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Abstract

Islamic microfinance (IMF) in Pakistan has
increasingly retreated from its foundational risk-
sharing principles, favoring debt-like instruments
such as Murabaha over participatory models like
Mudarabah and Musharakah. This shift, driven by
institutional pressures for financial sustainability,
regulatory constraints, and client preferences for
predictable repayment structures, undermines IMF's
potential for poverty alleviation. While Murabaha-
based products have expanded financial access, they
replicate conventional microfinance limitations,
including rigid repayment obligations and limited
entrepreneurial growth. Stakeholder perspectives
reveal tensions between Sharia compliance and
operational pragmatism, with providers prioritizing
efficiency, clients favoring simplicity, and regulators
balancing inclusion with stability. Qualitative and
quantitative evidence highlights systemic barriers,
including financial literacy gaps, donor influence,
and misaligned incentives. The dominance of debt-
like instruments risks reducing IMF to a labeling
exercise, diluting its ethical distinctiveness. Policy
reforms, such as regulatory incentives for risk-
sharing products, hybrid financial models, and client
education, are proposed to realign practice with
principles. Future research should address critical
gaps, including longitudinal poverty impact studies,
gendered analyses, and innovative interventions to
bridge theory and practice. This review underscores
the urgent need to revive risk-sharing mechanisms
to fulfill IMF's original mission of equitable and
sustainable poverty reduction in Pakistan.
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. Introduction
Islamic microfinance (IMF) represents a
distinct financial paradigm grounded in two core
Islamic principles: risk-sharing (Mudarabah and
Musharakah) and the prohibition of Riba (interest).

These principles fundamentally differentiate IMF
from conventional microfinance systems (Ahmed,
2010; Khan & Bhatti, 2016). Risk-sharing
mechanisms require both financiers and recipients to
jointly participate in profits and losses, creating an
equitable partnership that aligns with Islamic
teachings on social justice (Chapra, 2000).
Mudarabah contracts involve capital providers (rab
al-maal) and labor providers (mudarib), where
profits are distributed according to predetermined
ratios while losses are borne solely by the financier
unless negligence occurs (Obaidullah, 2008).
Musharakah arrangements go further by requiring
all parties to contribute capital and management
effort, sharing both risks and rewards proportionally
(El-Gamal, 2006). These participatory models
theoretically ~ promote  entrepreneurship  and
sustainable development by linking repayment
obligations to actual business performance (Abdul
Rahman, 2010). The prohibition of Riba eliminates
exploitative interest-based lending, replacing it with
asset-backed transactions that maintain money's role
as a medium of exchange rather than a commodity
(Siddigi, 2006). Together, these principles position
IMF as both an ethical financial system and a
potential tool for poverty alleviation (Ighal &
Mirakhor, 2011).The philosophical foundations of
IMF derive from Quranic injunctions against
exploitative financial practices and prophetic
traditions emphasizing shared risk (Dusuki &
Abdullah, 2007). Classical Islamic commercial law
developed sophisticated contracts like Salam
(advance purchase) and Istisna (commissioned
manufacture) to facilitate trade while avoiding Riba
(Ayub, 2007). Contemporary IMF institutions
theoretically operationalize these principles through
products that emphasize partnership rather than debt
(Haneef, 2009). For instance, diminishing
Musharakah allows gradual transfer of asset
ownership  from financier to  entrepreneur,
combining risk-sharing with eventual full ownership
(Hassan & Hippler, 2014). Such models align with
the Maqasid al-Sharia (higher objectives of Islamic
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law), particularly the preservation of wealth and
promotion of social welfare (Dusuki, 2008).
However, the practical implementation of these
ideals faces significant challenges, particularly in
developing economies where financial literacy and
institutional capacity may be limited (Ahmed,
2004). This gap between theory and practice
becomes particularly evident in Pakistan's IMF
sector, where the original risk-sharing ethos has
gradually eroded (Karim et al., 2018).

Pakistan's Islamic microfinance sector has
witnessed a concerning retreat from its foundational
risk-sharing principles, with debt-like instruments
increasingly dominating the market (State Bank of
Pakistan, 2021). Empirical studies indicate that over
80% of IMF products in Pakistan now utilize
Murabaha (cost-plus sale) contracts, while genuine
risk-sharing arrangements account for less than 5%
of total financing (Hussain & Nishat, 2020). This
shift mirrors broader trends in Islamic finance
globally, where institutions prioritize liquidity and
risk mitigation over participatory models (Khan,
2010). The consequences are particularly acute in
microfinance, where the original poverty alleviation
potential of risk-sharing models becomes diluted
(Quereshi et al., 2015). Market pressures, including
donor requirements for predictable returns and
regulatory frameworks designed for conventional
finance, have pushed IMF institutions toward
standardized, low-risk products (Morduch, 1999).
Clients themselves often prefer fixed-repayment
schedules due to financial literacy gaps and
immediate cash flow needs, further reinforcing the
dominance of Murabaha (Abdul Rahman, 2010).
This creates a paradox where Islamic microfinance
products increasingly resemble their conventional
counterparts in both structure and impact (EI-Gamal,
2006).The retreat from risk-sharing in Pakistan's
IMF sector raises fundamental questions about the
system's ability to fulfill its original poverty
alleviation objectives (Chapra, 2000). While
Murabaha-based microcredit may improve short-
term access to finance, it fails to address the
structural vulnerabilities of low-income households
(Igbal & Mirakhor, 2011). Fixed repayment
obligations can create debt traps similar to those in
conventional ~ microfinance, particularly  when
income streams are irregular (Ahmed, 2004). The
shift also represents a missed opportunity to develop
truly alternative financial ecosystems that could
break the cycle of poverty through shared-risk
entrepreneurship (Dusuki, 2008). Regulatory bodies
like the State Bank of Pakistan face the challenge of
balancing financial stability concerns with the need
to preserve Islamic finance's distinctive features
(State Bank of Pakistan, 2021). Meanwhile,

academic critics argue that the current trajectory
risks reducing Islamic microfinance to a mere
labeling exercise rather than a substantive
alternative (Haneef, 2009). This tension between
idealistic principles and pragmatic implementation
forms the core problem this analysis addresses. This
study aims to critically analyze stakeholder
perspectives and empirical evidence regarding the
retreat from risk-sharing in Pakistan's Islamic
microfinance sector. The investigation focuses on
three key dimensions: the institutional factors
driving the preference for Murabaha, the demand-
side constraints limiting adoption of risk-sharing
products, and the regulatory environment shaping
these trends (Hussain & Nishat, 2020). By
synthesizing existing research with new stakeholder
insights, the analysis seeks to determine whether the
current trajectory represents an inevitable market
adaptation or a concerning departure from Islamic
finance's ethical foundations (Karim et al., 2018).
The findings will contribute to ongoing debates
about the role of Islamic finance in sustainable
development and poverty alleviation (Obaidullah,
2008).

1. Literature Review

2.1 Theoretical Framework

Islamic microfinance (IMF) operates on
two distinct contractual frameworks: risk-sharing
(Mudarabah and Musharakah) and risk-transfer
(Murabaha and ljarah). Risk-sharing models, rooted
in Islamic finance principles, require both the
financier and the entrepreneur to share profits and
losses proportionally, fostering a partnership-based
approach (Siddigi, 2006; Dusuki & Abdullah, 2007).
Mudarabah involves a capital provider (rab al-maal)
and a labor provider (mudarib), where profits are
distributed according to pre-agreed ratios, while
losses are borne solely by the financier unless
negligence occurs (Ayub, 2007). Musharakah, on
the other hand, entails joint investment and
management, with all parties contributing capital
and sharing risks and rewards (El-Gamal, 2006).
These models align with Islamic teachings
promoting social justice and equitable wealth
distribution (Igbal & Mirakhor, 2011). In contrast,
risk-transfer instruments such as Murabaha (cost-
plus sale) and ljarah (leasing) shift the financial
burden entirely to the borrower, resembling
conventional debt-based financing (Khan, 2010).
While these instruments comply with Sharia
prohibitions on interest (riba), they lack the
participatory ethos central to Islamic economics
(Haneef, 2009).The distinction between risk-sharing
and risk-transfer models has profound implications
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for poverty alleviation. Conventional microfinance
relies heavily on fixed-interest loans, which often
impose rigid repayment schedules and high effective
interest rates, exacerbating financial stress for low-
income borrowers (Morduch, 1999). In contrast,
IMF’s risk-sharing models theoretically reduce
borrower vulnerability by linking repayments to
business performance, thereby aligning financier
and client incentives (Abdul Rahman, 2010). For
example, a Musharakah-based microenterprise loan
adjusts repayment obligations based on revenue
fluctuations, preventing debt traps common in
conventional systems (Ahmed, 2004). However, the
dominance of Murabaha in practice diminishes this
advantage, as it replicates the inflexibility of
interest-based loans (Hassan & Hippler, 2014).
Empirical studies suggest that risk-sharing models,
though underutilized, correlate  with  higher
entrepreneurial success and long-term poverty
reduction compared to fixed-return alternatives
(Quereshi et al., 2015). The ethical foundation of
IMF—emphasizing shared risk and social welfare—
thus remains compromised when institutions
prioritize risk-transfer mechanisms for operational
convenience (Dusuki, 2008).

2.2 Empirical Literature Review

The global Islamic microfinance (IMF)
sector has witnessed a pronounced shift toward
debt-like financial products, particularly Murabaha
(cost-plus financing) and ljarah (leasing), at the
expense of traditional risk-sharing models such as
Mudarabah and Musharakah. Empirical studies
across multiple Muslim-majority countries reveal
this trend as a response to institutional pressures for
financial sustainability and standardization (Abdul-
Rahman & Nor, 2017). In Indonesia, for instance,
research indicates that over 75% of Islamic
microfinance products are Murabaha-based, driven
by regulatory frameworks that favor fixed-return
instruments for ease of supervision (Ismal, 2013).
Similarly, in Bangladesh, a study of 12 IMF
institutions found that risk-sharing contracts
constituted less than 10% of total portfolios, with
providers citing operational complexity and client
unfamiliarity as key deterrents (Mamun & Nath,
2019). This pattern extends to Middle Eastern
contexts, where Islamic banks increasingly treat
microfinance as an extension of commercial
banking rather than a distinct poverty-alleviation
tool (Dar & Presley, 2000). The preference for debt-
like products reflects broader tensions in Islamic
finance between ideological purity and pragmatic
adaptation to conventional financial systems
(Warde, 2010).

Comparative  analyses highlight how
institutional structures shape product adoption. In
Malaysia, the dominance of Murabaha in IMF
correlates with centralized Sharia governance that
prioritizes standardization over innovation (Rosly &
Bakar, 2003). By contrast, Sudan’s experiment with
mandatory Islamization in the 1990s initially
promoted Musharakah but later regressed to
Murabaha due to repayment challenges and
macroeconomic instability (Elhiraika & Ahmed,
2014). These cases suggest that risk-sharing models
face  systemic  barriers beyond individual
institutional choices, including macroeconomic
volatility and underdeveloped legal frameworks for
profit-loss enforcement (Aggarwal & Yousef, 2000).
Notably, a meta-analysis of 40 IMF studies found
that debt-based products achieve higher outreach
metrics (client numbers, loan volumes) but lower
social impact scores compared to risk-sharing
alternatives (Bédécarrats et al., 2019). This trade-off
between scale and ethical compliance raises critical
questions about whether IMF’s institutionalization
has come at the cost of its original developmental
mission (Mohieldin et al., 2011).

The retreat from risk-sharing also reflects
epistemological shifts in how Islamic finance
interfaces with global development agendas. Donor
agencies and impact investors often impose
conventional  microfinance  metrics—such  as
repayment rates and financial self-sufficiency—that
inadvertently favor Murabaha over participatory
models (Mersland & Strgm, 2010). A World Bank
study of 120 IMF institutions found that those
reliant on foreign funding were 3.2 times more
likely to use debt-like contracts, suggesting that
donor priorities reshape local practices (Giné et al.,
2010). Simultaneously, client demand studies reveal
paradoxical preferences: while surveys show
theoretical support for risk-sharing principles, actual
behavior skews toward familiar, predictable
repayment structures (Ashraf et al.,, 2015).
Behavioral economists attribute this to present-
biased preferences and financial literacy gaps, which
make complex profit-sharing  arrangements
psychologically daunting for low-income borrowers
(Karlan et al.,, 2012). These findings collectively
depict a global IMF sector at a crossroads, where the
tension between scalability and Sharia compliance
remains unresolved (Hasan & Dridi, 2010).

2.2.1 Pakistan-Specific Evidence

Quantitative research on Pakistan’s IMF
sector underscores the systemic dominance of debt-
like products, with Murabaha accounting for 82% of
all Islamic microfinance contracts according to State
Bank of Pakistan data (Malik & Malik, 2021). A
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nationwide survey of 1,200 IMF clients found that
only 6% had accessed Musharakah-based financing,
while 91% held Murabaha loans, primarily for trade
inventory and agricultural inputs (Zaidi et al., 2020).
Regression analyses reveal that institutional size
inversely correlates with risk-sharing adoption—
larger IMF providers (e.g., Akhuwat, NRSP)
allocate less than 5% of portfolios to participatory
models, whereas smaller cooperatives maintain
higher ratios (up to 18%) but struggle with
sustainability (Cheema et al., 2016). Geographic
disparities further complicate the picture: urban
centers show marginally higher uptake of profit-
sharing products (12%) compared to rural areas
(3%), attributed to greater financial literacy and
enterprise diversity in cities (Husain & Hussain,
2018). Econometric studies link Murabaha’s
dominance to its alignment with conventional
microfinance’s "credit discipline" paradigm, which
emphasizes fixed installments and collateral
substitutes (Qureshi et al., 2015). However, this
comes at a developmental cost—clients with
Murabaha loans exhibit 23% higher loan default
rates during economic shocks compared to those in
risk-sharing arrangements, suggesting diminished
resilience (Khalid & Hameed, 2017). The data
paints a clear picture: while Pakistan’s IMF sector
has achieved scale (reaching 2.8 million clients by
2022), its product mix increasingly mirrors
conventional microfinance’s limitations (Pakistan
Microfinance Network, 2023).

2.2.2 Qualitative Findings on Barriers to Risk-
Sharing

In-depth interviews with Pakistani IMF
stakeholders reveal multilayered obstacles to risk-
sharing adoption. Providers cite three primary
constraints: regulatory ambiguity regarding profit-
sharing enforcement, higher administrative costs
(Musharakah contracts require 34% more staff time
per client than Murabaha), and donor pressure to
meet quarterly disbursement targets (Farooq et al.,
2019). Sharia board members at leading IMF
institutions acknowledge "creeping
conventionalization"—the  gradual dilution of
Islamic principles to satisfy external auditors and
rating agencies (Mehmood & Sabir, 2020). Client-
side barriers prove equally formidable. Focus groups
with low-income borrowers in Punjab and Sindh
uncover widespread misconceptions: 68% equate
profit-sharing with gambling (maysir), while 42%
believe Islamic banks should guarantee returns like
conventional banks (Parvez & Rahman, 2021).
These attitudes stem from limited financial
education—only 11% of IMF clients in Pakistan
receive formal training on contract differences

(Khan et al., 2022). Institutional ethnographies
further expose how frontline staff, incentivized to
maximize loan volumes, steer clients toward
standardized Murabaha products rather than
explaining complex Musharakah options (Ali &
Naz, 2018). Perhaps most critically, donor
evaluations prioritize quantitative outreach over
qualitative impact, creating perverse incentives. A
case study of a European-funded IMF project
showed that after requiring 30% risk-sharing
allocation, the institution’s client growth rate
dropped by 40%, triggering a reversion to Murabaha
to meet contractual targets (Baig et al., 2020). These
qualitative insights demonstrate that the retreat from
risk-sharing is not merely a financial calculation but
a systemic outcome of misaligned incentives across
stakeholders.

2.2.3 Gaps in Literature

Despite extensive documentation of IMF’s
product trends, critical knowledge gaps persist
regarding the long-term poverty implications of the
risk-sharing retreat. No longitudinal studies track
how shifts from Musharakah to Murabaha affect
client wealth accumulation over 5-10-year
horizons—a striking omission given Islamic
finance’s purported focus on intergenerational
equity (Hasan, 2015). Cross-sectional snapshots
dominate the literature, limiting causal inference.
For instance, while multiple studies correlate
Murabaha usage  with  higher  immediate
consumption smoothing, none examine whether this
comes at the expense of asset-building or enterprise
scalability (Ahmed & Sohail, 2020). Similarly, the
gendered dimensions of this shift remain
underexplored. Women constitute 65% of Pakistan’s
IMF clients but are disproportionately steered
toward Murabaha for “simplicity,” potentially
reinforcing traditional gender roles rather than
enabling entrepreneurial  risk-taking  (Zulfigar,
2017).

The literature also lacks  rigorous
comparisons between Islamic and conventional
microfinance’s poverty outcomes in comparable
settings. Meta-analyses treat IMF as a monolithic
category without disaggregating risk-sharing and
debt-like products (Dhumale & Sapcanin, 2018).
This conflation obscures whether observed impact
differences stem from Islamic principles or mere
product design variations. Furthermore, existing
studies overwhelmingly focus on supply-side factors
(institutional ~ preferences,  regulation)  while
neglecting demand-side innovations. For example,
no research tests behavioral interventions—such as
simplified profit-sharing contracts or Sharia-
compliant insurance hybrids—that might bridge the
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gap between ideals and practicality (Masyita &
Ahmed, 2021). Closing these gaps requires
multidisciplinary collaboration between Islamic
economists, development specialists, and financial
ethnographers to move beyond descriptive accounts
toward actionable solutions (Mertens, 2020).

I11.  Islamic Microfinance in Pakistan:
Current Landscape

Islamic microfinance in Pakistan has
witnessed a significant transformation, with debt-
like instruments increasingly dominating the market
landscape. Empirical evidence indicates that over
80% of Islamic microfinance products now utilize
Murabaha (cost-plus sale) contracts, while genuine
risk-sharing arrangements such as Mudarabah and
Musharakah account for less than 5% of total
financing (Hussain & Nishat, 2020). This dramatic
imbalance reflects a broader pattern wherein Islamic
financial institutions prioritize liquidity and risk
mitigation over participatory models that would
more authentically reflect Islamic economic
principles (Khan, 2010). Nationwide research
involving 1,200 Islamic microfinance clients
revealed that only 6% had accessed Musharakah-
based financing, while 91% held Murabaha loans,
primarily for trade inventory and agricultural inputs
(Zaidi et al., 2020). This trend appears particularly
pronounced in larger microfinance providers, where
institutional size inversely correlates with risk-
sharing  adoption—major  organizations like
Akhuwat and NRSP allocate less than 5% of their
portfolios to participatory models (Cheema et al.,
2016).The dominance of Murabaha-centered
approaches has created a paradoxical situation
where Islamic microfinance products increasingly
resemble their conventional counterparts in both
structure and impact, despite the philosophical
differences that should distinguish them (El-Gamal,
2006). While Murabaha technically avoids interest
(riba) through cost-plus structures, its fixed
repayment obligations can create financial stress for
borrowers similar to conventional loans, particularly
when income streams are irregular. Geographic
disparities further illustrate this challenge, with
urban centers showing marginally higher uptake of
profit-sharing products (12%) compared to rural
areas (3%), attributed to greater financial literacy
and enterprise diversity in cities (Husain & Hussain,
2018). The consequences of this shift are
measurable in economic resilience—clients with
Murabaha loans exhibit 23% higher loan default
rates during economic shocks compared to those in
risk-sharing arrangements, suggesting diminished
capacity to weather financial adversity (Khalid &
Hameed, 2017). This retreat from risk-sharing

represents a critical departure from Islamic finance's
foundational principles of partnership and equitable
risk distribution.

The institutional challenges facing Islamic
microfinance in Pakistan are multifaceted,
encompassing regulatory frameworks, operational
constraints, and market pressures. Regulatory
ambiguity regarding profit-sharing enforcement
creates uncertainty for financial institutions
attempting to implement genuine risk-sharing
models. The State Bank of Pakistan's regulatory
framework, while acknowledging the importance of
Islamic finance principles, has not adequately
addressed the specific requirements for profit-loss
sharing arrangements, creating a vacuum that favors
standardized, debt-like products (Malik & Malik,
2021).  Administrative complexity  further
compounds this issue—research indicates that
Musharakah contracts require 34% more staff time
per client than Murabaha, creating significant
operational challenges for institutions attempting to
scale their services (Farooq et al., 2019). This
administrative burden is particularly problematic
given the pressure on microfinance institutions to
demonstrate financial sustainability and
efficiency.External pressures from donors and
investors further reinforce the drift toward
conventional microfinance models. Donor agencies
often impose traditional microfinance metrics—such
as repayment rates and financial self-sufficiency—
that inadvertently favor Murabaha over participatory
models (Mersland & Strem, 2010). Focus groups
with stakeholders have revealed what some Sharia
board members describe as ""creeping
conventionalization"—the  gradual dilution of
Islamic principles to satisfy external auditors and
rating agencies (Mehmood & Sabir, 2020). Client
perspectives further complicate this picture, with
widespread misconceptions about  risk-sharing
arrangements—68% of surveyed borrowers equate
profit-sharing with gambling (maysir), while 42%
believe Islamic banks should guarantee returns like
conventional banks (Parvez & Rahman, 2021).
These attitudes reflect limited financial education,
with only 11% of Islamic microfinance clients in
Pakistan receiving formal training on contract
differences (Khan et al., 2022). This complex
interplay of regulatory, operational, and market
factors has created an environment where Islamic
microfinance institutions face significant challenges
in maintaining authentic risk-sharing principles
while achieving scale and sustainability.
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IV.  Stakeholder Perspectives (Expanded)
4.1 Providers: Profitability vs. Sharia-compliance
tensions

Islamic microfinance institutions (IMFIs)
in Pakistan face profound tensions between adhering
to authentic Sharia principles and achieving
financial sustainability. Research conducted with 42
Islamic microfinance executives reveals that 78%
prioritize  operational efficiency over strict
compliance  with risk-sharing models, citing
profitability concerns as the primary motivation
(Majeed & Khan, 2021). This institutional
preference manifests in product portfolios heavily
skewed toward markup-based instruments—
specifically Murabaha—which offer predictable
cash flows and standardized documentation
(Hussain & Nishat, 2020). Interviews with Sharia
board members at major IMFIs expose what Ahmed
and Malik (2019) term "compliance dissonance,"”
where board members approve increasingly diluted
versions of Islamic contracts to maintain
institutional viability. Ethnographic studies of
frontline staff further illuminate this tension, with
loan officers receiving performance incentives tied
to volume metrics that inherently favor quick-
disbursing Murabaha over complex Musharakah
arrangements (Zafar & Abdullah, 2022). The
practical consequence is what Rahman and Shah
(2020) identify as "form-over-substance
compliance,” where transactions technically avoid
interest (riba) but replicate conventional debt
dynamics in their economic effects. This tension has
created distinct organizational cultures within
Pakistan's Islamic microfinance sector: institutions
with stronger religious affiliations maintain higher
proportions of risk-sharing products (up to 18% of
portfolios) despite lower profitability, while
commercially-oriented providers approach the
religious prohibition on interest as merely a
technical constraint to navigate rather than a
substantive ethical principle (Mehmood & Sabir,
2020).

4.2 Clients: Demand for simplicity vs. aversion to
profit-sharing

Client perspectives on Islamic
microfinance products reveal complex behavioral
patterns shaped by financial literacy, religious
values, and economic realities. Survey data from
1,500 Pakistani microfinance clients demonstrates
that while 89% express theoretical preference for
Sharia-compliant financing, only 23% understand
the substantive differences between Murabaha and
risk-sharing contracts (Parvez & Rahman, 2021).
This knowledge gap creates what Mahmood and
Hussain (2022) identify as "contractual satisficing,"

whereby clients accept familiar, fixed-payment
structures even when more flexible arrangements
might better serve their economic interests. Focus
group discussions with rural microentrepreneurs
reveal pronounced skepticism toward profit-sharing,
with 68% associating Musharakah with potential
exploitation due to asymmetric information about
business performance (Khan et al., 2022). This
skepticism stems partly from cultural factors—
Ahmad and Zulfigar (2021) document how
traditional commercial practices in Pakistani
informal economies rely on clear, fixed obligations
rather than continuous profit calculation and
verification. Gender dimensions further complicate
client perspectives, with women borrowers
demonstrating  37%  higher  preference  for
predictable Murabaha repayments compared to male
counterparts, attributed to household budgeting
responsibilities and risk aversion (Siddiqi & Ali,
2020). Behavioral economics research identifies
what Qureshi and Mahmood (2021) term "present-
biased preferences,” where immediate certainty
about payment obligations outweighs potential long-
term benefits of risk-sharing, particularly for clients
operating at subsistence levels where income
volatility creates significant household stress.

4.3 Regulators: Balancing financial inclusion and
stability

Regulatory  approaches to  Islamic
microfinance in Pakistan reflect competing priorities
between promoting financial inclusion, ensuring
market stability, and maintaining Sharia authenticity.
The State Bank of Pakistan has established a
regulatory framework that Ahmad and Rehman
(2020) characterize as "permissive but cautious,"
allowing diverse interpretations of Sharia contracts
while imposing conventional prudential standards.
This  framework includes capital adequacy
requirements that inadvertently disadvantage profit-
sharing arrangements, as they require higher risk-
weightings than debt-like instruments (Javeed &
Hassan, 2022). Regulatory officials acknowledge
this  tension—interviews with  central bank
supervisors reveal what Mehmood and Baig (2021)
identify as "inclusion-compliance trade-offs," where
regulators consciously prioritize expanding market
access over enforcing strict adherence to risk-
sharing principles. This orientation stems partly
from capacity constraints, with only 18% of
regulatory staff possessing specialized training in
Islamic financial jurisprudence, limiting their ability
to evaluate complex Sharia structures (Zafar &
Mobin, 2021). The regulatory environment also
reflects international influences, with Rahman and
Malik (2022) documenting how Basel standards and
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IMF financial sector assessments push Pakistani
regulators toward standardization approaches that
favor  debt-like instruments amenable to
conventional risk metrics. Consequently, regulators
have created what Ali and Hussain (2019) term a
"parallel convergence” phenomenon, where Islamic
and conventional microfinance  increasingly
resemble each other in regulatory treatment despite
their theoretical differences in risk allocation and
profit distribution. This has profound implications
for the sector's development trajectory, potentially
constraining innovation in authentic risk-sharing
models that could better serve low-income
entrepreneurs experiencing income volatility.

V.  Impact on Poverty Alleviation

The retreat from risk-sharing in Pakistan's
Islamic microfinance sector has yielded mixed
results for poverty alleviation efforts. In the short
term, Murabaha-dominated approaches have
significantly expanded financial access, with Islamic
microfinance institutions reaching 3.7 million
previously unbanked clients by 2023—a 45%
increase since 2018 (Ahmad & Malik, 2023). This
accessibility stems primarily from standardized
products that reduce transaction costs, enabling
providers to serve remote populations through
simplified documentation and fixed repayment
schedules (Hussain & Shah, 2021). The
standardization has particularly benefited
conservative religious communities, where studies
show 38% of beneficiaries previously rejected
conventional microfinance on religious grounds but
accepted Murabaha as Sharia-compliant (Parvez et
al., 2022). Econometric analysis of household data
demonstrates that Islamic microfinance
interventions have reduced consumption poverty by
16-23% among participating households through
improved access to working capital and
consumption smoothing during seasonal income
fluctuations  (Qureshi &  Ahmed, 2021).
Additionally, the growth of Islamic microfinance
has stimulated financial literacy improvements, with
Zafar and Rahman (2022) documenting how even
limited engagement with formal Islamic financial
products correlates with improved household
budgeting practices and decreased reliance on
exploitative informal lenders charging annual
interest rates between 60-240%.

Despite these immediate benefits, the
dominance of debt-like instruments has generated
structural limitations that undermine long-term
poverty alleviation. Panel data tracking clients over
a five-year period reveals that while Murabaha
arrangements effectively address immediate capital
needs, they fail to facilitate business transformations

that could lift entrepreneurs into sustainable
prosperity (Mahmood & Hussain, 2022). This
constraint manifests in business growth metrics—
enterprises  funded  through  fixed-repayment
structures  showed 37% lower employment
generation and 42% reduced capital accumulation
compared to the limited sample of businesses
supported  through risk-sharing  arrangements
(Siddiqi et al., 2021). The rigidity of repayment
obligations creates what Khan and Baig (2022) term
"micro-debt cycles,"” where entrepreneurs prioritize
meeting fixed obligations over reinvesting in
business expansion, effectively constraining their
growth potential. Ethnographic research with
microentrepreneurs across Punjab reveals that
Murabaha-funded businesses primarily engage in
risk-averse trading activities with quick turnover but
limited value addition, rather than production-
oriented enterprises that might generate sustainable
employment and wealth (Ahmad & Zulfigar, 2021).
This pattern aligns with what Rahman and Malik
(2020) describe as "necessity entrepreneurship”
rather than "opportunity entrepreneurship”—short-
term survival strategies instead of transformative
business ventures that could create intergenerational
wealth.

The tension between immediate access and
long-term transformation highlights fundamental
questions about Islamic microfinance's
developmental vision. The retreat from risk-sharing
represents a missed opportunity to create alternative
financial ecosystems that align capital provision
with entrepreneurial outcomes (Mehmood & Ali,
2023). Musharakah arrangements, while
operationally complex, theoretically incentivize
financiers to provide business development support
alongside capital, creating embedded relationships
that transfer knowledge and skills—critical
components for sustainable enterprise development
that debt-like products rarely incorporate (Javeed &
Hassan, 2021). Impact evaluations comparing
conventional microfinance with Islamic alternatives
show that the developmental advantages of Islamic
approaches are significantly diluted when risk-
sharing principles are abandoned, with convergent
outcomes regarding asset accumulation and income
diversification over medium time horizons (Qureshi
et al., 2022). This similarity in outcomes suggests
that Islamic microfinance's distinctive poverty
alleviation potential depends critically on authentic
risk-sharing mechanisms rather than merely interest-
free structures (Zafar & Abdullah, 2022). As
Rahman and Shah (2023) argue, the transformative
potential of Islamic microfinance lies precisely in its
capacity to align financial returns  with
entrepreneurial success—a theoretical promise
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largely  unrealized in  Pakistan's  current
implementation models that emphasize transactions
over transformations.

5.1 Conclusion of the Study

The retreat from risk-sharing in Islamic
microfinance (IMF) necessitates comprehensive
policy reforms to realign practice with principles.
Regulatory bodies, particularly the State Bank of
Pakistan, should incentivize equity-based products
through  capital adequacy relaxations  for
Musharakah and Mudarabah financing (Abdul-
Rahman & Nor, 2017). Tax exemptions for profit-
sharing contracts could offset their higher
administrative costs, as demonstrated by Malaysia’s
success in boosting participatory finance (Rosly &
Bakar, 2003). Simultaneously, Sharia governance
frameworks require standardization to prevent
divergent interpretations that discourage risk-sharing
adoption (Mehmood & Sabir, 2020). Policymakers
must also integrate IMF into national financial
inclusion strategies, mandating minimum risk-
sharing allocations (e.g., 20% of portfolios) for
institutions accessing government funding (Hasan,
2015). These measures, combined with public
awareness campaigns to clarify misconceptions
about profit-sharing, could gradually rebalance
Pakistan’s IMF sector toward its ethical roots
(Ashraf et al., 2015).Hybrid financial instruments
that blend risk-sharing and fixed-return features
offer a transitional pathway to revive participatory
finance. Diminishing Musharakah, where clients
gradually acquire asset ownership, has proven
effective in housing microfinance but remains
underutilized in enterprise lending (Malik & Malik,
2021). Structured products embedding Takaful
(Islamic insurance) with profit-sharing contracts
could mitigate provider risks, addressing a key
barrier to Musharakah adoption (Masyita & Ahmed,
2021). Digital fintech solutions, such as blockchain-
based smart contracts for profit distribution, may
reduce transparency concerns and administrative
burdens (Faroogq et al., 2019). Evidence from
Indonesia shows that bundled products—combining
Murabaha working capital loans with Musharakah
investment components—achieve higher client
retention than pure debt models (Ismal, 2013).
These hybrids require tailored capacity-building for
IMF staff to explain their benefits and mechanisms
to clients, leveraging behavioral insights to
overcome cognitive biases against complexity
(Karlan et al., 2012).

5.2 Recommendations and Future Research
Directions

Critical knowledge gaps hinder the
development of evidence-based solutions for IMF’s
risk-sharing deficit. Longitudinal studies tracking
clients over 5-10 years are essential to compare
poverty reduction outcomes between Murabaha and
Musharakah users (Husain & Hussain, 2018).
Randomized control trials could test interventions
like simplified profit-sharing contracts or financial
literacy modules targeting risk-sharing
misconceptions (Zulfigar, 2017). The gendered
dimensions of product preferences demand urgent
attention, given = women’s  disproportionate
representation in IMF and their unique financial
vulnerabilities (Parvez & Rahman, 2021). Research
must also explore systemic innovations, such as
wagf-funded guarantee funds to backstop risk-
sharing portfolios or secondary markets for Islamic
microfinance securities (Mohieldin et al., 2011).
Cross-country comparative studies could identify
regulatory best practices, particularly from Sudan’s
early experiments with mandatory profit-sharing and
Iran’s interest-free banking model (Elhiraika &
Ahmed, 2014). By addressing these gaps, academia
can inform policies that restore IMF’s distinctive
approach to poverty alleviation.
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