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Islamic finance is entering into a new pattern. It is deemed that Islamic finance should take
initiative to meet the increasing needs of microfinance with aim of alleviating poverty and to
help the poor people in their distress.
Concept of Islamic Microfinance is being used to fulfill the demands of microfinance in the
developing countries. Different models of Islamic finance are proposed to be used in
microfinance activities to help the poor people for betterment of their personal life and to
initiate the small business for the overall growth of the economy. But profit and loss sharing
(Mudarabah) model is being criticized due to high risk involvement. Due to high risk factor,
proper monitoring is deemed necessary for the smooth running of the contract. Our current
research tends to investigate the underlying risk attached with Profit and Loss sharing
project. As per theory of Profit and loss sharing financing all the risk is to be borne by the
investor of the capital i.e. microfinance institution. But monitoring itself is not risk free and
can result in expenses that would surpass the original price of the sanctioned loan.
Case study of Bank Islami reveals significant results in finding answers to our research
question. We have tried best to find out a better solution to address the issue of monitoring
in Islamic microfinance. In the long run and at very end, we are hopeful that our research
findings would play an important role to overcome the issue of monitoring in profit and loss
sharing loans in microfinance.
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Chapter 1: Introduction
This chapter provides us the overview of our research topic. It is divided into 4 parts including
background of microfinance, problem discussion and end up with the purpose of our study.

1.1.

Background

Before the spread of microfinance and development of microfinance institutions, commercial banks
were deemed to be a formal source of loan. But the problem faced by poor people in getting loan
from commercial banks was that they were not able to fulfill collateral or security requirement.
Sometimes lack of creditworthiness was regarded as the main problem for sanctioning loans to the
poor. Hence poor people in the underdeveloped countries were dependent on the mercy of the
fuderal landlords and private money lenders. Those landlords often charge much higher interest
rates thank banks do and loans were granted on complicated terms and conditions. The aforesaid
reasons opened a new paradigm for microfinance initiatives as a desirable alternative source for the
poor people to borrow money on favorable terms such as without need of collateral. (Barr, 2005)
Further micro finance is being needed due to its increasing demand and ample importance
worldwide (Sengupta and Aubuchon 2008).
1.1.2. Defining Microfinance
According to Michael S. Barr, “Microfinance is a form of financial development that is primarily
focused on alleviating poverty through providing financial services to the poor”. Most people think of
microfinance, if at all, as being about microcredit, lending small amounts of money to the poor.
Microfinance is that, but it is also broader concept including insurance, transactional services, and
importantly, savings”. The primary objective of microfinance is poverty alleviation that in the long
run leads to financial development. Microcredit is a tool of microfinance to provide small sum of loan
to poor people and small households. Such initiatives have been started since 1970 by Grameen bank
founded under the supervision of Mohammad Younas and has been continuously supported by
government officials of the developed countries like President Clinton.
Micro financing implies providing small credit facility to the poor in order to encourage them to start
a business activity and to play their role in the development of their country. In the long run,
provision of microfinance grants a viable source of financing to the poor to increase their social well
being through increase in income level (Dixen, Ritchie and Siwale, 2006).

1.2.

Problem Discussion

Developing countries are facing a number of economic and social issues related to increasing
poverty, low growth rate and globalization. There is a huge increase in the facilitating finance to the
8

poor people for reduction of poverty and by providing microfinance to the small and medium
enterprises. In spite of these efforts yet the required results are not fully achieved (Dusuki, 2008).
Conventional banks and financial institutions are a viable source for microfinance to the poor.
Although these banks are regarded as a primary source for getting loan yet there are number of
inherent problems that resist conventional banks from issuing loans. As central bank of a country
impose restrictions on the credit creation limit to these banks (Hasan, 2008). Further, conventional
banks normally charge higher interest on their financed money because it is a source of profitability
for them (Ibrahim, 2006 and Dusuki, 2008).
Evidence shows that conventional microfinance institutions do not fulfill the demand for the
microfinance. Nepotism and influence of the rich people grant them access to a large percentage of
available finance. Hence shortage of resources leaves only a small fraction of microfinance available
to the poor people and small entrepreneurs (Akhtar, 1997). Moreover, even if poor people are
successful in getting micro finance it is still often hard for them to pay the required interest on the
principle amount. Above all, poor people are reluctant to go to these conventional banks for taking
loans because they are afraid of providing the collateral security requirements to the banks (Ahmed
2002).
The failure of the formal ways of credit creation leads the financial institutions to introduce a new
group based lending system. Under this form of microfinance, every member of the group
guarantees the repayment of the loan for all members. Although group based lending scheme1 is
beneficial for the commercial banks it has limited benefits to the poor people since the interest
charged is higher than normal bank rate and leads to less profitability of the enterprise in the long
run. According to Akhtar (1997), group based lending was opposed by both the concerned parties.
Because borrower of the money was concerned that how much they will be earning from a certain
project after paying the principle amount and interest charged on it. On the contrary, lender of the
finance was worried about repayment of loans and amount they would lose or recover in case of
default is made from its borrower.
The conventional banking system depends upon charging interest on the principle amount on the
basis of the time period for which the loan has been taken. But even a small fraction of interest is
not allowed in Islam. This notion proposed an ample opportunity for the Islamic banks to offer
1

Grameen bank managed by noble prize winner Dr. Muhammad Younas is a viable example of group based
lending (Ahmed, 2002). Under this method, loan is issued to a group of people who are willing to start small
business.
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interest free financial services especially in those areas where Muslims represents major inhabitants
of a community (Taib, Ramayah and Razak, 2008). The above stated problems of conventional
modes of financing opens a new horizon for the Islamic banking and provides a solid framework for
Islamic way of microfinance that is based upon profit and loss sharing financing and partnership
financing.

Akhtar (1997) argues that “partnership financing scheme provides compatible incentives to the banks
and borrowers, whereby both the parties are agreed to share the actual profit and loss in a
proportion on predetermined basis”. Partnership financing is equity based contribution where both
the parties i.e. lender and borrower invests money and profit is being shared according to ratio of
investment.

According to Ahmed (2002), “While conventional microfinance institutions (MFIs) have expanded
their operations in the last two decades, poverty-focused MFIs based on Islamic finance are lagging
behind”. Segardo (2005) argues, “Islamic financial institutions will find niches, although hybrid
approaches, such as microfinance, which applies classical Islamic values using at the same time
conventional lending practices”.
The conventional banks and financial institutions alone cannot meet the increasing requirement of
loan and microfinance due to increase in population and poverty in the most developing countries.
This notion leaves room for Islamic microfinance to capture the opportunities of that segment of the
population which has not yet been able to get financial assistance. Further, the salient feature of the
profit and loss system allows Islamic banks to lend money even to the volatile projects with greater
risk-return. A distinguishing objective of the Islamic banking is the profit and loss sharing system
rather than relying on the fixed rate of return in form of interest on the deposited money (Chong and
Liu, 2008).
Since there are only few studies that have been made on Islamic way of microfinance thus Ferro
(2005) argues that “Islamic finance, if inserted in a new paradigm, could be a viable alternative to the
socio – economic crisis lived by the Western paradigm”. According to him, primary tools of Islamic
finance, Profit and Loss Sharing, Partnership financing and cost plus mark up can be fit under the
ambit of microfinance.
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1.3.

Problem Statement

To introduce microfinance under ambit if Islamic banking is not risk free. Profit and Loss Sharing is a
primary Islamic means of microfinance but it provides partial control rights to its investor because in
case of failure of the project, all the loss is borne by the owner of the capital. The lack of
management and control right imbalances the governance system of the profit and Loss sharing (Dar
and Presley, 2000). Likewise, partnership mode of Islamic microfinance is criticized for the
distribution problems (Choudhury, 2001). Our study tends to capture the risk taking behavior of the
borrowers of Micro finance. We will focus on the risk taking behavior of Islamic finance because
there is an increasing need of proper monitoring in case of Islamic microfinance.
We will stick our study to the profit and loss sharing financing model of Islamic microfinance. As we
have come to know from the theory of profit and loss sharing financing, that in case of loss all the
loss has to be borne by the lender of the capital i.e. microfinance institution. Under such situation, it
is very critical for Islamic microfinance institutions to monitor the attitude of their borrowers in order
to ensure the proper and timely repayment of issued loan. Repayment of the loan is important
because it is a source of sustainability for Islamic microfinance institutions. These institutions have
limited funds and shortage of resources so same resources are used to help a number of poor
people. So till previous borrower’s has not repaid the amount of taken loan it may become difficult
for microfinance institution to issue loan to new borrowers. In this scenario, proper repayment is of
ample importance. Further, repayment can be ensured only with the help of effective and efficient
monitoring procedure.

1.3.1.

Research Question

Based upon the above discussion, we have developed our research question as follows:
How should Islamic microfinance institutions monitor profit and loss sharing loans (Mudarabah)?

1.4.

Purpose

The main purpose of our research is to study if and how profit and loss sharing loans are monitored
by the lender. We have chosen the topic to discuss the issue of monitoring in Islamic microfinance on
the basis of the risk taking behavior of its customers. Because under conventional microfinance, the
borrower is always the risk taker while in Islamic Microfinance, Lender is the risk taker sometimes.
Profit and Loss Sharing Model of Islamic finance is based on the same rule in which profit is being
shared according to agreed ratio but loss is only borne by the supplier of the capital unless loss is
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incurred due to misconduct, negligence, or violation for the conditions mutually agreed by both
parties (Jobst 2007).

A key objective of our research is to analyze what is an effective monitoring policy for microfinance
institutions. Monitoring can be beneficial in reducing loss and to reduce the risk of default borrowers
in profit and loss sharing finance.
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Chapter 2: Islamic Microfinance Models
Starting from the evolution of microfinance and brief background of Islamic microfinance this
chapter further includes description Islamic microfinance models.

2.1.

The Evolution of Microfinance

Microfinance is a young concept beginning in the 1950s, the urgency for need of social development
led banks to introduce credit programs to financially support particular communities. The boom of
Microfinance started after World War II because a number of countries were struggling and facing
increased poverty. The popularity of microfinance begun in the late 1980s when so called microcredit
program used. This program changed the conventional thinking that the poor people are not able to
return the borrowed money within the scheduled time. Because evidence showed that poor people
who were provided microfinance loan, not only they returned the original borrowed money also
paid interest rates as well (Segardo, 2005).
Microfinance has been prospered during last two decades. This is because a number of financial
institutions have come up with the aim of providing microfinance to the poor in the developing
countries. The rise of the microfinance concept enables poor entrepreneurs to initiate their own
business and expand the circle of their economic activities. Availability of small loans in the form of
microfinance gives birth to the small enterprises which in turn generates employment for the poor
people, increases the efficiency of their work and leads to the greater productivity (Akhtar, 1997).

2.2.
2.2.1.

Islamic Microfinance
Defining Islamic Finance

Islamic Finance has been construed as an alternative to conventional Finance. It allocates the
resources in the direction of projects approved by the Islamic Law using Islamic financing
instruments. Contrary to modern financing, the concept of Islamic financing differs on the basis of
main Islamic rule which strictly prohibits interest. Islam does not take money as a commodity and
hence it cannot be used to earn any profit or any extra surcharge imposed on it (Siddiqui, 1983, Taib,
Ramayah and Razak, 2008). This means the money itself cannot be used to earn profit in the form of
interest on the given amount. This is not allowed in Islamic law because if we provide loan to
someone in form of money and then we charge profit or extra surcharge on it, this will be treated as
interest which is not allowed at all.
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The salient feature of the profit and loss sharing system allows Islamic financial institutions to lend
money for a long term basis to volatile projects with greater risk-return profiles and hence leads to
economic growth. A distinguishing objective of Islamic banking is the profit and loss sharing system
rather than relying on the fixed rate of return in form of interest on the deposited money. A basic
difference is due to the fact because charging of interest is not allowed hence Islamic banks invests
the deposited money in some business and then profit and loss derived from that business is shared
between the concerned parties according to agreed ratio. In such situation, it is necessary for both
parties to work sincerely to earn more profit which is necessary for their mutual benefit.
2.2.2.

Purpose of Islamic Finance

Conventional mode of development and production encompasses three basic objective, these are
economic freedom and self-interest, maximization of profit, and supremacy of market forces. On the
contrary, Islamic financial institutions which are working under the Islamic law need to fulfill social
responsibilities that go against the western world view of maximization of wealth in form of profit
(Ibrahim 2006, Dusuki, 2008). This is because Islamic financial institutions have to depend on legal
sources of profitability which are allowed under Islamic law like equity based participation and profit
and loss sharing models of Islamic Finance.
Islamic principles of finance encompasses two basic motives, first is the interest-free financing
instruments in the private sector. Second is the development of financing instruments based upon
Profit and Loss sharing and partnership participation. Akhtar (1997) argues “partnership financing
scheme provides compatible incentives to the banks and borrowers, whereby both the parties are
agreed to share the actual profit and loss in a proportion on predetermined basis”. Partnership based
financing is based upon equity contribution and provides benefits to the banks and borrowers
because both the parties pursue the opportunities and puts their efforts to get maximum benefit
from this transaction in the favor of their enterprises.
2.2.3.

Microfinance under Islamic Finance

According to Ferro (2005), “despite theoretical, historical and practical differences, analogies can be
found between microfinance and Islamic banking. It is important to notice, however, that Islamic
finance represents a solid reality, compared to microfinance, for volumes and level of originality,
having become firmly established as a significant force in the global Economy”.
First similarity is that both forms of financing focus on helping the poor and capital is provided to the
small investors for the establishment of their business ventures. Second similarity is that both the
methods aim to provide financing means to the poor people without any discrimination. Third
14

similarity is that while Islamic finance bases upon religious principles that focus on the achievement
of social goals and development, likewise goal of microfinance is also the social development through
helping the poor people and small investors (Ahmed, 2007).
Since there are only a few studies that have been made on Islamic way of microfinance thus Ferro
(2005) argues that “Islamic finance, if inserted in a new paradigm, could be a viable alternative to the
socio – economic crisis lived by the Western paradigm”. According to him, primary tools of Islamic
finance like Profit and Loss Sharing, Equity Participation and Resale Contract can be fit under the
ambit of microfinance. Because these instruments contains perceived values like profit and loss
sharing, equity based participation that is beneficial for both the parties and both parties puts their
efforts for the smooth running of the project in their own interest (Akhtar, 1997).

2.3.

Models of Islamic Microfinance

In conventional Microfinance, repayment is usually made soon after the loan is sanctioned and
disbursed. Repayment also includes a necessary interest payment that is levied on the original
amount of the loan.
While in Islamic microfinance, where interest is strongly prohibited this might not be the case.
Islamic microfinance use different instruments and repayment of microfinance differs under each of
the Islamic Microfinance instrument. The following are the primary financing instruments used for
the Islamic Microfinance initiative (Khan and BenDjilali, Metwally 1997, Wilson 2007):
2.3.1.

Profit and Loss sharing Financing

This is a mutual agreement between the supplier of the capital and the entrepreneur, who are
agreed to undertake a specific business project. In which one party is providing his capital in form of
money and other party puts his efforts and knowledge to run the project. Both the parties are agreed
to the profit sharing on a pre determined basis. But in case of loss, it is beard only by the supplier of
the capital i.e. bank unless loss is incurred due to misconduct, negligence, or violation for the
conditions mutually agreed by both parties (Jobst 2007).
According to Akhtar 1997, “Profit and Loss form of financing is quite suitable for professionals,
artisans, and entrepreneurs who have innovative ideas/plans but cannot implement them due to the
shortage of financing”.
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2.3.2.

Partnership Financing

This concept is similar to business partnership or joint venture with little difference that the profits
earned from a project are shared on the basis of agreed ratio but in case of loss, it is borne by the
both parties on the basis of equity participation.
According to Akhtar 1997, following are distinguishing features of Equity Participation mode of
financing.
A specific proportion of profitability should be granted to client as the “management fee”. The
remaining profit is to be distributed between the bank and the borrower i.e. client on the basis of
funds invested by both the parties. The loss is also shared both by the bank and the client in
respective of the nature of their contribution toward capital formulation. Profit and loss sharing ratio
is pre determined and thereafter cannot be changed. It can be either continuous partnership or
diminishing partnership for a certain period of time for instance for 12 months. Then after passing
the time frame of partnership, the share of the bank ends through repayment of the agreed price
and the whole project goes within the vicinity and control of the client.
Akhtar 1997 further suggest some measures that should be taken in order to ensure the proper
practice of the partnership contract, these conditions are described hereunder.
A separate bank account should be maintained for the joint venture. Project material should be kept
in safe custody and withdrawals made on agreed basis to use it efficiently. Material purchased for
the contract should be supported by invoices and bills and this should be limited to the quantities
and types mentioned in the contract. The client is required to submit period reports showing detailed
results of the operations. Sales revenues should be deposited in the venture specific bank account
regularly and detail for such revenues should be properly recorded in the sales book i.e. books of
accounts. Above all, client should give adherence to the dates specified for the initiation and
liquidation of the project.
2.3.3.

Resale Contract Financing

Under this contract, the supplier of the capital purchases an asset on the request of the borrower
and resale it to him on cost plus profit basis. Logic behind this resale contract is that Islam prohibits
charging interest on the money but Islamic law doesn´t prohibits profit earning on the original cost.
According to Jobst 2007, it involves following:
A sale-repurchase agreement for the borrowers requested asset. The lender purchases a tangible
asset from a third party on the behalf of the borrower. Under this method, the resale price is based
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on the original price of the asset and the pre specified profit charged by the lender on the underlying
asset.
Abdul Rahim 2007 suggests some other Islamic financial contracts that can be used as Islamic
microfinance instruments.
2.3.4.

Leasing

It is a type of operational lease that involves property or purchase of any equipment. This can be
used as a tool for micro finance for home financing to the poor people and for helping in purchase of
required equipment by the needy small low income entrepreneur.
According to Jobst 2007, Under leasing model, Islamic Financial Institution provides credit in return
for rental profits for the time period of use of asset by the borrower and after the certain period
when the agreed price of the property is paid in full then ownership can be transferred to the
borrower. Here the lender of money, i.e. capital provider buys a requested asset and rent (leases) it
to the borrower for an agreed price rental payable in installments according to an agreed schedule.
The ownership of the asset remains with the capital provider till the duration of the transaction
period ends.
Hence costs linked with the ownership have to be borne by the lender and costs incurred for the use
of the assets have to be defrayed by the borrower. If the underlying transaction is a financing lease
then rental lease payments also includes installment of the agreed resale price. This grants the
borrower to get the equity ownership of the asset on the basis of the pre determined sale price (Call
Option). If the borrower of the asset does not exercises the call option at maturity, the lender has
right to the disposal of the asset (Put option).
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Chapter 3: Monitoring the Microfinance Loan
In this chapter, we will be discussing the increasing importance of monitoring in microfinance.
Starting with the rationale for monitoring, we elaborate on different problems which may occur
when monitoring a microfinance loan. We discuss monitoring strategies than can be used in order to
safeguard against anticipated loss or risk or default from the borrower.
Finally, we illustrate the importance of monitoring in Islamic Microfinance. In particular focus on the
issue of monitoring in Profit and loss sharing model of Islamic microfinance since this is our topic of
interest..

3.1.

The Importance of Monitoring

Monitoring of a loan is important for each microfinance institution (MFI). Hence it is important to
maximize the repayment rate because this is a driver of profit and sustainability. If an MFI has a
higher repayment ratio, this will grant the organization with opportunity to lower its interest rate on
the loans which in turn decrease the financial cost of credit and thus in the long run enables many
more borrowers to access the available credit. Another important benefit of high repayment is that
such performance can support MFI to reduce its dependence on subsidies from the donors that will
take the organization to a higher sustainability level. Another argument in favor of repayment comes
in form of gaining new funds because then it becomes easy for MFI to call for further funds and
increase the vicinity of its financial support services to the needy ones (Marie Godquin).

3.2.

The Rationale for Monitoring

Monitoring in microfinance is necessary due to the following two reasons.
Firstly, if there is risk regarding repayment from any project and it is deemed that such a contract is
not proving beneficial for the microfinance institution (MFI) then the MFI would have the
opportunity to abandon this project to safeguard from the risk of fraud or default from the borrower.
The second reason is that the microfinance institutions (MFI) are primary found in the least
developed areas of the world. When these organizations set up themselves for helping the needy
one´s in some unknown area then there is either no or limited information available about new
borrowers. Such information asymmetry increases the risk for adverse selection and moral hazard.
Hence in such a situation, it becomes necessary for a microfinance institution to carefully monitor its
contracts and would seize a contract if chances of default are found in it.
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3.2.1.

Information Asymmetry

According to Godquin, “Information Asymmetries arise when gaining information on the
characteristics or on the behavior of the borrower is costly for the MFI”. Although use of collateral or
Security can be a safeguard against such problems. However, it should be noted that such a security
option is difficult due to lower availability of pledged assets from borrowers and lack of legal validity
in form of guarantee. A higher concern in this regard is adverse selection because mostly borrowers
of microfinance are poor clients not capable of providing any such security requirement (RodríguezMeza, 2000).
3.2.2.

Avoiding Adverse Selection

Adverse selection denotes those borrowers who are chosen with undesirable characteristics. This
notion is common in microfinance because it is often hard to get the proper history of the borrower.
Especially in case when the Microfinance institution has started operations in a new place or when
there is a new borrower for whom there is no background history available related to his/her
repayment behavior.
Hence, asymmetric information may also leads to problem of adverse selection because if the MFI is
unable to collect exact and complete information about their borrowers. Then it must rely upon the
available information and would choose borrowers with undesirable characteristics. These are the
borrowers with high risk profile or those with inability to take appropriate benefit of the credit.
3.2.3.

Avoiding Moral Hazard

Moral Hazard in general terms relates to the unexpected acts from the agent. This is a common issue
that is widely used in literature especially in Principle Agent theory. In Microfinance, moral hazard is
of ample importance because if the borrower acts in an unexpected manner than this will lower the
morale of the supplier of the capital i.e. microfinance institution. In this scenario, such acts from
borrower would lead to the serious problems that sometimes results in seizing or abandon the
contracts. Hence MFI may have to bear the loss resulting from abandoning a certain project.
Provision of microfinance facility to adversely selected clients also generates the problems of Moral
Hazard in which borrower behave in an unexpected manner. For example borrower immorally
utilizes the loan and makes only little effort to repay the loan. Hence, adverse selection and moral
hazard together increases the ratio of the default borrowers or those clients who do not repay their
loans on scheduled time. To safeguard against such acts the bank can monitor the borrower. There
are different strategies of monitoring valuable for microfinance institutions.
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3.3.

Monitoring Strategies

Monitoring Strategy is a framework to carefully follow up the issued loan. Different strategies has
been designed which use different set of rules to find a solution to contract enforcement problems in
microfinance. Most of these contracts use either one or several of the following characteristics
(Rodríguez-Meza, 2000).
3.3.1.

Flexible Collateral Requirement

For first time borrowers, standardized contracts with collateral requirements are further improved
with new terms and condition. This is important so that with each new loan, borrowers would reveal
their capacity and willingness to repay. A number of innovative form of security requirement are
introduced and being used as collateral that rely on the value in use of the pledged asset rather than
relying on its market value. Another important concern in this regard is the development of a longterm relationship between the provider of the capital and the borrower. Under such scenario, trust
of the borrower grant him access to further loans but such trust is only built if borrower has a good
repayment history.
3.3.2.

Delegated Monitoring / Peer Pressure

In order to improve repayment rate and to get rid of problems faced by microfinance, MFI uses
strategies of direct or delegated monitoring, peer pressure and overall reputation regarding risk
bearing repayment behavior of the client. Recovery and Collection department of an MFI is
responsible for such steps. This department is liable for repayment and forces the borrower to repay
the taken loan on scheduled time. Group pressure method can be used by the department in which
they pressurize the borrower if he has not repaid any installment on due time.
3.3.3.

Joint Monitoring

Many authors believe that joint liable group loans can be a suitable source to reach desired results of
microfinance. It is argued that such group loans grants the lender with an opportunity to get rid of
adverse selection due to asymmetric information and safeguard problems of moral hazard (Giné et
al, 2006).
Another notion in the favor of joint liable group contracts is due to the reason that under this
contract as each member of group is responsible for all others because all the group members are
denied for future loan if anyone of them makes default of become unable to repay his part. This is
how such act of social interaction facilitates higher repayment rate (Giné et al, 2006). According to
Marie Godquin, “The joint liability lending mechanism is considered to be financial innovations
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(Edgcomb and Barton, 1998) that make it financially sustainable for microfinance to lend to the
poor”.
In Spite of the fact that group loans are considered as a remedy to deal with risks of asymmetric
information and problems of moral hazard. A number of microfinance practitioners are not fond of
the group lending contract (Conning, 2005). Hence it is argued that “When the use of such
mechanisms is insufficient for the MFI to reach a first best repayment rate and when borrowers are
heterogeneous in their probability of default, the MFI should also allocate loans of different size to
the borrowers so as to maximize the proportion of outstanding debts repaid on time. If there is
observable heterogeneity in the repayment probability of borrowers for a given size of the loan, the
MFI then allocate larger loans to the safer borrowers with high repayment history and lower
probability of default” (Marie Godquin).

3.4.

Option to Terminate the Contract

Another important option used by MFI´s in order to ensure and improve repayment performance is
seizing of assets and termination of the contract in case of serious repayment problems occurs.
The execution of this option depends on the borrower´s long term relationship with the credit
provider. A major shift in the borrower’s attitude is clear from the fact that if the borrower is granted
a onetime loan and there is no hope for the borrower to get a loan in the future then there is greater
chance of default by the borrower. Under such scenario, there is no more surety for the repayment
to be made on scheduled time. This notion generates principal agent theory to model relationship
among the borrower and lender of microfinance.

3.5.

Monitoring in Islamic Microfinance

A microfinance repayment can be made differently, one alternative is continuous repayment. This
means that initially a small amount of loan is granted to the borrower. After he has successfully
returned this amount then a slightly higher amount of loan is sanctioned and so on. Another form of
repayment is installments. This implies that the loan is sanctioned and granted in full and thereafter
it is returned in small installments. Finally the loan can be supplied in small installments that should
be paid back i.e. returned in full at a certain period of time.
It should be noted that there is a different sequence of repayment used in Islamic microfinance
compared to conventional microfinance. Repayment thus differs on the basis of mode of transaction
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(models of Islamic microfinance). In order to ensure the successful repayment of issued loan, there is
need of careful monitoring for each model of Islamic Microfinance. We here focus on one such model
that is profit and loss sharing financing.

3.6.

Monitoring of Profit and Loss Sharing Loans

Under a profit and loss sharing loan the supplier of capital can be either a private investor or a bank
and profit is shared on a predetermined agreed basis. In case capital is financed through a bank, “the
bank charges profit in the form of a floating-point profit rate that is attached to the debtor’s profits”
(Ghayad, 2008). However, loss is borne only by the provider of the capital i.e. bank only. This notion
leads to confusion which is called agency problem in simple terms because borrower of the capital
can put ahead his personal goals. When the borrower thinks that he is free from any liability because
loss is only borne by the lender then he may not work sincerely. In fact borrower can place his
personal goal put ahead of corporate goals and may make default in this scenario.
Also the lending party has partial right due to asymmetric information because principle or capital
provider has limited or imperfect information. On the contrary, borrower of the money i.e. agent has
exact and full information. Thus this tend raise to the concept of moral hazard for the lending party
i.e. banks. Research in the field of Islamic finance has outlined the following five main factors that
can reduce agency problem for Profit and Loss Sharing contracts (Rahim, 2007). These are business
skill, business reputation, business commitment, financial report of the project, length of the project.
Islamic Microfinance is a new and relatively emerging concept. When Islamic Microfinance
Institutions are entering new market and launching their initiatives in new place. At first hand they
do not have exact and complete information regarding their new borrowers. This notion leads to the
problems of asymmetric information and adverse selection. As IMFI has to rely on the available
information about the customer so it is of utmost importance for newly developed IMFI to carefully
monitor the sanctioned loan in order to ensure its repayment on scheduled date. If an IMFI is not
carefully monitoring the issued loan then it can causes less repayment rate. As discussed earlier, less
repayment rate subsequently causes sustainability problems for the IMFI.
Under profit and loss sharing model of Islamic microfinance, we can see that now monitoring is of
ample importance from two respective points.
Firstly, when IMFI is a new entrant to a market, there is problem of adverse selection of borrowers
because there is no knowledge about good and bad clients. Secondly, due to agency Problem in
which all the loss is to be borne by the bank only.
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3.6.1.

An Agency Problem

Agency problem occurs when manager put their personal goals ahead of corporate goals (Gitman,
2001). This problem is common for profit and loss sharing loans in microfinance because the
borrower of the money who is also an acting manager of the business is aware of the fact that in case
of loss, all is to be borne by IMFI. Hence there is a greater chance of fraud or negligence by the
default borrower. It is human instinct that when such flexibility is granted to him/her, one will tend
to use it in personal interest. Likewise, under a profit and loss sharing loan, the borrower will tend to
use the available benefits in personal use and hence may not perform according to the expectation
of the IMFI. This notion often leads to problem of Moral Hazard and creates conflicts between both
the concerned parties.
Hence monitoring the profit and loss sharing loans under Islamic Microfinance is an emerging
problem which we will tend to answer in the later chapter.

3.7.

Features of a Secured Loan

According to Saurina (2002), a secure loan encompasses following characteristics. These are as
follows.
1- Collateral / Repayment
2- Maturity (Time Period)
3.7.1 Collateral / Repayment
A secure loan is protected by some sort of guarantee or security against the default, this is referred
to a collateral requirement. Collateral is required in order to secure credit and to assure timely
repayment of the sanctioned loan.
Following are the repayment options that are deemed to be available to a borrower of the credit.
3.7.1.1 Incremental Repayment
Under this method, a small amount of credit is sanctioned first and after it is successfully returned
then a slightly higher amount is sanctioned to the borrower of the loan and after successful
repayment of it another bigger amount would be available for use and so on.
This can be graphically represented as follows.
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Payment

Repayment

Figure 3. 1 Incremental Repayment

3.7.1.2 Installment Repayment
This is a type of Loan that can be returned in installments. After the loan is sanctioned, the original
amount is paid in full to the borrower but repayment of this loan is made in installments. This type of
credit provides confidence to MFI and self interest to the borrower as with each installment of
repayment borrower gets a slightly higher installment of loan and so on.
Installment loan can be graphically presented as follows:
Payment

Repayment

Figure 3. 2 Installment Repayment

3.7.1.3 Upfront Loan
This is a type of loan in which original amount is paid in installments and at the end of the time
period it is returned in full. This type of credit is more risky than other two types due to inherited
problem of default and should be managed carefully.
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Pictorial Presentation of upfront loan is given below:

Payment

Repayment

Figure 3. 3 Upfront Loan

In such a type of loan, as repayment is made once at the end of loan time and the loan is granted in
installments. So there is an increasing chance of default which implies higher security risk for all the
types of financial institutions and particularly for microfinance organizations. In such scenario there is
increasing need for careful monitoring on such a type of loan so that borrower may not make default
after getting many installments of loan and may not refuse to repay the loan at the end.
3.7.2. Maturity Time Period
Maturity time is of ample importance for a secured loan. For efficient use of a loan it is necessary
that the loan is repaid back on scheduled time period.
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Chapter 4: Research Method
In this chapter research methodology for pursuing our study will be discussed in detail through
research design, research strategy and data collection will be explained. Moreover, validity, reliability
and credibility in order to answer the research question and thus reveal valid results.

4.1.

Conduction of Case Study

Different strategies are used to perform research. Good research is based upon having the right
object at right place where strategies are chosen on the basis of suitability for research aspects.
According to Paul and Eriksson (2001), there are three main research strategies that can be
undertaken in order to find out solution to some underlying problem. These are experiments, surveys
and case studies.

We have chosen the case study strategy for our research because such strategy is of ample
importance in order to investigate the problem in detail. By studying the organization in depth with
relation to our research question would reveal useful results and findings in the long run perspective
(Zikmund, 1999).

Table 4. 1 Study choices: variable vs study objects

Study Objects
Many Objects
Variables

Few Objects

Many Variables

Survey

Case Study

Few Variables

Experiment

Survey/Experiment

Figure shows that case study technique is quite useful when we want to study many variables using
few objects. We have shortage of time as our research task is time bound hence in order to study the
underlying variables related to our study. In this scenario, we need to choose cast study method
which is useful for finding answers in a quick and compact manner.
4.1.1. Arguments for case study
The goal of our case study is to acquire in-depth study of monitoring in the profit and loss sharing
loan of Islamic finance. In this scenario case study is appropriate strategy to capture the experience
of organization relevant to our research question. Yin 2003 pointed out that a case study investigates
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a company, organization, entity or a region in depth. An important reason of choosing case study
technique is because our underlying research topic is relatively a new and emerging issue and thus
only a few people in general have sound knowledge related to practical implications of monitoring in
profit and loss sharing loan.
Hence it is vital for us to rely on case study technique in order to obtain up-to-date information from
the practitioners of Islamic microfinance. A higher concern to use case study is because we want to
know that how Islamic microfinance institutions can monitor loan that is issued under profit and loss
sharing system. Under such situation, we can get better result using a real life Islamic finance
institution.
4.1.2. Sample Selection
Sample selection is of utmost importance in order to obtain credible results (Yin, 2003). In this
research we have chosen a famous Islamic financial institution, Bank Islami is famous and among one
of the rare Islamic financial institutions which is granting profit and loss sharing financing. Here it
should be noted that majority of the islamic financial institutions operating in Pakistan are no longer
working on profit and loss sharing financing due to greater risk and higher volatility.

A higher concern to choose this specific organization is because of the reason that it is still working
on the profit and loss sharing financing of Islamic finance when some others have stopped working
on it due to high degree of risk involvement in it.

Moreover, we have chosen this organization because it is continuously taking suggestions and
advises from the Islamic Law experts to keep its products up to date and in accordance with Islamic
financing Law. The organization has hired Islamic Law experts as their financial advisor and we have
also taken an interview from one of their financial advisor.

4.2.

Conduction of Interviews

Data that is gathered first hand in research is referred as primary data. Such data can be collected
from various sources for instance from company reports, personal interviews and observation. As
case study has applied in this thesis, so in order to get primary data we conducted personal
interviews to have a deep insight into the research problem and to get credible results.

We conducted qualitative interviews with the executives of Bank Islami Pakistan who are also experts
in Islamic Law. The reason of using interviews technique in our case study is because it is a compact
way to obtain answer of research question. Follow up questions can reveal such results and findings
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that we may not find using other methods like questionnaire. Another benefit of using interview
technique is that there are very less chances of miscommunication in one to one personal interview.
Direct communication in form of interview minimizes the respondent’s biasness to produce effective
results.
4.2.1. Choice of Interview Technique
According to Yin (2003), Interviews can be taken in focused, panel, open ended, structured and Semi
structured forms and it is the best approach in order to find out answers to such research questions
which are complex in nature. A higher concern in this regard is because it provides flexibility and ease
of answer to respondent to reply in his/her own words. Hence interview technique has ample
importance to investigate the problem in detail and to get the accurate answers of the research
questions at hand (Zikmund, 1999).

Another important reason of choosing open ended interview approach is due to the reason because
Yin (2003) further argues that other interviewing techniques like structured interview requires
specific questions that are predefined hence such approach is of limited use because it bound the
respondent to answer the specific questions only which may generate greater chances of biasness.

The natures of the questions asked in interview were open ended and unstructured. We use
unstructured questions because our chosen organizations issues profit and loss sharing ratio
according to specific terms and conditions. As we read through the website of our organization
www.bankislami.com.pk we come to know that provision of profit and loss sharing loan is
characterized by individual rating and hence it depends upon the nature of the business and
proposed business plan.

Hence amount of profit and loss sharing loan to one borrower is different from that is provided to
another borrower. In this scenario, construction of structured questions is of limited scope and can
result in incomplete and insufficient information that would generate void answers. Due to this
reason we have to depend upon unstructured questions in our research.
4.2.2. Choice of Medium
We have used telephone media for interview. The reason to choose telephonic interview is not only
time and distance hurdles but also because telephonic interview provide us the opportunity to
discuss the topic in detail (Ghauri and Gronhaug, 2005). Currently we are living at the far distance
from the organization which we have chosen as our case study so telephonic interview provides us
the benefit to save the time rather than relying on other media for instance written questionnaire.
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4.2.3. Recording of data
In order to ensure the respondent’s answers are completely understood and successfully interpreted
in our research, taken interviews were recorded using a recording device. This step is essential to
avoid chances of miss interpretation and miss communication.

While recording data, respondents were taken into confidence that such data will be purely used for
the research purpose only and hence will not be used elsewhere. This is useful to inform the
respondent about the reason for recording data in order to attract him and to get answers in an open
and flexible manner.
4.2.4. Development of Interview Questions
Interview questions were divided in three categories. Firstly, we asked general questions to each
respondent about their duties, designation and background information about the organization.
Secondly, we asked questions to the respondents in relation to our research question that how they
used to monitor the profit and loss sharing financing under different circumstances. Thirdly, there
were follow up questions related to ongoing discussion about the topic of research.
4.2.5. Choice of Interview Subjects
We have conducted 3 interviews one from its branch manager who is responsible for the proper
management and smooth running of its branch.

Second interview was conducted from an executive of customer services department. This
department works with the aim of proper monitoring of all the types of issued loan including profit
and loss sharing loan.

Third and last interview was conducted from the Financial Advisor of the organization who is also an
expert person in Islamic Law.

Table 4. 2 Knowledge vs Role and duties

Knowledge
Same
Role and Duties

Different

Same

Branch Manager

Research Manager

Different

Islamic Law Expert

---------------------
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Above figure shows that we have chosen interview subjects based upon their duties in relation to our
research question and their knowledge in the underlying field. As our chosen subjects differs
according to nature of their role and everyone from chosen people shares different knowledge than
other. In such a way, we are hopeful that our research would reveal significant results based upon
past experiences and suggestions of the concerned interviewed persons.

The questions were asked from the respondents in relation to their duties. Purpose of questions was
to take evidences from their past experience. The current strategies of the organization for the risk
monitoring in profit and loss sharing model and their future recovery policy for the issued loan was
also discussed.

The questions asked from the respondents were supposed to be answered in descriptive manner
rather than just relying on Yes or No questions, which would reveal authentic answers and hence
generate credible results.

4.3.

Data Analysis

In order to get valid results and to arrive at an effective conclusion, it is necessary to analyze the data
in a good manner. We have performed the analysis based upon results we get from our research and
by making a comparison of these with the results of previous studies.

4.4.

Procedure for obtaining credible results

According to Zikmund (2000), credibility is gained by getting accurate information from the
concerned persons. In our research, credibility will be ensured by interviewing those trustworthy
people who are in touch with the profit and loss sharing model for years. All these people are Islamic
finance practioners and have a grip on the underlying research question. Bank Islami itself is working
on profit and loss sharing model since last 4 years and accredited by State Bank of Pakistan.
4.4.1. Capturing Active Response
In order to ensure that the answers received from the respondents are neutral and to minimize the
bias results. In our research, we send questions related to our study to the respondents 10 days
before through email. In such way, we give them adequate time to prepare their answer. In addition
we use recording device while conducting interviews. Another effort in this regard is by taking the
interview in our native language Urdu in order to avoid chances of error, and to get rid of
miscommunication and wrong interpretation. Such criteria are being used just to ensure validity and
to develop reliable results.
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Chapter 5: Results and Analysis
In this chapter, we will be presenting our results based upon empirical data gathered from the Bank
Islami officials. We would further analyze the collected data using three points time line model to
justify the difference between the literature and practical implementation of the profit and loss
sharing model of Islamic finance. We have developed an analysis model based upon time line of the
the profit and loss loan.

5.1.

Model of Analysis

Start of Contract

Duration of the Contract

0

1

End of the Contract

2

Figure 5. 1 Model of Analysis

According to above designed model. Point 0 represents the period at which profit and loss sharing
contract is being started. Gap between point 0 and 2 represent duration of the contract. Indeed
point 1 is the underlying area when there is increasing need of monitoring for the proper
understanding and smooth running of the contract.
Starting from the introduction of the Bank Islami, we will present the results on the basis of data
gathered from bank. Then we would specify our research in making analysis to our research question
in detail.

5.2.

Case Study of Bank Islami, Pakistan

5.2.1

Background of Organization

Bank Islami got accreditation from State Bank of Pakistan on August 19, 2004. Certification of
Incorporation was issued on October 18, 2004. However bank started its business operation in April
2006. Today bank Islami has 102 branches in all over Pakistan and number of its employees are 1430.
There is a permanent and persistent increase in the financing operations of the bank Islami. In March
2007, Bank financing was amounted to PKR2. 1470 millions while in March 2009 it was raised to 6704
PKR. Figure 5.1 shows the growth in financing activities of Bank Islami during last 4 years.

2

PKR = Pakistani Rupee, Currency Unit used in Pakistan.
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Amount in Million
PKR.

Years
2006

2007

2008

2009

Figure 5. 2 Growth in financing sector of bank Islami Pakistan

Profit and Loss Sharing financing is used to fulfill project financing needs as well as working capital
financing needs of Corporate Clients. Since this is based on pure profit and loss sharing arrangement,
therefore the risks associated with such transactions are greater as compared to other financing
modes. Due to this reason, profit and loss sharing transactions are executed subject to satisfactory
review of feasibility of the proposed transaction/project.
In order to meet the increasing need of credit and to fulfill its customer’s expectations, Bank Islami
profit and loss sharing loan is used to fulfill the requirements of working capital finance and project
finance.
Working Capital Finance is short term loan that is being offered to meet the running needs of a
business enterprise. This is a low cost and flexible financing that is available in order to meet day to
day financing needs of an organization.
Project Finance is a medium and long term financing. This is used to finance a certain project.
Duration of such credit facility is dependent upon length of the project. Bank Islami provides Project
finance using different modes of Islamic Finance.
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5.3. Results
5.3.1. Forms of Contract
Interview from the bank Islami officials reveal significant results. According to respondents, there are
two forms of Profit and loss sharing. In first case, bank Islami acts as the borrower of the capital and
by taking investment from the customers it further invests in business projects. This means that
when clients open account in the bank Islami using Profit and Loss sharing system. Bank keep their
money as an investment loan and further invests this in different business and then profit and loss is
being shared according to the agreed ratio on the basis of terms and conditions of the contract. In
this scenario, all the loss is to be bear by the customer because he is acting as the investor of the
capital according to theory of profit and loss sharing model.
In later case that is related to our research question, bank acts as an investor and provides financing
to the borrower of the capital i.e. to the customer. In such scenario, all the loss is to be borne by the
bank because here bank is acting as the investor of the capital according to the theory. Hence it is
rare case and bank Islami is not as much active as it is thought to be in this respect. So before we
would be elaborating our results it is necessary to note that in our research questions bank is
investor of the capital and all the questions are answered in this case.

5.3.2. Answer to Research Questions
Respondent replied on question “As per theory of profit all the loss model, all the loss is to be bear
by the investor of the capital i.e. (bank) is it true and up to which extent?”, in order to overcome
the risk of loss and to minimize the need of monitoring bank has introduced a strategy of providing
physical assets rather than providing loan in form of money.
According to Chaudhry Waqas Safdar, Branch Manager “Profit and Loss sharing is not a loan in fact it
is an investment proposal in which one party makes financing and other party manages the smooth
running of the business. But in case of Bank Islami, we are not providing financing in form of cash but
we are providing physical assets in form of machinery or other required tools. Further cost plus profit
of the asset is early disclosed at the start of the contract”.
This means that if the borrower needs some physical asset either to meet the running needs of the
business or to start up a new project then he must pay the amount of agreed profit that is levied on
the original cost of the asset. Above all, till the full payment of the agreed price, ownership of the
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underlying asset remains under the custody of the bank. But sometimes bank has to bear loss in the
following cases.
1) Bank has to bear the loss on the basis of contingency of the asset. So if the asset is as such
whose values depreciates with the passage of time and customer makes default after some
time to pay the installment amount. Although bank can sell the asset to fulfill its cost but still
at that time cost of the asset may not fulfill the incurred cost by the bank.
2) Another reason of bearing loss is due to the reason because bank may have to incur many
costs related to resale contract or in form of auction.
Here it is vital to note the difference between loan and financing. Bank Islami is not providing any
loan but instead financing transactions are undertaken using profit and loss sharing model. This
means that bank provides required assets like in form of machinery on cost plus profit basis. Hence
bank acts as a supplier of the capital but early disclosure of the profit at the time of the contract
saves bank from anticipated loss and ownership right of the bank reduces the need of monitoring.
In answering a follow up question, interviewee replied that “under profit and loss sharing financing,
bank is the owner of the underlying asset which impels the borrower to work sincerely in order to
successfully pay off his/her liability. At the end of the contract period if the borrower has paid the
whole amount successfully then the ownership of the asset can be transferred to the borrower who
thus becomes owner of the asset and whole project comes under his/her controls”.
Profit and loss sharing contract is binding upon down payment by the borrower. This means if the
asset cost 200,000 rupee then customer is bound to pay agreed advance amount for instance 20%
net payment i.e. 20,000 rupee. Now this advance payment can be used in following two ways.
1) Bank keeps this amount as a security deposit which can be returned at the end of the contract
period.
2) Borrower can keep this amount as an investment in the bank where bank acts as the
borrower.
So in order to take control and to become the sole owner of the project it is necessary for the
borrower to work effectively and efficiently take care of the underlying business project. Customer
services executive replied about the question “How do you monitor the proper running of profit and
loss sharing financed business”. Cost plus profit ratio is arranged for every proposed project. Further
profit ratio is not fixed and can be changed according to the terms of the contract and nature of the
project.
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During the contract duration, monitoring needs is minimized by taking advance payment of the
underlying asset. Which acts as a security deposit of the asset yet monitoring is insured with the help
of recovery and collection department. In case if borrower has not paid an installment on due time
then this department is liable to remind the customer about the due payment. Although it is not the
most case because bank Islami only provides financing solution to its trusted customers who either
have a good history with the bank or have a good creditability i.e. business worth. Further provision
of the Profit and loss sharing financing is subjected to feasibility of the proposed project.
Nevertheless, if needed then delegated monitoring in form of peer pressure or group pressure can be
undertaken to keep the customer on the track.
Respondents replied on the question, “In case loss in incurred due to negligence of the borrower,
how would you recover your amount from the borrower”. In case the loss is incurred due to the
negligence of the borrower, bank provides him extra time to recover such loss and payback the
agreed cost plus profit ratio according to the specific terms of the contract. If the borrower is failed
to pay back the amount within that extra time, contract can be revoked by the bank as per Islamic
Law and then bank can recover the loss from selling the asset.
When respondents were asked about the question, “Do you think Profit and Loss Sharing Model can
be used to finance poor people, if so then how?” According to Walton road branch manager, profit
and loss sharing financing of Islamic finance can be used to help the poor people in the same way.
Although in practice bank is not yet offering small financing to the poor people but it is deemed that
same system can be used to help the poor people who lacks collateral requirement. Apart from Loan,
Profit and Loss Sharing financing can be used to help the poor people.
In such scenario, bank can help the poor people who have innovative business plan by providing
them machinery or some other asset needed for start of the business. Special importance should be
given to the business plan. Innovative ideas would be obviously appreciated in this regard especially
those which requires small financing and would reveal higher return taking less risk. Poor people who
lack collateral requirements can be bind with the cost plus profit system as implemented by the Bank
Islami.
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5.4. Analysis
5.4.1. Issuing Requirements and Monitoring
At Bank Islami, Profit and Loss Sharing Loan is a type of sale in which the seller discloses the cost of
goods and profit to the buyer. Using this short term financing mode, Bank Islami can finance the
asset purchase requirement of its customers. The Customer, intending to utilize the financig facility,
identifies the commodities ('assets') it needs to purchase through profit and loss sharing financing.
Bank Islami purchases the assets from Supplier and then sells the same to the customer against an
agreed price (including disclosed profit portion) on deferred payment basis.
Profit and Loss sharing financing facility is available for short term, medium term and long term
period. Provision of such financing is subject to nature of the proposed project and on the basis of
feasibility of the business. Cost plus profit amount can be paid in small installments and can be
spread from short time period up to longer time period according to the nature of the contract.
We have analyzed the results gathered from bank Islami officials on the basis of three points time
line model. Our area of interest lies at Point I i.e. duration of the contract when there is actual need
of the monitoring. Our analysis is expressed as follows.

5.4.2. Implications of risk in Monitoring
Bank Islami profit and Loss sharing financing reduces the monitoring cost to minimum level. As Bank
Islami only finance asset purchase requirement using profit and loss sharing loan hence it reduces
the risk of loss to possible lower level. Further, ownership of the traded asset remains under the
custody of the bank as per theory of Profit and Loss sharing financing. Ownership is only transferred
after the successful payment of the cost plus profit amount of the proposed asset. If customer
successfully pays the total amount within the projected time period then the ownership of the asset
is transferred to the customer.
So in order to become the sole owner of the asset and to pay off the liability customer is bound to
pay all the installments of cost plus profit as agreed in the contract. However, if due to some reason
customer is unable to repay the agreed amount or after some installments he is failed to carry on the
transaction then special flexibility in payment period is granted to the customer. Hence customer can
inform the Bank that he needs more time to pay the amount due to critical nature of the business or
some underlying problems.
But if the customer is making default and willingly refused to pay the specific installment amount
then bank can ensure repayment of the amount with the help of recovery and collection department.
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Who can use the group pressure and delegated monitoring techniques to enforce the customer to
pay back the due amount in every possible way. Nevertheless, if no option is remaining and customer
has gone bank corrupt and its business is gone in loss then as the last option. Bank Islami has the
right to sell the asset to fulfill the loss according to terms and conditions of Profit and Loss sharing
financing contract.

5.4.3. Contingency of Asset Type
Bank Islami has the right to seize the contract at any time, till the full payment of the mutually agreed
amount. Ownership right on the underlying asset grants facility to the bank to sell the asset and
recover its loss if the customer is unable to pay the agreed amount within due time. Yet this option is
not risk free and can lead to loss based upon contingency of the Asset Type.
Especially in form of machinery, as with the passage of time machinery depreciates and its market
value reduces. Hence it might be the possibility that when customers is unable to pay some
installment, at that time book value of the same asset is very less resulting in loss for the Bank. Due
to such risky profile, Bank Islami only facilitates profit and loss sharing financing with specific terms
and conditions that are dependent upon feasibility report of the proposed project.
In the feasibility report, description about type of asset needed, its market cost and nature of the
underlying asset is presented. If the underlying asset has short life span and is such which can
depreciate on early basis then profit and loss sharing financing is available for the shorter time period
that is less than the depreciated value of the asset. But if the asset type has a longer depreciated life
then the payment of the agreed amount can be extended to the longer period of installments.
Thus practice authorizes the bank to recover the cost of the asset in case if the customer is unable to
continue the contract after some time because bank can sell the asset before expiry of its
depreciated life. Such feasibility procedure at the very start of the contract reduces the need of the
monitoring to the minimum level and result in getting higher profitability even with highly risky
investment option of Profit and Loss sharing.

5.4.4. Agency Problem and Bank Islami
Principle agent theory tells us about the relationship between the parties. Such relationship can be in
form of lender and borrower as well. Profit and loss sharing financing at bank Islami is provided for a
certain project. During the project time period, it is necessary for the bank to carefully tackle the
situation in an organized manner in order to ensure proper repayment. Bank Islami is also trying to
get rid of agency problem with the help of providing flexible solution if the borrower is unable to
repay the installment of loan on due time. Extension in repayment time period is granted by the bank
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islami to overcome the underlying issue of agency problem. Agency problem as discussed in previous
chapters can occur in profit and loss sharing finance because in case of loss all has to be borne by the
lender unless it is incurred due to the negligence of the borrower. In this scenario, Bank Islami is
trying hard to keep its customers happy and away from any stress relating to loan. Such steps lead
the customer to contact the bank without any hesitation in case of any problem related to
repayment of taken loan. Further positive steps are taken by the bank by provide flexibility in
repayment time period in case of any problem faced by its borrower.

5.4.5. Asymmetric Information and Bank Islami
Agency relationship can be either in form of employee-employer or lender-borrower. Information
asymmetry is very critical in this case because bank Islami has less or limited information about its
borrowers. Bank Islami overcomes the issue of asymmetric information with the help of spouse
guarantee. Business reputation of the borrower is also examined in this regard because bank Islami
usually grants loan based upon satisfactory review of the feasibility report of the project.
However in case no such feasibility report is available, advance payment of the requested assets also
acts as collateral. Such effective steps by bank Islami provides a comprehensive solution to the
problem of asymmetric information and thus adverse selection may not be a big case for Bank Islami.

5.4.6. Moral Hazzard and Bank Islami
Moral hazard is a situation in which lender of the loan i.e. bank is disturbed due to the default
borrowers. Because if the borrowers are taking loan and not returning it on due time or if number of
default borrowers is increasing then ultimately this will affect the business of the bank. Same danger
is present for Bank Islami too but bank Islami model for profit and loss sharing financing provides
shield against such risk.
In case of bank Islami, ownership of the financed asset remains under the custody of the bank till the
full repayment of the cost plus profit. This efficient act forces the borrower to work sincerely in order
to pay off the liability and to become the real owner of the asset. Because after the borrower has
fully repaid the agreed price plus profit, whole the project goes under his/her control. However, in
some cases if the customer is making default and do not repay the agreed amount on due time then
asset can be sold out to fulfill the loss of the bank. This is how bank Islami is successfully dealing with
the issue of moral hazard and overcomes it.
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5.4.7. Difference between Theory and Practice of Profit and Loss Sharing
Financing
Case study of Bank Islami reveals significant result related to profit and loss sharing loan. We have
come to capture the difference between theory and practice of the Profit and loss sharing model of
Islamic Finance. Because theory tells us that although profit is being distributed on agreed basis but
loss is only charged to the investor of the capital. But from the real life practice of Bank Islami, we
have come to know that there is no more chances of loss if profit and loss sharing is practiced wisely.
Ownership right, early disclosure of the cost plus profit amount and down payment in form of
security deposit acts as shield against anticipated loss and results in profitability for the organization.
As per theory of the profit and loss sharing loan, all the loss has to be borne by the investor of the
capital i.e. Bank. But design of profit and loss sharing developed by Bank Islami attempts to get rid of
such risk. Bank Islami fulfills asset purchase requirement of its customers. Such Asset can be needed
either to start up some certain project or to expand the existing business as working capital finance
that is exactly similar to the theory of the Profit and Loss sharing finance. Above all, we have
observed that in reality there is no more risk involved in practice of profit and loss sharing model and
hence less need of monitoring in case of Bank Islami.
Nevertheless, basic difference between theory and practice of profit and loss sharing model is based
upon nature of transaction. Because Bank Islami do not provides loan in form of cash investment in
some business. On the contrary to theory of Profit and Loss sharing, Bank Islami invests in form of
provision of asset but not in cash or some money kind just to avoid loss and to reduce the risk to
minimum level if not zero.
Another difference between theory and practice is clear when we talk about early disclosure of the
cost plus profit. Because in theory of the profit and loss sharing model we do not find any such
characteristics that facilitates the early disclosure of the cost plus profit as we practically observed in
our case study.
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Chapter 6: Conclusion and Recommendations
6.1.

Summing Up

As per the literature review we come to know about the increasing importance of microfinance.
Many Authors believes that Islamic finance should play its role in meeting the demands of
microfinance because conventional microfinance institutions alone can not fulfill the requirements
(Ferro, 2005).It is further argued that Islamic financial instruments including Profit and loss sharing
model can be used to fulfill the needs of microfinance (Akhtar, 1997).
But high risk profile of the profit and loss sharing model turned out to be a problematic situation for
the microfinance institutions. Because as per theory, all the loss is to be borne by the investor of the
capital thus resulting in careful review of the feasibility of the proposed business project and during
the project it required effective monitoring to ensure the repayment that is the only source for
sustainability of the microfinance institutions.
In our current research, we have tried to find out the answers to the underlying problem of profit
and loss sharing model with the help of case study of Bank Islami. Bank Islami is probably the only
organization in Pakistan who is offering financing under profit and loss sharing model of Islamic
finance. Hence on the basis of our case study, we hope that our findings would prove beneficial for
Islamic Microfinance institutions to get rid of underlying problems of monitoring in profit and loss
sharing model.
Cost plus profit design as being developed and implemented by Bank Islami tends to get rid of
underlying risk of loss and thus reduces the need of monitoring to the minimum level. Although our
selected organization is a newly established organization but it is working on profit and loss sharing
model since start of its business operation.
Further, financing history of the bank Islami signifies a gradual growth. On the basis of high growth of
bank Islami financial operations it is clear that profit and loss sharing model of bank Islami is
progressing by leaps and bounds. We could easily conclude that if wisely implemented that profit
and loss sharing loan can result in profitability as in case of our bank Islami. Early disclosure of cost
plus profit, ownership right of the bank and security deposit in form of advance payments acts as a
shield against anticipated loss and thus reduces the needs of monitoring to least possible level.
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Above all, it is concluded that poor people who lacks collateral requirement can be benefited from
profit and loss sharing financing on the basis of careful review of the feasibility of the proposed
project. Because if it is deemed that a person has some innovative idea that requires small amount of
financing and would reveal higher return than Islamic Microfinance Institutions can facilitate
financing on the basis of cast plus profit basis as being implemented by the bank. Although in case of
bank Islami a compulsory advance payment is needed in order to bind the contract but poor people
who requires small amount of financing can be granted exemption from such requirement.
Ownership right of the Islamic Microfinance Institution upon the asset can get rid of risk of loss
because in case of default is made by the customer same asset can be resold in order to fulfill the
loss. At the end of the contract period if the customer has successfully repaid the whole amount than
subsequently ownership of the asset would be transferred to the customer making him sole owner of
the proposed project.

6.2.

Findings and Recommendations

Research on the Profit and loss sharing model to fulfill the microfinance needs is of limited scope.
Although Bank Islami profit and loss sharing model reveals positive results yet they are somehow in
contrast with the basic theory.
In reality, bank Islami model for profit and loss sharing financing is almost similar to the resale
contract (Murabaha) model of Islamic finance. This implies huge need of further research in order to
make a clear distinction between the models of Islamic finance and their practical implementation at
the Islamic financial institutions.
On the basis of our research, we also find out that in reality the practical implementation of Islamic
finance models at Islamic financial institutions is not in line with the theory of these models.
Especially in case of profit and loss sharing model because either no Islamic finance institution is
working on it and if working on this model then in such scenario, they itself acts as the borrower of
the capital.
Customer deposit money in profit and loss sharing account and bank invests their money in some
business to share profitability in agreed ratio but in case of loss all is to be borne by the investor of
the capital i.e. customer itself. On the contrary, if bank Islami is offering profit and loss sharing
financing than its practical implementation is not according to the principles of the theory.
On the basis of difference between theory of Profit and loss sharing model and practical
implementation of Bank Islami we recommend that Bank Islami should expand its profit and loss
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sharing model to meet the cash demands of the customers. Provision of asset may not be always the
solution for the poor people who are in need of microfinance loan and it is also not in line with the
theory of the profit and loss sharing model.
Based upon efficient working of Bank Islami profit and loss sharing financing, it is deemed that same
procedure can be utilized to help the poor people. We believe that soon in future they ought to
expand provision of profit and loss sharing financing to help the poor clients as well. Because nature
of transaction does not need collateral requirement if small investment in form of low cost
machinery is needed. It is recommended that provision of such facility is not only offered to those
who have innovative ideas of doing business but financing incentive should also be made to poor
people who are traditionally enriched with adequate skills i.e. layman and formers who want to get
financing to fulfill their basic needs.

6.3. Future Research
On the basis of our findings, it is vital to note that there is increasing need of further research on the
profit and loss sharing model to meet the financing needs of the poor customers. Once such results
are gained which would impel profit and loss sharing model in meeting needs of the poor people.
Than we are hopeful that Islamic financial institutions should also play their part in practically
implementing this model to help the people in getting loan from this model.
It is therefore argued that there is a need of further research on this topic that how profit and loss
sharing facility can be utilized to fulfill the cash requirements of the poor people.
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8: APPENDIX
8.1. Conventional and Islamic Microfinance
Table 8. 1 Difference Between Conventional Microfinance and Islamic Microfinance

NO

1.

Features

Conventional
Microfinance

Islamic Microfinance

Difference

Implication

Islamic Microfinance
is interest free and
based on equity
participation and
profit and Loss
sharing.

Partnership based
financing provides
incentives to both
the parties like
distribution of
profit on
predetermined
basis.

Models of
Microfinance

a)

Loan Types

Individual Lending, Group
lending, Credit Unions,
Village Banking

Modarahba,
Musharakah,
Murabaha, Ijarah,
Istisna, Quard Al
Hasan, Wakalah
Model (Zakah)

b)

Supplier of
Funds
(Liabilities)

External Funds gets
support from Govt and
Donor Agencies and
Profitability.

External Funds like
Islamic Charitable
Sources from Rich
Muslims and Savings
of Clients.

c)

Mode of
Financing
(Assets)

Interest Based and High
Interest

Interest Free financing
using Islamic Financial
Instruments based on
partnership and Equity
distribution.

2.

Features of
Contract

a)

Support for
Extreme
Poorest

Extreme Poorest are left
out

Extreme Poorest are
supported using
Islamic Charity Fund
called Zakah

b)

Mode of
Payment
(Funding)

Cash

Goods

Zakat Fund is a
charitable source for
Islamic Finance
made from
necessary annual
contribution.

Conventional MF
based upon
conventional finance
principles whereas
Islamic MF based
upon Islamic Law.

Islamic MF have
flexible solution for
extreme poor

Conventional
Microfinance charge
interest on Cash
while Islamic
Microfinance
receives profit on
the provided goods.

Due to presence of
generous fund,
Islamic
Microfinance can
fulfill the
requirements of
the extreme poor.
Islamic MF
provides an
incentive for the
Muslim world to
fulfill their
necessities with
Islamic mode of
Finance.
Conventional MF is
not much
beneficial for the
extreme poor.
Islamic
microfinance can
fulfill the religious
obligation of
avoiding charging
interest as it is
profit based
microfinance
solution.
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c)

Contract Cost

When the loan is
sanctioned then
conventional MFI usually
deduct a portion of the
granted money as
security / emergency
fund but interest is
charged on the whole
sanctioned amount
though it is not fully
granted. This resulted in
an increase in the
effective interest rate.

Under Islamic
Microfinance, Goods is
transfered instead of
payment of Cash. No
deducation is made on
issuing of goods. But
on the contrary to
Cash Payment by MFI,
Goods cannot be
alternatevely used.

d)

Target Group
/ Clients

Women and poor
households

Family and Small
Entrepreneurs

Moneylender and
Borrower

Partnership, Equity
based

3.

Ownership
and Control
Issues

a)
Client
Relationship /
Ownership

Benefits for
the Target
Group

a)

b)

Conventional MF
aims to support and
empower women
while Islamic MF
based of partnership
is useful of small
entrepreneurs.

Islamic MF
establishes such
relationship that can
be converted into
ownership.

Ease of Availability

b)

4.

Whereas
No hidden contract
Conventional
cost for Islamic
microfinance has
Microfinance yet
some deduction
goods cannot be
but it provides
alternatively used as flexibility of use to
cash provided by
the borrower of
conventional MFIs
the Microfinance
can put into different which may not be
usage.
the case for Islamic
microfinance.

Empowerment of Women

Islamic MF is
attractive because of
ease of availability

Security
Collateral
Requirement

Liability for
Repayment/
Risk Taker

Collective Monitoring and
Reputation

Recipient

Group/Spouse
Guarantee

Recipient and Spouse
are liable for
Repayment

Only group or even
spouse guarantee is
enough to get loan
under Islamic MF.

In case of default or
some accident,
Spouse would be

Profit and Loss
sharing tenet of
Islamic MF would
play its role in the
economic
development from
the grassroots.

Islamic MF
provides an ample
opportunity to the
provider of the
capital by
converting its
investment into
ownership.
Whereas
conventional MF
focuses on Women
empowerment
Islamic MF aims on
whole family
empowerment.
Collateral
Requirement is not
a big issue under
Islamic MF.
Conventional MF
assumes that only
Receiver of the
loan is liable for
repayment hence
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held liable for the
repayment in Islamic
MF

5.

6.

Social
Development

Secular Behavior, Ethical
and Social Development.

Religious Behavior,
Islamic Ethics

Conventional MF is
based upon secular
principles of social
development while
Islamic MF is based
upon Islamic
principles of finance
that would lead to
social development.

other members of
family would not
be held liable in
case of default or
accident.

No matter MF
practice for both
the concepts is bit
different yet the
primary goal of
both is social
development that
would lead to
economic
development in the
long run.

Both the concepts
Conventional
of MF have a
Microfinance is
limitation that
unable to meet the
needs proper
Unable to fulfill the
Ownership and
increasing demands
attentions and
Limitations
increasing microfinance
Control Issues
while Islamic MF is
hence there is a
requirements.
also criticized for
need of study to be
ownership and
taken on this
control issues.
concept.
Source: Table Complied on the basis of Data collected from Ahmed, 2002 and Keveos, 2004.
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8.2. Questionnaire
1)
Since how long you are offering financing under Mudarabah (profit and loss sharing model)
model?
2)

What are the requirements for getting loan under Mudarabah (Profit and Loss Sharing) model?

3)
Does small borrower without any collateral (security) requirement can be benefited from the
Mudarabah (profit and loss sharing loan)?
4) How many types of Mudarabah loan is available to the borrowers, can you explain each type in
detail?
5)

At what ratio profit is distributed between bank and borrower of the loan?

6) Whether profit sharing ratio of Mudarabah is fixed for all borrowers or it is flexible and depends
upon nature of the borrower?
7) As per theory of Mudarabah it is deemed that in case of loss all has to borne by the investor of
the capital i.e. bank, is it true and up to which extent?
8)

How do you monitor the proper running of Mudarabah financed business?

9) How would you judge that borrower of the Mudarabah loan is sincerely working for the smooth
running of project?
10) What type of monthly reports if any would you demand from the borrower to judge that the
project is going in right direction?
11) What is the loss sharing ratio in case loss is incurred due to negligence of the borrower?
12) In case loss in incurred due to negligence of the borrower, how would you recover the granted
loan from the borrower?
13) In case borrower makes default i.e. fraud, then how would you recover your money?
14) What is average rate of return, profitability ratio of the bank from its Mudarabah Loan?
15) Bank Islami is probably one of the only banks in Pakistan working on Mudarabah model, what
motivates you to opt this high risk Mudarabah model?
16) What are your future plans? Do you think Mudarabah Model of Islamic Finance can be used to
help the poor people who lack collateral security requirements?
17) Do you think Mudarabah Model can be used to finance poor people, if so then how?
a.

What criteria can be used to help poor using Mudarabah model?

b.

What would be requirements for poor people in absence of collateral?
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