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ABSTRACT 
Increasing no. of farmers’ suicides, growing rate of sick units in small scale industries, huge requirement of infrastructural finance, growing trade deficit and 

expanding gap between poor and rich class i.e. lack of inclusive growth etc. are the current economic problems of India. Currently practiced Interest Based 

Banking System has its own limitations in addressing these issues. Economists are opining that Islamic Banking System which propagates interest free banking 

has the potential to solve these problems. In this context, an attempt is made in this research paper to assess “Relevance of Islamic Banking to Indian Economy”. 

Further, this paper discusses in detail about the problems of currently practiced banking system, principles of Islamic Banking system, economic problems of India, 

and potential of Islamic Banking in solving these problems.  

 

KEYWORDS 

Economic Problems of India, Islamic Banking, Relevance to Indian Economy. 

 

INTRODUCTION 
he modern man i.e. 21

st
 century citizen is living in surfeit of luxuries. He is bestowed with motor vehicles such as cars and aero planes to travel, air 

conditioned bungalows to reside in, KFC’s burger to eat up, Raymond garments to wear, corporate hospitals to cure even cancers,  financial institutions 

to lend money without even asking, MNCs to offer million salaried jobs and so on.  This is only one side of the coin. Though it is 2000 years AD to us, 

there are certain sections in the society for which it is 2000 years BC. They are striving hard to get even a single bread piece to eat. Forget about the cars, they do 

not even have donkeys to travel,  forget about AC bungalows, they do not even have proper huts to reside in,  forget about the cancer, they die just on mosquito 

bites, forget about million salary, even a ten rupees note is worth more than a Kohinoor diamond to them. Therefore, 21
st
 century’s development is not for all. 

And it has not resulted in Inclusive Growth. What is to be done for achieving inclusive growth?  Dr. Raghuram Rajan, former IMF Chief Economist and the current 

RBI governor, has recommended Islamic finance for inclusive growth in India. (H. Abdul Rakeeb, 2010). 

There is a large no. of farmers who are committing suicide in Vidharba region of India. The reason behind it is the higher interest rates charged by the money 

lenders which create a cruel debt trap and make the farmers to feel that coming out of this trap is possible only through suicides. What is to be done to stop 

farmers’ suicides? Dr. MS Swaminathan, the Father of Green Revolution in India, while speaking at Karuna Ratna award presentation function in 2010, said, 

Islamic banking, could hold the key in solving this crisis. (H. Abdul Rakeeb, 2010) 

Till 2007-08, Indian economy was clocking a growth rate of 9% for the third year in a row, the biggest growth story in the world. But suddenly, months before the 

fiscal year ended, its growth rate has started declining. IMF has revised growth rate projections of Indian economy 4 times in 10 months and that too in a 

negative direction from 8% in June 2008 to 4.5% in April 2009. (Rajesh Chakrabarti, 2009) What made India to lose its growth momentum? The answer is Global 

Economic Crisis. Saleh Al Tayar, Secretary General of the Franco-Arab Chamber of Commerce, said, "If global banking practices were based on Islamic practices 

then we wouldn't be seeing the kind of crisis we are living through now". (Justice Mufti Taqi Usmani, 2009) 

In this way there is an impressive list of financial experts who are advocating Islamic Finance as an alternative to conventional banking system in light of the 

principles upon which it is based. 

 

THE CURRENT SCENARIO OF ISLAMIC BANKING  
Islamic finance is superior to conventional banking system in achieving socio economic objectives of the society. Hence it is rapidly gaining the importance as 

most of the economic experts see it as a better substitute to currently practiced interest based banking. Apart from Arab countries, modern, secular and 

industrialized countries like Britain, Singapore, Japan and Hong Kong have become hub for Islamic Finance. (H. Abdul Rakeeb, 2010) Corporations such as Tesco 

(UK) and Toyota (Japan) have used Islamic financial instruments to meet their capital requirements.  (H. Abdul Rakeeb, 2010) HSBC, Citi Bank etc. have started 

separate branches that offer Islamic financial products. (CA Ashutosh Verma, 2008) The Sharia-compliant banking system is being practiced in more than 50 

countries and there were more than 300 Islamic banks and financial institutions with assets of around $1.6 trillion. (Business Line, 2012) 

 

WHY TO ADOPT ISLAMIC BANKING? 
Now-a-days, Islamic Finance is becoming a quiet popular concept among the economists.  Many of them opine that it has the potential to replace the currently 

practiced conventional banking system. When we hear this term called Islamic Finance, the very first question that will crop up in our mind is, “When we already 

have a banking system which is accepted and operational throughout the world and catering to the needs of all concerned parties, why should we opt for Islamic 

Finance (Banking) System? What is the problem with the current system?”  The answer is that the problem with the current banking system is that it’s very 

foundation is based on interest. We may get astonished at this answer and further raise a question with more voice as “What is wrong if it is based on interest?” 

Further we argue that we have say Rs. 1bn with us and deposited with the bank. Then the bank gives us say 10% interest per annum with no risk from our side 

and it charges say 12% pa to the borrowers and thus, makes the profit of 2%. And the borrowers are getting these funds easily which they would not have get in 

the absence of banks. Therefore, all the parties i.e. depositors, banks and borrowers are happy with this system. Where is the problem? 

The answer for this question can be better understood with the following example. It is taught in the marketing classes that the customer is the king. He has 

certain needs and wants. It is the responsibility of the marketer to identify his needs and offer suitable products / services to make him happy (satisfy). If the 

marketer does so, then the customer makes him happy by buying his product which results in profits to him. It is a win-win situation to both. Therefore, on the 

face of it, everything looks fine. There is nothing wrong in this approach when the customer demands a pen or fan or computer and the marketer provides it. But 

when a customer needs Brown Sugar and the marketer provides it and argues that we (marketer and customer) are happy with each other as we are getting 

what we need (profit and Brown Sugar respectively). Then we say that the marketer has ignored his social responsibility and called as ‘smuggler’ but not 

T 
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marketer. Hence it can be conveniently said that mere satisfaction of needs of all the parties involved in business dealing does not make any concept as a valid 

theory.  

Similar is the case with the current banking system. On the face of it, Interest Based Banking System seems to be a correct practice but it has severe implications 

on the order of the society. 

 

PROBLEMS WITH INTEREST BASED BANKING SYSTEM 
From the above discussion it is concluded that though conventional banking system seems to be a correct practice, one may not certain its advantages, it may 

have some disadvantages which have been ignored. Let us though a light on various disadvantages of Interest Based Banking System in detail. Though it has 

various disadvantages a few of them are highlighted here. 

1. It brings Injustice to Lender and Borrower both: (Justice Mufti Taqi Usmani, 2009) 

 Assume that there is a lender who lent Rs. 1 billion @ 10 % per annum to a borrower. The borrower has done business with this money and generated the profit 

of Rs.  1 billion.  Out of this profit, he gives only 10% to the lender and the rest is enjoyed by him. It is the injustice to the lender as borrower has generated this 

profit with the money of the lender but throws a meager of 10%. (One may argue by saying that the borrower has to get more reward than the lender as he 

generated this profit with his talent and efforts. But remember that if the lender doesn’t provide money, then the so called talent of the borrower goes waste. 

So there is no borrower’s business without a lender. Thus, he must be rewarded adequately but not meagerly. One should not misunderstand by reading this 

article that it is argued in this article that borrower must get interest. But, what is argued here is that he deserves more return which this interest based banking 

system fails to offer.)  Similarly, in the same agreement, if the borrower fails to generate profits, in other words, incurs losses, still he has to pay interest. It 

means lender’s return is assured / risk free whereas borrower’s return is left to his fate. It is obviously a glaring injustice to the borrower. Therefore, Interest 

Based Banking System brings injustice to lender when borrower gets huge profits and brings injustice to borrower when borrower gets losses.    

2. It Results in Inappropriate Allocation of Money Pooled by the Banks: (Justice Mufti Taqi Usmani, 2009) 

Banks, in general, pool money from a broader section of the society i.e. poor, in the form of savings. These savings are lent to the entrepreneurs who are in a 

position to offer collateral. Only the big entrepreneurs can offer collateral and borrow money. But the poor people, though have a good project to undertake, 

are denied to get loans as they cannot offer collateral.  It means, the money which is present with the banks belong to poor. But, this poor’s money is not lent to 

poor because they cannot offer collateral. Is it not an injustice? 

3. It Leads to Unequal Distribution of Profits: (Justice Mufti Taqi Usmani, 2009) 

In numerous cases the funds deployed by the big entrepreneurs from their own pocket are much less than the funds borrowed from financial institutions. These 

entrepreneurs having only 10 million of their own acquire 90 million from the banks and embark on a huge profitable enterprise. If these huge projects bring 

enormous profits, only a small proportion goes to banks whose input in the projects was 90% while all the rest of the profit is enjoyed by the big entrepreneurs 

whose real contribution to the projects was just 10%. Therefore, these conventional banks have provided an opportunity to rich entrepreneurs to do business 

with the pooled money of the poor but only a very less percentage of return is given to them. It is another disadvantage with this banking system. 

4. It Ruins the Profits of Small Scale Industries: (Justice Mufti Taqi Usmani, 2009) 

Small Scale Entrepreneurs generally do not have sufficient funds to start the business. With lot of difficulty, they offer collateral to banks to get loans to start 

their own business that too at a high interest rate say 10% pa. If their earnings are say 15%. Then, they have to pay this 10% interest to the banks and the net 

profit to them is meager 5% only. Meaning that major portion of their earnings is eaten by these bank loans. One can imagine the heart breaking position of the 

small scale entrepreneur who puts his heart and soul in the business, fights with the competitors with tooth and nail and at the end ends with the meager profits 

after paying the interest. Sometimes he has to end up with losses after paying the interest. It is not that he has not generated profits but these profits are looted 

by banks. It is the disadvantage with interest based banking system to Small Scale Industries 

5. It Results in Financial Economy which is not backed by Real Assets: (Justice Mufti Taqi Usmani, 2009) 

Assume that a bank has lent 1 billion to a company @10% pa. This company has to produce the goods of 1.1 billion at least to be profitable. If it earns the profit, 

then it is in a position to pay interest. But, if the firm generates 0.80 billion only and incurs the losses, then the real assets (i.e. goods / services produced) in 

economy should become 0.80 billion. It means bank’s asset (cash) value must become 0.80 bn. But, surprisingly, bank’s assets value is unaffected by the loss of 

borrower and becomes 1.1 billion only because it forces the firm to pay 1.1 bn. In this case, there will be maturity mismatch between assets (production) and 

liabilities (paying 1.1bn is the liability for the firm). Thus, the money grows continuously irrespective of production. It means growth in money is not backed by 

real assets which results in financial economy rather than the real and it is more prone to economic crisis.  

These are the few noteworthy disadvantages of currently practiced Interest Based Banking System. Islamic Finance, also known as Interest Free Banking System 

is the single solution for all these problems. It can kick out all these problems from the economy at a single stroke.  

 

CONCEPT OF ISLAMIC FINANCE 
Islamic finance can be described as a system of finance that adheres to the principles of Sharia i.e. The Islamic Law. (Mohannad Badi et al, 2008)  In other words, 

it can be viewed as a financial system which identifies itself with the spirit of Sharia (The Islamic Law), as laid down by the Holy Qur'an and Sunnah (the practices 

of Prophet Mohammed (Peace Be Upon Him)), as regards its objectives, principles, practices and operations.  (Dr. Shahid Hasan Siddiqui, 2008)  Islamic Finance is 

based on the following principles. (H. Abdul Rakeeb, 2010) 

1. Prohibition of Receipt and Payment of Interest: This is because when a person having money is allowed to earn more money on the basis of interest, 

either in spot or in deferred transactions, it becomes easy for him to earn money without taking pains in real economic activities. Besides, Islam prohibits 

interest on following grounds. (Justice Mufti Taqi Usmani, 2009)  

• Money is not a commodity 

• Money is not a Production Good 

• Money is a Medium of Exchange and it must be used only for this purpose 

• Money is not a commodity: One of the wrong presumptions on which all theories of interest are based is that money is treated as a commodity. It is, 

therefore, argued that just as a merchant can sell his commodity for a higher price than his cost, he can also sell his money for a higher price than its face 

value, or just as he can lease his property and can charge a rent against it, he can also lend his money and can claim interest thereupon. Islamic principles, 

however, do not subscribe to this presumption. Money and commodity have different characteristics and therefore they are treated differently. The basic 

points of difference between money and commodity are as follows.  

o Commodity has intrinsic utility which can be utilized in direct fulfillment of human needs whereas money doesn’t. 

o The commodities can be of different qualities while money has no quality. An old and dirty note of Rs. 100/- has the same value as a brand new note of Rs. 

100/-.  

• Money is not a Production Good: Economists have classified commodities into two categories i.e. consumption goods and production goods. As the 

modern economists assumed that money is a commodity, they have to place it in either of the categories. Since money has no intrinsic utility, it is not 

consumption good. Hence it could not be included in consumption goods category. Therefore, they are left with no option but to place in production goods 

category. Funnily, there are no sound logical arguments to prove that money is a production good.  

• Money is a Medium of Exchange and it must be used only for this purpose: Islamic Law has restricted the scope of money to its basic purpose i.e. to act as 

a medium of exchange and a measure of value. If, for exceptional reasons, money has to be exchanged for money or it is borrowed, the payment on both 

sides must be equal because it is not used for the purpose it is not meant for i.e. trade in money itself. Imam Al-Ghazzali, a Muslim scholar existed about 9 
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centuries ago has undertaken a comprehensive analysis of the nature of money and said that money should not be treated as a commodity meant for 

being traded in. In light of the above interest is prohibited.   

2. Emphasis is on Profit and Loss Sharing: Islam replaces debt contracts with equity contracts. (Sarika Malhotra, 2010) The major reason to emphasize on 

profit and loss sharing in Islam is to remove the injustice caused by these debt contracts to the borrower and lender and to make everyone to prosper from 

business by appropriately apportioning the profits. At the same time it emphasizes on sharing the losses, if any, so that only one party should not become 

the victim of losses. 

3. Prohibition of Projects that offer Returns with more variability: Islamic Finance takes enough care to prevent the business from yielding losses. It believes 

that the loss is the result of more variability in the cash inflows. Hence the projects which offer more variability in cash flows must be avoided to safeguard 

interest of the investors. It does not mean that revenues are risk free but enough precautions are taken to minimize the risk. 

4. Prohibition of Speculation: Speculation is another form of gambling. It involves taking more risk with the hope to get more returns in short run. This 

statement itself states that there is more risk. But taking more risk may result in losses to the partners of the business. Hence such acts are prohibited. 

5. Prohibition of Financing Socially Detrimental Projects: The objective of Islamic Finance is to make a positive contribution to the fulfillment of socio – 

economic objectives of the society. (Dr. Shahid Hasan Siddiqui, 2008) It wants that investors must get higher returns but it should not be at the cost of 

social values. Therefore, investment in social value destroying activities such as gambling, pornography, alcohol, defense armaments, casinos etc. is 

prohibited in Islam to shape an ethical and responsible society. (Iqbal Khan, 2009) 

6. Asset Backing Principle: In Islamic Finance, it is required that financial transactions should be unpinned by an identifiable and tangible underlying asset. (H. 

Abdul Rakeeb, 2010) Financial transactions must be accompanied by an underlying productive economic activity that will generate legitimate income and 

wealth. Therefore, there is a close link between financial transactions and productive flows. Thus, the growth in Islamic financial assets is generally 

accompanied with growth of underlying activities that have economic value. (Dr. Zeti Akhtar Aziz, 2010) Therefore, it produces real economy which is less 

prone to economic crisis. 

7. Transparency Principle: In Islamic banking, all the parties are treated as partners in the business. Hence they must be adequately informed on all the 

financial dealings i.e. there will be full disclosure of information on all the aspects of the business to all the concerned parties. 

 

RELEVANCE OF ISLAMIC BANKING TO INDIA 
Islamic Banking may have countless advantages; but the question is, “Is it relevant to India”? Islamic Banking becomes relevant to India only when India has any 

problems which are not solved by the currently practiced banking system. The Economic Problems of India are given below.  

1. Indian economy is an Agricultural Economy where more than 50% of people are engaged in agriculture but there is a continuous growth in the suicides of 

farmers due to debt trap. Few statistics about farmers suicides are (Dr. P. Deshmukh, 2011): The number of farmers who have committed suicide since 

1997 to 2008 all India level was 199132. On an average one farmer committed suicide for every 53 minutes in India. National Crime Records Bureau 

estimated that not less than 200000 farmers committed suicide between the above said tenure. 

It is worth noticing that now-a-days, the government is coming out with interest free loan scheme to stop farmers’ suicides. But, this scheme would be a 

burden to the economy as it is a scheme which has cost but does not generate revenue. Islamic Banking operates in a different way to solve this problem. 

No doubt Islamic Bank offers interest free loans to the farmers but enters into contract with the farmers to share the productivity (profit or loss) of the 

crop on agreed proportion thus generates revenue and hence there is no burden on the economy.  Thus, Islamic Banking is relevant to India.  

2. Huge Investment in Infrastructure is required in 12
th

 FY plan i.e.  $ 1 trillion. Infrastructure development, rural regeneration and other development 

projects need huge foreign investment at reasonable cost. It worth here to quote the statement made by Kerala’s Finance Minister, Thomas Isaac, “We 

need long-gestation funds to build airports, high-speed trains and expressways. Islamic finance promises unexplored potential in that context.” There is a 

view that India’s needs in financing large infrastructure projects can be met by attracting the Gulf surplus (estimated at up to $3 trillion) provided the “right 

opportunity” is created. During the financial crisis, Muslim investors in the Gulf were seeking opportunities to invest through Islamic financial products in 

emerging economies like India. Failing to get such opportunities in India, they are now parking their investments in Islamic banks of the UK and switching to 

other emerging economies like China, Taiwan, Indonesia and Malaysia. India is definitely missing billions of dollars in investment funds that could be 

mobilized in terms of Islamic investments. It is really a missed opportunity because savings of UAE (which is one among the Top 10 investing countries in 

India) are not tapped fully. UK, China, Malaysia, Indonesia, Taiwan are benefiting from our indecisiveness. If Government of India allows Islamic Banking in 

India, It can solve this problem. 

3. Increasing rate of sickness in SSIs: According to MSME Annual Report 2011-12, till 2010 – 2011, there were about 311.52 lakhs of Small Scale industries 

with 732.17 lakhs of people employed, Rs. 773487crores of investment and Rs. 1095758 of production value. But there are certain hurting facts about the 

SSI sector in India. From the report of DCMSME on Registered SSI Sector, it is found that total number of SSI units permanently registered up to 31-3-2001 

was 22, 62, 401. Of which 13, 74, 974 units (61 %) were found to be working and 8, 87,427 units (39 %) were found to be closed. Islamic Finance could hold 

a key in solving this problem. 

4. Non - inclusive Growth:  According to United Nations Human Development Report (2009), Poverty in India is widespread, with the nation estimated to 

have a third of the world's poor. In 2010, the World Bank reported that 32.7% of the total Indian people fall below the international poverty line of US $ 1. 

25 per day (PPP) while 68.7% live on less than US $ 2 per day. According to 2010 data from the United Nations Development Programme, an estimated 

29.8% of Indians live below the country's national poverty line. A 2010 report by the Oxford Poverty and Human Development Initiative (OPHI) states that 8 

Indian states have more poor people than 26 poorest African nations combined which totals to more than 410 million poor in the poorest African 

countries. By observing these facts, H Abdul Rakeeb (2010) has opined that there is no middle class as such in India. There are only two classes i.e. Super 

Rich and Super Poor. Dr. Raghuram Rajan, the Governor of RBI has opined that Islamic Banking is a very useful tool for promoting Inclusive growth India. 

(H. Abdul Rakeeb, 2010) 

 

CONCLUSION 
Currently practiced Interest based banking system has many disadvantages. It causes injustice to lender as well as borrower, allocates the money pooled by the 

banks inappropriately, leads to non inclusive growth, ruins the profits of profits of small scale industries, and produces financial economy which is more prone to 

economic crisis. It could not stop the farmers’ suicides, shutting down of SSI, increasing poverty etc. If the Banking practices of India are based on Islamic 

banking, it could stop all these problems. Hence many experts are advocating it in India. Current RBI Governor, Raghu Ram Rajan, Dr. Swaminathan are few of 

them. In light of the above, Indian Government must think seriously about adopting Islamic Banking model in India. India may implement the same by obtaining 

inputs from the global example in UK, Malaysia and Singapore. If Hong Kong, USA, UK, Germany can become business hubs of Islamic Banking, why not our 

India? 
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