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 Zia ud din 
Banking industry is essential part of economy which participates in the growth of 
society in different ways. Islamic banks also have key role in the development of the 
economy, not just as a bank but also being a source of support as charitable 
organizations for the betterment of the society, as they have very important segment in 
their system which is charity fund. In this paper the sources of charity fund of Islamic 
banking institutions is investigated from Shariah Perspective, which are mainly late 
payment penalty from customer on the basis of “Nazar” and income derived from 
Shariah non complaint sources and declared as “Haram” by the Shariah board of the 
Bank. Views of Shariah scholars and different school of interpretations are discussed. 
This study also examined the maintenance of charity fund by Islamic banks. It is 
observed that utilization of fund could be made more effective to achieve the objectives. 
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 Introduction: 
Islamic Banking industry emerges as alternative to the present day conventional banking 
system, it attracts different parts of the society, especially Muslim all over the world 
claiming to be Shariah complaint and the lone business entity to work with in the ambit of 
Shariah. Being Islamic financial institute, it is expected that it should adhere Islamic 
principles in all its operations and ensure that all its products are in accordance to the 
Shariah prior to its launch. It is also supposed that Islamic financial institute remain 
consistent on Shariah compliance in the entire ex-post process, like implementations of 
product in different phases, for instance in Murabaha it should ensure timely execution of 
Master Facility agreement along with agency agreement, order form, assets purchase agent 
agreement and other procedure shall be implemented as per approval from the Shariah 
authority of the bank. Further the physical verification of purchased assets shall be made 
where required to make original transaction and not mere window shopping. Similarly 
Shariah compliance of all the products whether its pre-approval or post-approval from 
Shariah authority shall be ascertained. The non-Shariah compliance is a big risk for IFI;s as it 
will not just hit the reputation of the entity but also hurt the profitability of the institution. 
The amount earned through invalid means shall neither be distributed among the 
investment account holder nor it may be added to the banks equity, instead the same shall 
be credited to the charity account of the bank which is supposed to be maintained under the 
supervision of the Shariah board of the bank. 

The present study undertakes to examine the charity fund of Islamic bank especially the 
main sources of charity and its Shariah analysis. The study further elaborates critical analysis 
of penalty on late payment and different school of thoughts on the issue. Present practice of 
utilization of the charity fund and with regards to the regulators instruction is also observed. 

Sources of Charity Funds in Islamic Financial Institutions:: 
Sources: Normally Islamic banking receives charity from two main sources. 

1. Charity imposed by the IBI’s in case of late payment by the customer. 
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2. Amount declared unlawful (haram) by Shariah board of the bank and could not be 
part of the distributable income of Islamic banks.  

Zakat deducted from account holders, generally on first day of the Holy Month of 
Ramazan under Zakat and Ushr ordinance , 1980, issued by The government of the 
Islamic republic of Pakistan is not considered as a source of charity for Islamic banks, as 
the fund is only collected/deducted from account holders by the banks on behalf of the 
Ministry of religious affairs  and interfaith harmony, government of Pakistan (MORA)1 
and credited to the concern account of the government and the banks have no 
jurisdiction in the distribution of the funds. 

As far the charity imposed by IBIs, normally the Islamic banking products consist of the 
followingclause that“ In the event of a default in the payment of the Contract Price, any part 
thereof or any other amount due hereunder without a valid reason to be determined 
exclusively by the Bank, the Customer hereby undertakes to pay to the Bank a default 
obligation amount as per the schedule of charges of the Bank for the amount of the Contract 
Price, part thereof or any other amount due beyond the relevant payment date or due date 
by which the Contract Price, any part thereof or any other amount due   remains unpaid, to  
be utilized by the Bank for charitable purposes as approved by the Shariah Advisor/ Shariah 
Board of the Bank2”. 

While State Bank of Pakistan being the regulator of the banking industry also allowed insertion 
of similar clause in their agreements by Islamic banks.It is stated by SBP that“It can be 
stipulated while entering into the agreement that in case of late payment or default by the 
client, he shall be liable to pay penalty calculated at percent per day or per annum that will go 
to the charity fund constituted by the bank. The amount of penalty cannot be taken to be a 
source of further return to the bank (the seller of the goods) but shall be used for charitable 
purposes including the projects intended to ameliorate economic conditions of the sections of 
the society possessing little or nothing i.e. needy people/peoples without means”3. 

Shariah Analysis of Penalty on late Payment: 
The issue of imposing penalty on late payment is debatable with in the circle of Shariah 
scholars. 

Some Shariah scholars are of the view that it is not allowed in Shariah to impose penalty on 
late payment. They are of the opinion that the concept of late payment was also present in 
the time of Hazrat Muhammad Peace Be Upon Him, as it is narrated by Hazrat Abu Huraira 

R.A مطل الغنی ظلم" ”, A rich debtor who delays payment of debt commits Zulm4, and Shariah 

gives only two options to the creditor to compel the debtor (madyoon) to pay the debt I.e. 
taking guarantor or to keep something as mortgage from the debtor. There is no third 
option is Shariah to ask from the creditor5. They further urgeimposing penalty on the debtor 
by way of “Nazar” is not even in Hanafi School of thought, however there is a quote of 
Maliki scholar that 

صدقة للمساكنی فهذا واما اذا التزم انه ان مل یوف حقه فی وقت كذا وكذا فعلیه كذا وكذا لفالن او ”
 6“هو حمل اخلالف ادلعقود له هذا الباب فادلشهور انه ال یقضی به كما تقدم وقال یقضی به

If a person obliges that if he does not pay the right of another person timely, he will pay to 
another person some specific amount or he will pay some amount in charity, which is 
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disputed among the scholars. Ibn dinar says that judgment will be given according to the 
obligations; however this is unfamiliar among the Shariah Jurists. If something is disputed 
among the Maliki scholars then how fatwa shall be given on the same quotation by Hanafi 
scholars. 

These Shariah scholars further explain that if it is considered as “Nazar” (Solemn pledge in the 
name of ALLAH) then it is the type of “Nazar” in which someone restrains himself from doing 
unwanted things which is called نذر معلق برشط ال یراد کونہ. In this case, Shariah scholars are of the 
opinion that if a person performsanact, he should be given option to pay the amount of 
“Nazar” or kaffara (Religious donation) of breaching his oath. But in the case of banks penalty, 
he is not given a choice, instead he is compelled to pay the amount of penalty to the bank7. 

They further add that the amount of penalty is also taken from the customer against his will 
which is also against the Shariah guidelines as it is narrated from the prophet SAW  

 8"هال حیل مال امرئ مسلم اال بطیب نفس من : آالوسلم هعلی هللا صلی هللا ملسو هيلع هللا ىلصقال قال رسول

This means that, it is not permissible that a wealth of a Muslim be taken without his consent. 

Shariah scholar who allowed such penalty arguethat time shall be given to the debtors who 
delay the payment for genuine reason as said in the verse of the Holy Quran:  

 .“ةمیسر  الی ةفنظر  ةوان کان ذو عسر ”
And if the debtor is in a hard time (has no money), then grant him time till it is easy for him 
to repay.9The banks willgive sufficient time to the debtor if the reason for delay is genuine 
which is generally examined by the committee established by the bank, .however if the 
delay is not based on genuine reasons, then some Shariah scholars is of the view that penalty 
shall be imposed on the defaulter on the rate of earning by the bank during the period.10The 
said opinion is not accepted by majority of Shariah scholars as it was against the sayings of 

the Prophet (S.A.W) as he said’  واما ان تربیاما ان تقضی" ”, It means that “either you pay the 

debt or it shall be increased”11. However the proposal of charity and “Nazar” on the basis of 
Maliki Opinion is accepted by majority of Shariah scholars. These Shariah scholars even 
argue that the ruling of Hanafi scholars 

 12“الناس ةحلاج ةادلواعید قد تکون الزم”

that ‘some time promises shall be enforced due to peoples needs’same is the case of banking 
industry,as heavy non-performing loans and default on the part of the client is a serious 
problem all over the world including Pakistan. This dilemma could hurt Islamic finance 
industry badly as it is a threat to the success of Islamic banking system for instance if client 
do not honor his commitment of timely installment in ‘Murabaha’ and rentals in ‘Ijara’ and 
other modes of finance, it will not only damage the depositor share of profit but also harms 
the Islamic financial institutionsin the end which will cause an irremediable damage to the 
system. Further, if it is accepted that it does not come under this ruling, the Maliki experts’ 
views are clear regarding the “Nazar” which is mentioned earlier. Keeping in view the above 
mentioned arguments, majority of Hanafi scholars are of the view that it should be promised 
by the debtor that in case of late payment without genuine reasons he should pay a certain 
amount in the charity account governed by the bank13. 
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Some international Shariah bodies also approved the same provision of penalty clause in the 
contractual agreement, like Islamic Fiqh Academy of the OIC, in its twelfth session held in 
Riyadh on 28th September 2002 approved in resolution no 109 (3/12) “that it is permissible 
to include a penalty clause in all financial contracts when the original commitment is a debt. 
Imposing a penalty provision in debt contract is usury in strict sense. Consequently ,it is 
permissible , for instance to make a penalty provision in the contractual agreement, the 
deliverer in delivery contract and the manufacture in ‘Istisna’ contract who fails to or delay 
in meeting his commitment14” 

Accounting and Auditing Organization of Islamic Financial Institute is a world renowned 
body for issuing Shariah accounting and auditing body based in Manama,Bahrain,has also 
approved inclusion of penalty provision in contractual agreement. It is described that  

“It is permitted to prescribe in contracts involving indebtedness (such as 
Murabaha)to stipulate an undertaking by the debtor, that incase of 
procrastinating in payment, the later will donate an amount or a percentage of 

the debt to be spent for charitable causes through the institution”.15 

State bank of Pakistan also approved inclusion of penalty provision in Islamic financial 
agreement.As the model agreements of Islamic finance contains penalty clause, forinstance 
in Murabaha agreement clause 10.1 states: “Where any amount is required to be paid by the 
Client under the Principal Documents on a specified date and is not paid within due date, or 
an extension thereof, permitted by the Institution without any increase in the Contract 
Price, the Client hereby undertakes to pay directly to the Charity Fund, constituted by the 
Institution, a sum calculated @ ------% per annum for the entire period of default, 
calculated on the total amount of the obligations remaining un-discharged. The Charity 
Fund shall be used at the absolute discretion of the Institution, exclusively for the purposes 
of approved charity16. 

Charity of Un-lawful Income Earned by Islamic Banks 
The second major source of charity accounts in Islamic financial institutions is the portion of 
amount earned by Islamic financial institution and declared Non-Shariah complaint by the 
Shariah Board of Islamic financial institution. The same is advised by the state bank of 
Pakistan that any income declared Non-Shariah complaint by the Shariah advisor; the same 
shall be credited to charity account opened for this purpose.17 

The term non Shariah complaint is broad concept, according to the majority of jurist statues 
of the contract may be divided into two types: Valid and Invalid contracts. As for as the 
Valid contracts are concern, these are the contracts which are correct in its fundamental 
nature as well as its external attributes18, While invalid contracts are either violate the 
essence of the contracts or the conditions of the contract. Majority of Jurist do not 
differentiate between ‘Batil’ (Invalid due to the violation of the fundamentals of the 
contract) and ‘Fasid’ (Invalid due to the violation of external conditions) as both terms are 
the opposite of Valid (Sahih, however Hanafi school further divided valid contracts into Batil 
and Fasid contracts and distinguish them in ruling as Fasid, which is considered to be 
intermediary between both of the contracts,19while explaining Batil contracts, Hanafis 
elaborate that, Batil is a contract that is unacceptable due to a deficiency in any of the 
fundamental elements  of the contract.20 
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According to Hanafi School a Batil contract is null and void and is treated as if it does not 
exist even. Therefore, the buyer in a sale contract is not entitled to the ownership of the 
assets while the seller has no right to the consideration. The possession of buyer on the 
assets shall be considered as ‘Amanah’, 21while contrary to the Batil contract, essential 
elements of a contract arepresent in Fasid contracts however due to external elements, the 
contract is infected.  

Some of the issues that may lead the contract into Fasid contract are ignorance and 
insufficient information (Jahalah); whether it is regarding the assets or the price on the time 
of delivery.22Similarly the existence of an invalid condition, which is in the benefit, if one 
party at the expense of other partyare neither consistent with the nature of the contract, nor 
endorsed by textual authority, nor admitted by customary practice23. 

Contrasting to the Batil contract, the earning of Fasid contract is not entirely illegal, even 
though it may be called irregular but it is repairable after the elimination of deflectable 
element, the Fasid contract become valid, and the income becomes legal24. 

Invalid Contracts in Shariah: 
It is very evident from the details mentioned that correction and purification process of 
invalid contracts depends on the nature of the invalid contract, for instance in Fasid contract 
correction may be made by elimination of the element of invalidity (Fasad), while in Batil 
contract if the commodity is invaluable due to its nature as against Shariah for instance pork, 
wineetc., as these items are not considered as valuable for Muslims, and the contracts is 
illegalby its essence. 

If the haram income acquiredwithout the consent of the original owner, such as robbery, 
theft etc., the same shall be returned to the original owner.In case the original owner of the 
commodity/funds is not identifiable the same shall be given in charitable venue from its 
original owner25. If the income is acquired with the consent of the original owner for 
example income generated from gambling, bribe etc., then according to Hanbali and the 
Shafi Schools, based on Qiyas (analogy) with an invalid contract the income derived by illegal 
venues with the consent of the owner must be returned to the original owner. Other 
scholars like Hanafi and some Maliki experts are of the view that the income should not be 
given to the original owner as it will be given an impression of support in a prohibited act 
instead the same shall be given to ‘Baitulmaal’ in charity26. 

According to the details given above, the issue of charity may be decided by the Shariah 
Boards of the bank, which is the ultimate authority of channelizing any income to the charity 
account on case to case basis27. 

Maintenance and Distribution of Charity Fund: 
In March 2008, State Bank of Pakistan issued IBD circular No.2 of 2008 regarding 
instructions and guidelines for Shariah compliance in Islamic financial institutions which are 
considered as a landmark step towards ensuring Shariah compliance of Islamic Banking 
Industry. Apart from other aspects of Islamic banking, the instruction regarding Shariah 
compliance discussed issues of charity from various aspects. Clause “C” of the instructions 
for Shariah Compliance stated that Shariah advisor of the Bank shall prepare a report which 
shall be published in the annual financial accounts of the IBI, and it shall at a minimum, apart 
from other issues, include that whether all income realized by means prohibited by Shariah 
are have been credited to the charity account or not? Further the bank shall have a proper 
system of utilization of the amount collected in charity account and the Shariah advisor shall 
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also examine the system of utilization,and he must reveal in his report that IBI has a well-
defined system in place to ensure that any earning from source  prohibited by Shariah are 
being properly utilized28. 

The State Bank of Pakistan has also emphasized on the proper utilization and issued 
minimum instructions for charity fund. SBP stated that IBIs shall create a fund in the name 
of charity fund and late payment charges. Income from non Shariah compliant sources etc 
shall be credit to the fund, and Profit and Loss account in Islamic bank shall be opened for 
the management of the fund. 

The central bank stressed that the amount received in the fund shall be utilized for charitable 
and social welfare purposes. To ensure proper utilization of the fund, state bank of Pakistan 
affirms that IBI shall ensure that the amount of charity shall not be utilized by person 
connected, directly or indirectly with the bank their spouses, dependent, minor children29. 

For transparency in utilization, the IBIs are bound to maintain proper account and records of 
all transactions relating to the charity fund, it is also mandatory that same shall be disclosed 
in the annual accounts of the bank30. 

According to the instructions of the State Bank of Pakistan, the Islamic banks shall utilize the 
fund received in the charity account in the same accounting year and shall not keep it in its 
custody without a valid reason. If there is a genuine reason, the utilization may be delayed to 
the subsequent year.31 

 SBP also stated that policy of charity fund shall be made by each and every Islamic Banking 
institutions, and the policy shall be approved by the Shariah board of the respective IBI as 
well as the board of directors of IBI. The approved policy shall be submitted to the state 
bank of Pakistan within seven days of the approval by the board of directors. 

After issuance of Shariah Governance framework by the State Bank of Pakistan, the Shariah 
board of the bank shall ensure proper utilization and the report of Shariah board shall 
contains disclosure regarding charity policy, and utilization32. 
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