
Journal of South Asian and Middle Eastern Studies Vol. XIX, No.4, Summer 1996

Financial Innovation in an Islamic
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Introduction

The financial system in Pakistan is undergoing dramatic changes.
First, the introduction of Islamic modes of financing led to the
creation of new financial institutions - leasing companies and
modarabas (essentially closed end mutual funds) and instruments
such as the musharika and morabaha.

With a radical program of financial sector reform initiated in the
early 1990s, the government has started a process of liberalization,
deregulation and privatization. The swiftness of these changes has
caught the participants in the financial markets by surprise.
The definitions and roles of the past have suddenly become
redundant. Many observers feel an exciting future is opening up.
This future will be dominated by those who are creative,
pioneering and iconoclastic.1

This paper focuses on the development of and problems
facing two key areas of non-bank financing: Modarabas and
leasing companies.

Background2

The origin of the Non-Bank Financial intermediaries in Pakistan
has its origins in the perception of policy makers in the 1950s,
1960s and 1970s that the market was incapable of providing term
financing for industrial projects. The private commercial banks,
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1 Inam-ul Hag "The Role of· Non-Bank Financial Institutions· Anjum Nashim
ed., Financing Pakistan's Development in the 1990s, (Karachi: Oxford University
Press, 1992), p. 419.

2 Ibid., at pp. 419-421.
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which had been established by families of industrialists
con~ent~ted ~heir activities around short-term trade and workin~
capital financmg. Long-term lending, equity investments and key
areas of the economy such as agriculture and housing, were largely
negl~cted. ~urthermore it was felt that the interlocking of finance
and i~dustnal ~apital would lead to the preemption of credit by
estabbshed b~smess groups, depriving emerging entrepreneurs of
sources of fmance. The solution was found in the form of
gov~r.nment owned (or sponsored) financial institutions with
specifiC charters to cater to certain market segments.

A n.umber of institutions were set up to serve these perceived
gaps 1~ the country's financial system. Thus in the 1960s,the
Industnal Development Bank of Pakistan was fonned to proVide
loans to small and medium sized industrial projects. The Pakistan
Indu.strial Credit and Investment Corporation (PICIC) catered to
medIUm and large sized projects. The National Investment Trust
(NIT). and Investment Corporation of Pakistan (ICP) were
estabbshed to ~obilize small savings·for investment in the equities
market through investment units and mutual funds. The Agricultural
De;elopment Bank of Pakistan (ADBP) channeled credit to the
agncultural sector.

In the 1970s, this list of specialized institutions was further
expanded. The National Development Finance Corporation (NDFC)
was set up a.s a statutory corporation to meet the funding needs
of the pubhc sector, which had greatly increased after its
nationalization of the early 1970s. The federal Bank for
Cooperatives (FBC) was created to promote the cooperatives
mov~ment, House Building Finance Corporation (HBFC) for
hOUSi~g financ~, and the Bankers Equity Limited (BEL) to proVide
finanCing, particularly through equity investments to medium a d
large sized private sector projects. ' n
. The p.erformance of the Development Finance Institutions (DFIs)
m meetmg the objectives set for them was mixed. There were
successes, as well as failures. Notable amongst the successes were:

• An increase in private and public sector capital formation;

• An expansion of credit for agricultural and rural devel­
opment; and

• The promotion of new industries and entrepreneurs.

In some respects, however, the DFIs failed to play the role

expected of them. These included:
• An inability to reduce dependence on the State Bank of

Pakistan's (SBP's) lines of credit for agriculture, industry
and housing through the mobilization of public savings.

• A failure to effect a fundamental transformation in the
pattern and direction of industrial financing. While new
industries were promoted to a certain extent, the bulk of
DFI loan portfolios is concentrated in the traditional areas

of textiles, sugar and cement.

• A poor loan recovery performance.

• A high level of operating costs.
• A lack of dynamism and creativity in both mobiliZing and

deploying loans.
'Therefore, in a sense, the DFIs acted as passive conducts

through which state credits were channeled into economic
activities that were being ignored by the private sector. They were
a necessary tool of state intervention. However, it was a role that
could have been performed very differently had the state provided
a more supportive external environment.

The failures of the DFIs can be attributed to the following

impediments:'
• Political interference in credit and personnel policy;
• A lack of managenal autonomy, particularly in the areas of

personnel recruitment, retrenchment and emoluments;

• The absence of an effective and speedy system of legal
recourse against defaulting borrowers; and

• An unstable and inconsistent fiscal and industrial policy

framework.

The Role of NBFIs in the 1990s
The NBFI sector is undergoing a major process of change,

growth and diversification. Along with the traditional DFIs, new
types of institutions and instruments are emerging. The sector
cannot be divided into the following distinct sub-sectors:

3 Ibid., at 421.
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