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Background and Objectives

Islamic finance has a successful history hundreds of years before the evolution of
modern economic system. While Europe or the West, was passing through its dark ages, Islamic
economy was in its best shape. Muslim businessmen were undertaking new ventures and
businesses following an Islamic ordained set of practices that was nothing different from its
current day counter part i.e. venture business. It was rather richer in many aspects that it not
only provided a mechanism for the development or growth of the business; rather at the same
time it dealt in detail with the venture capital and finance aspect of the venture business activity.

Islam emphasizes the circulation of wealth by introducing Zakat and encouraging
charity. Also Islam recognizes economic inequalities but does not let them grow wider; it tries to
maintain differences in reasonable, equitable and natural limits, and is against the accumulation
of it in few hands. Islamic financial system has a strong theoretical basis and had been practiced
in the history throughout the Muslim empires successfully until the Europe became the power
center. Since the colonization of Muslim world, capitalism emerged as the substitute financial
system. Muslims around the globe has a strong affiliation with the religion and also being
occupied by the western powers, have a disliking towards the western or conventional economic
system and seek their solution to economic problems in the Islamic financial system.

The objective of our study is to find out the feasibility and problems during application
of the system in today's complicated nature of business transactions. And what incentives does it
offer to the entrepreneurs who perform as the engine to economic growth. And essentially do the
financial institutions based on the Islamic principles really follow the spirit of the system to
achieve socio-economic prosperity. One of the main objectives of the study is to draw the sketch
of Islamic economic system to get the attention of the scholars to the benefits and progress it is
making in the present scenario.

Materials and Methods

Islamic financial system completely rules out the concept of interest and encourages
earning profits through business activities in the market. Much of the current thinking in the
global movement for economic justice takes its inspiration from religious ideas built around
self-reliance and the need to find less exploitative economic systems.

The study is based on information collected from primary sources of Shariah (Islamic
religious law), i.e., Quran and Hadith; and data collected from different financial institutions
from Pakistan and Malaysia like, State Bank of Pakistan, Bank Negara Malaysia, Islamic Banks
of both countries and information derived from books and papers published in different journals.
The data from Pakistan also includes surveys conducted during the year 2005 and 2007.



To better understand the performance of the Shariah based financial institutions or
Islamic banks we have used comparative approach based on performance and compliance to the
spirit of the system, i.e. zero interest and profit and loss sharing (PLS) using the instruments of
Musharikah and Mudarabah. We have tried to understand why Islamic financial institutions
prefer mark up based financing over the PLS financing.

Results

In our study we found the following results;

Acceptability of the system in the Muslim and non Muslim world is evident from the
increasing share in world financial market. Many scholars are looking towards it as a potential
candidate to replace the prevailing economic system.

Islamic financial system demands morality, ethical responsibility, and a minimum living
standard for the society, which can help solve the issues of global environment protection,
poverty eradication, and achieve socio-economic justice.

Because of its very nature of risk sharing the system offers maximum advantages to the
entrepreneurs to start risky ventures with a high morale and professional back up of the capital
provider.

One of the most interesting findings of the study is the failure of Islamic banks to
comply with the fundamental principles of Islamic finance and avoid PLS based banking and
prefer the mark up based financing. :

Discussion

With the rapid growth of the commercial Islamic banks and emerging capital market in
the form of Sukuk (Islamic bonds), the Islamic finance is getting recognition all over the world.
Islamic financial system encourages the entrepreneurship and can help mobilize the resources
especially in the developing countries with a huge amount of dead capital and at the same time
provides opportunities to developed nations to meet up their capital requirements using the
Sukuk instrument.

In our case study about Islamic banks in Pakistan and Malaysia, we found that two
different approaches have been followed in both countries to Islamize the economy. Malaysia
successfully followed the gradual or parallel system approach with both conventional and
Islamic financial institutions performing simultaneously where as Pakistan adopted an overnight
change approach which resulted in a complete failure and ultimately Pakistan had to change its
strategy as followed by Malaysia.

Islamic banks in both countries are reluctant to follow the risk based venture financing
of Mudarabah and Musharikah, which is a big question mark on the credibility of the banks as
they are supposed to accomplish the objective of socio-economic justice. Their presence can
only be felt in the business centers of the country but the rural areas are unaware of their
activities. So their ability to mobilize the resources at micro level is completely undermined.

Conclusion
To cope with the challenges from the conventional banks and market requirements, Islamic
banks have a challenging situation ahead. They have to prove their viability through competitive
and innovative products and procedures. The Islamic banks have the following challenges at
hand;
Shortage of experts in Islamic banking and Shariah laws regarding finance.
Absence of accounting standards pertinent to Islamic banks
Covers for financing
Lack of uniform standards of credit analysis
Conflicts with other banks
Indigenous Islamic banking technology
Instruments that meet the demand of specific investment requirements
Broadening the customer base towards non Muslim clients
The long-term survivability of individual Islamic banks will depend on how rapidly,
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aggressively, and effectively they can develop techniques and instruments that would allow
them to carry on in a competitive environment. And to achieve the goal of economic prosperity
the Islamic banks must reduce their reliance on mark-up financing to other Islamic modes

particularly the PLS. '
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