing it (Smallbone & Wyer, 2000). Microfinance means “programme 

that extend small loans to very poor people for self-employment projects that generate 

income in allowing them to take care of themselves and their families” (Rahman, 2010). 

Extremely poor people are in a need of various financial services. They need savings, 

transfer of the money, insurance in addition to the credit and loans.  

2.0. LITERATURE REVIEW  

Microfinance can serve as a powerful tool for alleviating and fighting poverty. Poor 

households need money for raising their income, building their assets and preventing 

themselves from external issues. Microfinance means to build up a financial system for 

serving the poor people.  

 

“Microfinance can be defined as provision of financial services such as deposits, loans, 

payment services, and so on to low-income people and to underprivileged sections of the 

society such as artisans, farmers, and small proprietors and entrepreneur” (Kaleem & 

Ahmed, 2010.) 
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The aim of microfinance is to build financial institutions at local level that should be 

permanent. These financial institutions should be able for attracting deposits at domestic 

level and recycling them into forms of loans and providing other types of financial services 

(Helms, 2006). (Riwajanti, 2013) carried out a study on “Islamic Microfinance as an 

Alternative for Poverty Alleviation”. He argued that poverty is a common issue throughout the 

globe but still the required actions have not been carried out in proper manner. More 

attention and developmental projects are required from the governmental side for alleviating 

the poverty in real sense. The strategy by the government needs to be comprehensive and 

effective. In Islam the poverty is not related to only materialistic aspects but it also has moral 

and spiritual value. Islamic microfinance is a promising tool for alleviating poverty. The aim is 

to apply the values given in “Shariah” for promotion of social justice and economic 

development (Riwajanti, 2013). 

 

Samad, (2014) carried out a study on “Islamic microfinance: a tool for economic 

stability and social change” in India. The study was aimed at highlighting the welfares to 

begin Islamic microfinance in India. They concluded that “lower middle class” in India and 

“minority community” is in poor financial condition. The Islamic microfinance can be very 

helpful in solving their financial issues (Samad, 2014). El-Komi & Croson, (2013) carried out 

study on microfinance and recognized it as a significant tool to increase the “productivity of 

the poor people” and in return helping the “economic development” of country. They argued 

that large number of the poor people belongs to Muslim community and they cannot use 

traditional microfinance as it involves interest. They concluded that high compliance exist for 

Islamic microfinance as compared to that of the traditional microfinance contracts. So the 

Islamic microfinance can be helpful for both Muslims and non-Muslims as it is free from 

interest and is beneficial for poor people. 

 

Hassan (2014) studied the “role of microfinance and social capital in alleviating the 

poverty”. They concluded that Islamic microfinance aids in increasing “environmental 

awareness” and uplifting of the poor people for their financial betterment (Akhter, Akhtar, & 

Jaffri, 2009) carried out a study on “Islamic microfinance and poverty alleviation in Pakistan”. 

They argued that Islamic microfinance has a significant role in alleviating poverty. The 

traditional microfinance does not fulfill the needs of Muslims as it involves interest which is 

prohibited in Islam. The research is based on a microfinance organization named “Akhuwat” 

in Pakistan. They concluded that “Akhuwat” is providing financial services to extremely poor 

people in Pakistan and is providing loans that are free of interest that can be very helpful in 

alleviating poverty in Pakistan (Akhter, Akhtar, & Jaffri, 2009).  
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Islamic microfinance is a significant tool for alleviating poverty and has been 

extensively utilized during the last two decades (Kaleem & Ahmed, 2010). Nowadays there 

exist seven thousand institutions for microfinance throughout globe that are responsible for 

giving loan to twenty five million poor people (Rahman & Dean, 2013). Majority of these poor 

people are females (Polakow-Suransky, 2003). The year 2005 was declared as the “year of 

microcredit” by “United Nations Capital Development Fund” (Kaleem & Ahmed, 2010).  

In Islam the loans based on the interest are “haram” (Segrado, 2005). Various researches 

have raised the questions that microfinance is helping the poor in reality or not? (Yunus & 

Jolis, 1998) stated  

“It is not micro-credit alone which will end poverty. Credit is one door through which people 

can escape poverty. Many more doors and windows can be created to facilitate an easy exit. 

It involves conceptualizing about people differently; it involves designing a new institutional 

framework consistent with this new conceptualization” (Yunus & Jolis, 1998). 

 

The conventional microfinance institutions usually give loans to the poor living in the 

urban areas which in reality are not vulnerable people. They do not provide money to the 

poor people who are very poor because “they will only be pushed further into debt and 

poverty due to the loans they cannot repay” (Burney, 2008). Islamic “Shariah” is interested in 

profits as compared to that of the interest on loans. This is better for the purpose of equity 

and morality because the profit and risk is shared by the Islamic microfinance units and the 

client. The international agencies like “United Nation Development Programme (UNDP)” also 

support “Mudaraba” and “Murabaha” in muslim nations (Houtman, 2006). 

Evidence from the Holy Quran 

 

(Kaleem & Ahmed, 2010) has elaborated the Quranic point of view in regard to 

poverty alleviation. In Islam the superior authority belongs to Allah Almighty. It has been 

stated in Holy Quran (Ch 2:29)  

 

“He it is Who created for you all that is in the earth” 

 

The rationale for the life creation is also described is Holy Quran (Ch15:19-20) 
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“And the earth have We spread out and set therein firm mountains and caused everything to 

grow therein in proper proportion. And We have made for you therein means of livelihood 

and also for all those for whom you do not provide” 

 

The framework for Islamic microfinance institutions based on charity can be developed by 

seeking guide from Holy Quran (Yunus & Jolis, 1998). In Islam the poorest people are most 

eligible for the charity. The organization of “Zakat” has a role in empowering poor people by 

financing their business activities (Muhtada, 2007). It has been stated in Holy Quran, (Ch 

2:276)  

“Allah will blot out interest and will cause charity to increase” 

 

 

 

It is further stated in Holy Quran, (Ch 27:75)  

 

“And there is nothing hidden in the heaven and in the earth, but it is recorded in a clear 

Book” 

 

It has been stated in Holy Quran (Ch 2: 273)  

 

“(Charity is) for the poor who are restrained in the way of Allah, and are unable to move 

about in the land. The unaware 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, then Allah is All-Knowing of it” 

 

The Holy Quran has promoted the social welfare and brotherhood in its followers for 

reduction of poverty and inequality. It has issued directions to the Muslims, the rich persons 

being the donors of “Zakat” and the poor people to be the beneficiaries of “Zakat”. So the 

scope of the Islamic microfinance is broad as compared to that of the conventional 

microfinance units. The charity money “Zakat” is compulsory on the rich people and charity 

money “sadaqah” is optional (Kaleem & Ahmed, 2010). It is stated in Holy Quran (Ch 2:261)  

 

“The similitude of those who spend their wealth in the way of Allah is like the similitude of a 

grain of corn which grows seven ears, in each ear a hundred grains. And Allah multiplies it 

further for whomsoever He pleases and Allah is bountiful, All Knowing” 
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The Islamic microfinance institutions are based on slogan “Reduce poverty through 

mutual cooperation”. The conventional microfinance units are totally different and are 

dependent on the foreign donors and lend the money on subsidized rate. The emphasis of 

Islamic microfinance institution is on empowering the family as compared to conventional 

where the focus is women empowerment. In Islam both men and women are equal in terms 

of the finance and its utilization (Kaleem & Ahmed, 2010). It has been stated in (Ch 4:32)  

 

“And covet not that whereby Allah has made some of you excel others. Men shall have a 

share of that which they have earned, and women a share of that which they have earned. 

And ask Allah of his bounty. Surely Allah has the perfect knowledge of all things” 

 

Islam has encouraged spending the money, working hard and does not support 

gathering of gold and silver. The interest on money lending is prohibited in religion Islam. 

The concepts of charity and trade are given promotion in Islam (Zaher & Hassan, 2001). The 

reason is the encouragement of economic activities and discouraging the interest. It has 

been stated in Holy Quran (Ch 30:38-39)  

 

“So give to the kinsman his due, and to the needy and to the wayfarer. That is best for those 

who seek the favor of Allah, and it is they who will prosper. Whatever you lay out as interest 

that it may increase the wealth of the people, it does not increase, in the sight of Allah; but 

whatever you give in Zakat, seeking the pleasure of Allah—it is these who will increase their 

wealth manifold” 

 

It has been stated in Holy Quran (Ch 2:276)  

 

“Allah will blot out interest and will cause charity to increase. And Allah loves not anyone 

who is a confirmed disbeliever and an arch sinner” 

 

The Holy Quran urges the Muslims for charity. The rich people should give charity 

and make their contribution for the welfare of poor persons. It has been stated in Holy Quran 

(Ch 4:36) 

  

“And worship Allah and associate naught with Him, and show kindness to parents, and the 

kindred, and orphans, and to needy, and to the neighbor who is a kinsman and the neighbor 

who is a stranger, and the companion by your side, and the wayfarer, and those whom your 

right hands possess. Surely Allah loves not the arrogant and the boastful” 
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Islamic Microfinance throughout the World  

 

There exist three models for Islamic microfinance (Mollah & Hamid Uddin, 2013) (Goud, 

Islamic Microfinance, 2013).  

 

 “Mudaraba model”  

 “Musharka model”  

 “Murabaha model”  

 

The “Consultative Group to assist the poor” (CCGAP) has reviewed the programs of 

“International Monetary Fund” (IMF)” that are involved in the operation of one hundred and 

twenty five institutions in various nineteen Muslim nations. Bangladesh has the highest 

Islamic microfinance having almost million clients (Mollah & Hamid Uddin, 2013). The 

“Grameen Bank” was founded in Bangladesh by “Professor Muhammad Yunus”. He was 

awarded Nobel Prize for this in year 2006. After this the “micro savings” and “microcredit” 

has been extensively utilized as a tool for alleviating poverty and for development at the local 

level (Siebel, 2008). The “International Monetary Fund” (IMF)” is performing its activities in 

Afghanistan and Indonesia but in United States and Europe, Islamic microfinance is totally 

absent (Mollah & Hamid Uddin, 2013). Usually the programs run by the “International 

Monetary Fund” (IMF)” in various countries are working on the “Murabaha model” for the 

finance needs and mostly there target clients are of female gender. The conventional 

microfinance institutions also prefer female clients. The “Consultative Group to assist the 

poor” (CCGAP) has reported that in Bangladesh fifty nine percent of the clients are females. 

The “Consultative Group to assist the poor” (CCGAP) has also mentioned that seventy 

percent of “International Monetary Fund” (IMF)” is concentrated on financing the asset 

(Mollah & Hamid Uddin, 2013).  

 

In Yemen the “Musharka model” of microfinance is mostly popular. In Malaysia, the 

“Murabaha model” of microfinance is most common in combination with the “Bai Bithaman 

Ajil” (BBA) (Nawai & Shariff, 2012). The “Mudaraba model” of microfinance is most 

acceptable and preferred by the Muslim scholars (Mollah & Hamid Uddin, 2013). The 

“Mudaraba model” is preferred because in “Quran” and “Sunnah” the references to deferred 

sales are more available as compared to that of the Profit and Loss sharing partnership 

(Goud, 2007). The projects regarding the Islamic microfinance started during the 1980s, and 

at that time the “International Monetary Fund” (IMF)” had only two products namely the 

“Qard-al-hassan” and “Mudaraba”. Next the programs related to Islamic microfinance begun 
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in Syria during 1988 and they were interested in “Murabaha model” (Mollah & Hamid Uddin, 

2013). 

 

In Sudan the concept of “microcredit” has begun during year 1983. Feasibility study for 

“small enterprise project” was also ongoing during this period. At that time period two 

products were offered by the bank in Sudan (Siebel, 2008), Murabaha and Mudarabah. In 

“Murabaha” product the bank is responsible for buying the machinery and then it sale it to 

the clients and the price of this machinery has to be paid by the client in various installments 

and a markup was also fixed in it. This was somewhat similar to that of the conventional 

credit. The second product was “Mudarabah”. In this the bank was involved in selection of 

large enterprises that could be highly beneficial for the bank. The banks make investment in 

this and then share the profit with it (Siebel, 2008). In Sudan there also existed “Qard-al-

Hasan”. “Qard-al-Hasan” is a type of “charitable microcredit” which does not have any 

markup and sharing of the profit. The “Qard-al-Hasan” was the only type of lending in Sudan 

that was based on “Shariah” (Siebel, 2008).  

 

The model “Zakat” fund and “Awaqf” fund has been developed by (Hassan & Ashraf, 

2010) for alleviating the poverty and it involved the Islamic microfinance idea. The models 

presented by them have the potential to support the poor people by giving them support from 

the loans and microloans from “Zakat” fund (Hassan & Ashraf, 2010). In Australia the 

“Islamic Microfinance Services Providers (IMSPs)” are present for providing Islamic 

microfinance related services. Australia can make more progress related to Islamic 

microfinance if they utilize innovative techniques to meet the needs of clients (Ahmed & 

Ahmed, 2010). Currently there exist three “Islamic Microfinance Services Providers (IMSPs)” 

in Australia known as  

 

 “Musharaka financing”  

 “Ijara financing”  

 “Murabaha financing”  

 

These are used for financing the small business, home, car or durables (Ahmed & 

Ahmed, 2010). The “International Monetary Fund” (IMF)” developed “Family bank” in 

Bahrain. The “Family bank” was the first bank having Islamic microfinance in Bahrain. It was 

established with the aim of alleviating the poverty through Islamic microfinance and 

empowering the poor communities living in Bahrain (Shabrawy, 2011). In Palestine a model 

for this purpose is known as the “Deprived Families Economic Empowerment Program 



South Asian Journal of Banking and Social Sciences,  

Vol. 02, No.01 (2016), ISSN: 2410-2067 
© Institute of Banking & Finance, BZU Multan 

 
 

9 

 

(DEEP)”. The approach for integrating “Zakat” fund and “Awaqf” fund institutions with the 

purpose of alleviating poverty can be very useful (Mollah & Hamid Uddin, 2013).  

 

Indonesia has a different type of microfinance structure and it is comprised of the six 

thousand formal and forty thousand semiformal units for microfinance that are registered. 

They serve almost forty million depositors and thirty two million borrowers. There exist 

million financing institution that are informal and “self-help” groups are also present 

(Hadisumar to & Ismail, 2010). Most of these institutions for microfinance are present in sub-

urban and rural areas in Indonesia. In 1980s the “Harvard Institute for International 

Development (HIID)” designed the “reformed Bank Rakyat Indonesia (BRI) unit” which is 

considered a successful model for microfinance throughout the globe (Siebel, 2008). In Iran 

the “Qard-e-Hasana” is extensively utilized. The fund of “Qard-e-Hasana” is free but it has 

some expense related to administration. The time to repay of the “Qard-e- Hasana” is totally 

dependent on the loan size and the ability of the borrower to repay the loan. So one to two 

years can be set as a time limit for repaying the “Qard-e-Hasana”. The “Qard-e-Hasana” also 

has various eligibility related conditions for example  

 The person should be in serious need  

 The person should have a guarantor  

 The person should be able to repay the “Qard-e-Hasana” (Mollah & Hamid Uddin, 

2013)  

 

Some international organizations for example “United Nations Development Program” 

(UNDP), “KfW (Kreditanstalt fur Wieder-aufbau)”, and “FINCA (A charitable microfinance 

organization)” are involved in initiating the projects related to Islamic microfinance in 

Afghanistan, Mali, Palestine and Syria (Mollah & Hamid Uddin, 2013).  

 

3.0 Proposed Research Model 

Poverty does not have a single definition. It can be seen as an inability of a person 

for meeting his daily needs for his own self and his dependents. It means that a person fails 

for attaining minimum level for living and they do not have resources for improving their living 

condition. According to Declaration and plan of action 1997 there are two segments of the 

population related to poverty i.e. the “poor” and “the Poorest” (Declaration, 1997) .  All those 

people living below the poverty line are called the poor (Category A) and those who are 

bottom 50% of that group are called as the “Poorest” (Category B). In this study the poor 

people are divided in two categories i.e. Category A and Category B. Category “A” includes 
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all individuals living below the poverty line, have some skill and can upgrade their standards 

if they obtain money to generate profit. Category B includes all individuals living below the 

poverty line, do not have any skill and don’t need only money as they cannot start an 

economy activity but skills also. Community Development Center is a center with in a locality 

of the Islamic Microfinance Bank where capacity building of people from category B will take 

place. New skills will be thought in such a way that people from category B can move to 

category A to have money from IMFB. Other activities like social mobilization activities and 

group meetings will also take place to explore more business activities.  

As IMFB is an Islamic Microfinance Bank work for poverty alleviation in the specific 

area i.e. village. Establishment of an IMFB doesn’t involve huge cost as it will work with in a 

small area. All branches of IMFB will be responsible for payments, risk management, goods 

receiving and sale of goods in market. IMFB will receive money from donors to sponsor 

micro projects. Donors are the contributors of IMFB i.e. government, international agencies. 

The main objective of Donors is to alleviate poverty. IMFB will provide funds (advance 

payment) to farmer or entrepreneurs which fall under category A. Individuals in category “A” 

will receive advance payment and will give goods produced or harvested to IMFB in a pre-

defined quantity. IMFB will sale that goods in market and will receive payment which 

includes price and profit. Profit will be used against operational expenses and partial profit 

will be used for capacity building of the poor in category “B”. Once individuals in category “B” 

are skilled then they are upgraded to status (category B) where they can do an economic 

activity after receiving funds from IMFB. This Model will work with a motive so that 

individuals in category B can move to category A and finally to make themselves able to live 

above the poverty line. 
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Figure 1: The proposed research model 

2.0 CONCLUSION  

The aim of microfinance is to build financial institutions at local level that should be 

permanent. Alleviating poverty requires system building, capacity building and structure 

building. Islamic microfinance can be a vital tool in poverty alleviation. Model presented in 

this research can help in alleviating poverty. Implementation of this model will help 

governments to raise standard of life of nationals. This model is alternative to interest based 

loan and will serve under Shariah laws to increase employment. This research will have both 

theoretical as well as managerial implications as it will open new dimensions in academia to 

link Islamic Microfinance initiatives with community development and on the other hand it will 

help organizations to make such policies which can cater the poorest segment also. This 

study has some future implications as more mode of financing can also be used moreover 

role of personal savings and role of agent in order to sale good can also be incorporated in 

this model. 
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