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Abstract 

This study examines the domain of Islamic social finance within the framework of addressing 

prevalent challenges and harnessing potential for significant socio-economic impact. It lies in 

the acknowledged ability of Islamic social finance mechanisms - zakat, Islamic crowdfunding, 

Islamic microfinance and waqf - to address poverty and promote economic equality, yet the full 

realization of these benefits is impeded by numerous challenges. This study therefore identifies 

the primary issue as understanding these impediments and determining how to effectively 

navigate them for enhanced Islamic social finance impact. Its aim is to comprehensively analyze 

the issues, identify unexploited opportunities, and formulate recommendations for a robust and 

impactful Islamic social finance system. To this end, the study utilizes a library-based approach, 

conducting an extensive review of relevant literature, including academic articles, books, policy 

reports, and case studies. It is revealed that governance and regulatory challenges, socio-

economic obstacles, and discrepancies in the application and understanding of Islamic social 

finance mechanisms are the primary hurdles. Potential solutions range from harmonizing 

regulatory standards, promoting transparency and accountability, to fostering economic 

empowerment and cross-border collaboration in the Muslim world. This study implies that 
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addressing these challenges and harnessing Islamic social finance's potential can lead to a more 

effective poverty alleviation strategy, contributing to wealth redistribution, social justice, and 

sustainable development in line with Islamic principles. This research, therefore, holds 

substantial implications for policymakers, regulators, and practitioners within the Islamic social 

finance ecosystem, and suggests the necessity of collaborative, informed efforts to unlock the 

transformative power of Islamic social finance.  

Keywords: potentials, challenges, Islamic social finance, social well-being 

Introduction 

Islamic social finance represents a distinct approach to poverty alleviation and economic 

empowerment based on Islamic principles of social solidarity and mutual assistance. The main 

instruments including zakat (alms-giving), Islamic crowdfunding, Islamic microfinance and 

waqf (endowment), have been used for centuries to foster wealth redistribution and social 

welfare in Muslim societies. In recent years, there has been a growing interest in this field among 

researchers, policymakers, and practitioners alike, fueled by its potential to address socio-

economic disparities and contribute to sustainable development. However, despite its inherent 

potential, Islamic social finance has not been fully capitalized upon. Several challenges, 

spanning from governance and regulatory issues to socio-economic and geopolitical factors, 

have impeded its full-fledged operation and impact. 

Moreover, the application and management of Islamic social finance significantly vary from 

one country to another, largely due to the absence of universally accepted standards and 

regulatory frameworks. This inconsistency not only hampers the effectiveness mechanisms but 

also undermines the trust of beneficiaries and stakeholders, which is fundamental to the 

operation of Islamic social finance. Furthermore, while Islamic social finance could be an 

essential vehicle for addressing global socio-economic challenges, there exists a considerable 

knowledge gap regarding its operational mechanisms, effectiveness, and potential applications. 

This gap underscores the need for an in-depth, systematic exploration of this area. 

This study, titled "Addressing Challenges, Unleashing Potentials: Towards Achieving Impactful 

Islamic Social Finance", seeks to fill this knowledge gap. It aims to provide an extensive 

analysis of the challenges and discuss potential strategies for overcoming these challenges. At 

the same time, it emphasizes the untapped potentials and how these can be harnessed to achieve 

significant socio-economic impacts, particularly in Muslim-majority countries. The study also 

underscores the need for collaborative efforts among various stakeholders, including 

policymakers, regulatory bodies, Islamic social finance institutions, and beneficiaries, to 

streamline the operation of Islamic social finance and maximize its impact. It provides a 

comprehensive review of existing literature, case studies, and best practices to offer evidence-

based recommendations for enhancing the effectiveness and impact of Islamic social finance. 
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Understanding the Foundations 

In an era of global economic transformation, the need for inclusive, sustainable, and ethically 

grounded financial systems is increasingly evident. Amid this backdrop, Islamic social finance 

stands as a potential solution, reflecting a unique confluence of ethical principles, financial 

acumen, and societal responsibility (Hassan & Nor, 2019). This distinctive model, embedded in 

the Islamic economic system, presents both a philosophical divergence from conventional 

financial systems and a practical tool for social and economic development. 

The understanding of Islamic social finance necessitates a thorough exploration of its 

foundations. Rooted in the principles of the Shariah law, it is an integral part of the 

comprehensive Islamic economic system, guided by a unique set of tenets that distinguish it 

from other financial systems. These principles do not merely regulate economic activity; rather, 

they provide an overarching framework for achieving socio-economic justice, financial 

inclusivity, and sustainable growth. 

A Glimpse into the Islamic Economics 

The concept of Islamic economics, underpinned by the principles of Shariah law, forms a unique 

economic paradigm distinct from conventional economic systems. The interplay between the 

ethical, moral, and socio-economic dimensions in Islamic economics ensures a holistic 

approach towards economic development and wealth distribution. Islamic economics is 

anchored in the theological belief that all resources on earth belong to Allah SWT, the ultimate 

owner. Humans are considered 'Khalifah' or trustees, entrusted with the responsibility of 

managing these resources in a way that is beneficial to themselves and society (Chapra, 2004).  

The concept of trusteeship, known as 'Khalifah' in Arabic, is central to the Islamic economic 

framework and significantly influences how economic activities are conducted within this 

system. This concept creates a unique socio-economic perspective in which every individual 

becomes a steward, entrusted by Allah SWT with resources and thus bound by moral obligations 

and ethical responsibilities. Islamic economics fundamentally differs from conventional 

economics in its guiding principles to economic methodology: 

1. Guiding Principles: Conventional economics lacks a specific guiding principle and 

allows for full freedom in economic activities. In contrast, Islamic economics derives 

its principles from the Qur'an and Sunnah, focusing on brotherhood, justice, and 

adhering to the teachings of Islam. 

2. Sources of Guidance: Conventional economics relies on man-made rules and 

regulations as a guide for economic activities, while Islamic economics draws guidance 

from the Qur'an and Sunnah as divine sources. 

3. Economic Fundamental Issues: Conventional economics identifies scarcity of 

resources as the primary economic problem due to unlimited human wants and limited 

resources. Islamic economics, on the other hand, recognizes that human needs are 

limited while resources are provided by Allah SWT, leading to a relative scarcity that 

arises from the unequal distribution and utilization of resources. 
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4. Approach to Wants and Consumption: Conventional economics often emphasizes 

fulfilling unlimited human wants and desires, promoting a culture of opulence and 

consumerism. Islamic economics advocates for moderation, self-restraint, and 

discourages excessive consumption, encouraging individuals to suppress their desires 

and focus on fulfilling essential needs. 

5. Methodology: Conventional economics adopts a positive methodology, focusing on 

analyzing and understanding economic phenomena based on empirical data and 

observable reality. Islamic economics incorporates both positive and normative 

methodologies, considering the moral and ethical dimensions of economic activities in 

addition to empirical analysis. 

The notion of trusteeship in Islamic economy promotes accountability in earning and spending. 

Muslims are encouraged to earn their livelihood through halal (permissible) means, exercising 

honesty and integrity in their business dealings (Cizakca, 2007). They are also advised to avoid 

Haram (forbidden) economic activities. There are several fundamental tenets differentiate 

Islamic economics from conventional economic systems, namely: the prohibition of riba, 

gharar, and maysir. 

Riba, usually translated as ‘usury’ or 'interest', is explicitly prohibited in Islam. It is seen as 

exploitative and unjust, as it leads to wealth accumulation by the rich at the expense of the poor. 

Riba can manifest itself in multiple ways, but most commonly, it takes the form of interest on 

loans. Instead of charging interest on lent money, Islamic financial transactions are based on 

risk and profit-sharing arrangements. These arrangements distribute the risk and reward more 

equitably among all parties involved (Botiș, 2013). Gharar refers to ambiguity or uncertainty 

in financial transactions. It is forbidden due to the potential for deception and injustice. Any 

form of contractual ambiguity, whether related to the price, quality, quantity, or time of delivery 

of the subject matter of a contract, could lead to dispute or exploitation (Razali, 2012). The 

prohibition of gharar underscores the importance of transparency and clarity in all business 

transactions, leading to increased trust and stability in the financial system. Maysir, often 

translated as gambling, is also prohibited under Islamic law. This prohibition is not limited to 

traditional forms of gambling but also extends to speculative transactions that resemble 

gambling. Any transaction where the acquisition of wealth depends purely on chance, rather 

than productive effort, falls under the prohibition of maysir (Nienhaus, 2011). The Islamic 

economic model, therefore, promotes wealth creation through legitimate trade and investment, 

which involves effort and social usefulness.  

In addition to these tenets, Islamic economics is underpinned not just by strict financial rules 

and regulations, but also by a profound commitment to social welfare and societal good. This 

commitment is inherent in the belief system that guides the Islamic economic model, 

influencing its approaches to wealth creation, distribution, and consumption. One of the 

distinguishing features of Islamic economics is the importance it places on giving back to the 

community. This is institutionalized through mechanisms like zakat, sadaqah, and waqf, each 

contributing to the welfare of society in distinct ways.  



Ulum Islamiyyah Journal  |  Vol.35 No.2 August 2023 
 

67 

The approach of Islamic economics is indeed driven by ethics and a unique set of principles, 

namely trust, justice, and fairness. These principles form the bedrock of the Islamic economic 

system and, in turn, influence every economic decision and activity. This ethics-driven approach 

positions Islamic economics as a comprehensive and holistic framework for economic 

development, one that strikes a balance between financial prosperity and social equity. 

Trust, or 'Amanah', is one of the central tenets of Islamic economics. In every economic 

transaction, the involved parties are obliged to maintain trust and honesty. Amanah impacts 

every aspect of business, from contracts and dealings to relationships with stakeholders, 

encouraging transparency and discouraging deceitful practices. This culture of trust fosters a 

conducive business environment, facilitates trade, and ultimately contributes to economic 

growth. Justice and fairness, reflected in the principles 'Adl (justice or fairness) and Qist (equity 

or balance) permeate every aspect of the Islamic economic system. Islam mandates just 

treatment in all business relations and forbids exploitation (Mansour et al., 2015). The 

prohibition of usury or riba and speculative transactions or gharar are direct applications of 

these principles, aiming to prevent unfair practices and financial harm. These principles of 

justice and fairness help maintain economic stability, protect the rights of individuals, and 

ensure a fair distribution of wealth and opportunities in society. 

The Islamic economic system offers a nuanced understanding of economic development, where 

growth is not seen as the mere increase in goods and services but also encompasses social 

wellbeing and spiritual upliftment. It challenges the conventional view of economic growth, 

which often prioritizes profit maximization and wealth accumulation over social and moral 

concerns (Begum et al., 2019). In the Islamic worldview, economic growth should be pursued 

in a manner that promotes social equity and harmony. This vision implies that economic success 

cannot be isolated from social and moral considerations. Economic growth achieved at the 

expense of societal welfare or through unethical means is not deemed truly successful in the 

Islamic perspective. 

Understanding these underlying principles is vital to appreciate the essence of Islamic social 

finance, which incorporates these very tenets to promote social and economic equity within the 

Islamic financial framework. The moral and ethical principles underpinning Islamic economics 

not only distinguish Islamic social finance from its conventional counterparts but also provide 

the foundation for its potential in driving sustainable and impactful socio-economic 

development. 

Distinguishing Islamic Social Finance 

The concept of Islamic social finance is a remarkable fusion of the ethical principles of Islam 

and the objectives of social finance. As the term suggests, 'Islamic Social Finance' encompasses 

modes of finance that are fundamentally grounded in Islamic ethics and designed to yield 

significant social benefit (UNDP, 2019). The main objectives of Islamic social finance are: 

1. Poverty Reduction: One of the primary objectives of Islamic social finance is to 

combat poverty. Through mechanisms such as zakat, sadaqah, and Islamic 
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microfinance, funds are channelled to the poor and needy, providing them with 

essential financial support. 

2. Income Redistribution: Islamic social finance seeks to reduce income inequality and 

promote fair wealth distribution. For instance, the institution of zakat, in particular, 

facilitates the redistribution of wealth from the rich to the poor, ensuring a minimum 

living standard for all members of society. 

3. Promotion of Social Welfare: The welfare of society is a key focus of Islamic social 

finance. Funds mobilized through waqf, zakat, infaq and sadaqah are often used to 

finance public goods and social services like education, healthcare, and other social 

welfares. 

4. Financial Inclusion: Islamic social finance aims to improve access to financial 

services for the financially marginalized populations. Instruments such as qard hasan 

(benevolent loans) and Islamic microfinance provide interest-free or low-cost 

financing options, enabling the poor and small entrepreneurs to participate in economic 

activities. 

5. Sustainable Development: Islamic social finance promotes investments that are 

socially responsible and environmentally sustainable. It encourages businesses and 

investors to consider the social and environmental impacts of their actions, aligning 

economic activities with sustainable development goals (Tahiri Jouti, 2019). 

6. Ethical Conduct: Upholding ethical standards in financial dealings is a fundamental 

objective of Islamic social finance. It prohibits unethical and exploitative practices, 

ensuring that economic activities are conducted in a manner that is fair, transparent, 

and beneficial to all parties involved. 

7. Promotion of Entrepreneurship: By providing access to interest-free or low-cost 

financing, as in Islamic microfinance offerings, Islamic social finance fosters 

entrepreneurship, especially among low-income individuals and small businesses. This 

can lead to job creation, economic growth, and community development. 

8. Fostering Social Solidarity: Through its redistributive mechanisms, Islamic social 

finance fosters a sense of solidarity and mutual support within society. It encourages 

individuals to contribute to the wellbeing of others, fostering community cohesion and 

social harmony. 

Islamic social finance and Islamic commercial finance are both integral parts of the broader 

Islamic financial system, and they share a common foundation in the principles and regulations 

of Islamic law. However, they differ significantly in their objectives, instruments, and 

operations. 

 



Ulum Islamiyyah Journal  |  Vol.35 No.2 August 2023 
 

69 

Table 1. Comparison between Islamic Social Finance and Islamic Commercial Finance 

Aspect Islamic Social Finance Islamic Commercial Finance 

Primary 

Objective 

Promotes social welfare, 

empowerment of marginalized 

groups, and economic equity. 

Aims to generate and maximize profits 

while adhering to Islamic principles. 

Financial 

Activities

  

Focuses on activities intended to 

provide social benefits and uplift 

economically marginalized 

sections of society. 

Involves financial activities that cater 

to the needs of businesses, 

organizations, and individuals. 

Key 

Instruments 

Zakat, sadaqah, waqf, qard hasan Bay’ bithaman ajil, tawarruq, ijarah, 

takaful 

Purpose of 

Instruments 

Mechanisms for wealth 

redistribution, sustainable social 

funding, and interest-free 

financing. Support for the needy 

and community solidarity. 

Facilitates commercial transactions 

and promotes economic activities in an 

ethical and Shariah-compliant manner 

Target 

Clients 

Focuses on economically 

marginalized individuals and 

communities in need of social 

support. 

Businesses, organizations, and 

individuals seeking, with emphasis on 

the middle and upper-class segments of 

society 

Core Focus Social welfare, community 

empowerment, economic equity. 

Profit generation, ethical financial 

services. 

Example Qard hasan enables interest-free 

loans to financially disadvantaged 

individuals, promoting economic 

empowerment and social welfare. 

Tawarruq allows individuals or 

businesses to obtain liquidity by 

purchasing commodities at a deferred 

price and then selling them in the 

market for cash, facilitating access to 

funds. 

While both types of finance promote ethical conduct and social responsibility, a key distinction 

lies in their primary beneficiaries and return expectations. Islamic social finance is more charity-

oriented, targeting the poor and needy with no expectation of monetary return. In contrast, 

Islamic Commercial Finance targets businesses and individuals who require financing for 

commercial purposes and expects a return on investment, albeit in a manner that complies with 

Islamic principles. 
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Key Instruments of Islamic Social Finance 

Islamic social finance represents a unique blend of divine mandate, ethical considerations, and 

practical instruments aimed at socio-economic welfare. This study provides an in-depth 

exploration of the four primary tools that characterize Islamic social finance: zakat, Islamic 

crowdfunding, waqf, and Islamic microfinance. Each plays a distinct role in facilitating 

economic growth, promoting financial inclusion, and addressing social inequalities. 

Zakat: The Mandatory Act of Purification and Growth 

The term "zakat" literally means "that which purifies." It is a religious obligation that requires 

Muslims to give a portion of their wealth to support those in need, such as the poor, needy, the 

debt-ridden and those in bondage (slaves and captives) (Al-Qaradawi, 1973). The philosophy 

of zakat is rooted in the Islamic principle of social justice and encompasses a wide range of 

beliefs and values that shape the practice and purpose of zakat in Islamic society (Al-Mubarak, 

2016). Central to zakat philosophy is the idea of fairness, justice, and balance, both in terms of 

wealth distribution and individual responsibility. 

Zakat aims to widen the wealth redistribution among the community. In Islam, wealth is seen 

as a trust from Allah SWT, and individuals are expected to use their wealth in a responsible and 

ethical manner. Zakat is a mechanism through which wealth can be transferred from those who 

have more to those who have less, thereby reducing poverty and promoting equality. This 

redistribution of wealth is seen as a key way of fulfilling the Islamic principle of social justice, 

as it helps to ensure that everyone has access to the basic necessities of life. 

The spiritual purification of the individual is also the philosophical concern of zakat. It is not 

just a financial obligation, but also a means of purifying one's wealth and spiritual well-being. 

By giving zakat, individuals demonstrate their commitment to the well-being of others and their 

willingness to sacrifice their own material comforts for the sake of others. This act of giving is 

seen as a way of cleansing the soul and drawing closer to Allah SWT, helping to promote moral 

and ethical behavior in the wider community. 

Zakat also promotes the economic development and sustainability. By supporting those who are 

less well-off, zakat can help to create a more inclusive and resilient economy, where everyone 

has the opportunity to contribute and succeed. This, in turn, contributes to the long-term stability 

and prosperity of the community, as people are able to build a better future for themselves and 

their families. 

It can be said that the philosophy of zakat is a complex and multifaceted concept that reflects 

the Islamic values of social justice, spiritual purification, and economic development. By 

supporting the well-being of others, zakat promotes the ideals of fairness, equality, and balance, 

while helping to create a more inclusive and resilient society. 
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Islamic Crowdfunding: Voluntary Acts of Kindness 

Islamic crowdfunding refers to the process where small contributions are pooled from a vast 

array of individuals or organizations to support a specific business initiative, individual 

requirements, or societal necessities (Ramli et al., 2022). This gathering of funds usually occurs 

via an online platform that operates in adherence to Shariah principles. These principles reflect 

the broader values of integrity, transparency, and responsibility in all financial dealings within 

Islam. Islamic crowdfunding principles can be described as follows: 

1. Usage for Lawful Purposes: Funds collected through Islamic crowdfunding should 

be utilized for projects and initiatives that align with Islamic teachings. Projects 

associated with activities prohibited (haram) under Islamic law, such as gambling, 

adult content, or alcohol consumption, are strictly off-limits. It underscores the 

principle that financial resources should be channelled into ventures that contribute to 

societal good and do not contravene Islamic ethical standards. 

2. Transparency: The Shariah principle of openness and honesty extends to all aspects 

of Islamic crowdfunding. Project details, including fundraising goals, sources of 

funding, timelines, and potential risks, should be thoroughly and accurately 

communicated to potential donors or investors. This comprehensive disclosure ensures 

that contributors can make informed decisions and reinforces the trustworthiness of the 

platform. 

3. Trustworthiness of the Project Team: Trust (amanah) is a cornerstone of all Islamic 

transactions, including crowdfunding. Those managing the crowdfunding initiative 

should uphold high standards of integrity, fulfilling all legal and ethical obligations. 

They should have a solid reputation and be equipped to carry out the project 

successfully. This principle guarantees that the project team is accountable and 

responsible for the appropriate use of collected funds. 

4. Voluntary Donations: In line with the Islamic principle of voluntary giving, 

contributions to crowdfunding campaigns should be made willingly. Coercion has no 

place in this process, and donors should have the liberty to choose whether or not to 

support a project. Additionally, once made, donors cannot be forced to take back their 

donations unless specific conditions are met, such as failure of the project to meet its 

objectives. This principle ensures that the act of giving remains a manifestation of 

goodwill, generosity, and personal choice, which are all integral elements of Islamic 

philanthropy. 

While maintaining its adherence to the principles of Islamic finance, Islamic crowdfunding 

takes on several forms, each serving unique functions and attracting different kinds of 

contributors. The three most prevalent forms are donation-based crowdfunding, equity 

crowdfunding, and loan-based crowdfunding. 
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1. Donation-Based Crowdfunding (Sadaqah): This is the most straightforward type of 

Islamic crowdfunding. Here, individuals or organizations contribute funds towards a 

particular cause, project, or individual with no expectation of a monetary return. The 

donations are purely for the purpose of charity (Sadaqah) or benevolence, motivated 

by a desire to help and earn spiritual rewards. This type of crowdfunding is often used 

for humanitarian projects, community services, or to support individuals in need. 

2. Equity Crowdfunding (Mudarabah): This form of crowdfunding allows individuals 

to invest in a project or venture in exchange for a share of ownership. It operates on 

the principle of mudarabah, a profit-sharing agreement where investors provide capital 

to the entrepreneur who manages the business. If the venture is successful, profits are 

shared among investors according to pre-agreed proportions. However, if the venture 

incurs a loss, the financial loss is borne by the investors, while the entrepreneur loses 

the effort and time invested. This risk-sharing aspect aligns with the Islamic principle 

of shared risk and reward. 

3. Loan-Based Crowdfunding (Qard Hasan): In this model, funds are raised by 

offering interest-free loans (qard hasan) to those in need or small businesses. It is 

particularly useful for projects or individuals who require capital but may not have 

access to traditional banking services due to the prohibitive interest charges. In contrast 

to conventional loans, qard hasan is a benevolent loan, where the borrower is only 

obliged to repay the principal amount, fostering a sense of mutual aid and ethical 

lending within the community. 

Figure 1: Islamic Crowdfunding Platform 
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The philosophy underpinning Islamic crowdfunding is deeply embedded in the values of mutual 

cooperation, inclusivity, and ethical finance. It embodies the concept of collective responsibility 

and social solidarity, known as Ta'awun. In the Qur'an and Hadith, Muslims are encouraged to 

help each other in times of need and work together towards common goals (Lutfi & Ismail, 

2016). Islamic crowdfunding operationalizes this philosophy, enabling the community to pool 

resources in support of projects, social causes, or individuals in need. It also promotes the 

principle of inclusivity and equitable access to finance. By democratizing the fundraising 

process, Islamic crowdfunding allows individuals, startups, or social causes that may be 

overlooked or underserved by the mainstream financial institutions to secure necessary funding. 

This supports the broader Islamic finance goal of socio-economic justice and inclusivity. 

Ethical finance is another critical aspect of Islamic crowdfunding philosophy (Hossain & 

Oparaocha, 2017). All transactions and projects must comply with Islamic law, meaning that 

funds cannot be used for activities considered haram (forbidden). Moreover, practices such as 

charging interest (riba), uncertainty (gharar), and gambling (maysir) are strictly prohibited. 

This ensures that all fundraising activities contribute to the holistic well-being of society and do 

not exploit individuals or resources. Aside from businesses, Islamic crowdfunding promotes the 

idea of sadaqah. While some forms of Islamic crowdfunding involve investment and potential 

financial returns, many platforms also host charitable projects. Donors contribute out of 

goodwill and to seek spiritual reward, further fostering a culture of generosity and empathy. 

Islamic crowdfunding embraces the principle of risk-sharing as opposed to risk-transfer, 

especially in equity-based crowdfunding. Investors share the business risk and profits rather 

than transferring the risk onto one party, promoting a more balanced and fair financial system. 

the philosophy of Islamic crowdfunding interweaves a potent mix of community support, 

inclusivity, ethical finance, generosity, and risk-sharing. By aligning modern crowdfunding 

techniques with these time-honored principles, Islamic crowdfunding has the potential to drive 

impactful social and economic changes. 

Waqf: Perpetual Charity and Social Welfare 

Waqf originated from the Arabic language, which has various meanings according to the context 

and usage of the verse including to stop, prevent, and detain (Abu Jayb, 1988). Islamic jurists 

acknowledge waqf according to the language meaning of ‘al-habs’, which means to detain the 

endowed asset, as the word is closer to the legal definition. 

The philosophy underpinning waqf is multifaceted, blending elements of philanthropy, 

sustainability, and community empowerment. At its core, waqf is rooted in the Islamic 

principles of generosity and perpetual charity (sadaqah jariyah). It reflects a profound sense of 

social responsibility and commitment to the welfare of the community. The act of establishing 

a waqf signifies a voluntary surrender of certain rights over one's property to serve the public 

good. This is inspired by the Islamic belief that all wealth ultimately belongs to Allah SWT, and 

humans are merely custodians of that wealth. 
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Waqf's philosophy is imbued with the concept of sustainability. Unlike one-off acts of charity, 

a waqf is intended to provide a continuous stream of benefits over an indefinite period. The 

endowed asset (usually a piece of land, a building, or other income-generating properties) 

remains preserved, while the income or benefits derived from it are used for charitable or 

community-oriented purposes (Abdullah Thaidi et al., 2019). This model ensures long-lasting, 

sustainable benefits that can span generations. Further, the philosophy of waqf encourages 

empowerment and social development. The income generated by a waqf is often directed 

towards causes like education, healthcare, poor community empowerment, and other 

community services. This focus aligns with the broader goals of socio-economic justice and 

human dignity in Islam, promoting a more equitable distribution of resources and opportunities. 

Historical development has witnessed that waqf has been primarily associated with charitable 

giving and religious activities. However, in recent years, the concept of waqf has undergone 

significant evolution and has become increasingly recognized as a tool for economic 

empowerment. At its core, waqf is a form of perpetual charity in which an individual donates 

property, money, or other assets to a religious or charitable cause. The assets are then managed 

by a trustee, who uses the income generated from the assets to support various charitable 

activities, such as the construction of mosques, schools, and hospitals, or the provision of food, 

clothing, and shelter to the poor (Asmak Ab Rahman, 2009). 

Over time, the traditional concept of waqf has evolved to encompass a wider range of activities, 

including the creation of businesses, such as hotels and hospitals, and the establishment of waqf 

investment funds. For instance, in UAE, an Islamic philanthropy organization known as 

Jamiyyatul Iman Liri'ayati Mardha Sarathan al-Khairiyyah (Institute for the Benevolence of al-

Iman for the Treatment of Cancer Patients) built the waqf hospital for cancer treatment on a 

waqf land area of 4,700 meters. This hospital provided healthcare services as well as offered 

psychological rehabilitation for cancer free of charge. One example of a waqf hotel is the "Hotel 

Uthman ibn Affan RA" being built in Medina Al Munuwwarah. The hotel is a waqf project 

established to serve the needs of the growing number of pilgrims who visit Medina every year. 

The objective is to provide them with comfortable and affordable accommodation during their 

stay. These have allowed waqf to become a tool for not only charitable giving but also for 

economic development. 

By investing in the creation of new businesses and supporting the growth of existing ones, waqf 

has become a powerful tool for promoting entrepreneurship and job creation. Additionally, by 

providing capital for investment and financing for small and medium-sized enterprises, waqf 

has helped to stimulate economic growth and improve the financial well-being of communities. 

Islamic Microfinance: A Proven Toll for the Poor People Empowerment 

Microfinance entails offering financial services to underprivileged populations, including but 

not limited to, small loans, savings, and microinsurance/takaful. The goal is to use these services 

as a tool for personal development (Ledgerwood, 2000). These services, initially introduced by 

the Grameen Bank in Bangladesh, have proven to be successful. However, there are criticisms 

concerning the costs (high interest rate) to the customers as microfinance institutions often need 
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to cut costs and enhance transparency (Armendariz & Morduch, 2010). From an Islamic 

perspective, charging high interest rates, which could potentially lead the poor into debt and 

hardship, is disapproved (Obaidullah & Khan, 2008). There have even been instances where the 

impoverished lose their land (Ahmed, 2002). As such, Islamic microfinance has emerged as a 

more viable solution, offering an approach rooted in asset ownership rather than indebtedness. 

Islamic microfinance delivers both financial and non-financial services, grounded in Islamic 

principles, with the goal of achieving universal fairness. It is important to note that Islamic 

values, which favor community-centered initiatives (Qur’an, 5:2), directly influence how 

Islamic microfinance institutions function, favoring group-oriented strategies and shared 

accountability. As such, it can be contended that these characteristics cater to the wide-ranging 

needs of economically disadvantaged individuals. Nevertheless, it is critical to ensure that the 

true essence of Islamic microfinance is put into action rather than it remaining a theoretical 

concept. Currently, there seems to be a noticeable disparity between the guiding principles and 

their real-world implementation. 

The impact of Islamic microfinance in empowering the poor extends to two distinct realms: 

economic and social. There is a general expectation that offering financial opportunities to less 

fortunate individuals contributes to increased income, elevated economic welfare, asset 

development, vulnerability reduction, and active development involvement (Rohman et al., 

2021). Recent findings highlighting economic impact originate from a study conducted by 

Islamic Bank Bangladesh Limited (IBBL) suggest that loans issued by this institution have 

substantially improved rural household income, crop and livestock productivity, disbursement, 

and employment rates (Mohamed & Fauziyyah, 2020; Parvej et al., 2020). Rahman & Ahmad 

(2010) revealed from a survey of 1,024 participants that family income rose by over 33%, 

healthcare expenditures saw an increase of 50%, and family employment elevated from 1.91 to 

2.1 working members.  

Furthermore, the remarkable economic impact was also underscored in a study conducted by 

Ahmed (2002). It detailed the economic impacts, particularly in the escalation of productive 

activities time for beneficiaries and other family members, the output of economic activity—

especially in increasing the volume of goods/services, the introduction of new products, and the 

rise in assets and other properties. Such economic benefits may suggest that Islamic 

microfinance possesses certain advantages, notwithstanding the challenges that need 

addressing. Shirazi's research (2012) based on data from the Pakistan Poverty Alleviation Fund 

encompassing 3,000 households, indicated that impoverished borrowers significantly benefit in 

terms of income growth (2% and 6%) compared to those who are not poor. Furthermore, the 

study on the economic influence of Islamic microfinance in Thailand posits that it has 

successfully boosted customer welfare (Noipom, 2014).  

The social impact could encompass an enhancement in Islamic knowledge, relationships with 

others, and health. Rahman & Ahmad's findings (2010) illustrate an uptick in health awareness 

among participants, evidenced by a rise in the number of individuals using high-quality drinking 

water and sanitation facilities (17.91%). Furthermore, clients reportedly express optimistic 

viewpoints regarding the augmentation of their skills and socio-economic welfare (Rahman & 
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Ahmad, 2010). In a similar vein, Ahmed (2002) exposes that recipients of Islamic microfinance 

experience not only monetary gains but also advancements in various facets through social 

development initiatives: boosting Islamic knowledge, and fostering relationships with spouses 

and fellow group members. 

Addressing Challenges: Preparing for A Long-Term Sustainability 

Lack of Efficiency  

In Islamic social finance, one challenge of significant concern is the lack of efficiency, 

particularly in the context of skill development and management capabilities within Islamic 

social financial institutions. As these institutions strive to compete with well-managed, more 

established commercial finance counterparts such as banks and takaful, their limited capabilities 

become glaringly apparent. This inadequacy restricts their ability to meet the diverse and 

evolving needs of customers effectively. 

As highlighted by Abdul Rahman et al., (2013), the absence of Shariah aspects within 

microfinance training programs is a key concern. Islamic principles form the bedrock of Islamic 

social finance and any deficiency in this area has profound implications on the credibility and 

effectiveness of these institutions. While Islamic social finance institutions, particularly those 

in microfinance, attempt to bridge this gap through Islamic training sessions, the prohibitive 

costs associated with these sessions deter widespread participation. Consequently, the desired 

skill upgradation remains largely unachieved. The underutilization of domestic and 

international funding sources represents another facet of this challenge. Islamic social finance 

institutions have not yet capitalized on the latent funding potential these sources present. This 

missed opportunity hinders the growth and development of these institutions, ultimately 

impeding their ability to effectively serve the community's financial needs (Uddin & 

Mohiuddin, 2020). 

The issue of zakat management is also critical, and current challenges indicate a severe lack of 

professionalism in this sphere. Inefficiencies in the zakat system, particularly in the distribution 

process, necessitate an urgent enhancement of these structures. Traditionally, zakat is 

distributed based on applications received, reports from the public, or initiatives undertaken by 

the zakat institution. The authority sets certain criteria to ensure that zakat reaches the rightful 

beneficiaries, known as asnaf. 

However, several issues arise in this process. Firstly, lack of publicity and knowledge sharing 

by authorities, coupled with general ignorance within segments of the community, often results 

in zakat failing to reach the intended beneficiaries. Disparities in ideological or jurisprudential 

views, such as differences between the Syafie and Hanafi schools of thought on zakat's payment 

modality, further exacerbate this problem. A Syafie adherent may pay zakat in-kind (e.g., zakat 

on paddy is paid with actual paddy), leading to zakat institutions being bypassed, as they 

primarily deal with monetary forms of zakat. This disparity in practice results in inefficient and 

uneven distribution. Secondly, there is the issue of prioritizing need among the recipients of 

zakat. There are instances where zakat is disbursed to deserving individuals, but others in more 
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severe need may be overlooked. Such situations undermine the core objectives of zakat, which 

is to reduce poverty and provide financial assistance to those most in need. Thirdly, bureaucratic 

obstacles in zakat distribution need addressing. There is a recurrent application processes and 

unnecessary requirements that slow down the zakat delivery. These bureaucratic hurdles, 

including obligatory study loans in some states before zakat eligibility, not only discourage 

applications but also contradict the principle of expediency in zakat distribution as practiced 

during the Prophet's time (PBUH) (Azman Ab Rahman et al., 2012). 

To address these challenges, an immediate improvement in the zakat management system is 

paramount. This includes developing an updated register of rightful recipients, instituting a 

more effective delivery system, and adopting rigorous monitoring measures to ensure prompt 

and efficient disbursement of zakat. Encouraging knowledge sharing, bridging ideological gaps, 

and streamlining bureaucracy will also foster professionalism within Islamic social finance, 

particularly concerning zakat management. 

The inability of philanthropic institutions to leverage and innovate Islamic social finance 

products exacerbates this problem. The lack of innovation and strategic utilization of these 

products restricts their potential to maximize social impact, thereby limiting the overall efficacy 

of Islamic social finance. Hence, to surmount these challenges, it is imperative to promote 

professional development, expand funding sources, and foster innovation within the sector. 

Lack of Standardization  

In the realm of Islamic Social Finance, a pertinent challenge relates to the lack of standardization 

among Islamic social finance institutions. This lack of consistency becomes a barrier to effective 

fund collection and, subsequently, distribution to deserving beneficiaries. 

Zakat funds, pivotal in Islamic social finance, are subjected to different regulations within the 

same country, as exemplified by Malaysia. The Malaysian Constitution places zakat 

management under the jurisdiction of the State Islamic Council, or Majlis Agama Islam Negeri 

(MAIN). The interpretation and use of these funds, including potential use for social needs, 

require approval from MAIN (Malaysian Constitution, Ninth Schedule, Articles 74, 77). While 

this might seem complicated, positive instances exist, such as the successful implementation of 

microfinance based on zakat by the Selangor and Melaka Zakat Institutions for the asnaf group 

(Ibrahim & Ghazali, 2014). Such strategies can be further expanded, even towards the execution 

of microtakaful. 

However, when laws governing these funds are not standardized even within a single country, 

the effectiveness of fund collection can be severely compromised, affecting fund distribution to 

the deserving candidates. The same issue of non-standardization persists for laws concerning 

waqf. Without appropriate regulations monitoring the creation and management of waqf, the 

status of waqf can be easily refuted, and the proceeds from waqf assets can be misappropriated 

(Thaidi et al., 2021). 
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While differences in laws among OIC member states can be justified due to varying socio-

cultural contexts, lack of standardization within a country poses significant challenges to the 

efficiency and fairness of Islamic social finance systems. There is a pressing need to address 

this issue to enhance the functionality, accountability, and impact of Islamic social finance 

institutions (Mohd Zain & Engku Ali, 2017). 

Challenges on Governance and Regulatory 

The governance and regulatory challenges present considerable obstacles to the optimal 

functioning of the Islamic social finance system. These challenges revolve around the issues of 

compliance, transparency, uniformity, and proper administration. 

1. Zakat Compliance: As a mandatory religious duty for eligible Muslims, zakat acts as 

a social safety net for those in need. However, there is a significant issue of non-

compliance, where individuals refuse or neglect to pay their obligatory zakat. This not 

only limits the available funds for social welfare, but also infringes upon the principles 

of social justice enshrined within Islam. There is a pressing need to improve awareness 

and encourage compliance to ensure that funds can reach those in need. 

2. Risk of Corruption and Misappropriation: Without robust laws and clear, 

transparent administrative processes, Islamic social finance institutions are at risk of 

corruption and misappropriation of funds. This not only undermines trust in these 

institutions but also reduces the overall social impact. Strong, enforceable laws and 

regulations are needed to safeguard against these risks and ensure that funds reach the 

intended recipients. 

3. Lack of Standardization: Differences in fund collection practices across the states or 

even countries further complicate the governance landscape. This lack of uniformity 

can impact the effectiveness of fund collection and distribution. It may lead to 

discrepancies and inequalities in resource allocation, particularly when comparing 

economically stronger and weaker nations. Establishing shared standards and 

guidelines could help to harmonize practices and improve overall efficiency. 

4. Insufficient Record-keeping: Effective administration of social finance schemes 

requires comprehensive, up-to-date records of beneficiaries. These records ensure that 

funds are distributed accurately and fairly, based on need. Currently, inadequate 

record-keeping hampers the effectiveness of zakat and other social finance initiatives. 

It is crucial to establish rigorous systems for data collection and management, to ensure 

that those in need can access support promptly and reliably. 

Addressing these challenges will require concerted efforts from all stakeholders involved in 

Islamic social finance (Mohd Zain & Engku Ali, 2017). Solutions may encompass legal reforms, 

technological enhancements for record-keeping and fund management, education initiatives to 

promote zakat compliance, and standardization efforts to align practices across countries. 
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Challenges on Social and Economy  

The social and economic challenges in the field of Islamic social finance are as varied as they 

are significant. They encompass a broad spectrum of issues, from conflict and economic 

disparity, to a lack of business acumen and entrepreneurship skills. 

1. Conflict and Unrest: Geopolitical conflict and civil unrest within and between 

countries severely hamper the successful implementation of Islamic social finance. 

Wars and conflicts, such as those in Syria, Yemen, and the ongoing Palestine-Israel 

conflict, along with events like the Arab Spring and attacks on Turkey, result social 

instability and economic disruption can lead to a decreased collection of Islamic social 

funds, and a greater number of people in need of aid, placing a greater strain on the 

already limited resources. 

2. Economic Disparity in Fund Collection: The collection of funds for social finance 

varies significantly from one country to another, often reflecting the economic status 

of different nations. Countries with stronger economies may collect more, while those 

with weaker economies may struggle to gather adequate resources. This disparity 

undermines the potential of Islamic social finance to promote economic justice and 

needs to be addressed through more equitable collection and distribution mechanisms. 

3. Lack of Entrepreneurship Skills and Business Acumen: A lack of skills and 

knowledge in business or investment can lead to the misuse of funds, or failure in 

achieving economic self-sufficiency. This is a particular concern in the context of 

Islamic microfinance, where funds are often provided to individuals or small 

businesses to stimulate economic activity. Without proper training and support, 

recipients may struggle to use these funds effectively. Hence, there is a need for 

educational programs or initiatives to enhance business and investment skills amongst 

beneficiaries. 

4. Inadequate Beneficiary Identification and Support: Without a comprehensive 

database or records of those in need, the effective distribution of funds becomes a 

challenge. In many cases, people who are in dire need of financial assistance might not 

be included in the aid distribution, while others might receive more than what they 

require. There is a pressing need for an efficient and transparent system to identify and 

keep track of beneficiaries, to ensure that assistance is provided where it is most needed 

(Mohd Zain & Engku Ali, 2017). 

These social and economic challenges call for multi-pronged solutions. Alongside policy 

reforms and the establishment of standard practices, there is a need for educational initiatives, 

capacity building, and the development of robust, transparent administrative systems to ensure 

that the potential of Islamic social finance is fully realize. 
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Unleashing Potentials: Recommendations for A Better Practice 

Poverty Alleviation and Communities Empowerment  

Islamic social finance institutions have the potential to make significant contributions in poverty 

reduction efforts and complement government initiatives. By mobilizing resources from 

commercial and philanthropic sources and utilizing diverse tools ranging from welfare 

distribution to entrepreneurship financing, Islamic social finance can address the long-term 

needs of impoverished communities. This discussion presents recommendations for a better 

practice of Islamic social finance, focusing on the opportunities and benefits it offers in poverty 

alleviation. 

1. Mobilizing Resources from Commercial and Philanthropic Sources: To eradicate 

extreme poverty, it is crucial to tap into diverse funding sources. Islamic social finance 

institutions can effectively mobilize a greater pool of resources, such as zakat and 

sadaqah, alongside revamped waqf and cooperative-takaful funds. These sources can 

complement the government's efforts and help meet the long-term needs of vulnerable 

populations. This can be done by encourage collaboration between Islamic social 

finance institutions, commercial banks, philanthropic organizations, and the private 

sector to pool resources and create dedicated funds for poverty alleviation. Also, it is 

imperative to emphasize the importance of zakat and sadaqah collection and their 

efficient distribution through Islamic social finance channels. 

2. Utilizing a Wide Set of Tools for Poverty Alleviation: Islamic social finance offers 

a range of tools that can address poverty from various angles, including direct welfare 

distribution and entrepreneurship financing. By combining zakat, waqf, crowdfunding 

and Islamic microfinance funding, special investment funds can be established to 

support activities such as sanitation, healthcare, and livelihood enhancement. This can 

be achieved by facilitating the establishment of special investment funds that bring 

together different sources of Islamic social finance, including zakat, waqf, and Islamic 

microfinance.  The initiative to encourage collaboration among Islamic banks, Islamic 

microfinance institutions, NGOs, and the private sector also important to create a 

comprehensive poverty alleviation framework. 

3. Tailoring Programs to Beneficiary Needs: To ensure effective poverty alleviation, it 

is recommended to develop flexible and customizable programs that address the 

diverse needs of beneficiaries at different stages of development. Initiatives could 

utilize zakat funds for immediate needs like nutrition and healthcare while deploying 

Islamic microfinance institutions for promoting entrepreneurship. In this integrated 

approach, microfinance contracts, such as musharakah, salam, and ijarah, should be 

employed based on the specific requirements of different borrowers and adapted to 

various sectors, including retail, agriculture, and manufacturing. This tailored strategy 

also encourages research and collaboration, aimed at refining the application of these 

microfinance contracts to maximize impact across the socio-economic spectrum. 
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4. Learning from Successful Examples: The benefits of integrating Islamic social 

finance into national development programs have been clearly demonstrated in 

countries like Indonesia, where government's responsiveness to Shariah scholars' 

demands and support for Islamic microfinance institutions have contributed 

significantly to the sector's growth. It is recommended to study such successful 

examples and learn from their experiences, fostering collaboration between 

policymakers, Islamic scholars, and practitioners to explore ways of aligning national 

development goals with the principles and practices of Islamic social finance. With an 

existing national development program, countries like Bangladesh could potentially 

achieve even greater success by incorporating the Islamic social finance sector into 

their strategy. 

Islamic social finance institutions have the potential to unlock additional funding resources and 

provide direct mechanisms to tackle poverty challenges. By mobilizing diverse resources, 

utilizing a wide set of tools, tailoring programs to beneficiary needs, and learning from 

successful examples, a better practice of Islamic social finance can be established. Policy 

makers should recognize the critical connection between government efforts and Islamic social 

finance to achieve mutually shared objectives in poverty alleviation. 

Enhancing Regulation for Islamic Social Finance 

The potential of Islamic social finance in empowering the community can be fully realized 

through effective regulation. To promote market development, prudential practices, and 

national social development, regulatory changes are crucial. This discussion highlights the 

potential and recommendations for enhancing the regulatory framework of Islamic social 

finance to maximize its impact on poverty alleviation and social empowerment. 

1. Establishing a Dedicated Shariah Division: This may substantially enhance the 

practice of Islamic social finance as this division could ensure Shariah compliance of 

all transactions, products, and services, creating a regulatory mechanism that upholds 

Islamic principles. Simultaneously, it facilitates the development of innovative, 

Shariah-compliant financial products, meeting the needs of contemporary economies 

and societies. The presence of a Shariah Division also fosters trust among society, 

customers and stakeholders, assuring them of adherence to Islamic law, critical for the 

sector's success. A Shariah Division actively engages with regulators, helping shape 

policies that support the growth of Islamic social finance, thus ensuring its greater 

prominence and impact within the global financial landscape. 

2. Amendments to Waqf and Zakat Laws: To leverage the full potential of zakat and 

waqf in poverty alleviation, amendments to existing laws are necessary. These 

amendments should allow a wider range of organizations to collect, manage and 

distribute zakat, sadaqah and waqf funds, and facilitate the development of waqf-based 

microfinance and microtakaful to benefit a broader group of vulnerable individuals. 

Collaborative efforts between relevant authorities and stakeholders should be made to 
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amend the waqf and zakat laws. The aim is to ensure efficient utilization of these 

resources and their integration into Islamic social finance products and innovations. 

3. Standardization of Laws: There is a notable absence of standardized laws for the 

collection and distribution of zakat and waqf. Authorities responsible for legislation 

need to prioritize and address these inconsistencies. This requires a thorough 

understanding of the problems within the country, a task best accomplished through 

collaborative research between policymakers and experts versed in these laws and their 

implementation. Following problem identification, appropriate legislation should be 

established to provide practical solutions. 

4. Addressing Non-compliance and Corruption: The refusal to pay zakat, a key pillar 

of Islam, should be met with penalties imposed by the relevant authorities. 

Simultaneously, mechanisms to report and investigate corruption should be developed 

and implemented without prejudice. This includes adequate protection for witnesses 

and stringent penalties aligned with the laws, serving as a deterrent for potential 

violators. 

5. Conflict Resolution and Assistance: The Organization of Islamic Cooperation (OIC) 

should take a proactive stance in mitigating conflicts and promoting peace among 

member states. Necessary interventions should be initiated to resolve conflicts and 

channel humanitarian funds to support refugees and victims of war and civil unrest. 

To unleash the transformative power of Islamic social finance in poverty alleviation, regulatory 

enhancements are imperative. The establishment of a dedicated Shariah division, amendments 

to waqf and zakat laws, and standardization of relevant laws are key initiatives in fostering a 

more enabling environment. Equally important are firm actions against non-compliance and 

corruption, alongside proactive conflict resolution measures by the OIC. By taking these 

strategic steps, Islamic social finance may operate in a robust, transparent, and efficient manner, 

ultimately better serving the vulnerable and underserved. The journey towards a more 

sustainable and inclusive future for all, through Islamic social finance, is promising and within 

reach. 

Fostering Economic Empowerment 

This aspect is crucial in Islamic social finance as it directly uplifts disadvantaged. Investing in 

skill development can particularly enhance the effectiveness of Islamic social finance 

instruments, such as zakat, sadaqah, and waqf. This leads to a more equitable distribution of 

wealth, stimulates economic growth, and reduces poverty. Moreover, it encourages financial 

self-sufficiency and entrepreneurial spirit among beneficiaries. Consequently, profits generated 

can be reinvested back into the community, fostering a virtuous cycle of prosperity that aligns 

perfectly with the core principles of Islam, which advocate for economic justice and shared 

prosperity. 
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1. Fair and Inclusive Distribution of Funds: Economic disparities in fund collection 

among different countries should be acknowledged and addressed. Nations with a 

surplus of funds could consider investing in countries in need, fostering a sense of unity 

and mutual support among Muslim nations. Such investments could yield profits that 

can further be used for other investments, creating a virtuous cycle of economic 

empowerment. 

2. Skill Development: To enhance the success of businesses or investments fueled by 

Islamic social finance instruments, relevant authorities should prioritize skill 

development. This could be achieved through targeted training programs, continuous 

learning workshops, and seminars aimed at increasing business acumen and 

investment skills among beneficiaries. Any profits generated from successful ventures 

should be reinvested into the community, encouraging more individuals to engage in 

business or investment activities. 

Economic empowerment in Islamic social finance holds the key to uplifting underprivileged 

communities and promoting wealth equality. Addressing economic disparities and investing in 

skill development stimulate growth, reduce poverty, and foster self-sufficiency. Championing 

these steps harnesses the power of Islamic social finance to initiate a cycle of shared prosperity, 

reflecting the fundamental Islamic principles of economic justice. 

Conclusion 

Throughout the course of this study, myriad challenges and potentials inherent to Islamic social 

finance have been unraveled. Discussion delved into multifaceted issues from governance 

inconsistencies to socio-economic disparities, all while highlighting the distinctive aspects of 

Islamic microfinance, zakat, Islamic Crowdfunding, sadaqah and waqf. Despite these 

challenges, the vast potential of Islamic social finance surfaced; empowering economies, 

stimulating ethical entrepreneurship, and fostering a future where prosperity is shared equally. 

As the study draws to a close, it is evident that with every challenge addressed and potential 

unlocked, society edges closer to an Islamic social finance system capable of empowering the 

impoverished group, spurring economic growth, and embodying Islamic principles of economic 

justice. 

___________________________________________________________________________ 
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