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Abstract 

Since the 1980s, retail financial markets had grown and more people can access a broader range 

of financial products. In general, a considerable number of people have benefited from these 

developments especially those who enjoy a stable income. On the other hand, there are a 

minority of groups that lack even the most basic of financial products, for example, a saving 

account, loan or insurance. There is also rising concern that this group of people is the most 

underserved market in society and has limited participation in financial services which adds to 

the more general issue of social exclusion. To attain economic growth, development, and 

prosperity of modern economies, having strong and robust financial institutions is a must. The 

importance of financial inclusiveness is widely recognized and has become one of the main 

agendas in many countries. Given the unprecedented growth of the awareness on financial 

exclusion since the last decade, it is much interesting to know the constant and new barriers to 

drive financial inclusion so far, especially with the emergence of Islamic and digital finance. 

This article investigates the issues and challenges to promote financial inclusion based on data 

and facts from various secondary sources. It is concluded that there are positive changes and 

beneficial opportunities due to the extensive efforts made by various parties and technology 

development. Therefore, financial institutions should take the challenges to provide an 

alternative yet friendly business model to better serve this unfavoured group. 
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Abstract. Since the 1980s, retail financial markets had grown and more people can access a 

broader range of financial products. In general, a considerable number of people have benefited 

from these developments especially those who enjoy a stable income. On the other hand, there 

are a minority of groups that lack even the most basic of financial products, for example, a 

saving account, loan or insurance. There is also rising concern that this group of people is the 

most underserved market in society and has limited participation in financial services which 

adds to the more general issue of social exclusion. To attain economic growth, development, 

and prosperity of modern economies, having strong and robust financial institutions is a must. 

The importance of financial inclusiveness is widely recognized and has become one of the main 

agendas in many countries. Given the unprecedented growth of the awareness on financial 

exclusion since the last decade, it is much interesting to know the constant and new barriers to 

drive financial inclusion so far, especially with the emergence of Islamic and digital finance. 

This article investigates the issues and challenges to promote financial inclusion based on data 

and facts from various secondary sources. It is concluded that there are positive changes and 

beneficial opportunities due to the extensive efforts made by various parties and technology 

development. Therefore, financial institutions should take the challenges to provide an 

alternative yet friendly business model to better serve this unfavoured group. 
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1. Introduction 

In the 1980s, retail financial markets have grown and more people can access a broader range 

of financial products. Kempson (1994) states that less than half of households in the UK had a 

current account in the mid-1970s. Similarly, about a quarter of households have access to credit 

facilities in the early 1970s – a figure that had increased to seven out of ten in two decades 

(Berthoud  & Kempson, 1992). Kempson & Whyley (1999) identify two key reasons that 



influenced these developments: deregulation of the financial services sector and developments 

in the application of information technology for risk assessment. 

In general, a considerable number of people have benefited from these developments especially 

those who enjoy stable income. On the other hand, there are minority of groups that lack even 

the most basic of financial products, for instance, a current account or insurance. There is also 

rising concern that this group of people is the most underserved market in society and has 

limited participation in financial services which adds to the more general issue of social 

exclusion (Kempson & Whyley, 1999).  Since it is a problem of financial as well as social, 

financial exclusion has emerged as a major concern in both the US and Europe (Zhijun, 2007). 

The World Bank has differentiated between those who are financially served, formally included 

and financially excluded as shown in the following Figure 2.1 (World Bank, 2005). 

Figure 1.1 The access strand: financial access in the institutional dimension from formal to informal 

provider 

 

Source: World Bank (2005, p. 4) 

The ‘formally served’ is those who have access to financial services from a bank and/or other 

formal providers (i,e., all other legal entities licensed to provide financial services). The 

‘financially served’ includes those who formally served as well as people who use informal 

providers (i.e., other organized providers of financial services that are not registered as 

financial intermediaries and not subject to any oversight). In contrast, the term ‘financially 

excluded’ is used to illustrate individuals who have no access at all (World Bank, 2005). 

Furthermore, in their review of the issue, Leyshon & Thrift (1993) identify that the term 

financial exclusion was first used in 1993 by geographers who were concerned about limited 

physical access to banking services as a result of bank branch closures. During the 1990s there 

was also a growing body of research relating to difficulties faced by some sections of societies 

in gaining access to the conventional financial system.  

It is worth noting that, the debate on financial exclusion has shifted from the geographical 

access aspect to include factors contributing to the problem (Hogarth & O’Donnell, 1999; 

Kempson, 2000). Besides, the European Commission has outlined the types of exclusion based 

on the financial services that are considered important and should be accessed by all in society. 

These include banking, saving, credit and insurance exclusion (European Commission, 2008). 

Furthermore, with approximately 2.5 billion people still excluded from financial services 



[Consultative Group to Assist the Poor (CGAP), 2009], this field of research has attracted many 

researchers around the world (see, for example, US- (Jacobson, 1995; Caskey, 1997; Hogarth 

& O’Donnell, 1999; Lee, 2002; Aizcorbe, Kennickell, & Moore, 2003). UK- (Budd & 

Campbell, 1998; Whyley, McCormick, & Kempson, 1998; Kempson & Whyley, 1998; 

Rowlingson, Whyley, & Warren, 1999; Kempson et al., 2000; Hayton, 2001; Devlin, 2005). 

Scandinavia- (Hohnen, 2007). Canada- (Buckland & Simpson, 2008). Australia- ( Chant Link 

and Associates, 2004; Howell & Wilson, 2005). Despite that, Carbo, Gardener, & Molyneux 

(2007) conclude that many areas of financial exclusion in the developed world have similarities 

to those in the developing world. The discussions on financial exclusion are now shifting to 

promote financial inclusion (see for example Beck, Demirguc-Kunt, & Martinez Peria, 2008; 

Beck, Demirguc-Kunt, et al., 2007; Sarma & Pais, 2011). 

The next section provides a review of literature on the subject matters. The methodology and 

results are presented in the following sections, respectively. The discussion and conclusion are 

presented in the last section.   

Given the size and diverse nature of the financially excluded worldwide, the responsibility of 

harnessing inclusive growth lies equally on each stakeholder: the government, private and 

public banks and the social sector. Therefore, this paper aims to highlight the issues and 

challenges of this financial inclusiveness agenda as well as to shed light on the opportunities 

to position financial inclusion at a better growth pace. 

The rest of the paper is organised as follows. In section 2, the issues and challenges related to 

the process of financial inclusion are described. Section 3 highlights the opportunities and way 

ahead for the inclusiveness agenda. Finally, section 4 concludes this paper. 

2. Issues and Challenges 

Financial inclusion and financial exclusion are two sides of the same coin – both are used to 

describe access and/or use of financial services.  Some institutions [e.g., the World Bank, 

Financial Services Authority (FSA) and European Commission] and researchers (e.g., 

Kempson & Whyley, 1999; Rowlingson, Whyley, & Warren, 1999; Chant Link and Associates, 

2004) have provided some key issues in the process of promoting financial inclusion. The 

following sub-sections discuss the issues in five main aspects. 

2.1 Types of financial services  

To tackle financial exclusion, information about the types of financial services involved is 

crucial. Previous studies on financial inclusion are more concentrating on savings and credits 

(see, for example, Strahan, 1999; Beck & Torre, 2007; Qian & Strahan, 2007; Honohan & 

King, 2009; Ghosh, 2012). Only a few of them discuss the other financial services which are 

banking transactions and insurance (e.g., Beck, Demirguc-kunt, & Martinez Peria, 2006; 

Prathap, 2011). In considering which financial services considered essential, the World Bank 

(2005) has outlined four main types of services that individuals in society should have access 

- banking transactions, savings, credit, as well as insurance. These four key financial services 

have been confirmed and further explained by studies carried out by FSA (2000) and European 

Commission (2008).  

In terms of banking transactions, there is a considerable number of studies on the issue of access 

to banking from different perspectives including individuals, households, communities and 



financial service providers (see, for example, Pollard, 1996; Kempson & Whyley, 1999; 

Wallace & Quilgars, 2005). In the UK, it was found that the top priority products for the 

financially excluded is an account to receive income and make payments, i.e., current account 

(Kempson and Whyley, 1999). For example, at the individual level, a survey by UK‘s Family 

Resource Survey (FRS) reveals that 23percent of individuals are lacking of a current account. 

This is consistent with surveys made by Association for Payment Clearing Services (APACS) 

and ONS Omnibus which found that about 15percent of individuals is without a current account 

(Kempson & Whyley, 1998; Office of Fair Trading, 1999).  

As far as savings or deposits are concerned, in general, many people perceived that savings are 

essential in providing security (i.e., physical and psychological), acting as a safety net in the 

face of unanticipated events as well as providing a cushion for one’s budget during financial 

constraint. Back in 2020, a Gallup poll commissioned by Yorkshire Bank found that 32percent 

of people had no savings in the UK (FSA, 2000). In its report on saving exclusion, the European 

Commission (2008) argues that people might have lack of saving due to some reasons. This 

includes lack of money to save (i.e., low income, low pension), lack of habit to save money in 

bank as well as unwilling to deal with banks because of negative experience. Currently, in 

2017, it is been reported that 13 percent of adults, or 20 percent of account owners, having an 

inactive account, with no deposit or withdrawal either in digital form or otherwise (Demirguc-

Kunt, Klapper, Singer, Ansar, & Hess, 2018). 

In addition, according to Kempson and Whyley (1999), credit is not usually recognised to be 

the main issue in the financial exclusion debates since borrowing is often viewed as something 

that exacerbates the problems faced by low-income households. Such a view is perhaps well-

supported since research has found that financially excluded households do not, in particular, 

prioritise credit as a financial product that they would like to have access. However, to a certain 

extent, the need for credit is unavoidable especially in a situation where essential household 

items need to be purchased (Kempson and Whyley, 1999). In a similar vein, the European 

Commission (2000) also argued that problems of access or use of credit are more difficult to 

define and contain, because of their multidimensional aspects (i.e., various products, various 

providers, various laws, various demands and various methodologies). In contrast, this issue 

received the most mentions and was often assigned as the most important of all financial 

exclusion issues globally (Chant Link and Associates, 2004; Varghese & Viswanathan, 2018). 

The discussion on access to credit is mostly on three issues which are major credit card 

exclusion, inappropriate access to or abuse of credit cards, and exclusion from personal loans. 

Globally in 2017, 47 percent of adults reported having borrowed money within 12 months, 

including through the use of a credit card. The share of adults with new credit, formal or non-

formal, averaged 64 percent across high-income economies and 44 percent across developing 

economies (Demirguc-Kunt et al., 2018). It shows that access to credit is still less than 50 

percent especially in developing countries. 

On top of that, insurance exclusion was seen as a widespread and serious problem for those 

who could not afford it due to their income, health status, location or other reasons (Kempson 

et al., 2000; Chant Link and Associates, 2004; Carbo, Gardener, & Molyneux, 2007). Based 

on prior studies in 2000 in the UK, the numbers of households without particular types of 

insurance are relatively higher. Kempson et al., (2000) indicate that 26 percent of them did not 

have home contents insurance, 87 percent did not have mortgage payment protection insurance 

(MPPI), 91 percent had not taken out medical insurance, and 93 percent did not have personal 



accident insurance. While in the case of Australia, home and contents insurance and motor 

vehicle third party property insurance are less accessed. For instance, there were 17percent of 

people who owned their own homes, lacking building insurance, and 17percent lacked contents 

insurance, suggesting a large group of consumers who potentially needed insurance, and who 

lacked any cover (Chant Link and Associates, 2004).  

2.2 Measurement of Financial Inclusion 

2.2.1 Dimensions in measuring financial inclusion 

The shift in policy agenda to extend financial inclusiveness (World Bank, 2007) implies the 

need for empirical measurement of access and use of financial services. This signifies the 

importance of access and use dimensions in measuring financial inclusion. Besides access and 

use dimensions, Arora (2010) suggests the other two basic dimensions namely, cost and ease 

dimension. However, most of the prior studies on the measurement of financial inclusion are 

only using use and access dimension (e.g., Beck, Demirguc-Kunt, & Martinez Peria, 2007; 

Honohan, 2008; Sarma, 2008, 2012) except for Arora (2010) and Gupte, Venkataramani, & 

Gupta (2012). This would suggest that the measurement of financial inclusion is not well 

developed. 

While numerous amounts of data are available on many aspects of the financial sector, 

systematic indicators in measuring financial inclusion are far from complete. Most of the 

evidence concerning the causal links between financial development, growth, and poverty 

comes from aggregate data using, for example, financial depth measures (size of finance) rather 

than outreach or access measures (number of participants) (e.g., Beck, Levine, & Loayza, 2000; 

Demirgüç-Kunt & Maksimovic, 2002; Klapper, Laeven, & Rajan, 2006; Beck, Demirgüç-

Kunt, & Levine, 2007). 

Moreover, despite a large developing literature on financial access, a single measurement of 

financial inclusion that can be applied across countries is simply does not exist. Besides limited 

data on the use of basic financial services by households and firms (Claessens, 2006), this 

constraint is also due to the continuous modifications that are being made to provide a more 

comprehensive measure of financial inclusion. This would suggest that the dimensions and 

indicators of financial inclusion that could explain and track the incidence of financial inclusion 

over time are still far from conclusive.  

The current finance literature on identifying barriers to financial inclusion is mainly focusing 

on the credit and saving services provided by the banking sectors. This has resulted in several 

papers discussing the measurement of financial inclusion using banking indicators (e.g., Beck, 

Demirguc-Kunt, & Martinez Peria, 2007; Honohan, 2008; Sarma, 2008; Arora, 2010; 

Chakravarty & Pal, 2010; Gupte, Venkataramani, & Gupta, 2012). Some of the authors also 

attempt to derive an index for the level of financial inclusion by identifying valuable 

dimensions of financial access. However, it can be argued that the early research in the financial 

inclusion measurement is very limited to savings and credits data while ignoring other essential 

financial services namely banking transactions and insurance.  

2.2.2 Levels of financial inclusion 

The discussion on the level of financial inclusion is varied and inconclusive. As mentioned 

earlier, the World Bank (2005) distinguishes between those who are ‘formally served’ that is 



those who have access to financial services from a bank and/or other formal providers and 

those who are ‘financially served’ who also include people who use informal providers. 

Conversely, the term ‘financially excluded’ is only used to describe those who have no access 

at all (World Bank, 2005). In a similar vein, Chant Link and Associates (2004) categorized it 

as ‘included’, ‘limited access’ and ‘core exclusion’.  

On the other hand, referring to specific financial services, European Commission (2008) 

categorised the levels based on certain degrees. For bank transactions account, it has been 

categorised as ‘unbanked’ - generally people with no bank at all, ‘marginally’ banked - people 

with a deposit account that has no electronic payment facilities and no payment card or cheque 

book as well as people who do have these facilities but make little or no use of them, and ‘fully 

banked’ - people that have access to a wide range of transaction banking services that are 

appropriate to their needs and socio-economic status. As for credit, the categories are credit 

excluded, inappropriately served by alternative lenders, inappropriately served by mainstream 

lenders, appropriately served by alternative lenders, and appropriately served by mainstream 

lenders. 

However, it can be argued that such categories or levels of financial inclusion are rather 

normative than positive because the levels are used to describe an appropriate level of financial 

inclusion in general. Therefore, a few attempts have been made to compute financial inclusion 

index. Based on the index computation, the level of financial inclusion is classified as high, 

medium and low financial inclusion (Sarma, 2008; Prathap, 2011). Nevertheless, the indexes 

are still far from inconclusiveness. In this regard, it can be suggested that the measurements of 

financial exclusion are not very well supported.  

2.2.3 Unit/Level of analysis and data availability 

In general, data for financial exclusion analysis is gathered through various categories. Despite 

some debates and limitations of the individual, family and household data (Kempson & 

Whyley, 1999; Anderloni & Carluccio, 2007), most of the country-specific surveys are using 

those data in analysing and reporting the issue (e.g., Kempson et al., 2000; Howell & Wilson, 

2005; Devlin, 2005; Johnson & Nino-Zarazua, 2011).  Concerning the analysis of supply-side, 

data on financial institutions are employed in examining the factors associated with financial 

exclusion (e.g., Beck, Demirguc-Kunt, & Martinez Peria, 2008; European Commission, 2008; 

Sarma & Pais, 2011).  

On top of that, Gimet & Lagoarde-Segot (2012) is considered as the first attempt in examining 

financial exclusion using financial system data, namely bank-based and market-based as a 

factor contributing to financial exclusion. However, the study finds no significant different 

result between the two systems. This might due to the argument that classifying countries as 

bank-based or market is not a very fruitful way to distinguish financial systems (Levine, 2002)  

since it is not primarily important for policy (Demirgüç-Kunt & Maksimovic, 2002) and even 

out-dated (Veysov & Stolbov, 2012). This would suggest that there is another classification of 

financial systems that could explain and address the issue of financial inclusion. In addition, 

data availability is the main problem that has been addressed in many studies in examining 

financial inclusion at macro-level (e.g., Beck et al., 2006; Sarma, 2008; Arora, 2010).   



2.3 Distribution channel in promoting financial inclusion: banking and non-banking 

institutions 

With regards to the channel in tackling financial exclusion, previous studies do not make clear 

answers whether banking or non-banking institutions serve better results. On one hand, some 

studies opine that banking institutions provide a better environment in promoting financial 

inclusion (e.g., Feldstein, 1991; Beck & Levine, 2002; Mehrotra, Puhazhendhi, Nair, & Sahoo, 

2009). On the other hand, supporters of non-banking institutions favour this channel based on 

the impact showed by these institutions particularly through microfinance (e.g., Park & Ren, 

2001; Morris & Barnes, 2005; Siebel, 2005; Al-Mamun, Abdul Wahab, & Malarvizhi, 2010; 

Mokhtar, 2011; Saad, 2012). 

2.4 Supply Side Challenges 

According to Varghese & Viswanathan (2018), due to mitigating default risk, most of the 

mainstream financial institutions are reluctant to serve small value and unprofitable customers 

with irregular income. High loan default rates contribute to the severity of this constraint. 

Furthermore, the financial institutions the requirement of various document proof. In India for 

example, this low-income group generally lack documents such as payslip, birth certificate, 

address proof, etc. It is why the percentage of dormant accounts with zero balance is highest in 

the case of Regional Rural Banks (Varghese & Viswanathan, 2018). 

There are successful stories of credit unions and community banks worldwide in extending 

financial services to local communities. Nevertheless, according to Kumar (2011),  the local 

entities, for example, cooperative banks, deposit-taking non-banking financial companies and 

regional rural banks reported having risks of poor governance, geographic concentration which 

leads to vulnerability to financial downturns and tend to absorb a disproportionate share of 

supervisory resources.  

2.5 ICT-based Financial Inclusion 

The combination of IT and IT-enabled services has become a sustainable solution for greater 

access to finance (Varghese & Viswanathan, 2018). However, resolving technology related 

constraints is the main ingredient for the success of the implementation of ICT-based agenda. 

The key issue is about the limited number of technology service providers to serve the 

underserved market as well as limited service centres for servicing devices which result in 

shortcomings for banking operations in many rural areas. In addition, security-related issues 

resulting in frauds have the potential to deter public confidence in the use of electronic payment 

products which also could lead to reputation risks. By imposing cumbersome security 

procedures would hinder customers from using the product and carrying out electronic 

transactions. Furthermore, power supply and network connectivity are challenges, especially 

in remote areas. Due to poor internet connectivity and frequent power failures,  it often takes 

more time to process a transaction in remote areas as compared to urban centres ( Kumar, 2011; 

Khan, 2012). 

3. Opportunites and Ways Ahead 

3.1 The Promise of Fintech 

Fintech becomes new disruptive ideas and business models that can change the whole 

ecosystem of operations (Baber, 2019). A sustainable solution for financial inclusiveness could 



be achieved through the combination of IT and IT-enabled services (Varghese & Viswanathan, 

2018). Eight out of ten people in the developing world own a mobile phone. Additionally, more 

households own a mobile than having access to electricity or clean water (World Bank, 2016). 

Fintech can play an important role in reducing income inequality, especially in developing 

countries and become a key driver to tackle financial exclusion (Demir, Pesqué-Cela, Altunbas, 

& Murinde, 2020). According to Demir, Pesqué-Cela, Altunbas, & Murinde (2020), there is a 

strong association between the level of mobile phone penetration and financial inclusion across 

and within countries. It is also has been found that households with a mobile money account 

tend to be banked, receive/send remittances more frequently, and accumulate more savings. 

Moreover, SMEs also gain more access to bank credit through the use of mobile money. 

The recent innovations in Fintech have become the gateway and inspiration to explore the 

unique opportunities to resolve the barriers of financial inclusion and bridge the existing gap 

in the access and use of financial services.  Hence, more equitable growth could be ultimately 

achieved which has been highlighted in the UN 2030 Agenda for Sustainable Development 

(UN-2030-ASD) and the G20 High-Level Principles for Digital Financial Inclusion (G20-

HLP-DFI). (Demir et al., 2020); Sahay et al., 2020).  

3.2 Strategic Collaborations 

Financial inclusion has become priority agenda in most countries worldwide. The best way to 

materialised the agenda is by having meaningful collaboration between financial institutions 

and policymakers/regulators (Damodaran, 2013; Mehrotra & Yetman, 2015). In the eyes of the 

regulators, financial inclusion matters for financial development i.e., on long-term economic 

growth and poverty reduction, as well as on the macroeconomic environment. Access to 

appropriate financial instruments may allow the poor or otherwise disadvantaged to invest in 

physical assets and education, reducing income inequality and contributing to economic 

growth. Financial inclusion also has big implications for monetary and financial stability. 

Also, financial inclusion calls for significant investment in technology-based applications, 

related research and development efforts as well as monitoring and evaluation systems. 

Financial providers could collaborate with technology service providers, mobile network 

operators, corporate houses and various categories of agencies to develop efficient delivery 

models. The strategy should aim to create a facilitating eco-system, leveraging on technology 

and promote partnerships for evolving an effective financial inclusion delivery mechanism.  

3.3 Innovative Financial Products and Services 

In general, financial providers, especially banks, have to look at their policies and procedures 

to develop new product lines to serve the disfavoured group and segmentation. Providing 

simple and basic banking services is one of the ideal solutions to bring the unbanked into the 

financial system. This will require an easy-to-understand documentation process, which 

sufficient to meet the legal requirements of the financial entity or the service provider. 

Innovations, however, should not be restricted merely to product designing. It is also a good 

idea for the financial providers to initiate reward system and recognition for personnel 

initiating, ideating, innovating and successfully executing new product initiatives and services 

for the disadvantaged segmentation especially in remote areas 

 



As far as the business is concerned, it is also the need for both savings and credit products 

specifically for business owners. According to a survey done by Demirguc-Kunt et al. (2018) 

saving and borrowing are two basic ways to finance investments in business. Therefore, 

financial providers need to introduce low-cost, customer-oriented innovative products to turn 

the process of financial inclusion into the next big business opportunity. It is an opportunity 

for private sector banks to expand their base to the rural areas. A strategic expansion in 

technology can be of advantage as it enables easier and accurate banking process in offering 

new products (Kumar, 2011; Varghese & Viswanathan, 2018). 

3.4 Harnessing Financial literacy and Awareness  

Having better technology and better product itself is not enough. The customer should have 

basic financial education as well as usage of technology (Damodaran, 2013). Programmes for 

spreading awareness about financial inclusion and financial literacy need to be strengthened 

using innovative dissemination channels by various stakeholders including policymakers and 

regulators. Training programmes for bank staff, particularly for the frontline staff, should 

include aspects relating to the financial education of the customers. As for under-privileged 

customers, special initiatives and investment are required to spread the information and 

knowledge about basic financial concepts, appropriateness of savings ad credit products, use 

of credit cards, financial planning and debt management, retirement planning/micro-pension, 

insurance, investment, awareness about electronic banking and the safeguards to be followed, 

etc., (Khan, 2012; Varghese & Viswanathan, 2018). Through the involvement of various 

parties in the financial literacy strategy efforts, it is hoped that countries would achieve greater 

financial inclusion. 

 

3.5 Customer Service and Consumer Protection 

On top of providing financial literacy and awareness, customer service and protection are the 

areas that deserve closer attention. The customer service could be improved through better 

dissemination of information to customers and also by improving the mechanisms for 

redressing the complaints. Both the changes of mindset, cultural and attitudinal at the bottom 

levels, and user-friendly technology at the level of financial providers and regulators are needed 

to achieve holistic customer service and protection to the newcomers in the financial system.  

 

3.6 Financial Inclusion through Islamic Finance 

The main weakness of the conventional perspective of financial inclusion measurement is its 

failure to acknowledge the concept of wealth redistribution as what had been recommended in 

Islam. There are also issues in relation to the microfinance industry which has restricted its 

effectiveness such as the issue of high-interest rates, lack of appropriate product design, 

diversion of the fund and lacking skills of the recipients (Iqbal & Mirakhor, 2013). These issues 

are coupled with the issue of voluntary self-exclusion by capable Muslims to engage with the 

financial system based on religious grounds (Ahmed, 2013). As a result, access to the financial 

system is not comprehensive and importantly, it does not reach those who are extremely poor. 

These are the issues ignored in discussing the country's financial inclusion and perhaps the 

reason that the financial inclusion index is low in most emerging markets that are 

predominantly with Muslim population (Demirgüç-Kunt, Beck, & Honohan, 2008). 



Theoretically, the Islamic financial system plays an important role in promoting welfare in the 

society through its prohibition of riba (interest), speculation and gambling (Chapra, 1992). It 

places equal emphasis on the ethical, moral, social, and religious dimensions, to enhance 

equality and fairness for the good of society as a whole. With the application of the work ethic, 

wealth distribution, social and economic justice and the role of the state, the Islamic financial 

system considers being more welfare-based financial system as compared to its counterpart. In 

this regard, it can be suggested that an Islamic-based financial system is theoretically better in 

promoting financial inclusion. 

According to Mohieldin, Iqbal, Rostom, & Fu (2012), financial inclusion from the Islamic 

perspective can be tackled in two ways: first, inclusion through risk-sharing, and second, 

through the instruments of redistribution. Risk sharing is claimed to be the objective of Islamic 

finance (Mirakhor, 2010) and as an alternative to conventional financing which targets both 

financial and social inclusion simultaneously. It involves the sharing-based contracts, where 

both lender and borrower are entitled to the realized profit or liable for the loss realized 

according to their shares specified in the contract (Erbas & Mirakhor, 2010).  

However, Hasan (2015) argues that risk sharing is not basic to Islam. Islam approves profit-

and-loss sharing; sharing of risk is a consequence of that, not its cause. On a different note, 

Rosly (2012) states that risk-sharing and risk-taking are basically two sides of the same coin; 

the former encompasses the financing of capital while the latter involves business operations 

that create cash flows. This has been the true meaning of al-bay’ that the Quran intends to 

convey as opposed to riba. When economies under financial crisis are looking for an alternative 

to interest-based debt financing, embracing Islamic risk behaviour in both forms (i.e., risk-

taking and sharing) is the pleasing alternative. This is very much consistent with what has been 

outlined by Halim (2001) who shed light on the type of contracts involved in Islamic finance. 

The term al-bay’ comprises of both risk-sharing contracts (i.e., al-mudharabah and al-

musharakah) as well as risk-taking contracts [i.e., salam sale (bay’ al-salam), sale on order 

(bay’ al-istisna), and leasing (al-ijarah)]. Thus, by practicing the true essence of risk sharing 

and risk-taking modes of commerce, it could promote better financial inclusiveness as the 

system emphasizes the widest distribution of risk and reward through the whole society 

(Kamali, 2002). 

On top of that, the concept of redistribution of wealth is based on the concept of a balanced 

society in Islam that tried to avoid the occurrence of extreme wealth and poverty. Among the 

redistribution instruments that can be used are zakat and waqf. These two instruments are a 

form of wealth transfer and it reaches to the needy, parallel with the Islamic principles of 

property rights for all.  

Zakat, as one of the pillars in Islam, is an ordained rule for wealth redistribution that targets 

the needy, which the results can improve their poverty line. It is not charity but an obligation 

for Muslims. It can be defined as a form of flat-rate social security tax earmarked for 

redistribution of wealth (Erbas & Mirakhor, 2010).  Empirically speaking, the evidence on the 

impact of access to finance via zakat so far is substantial.  Results revealed that effective zakat 

collection and distribution reduces poverty incidence, reduces the extent of poverty, lessens the 

severity of poverty, reduce income inequalities (Mohd Ali, Rashid, Johari, & Muhammad, 

2015; Bashir, 2018), help both the poor and needy to meet their consumption of basic needs 



(Abdullah, 2018) as well as could improve educational equity among Muslim urban poor 

students (Mohd Radzi & Kenayathulla, 2017). 

Another instrument, the waqf, also seeks to mobilize a large number of financial resources in a 

way which the contributors endow the stream of income accruing to a property for a charitable 

purpose in perpetuity (Iqbal & Mirakhor (2013). Access to this instrument is recognized to be 

a powerful tool for poverty alleviation  (Abdul Rahman, R. Muhammad, Ahmed, & Amin, 

2016; Shaikh, Ismail, & Mohd Shafiai, 2017). With regard to prior discussion and analysis 

concerning the impact of waqf, among others,  Mikail, Ahmad, & Adekunle (2017) notes that 

apart from zakat and micro-takaful, waqf provides social securities and socio-economic support 

to low-income households in societies. Specifically, the strength of waqf in the economy has 

indeed impacted the development of the education system (Mahamood & Ab Rahman, 2015; 

Mujani et al., 2017; Huq & Khan, 2017) and have great potential to help the poor and needy in 

meeting their housing needs (Rashid, Mohd Fauzi, & Hasan, 2018) and also access to finance 

for enterprises (Sahiq et al., 2016). 

Therefore, financial inclusion should go beyond conventional, by considering the potential of 

the Islamic financial instruments in the mission of poverty alleviation and community 

development. Especially for Muslim countries, where its redistributive instruments are already 

institutionalized, then the ability of these tools to enhance the access to finance should be 

considered to create an inclusive financial system. For example, according to a report by 

(MIFC, 2015), the collection of zakat and various Shariah-based microfinance programs 

offered in Malaysia, Indonesia and Bangladesh have managed to raise the living standards of 

low-income groups and increase the number of entrepreneurs in these countries, as they  helped 

to increase the involvement of low-income groups in the financial sector. On top of that, it is 

suggested that awqaf, qard-al-hassan, sadaqa, and zakah, can play a role in bringing more than 

40 million people, who are financially excluded for religious reasons, into the formal financial 

system (Zulkhibri, 2016).  

 

Conclusion  

Indeed, financial inclusion is not a short-term goal, rather it is a progressive process and 

initiative, which will evolve itself over some time. The barriers and challenges need to be duly 

managed and revised, while the opportunities and prospects of greater financial access should 

be well-harnessed to accelerate the process of inclusive growth. The emergence of Islamic 

finance and Fintech provides an auspicious vehicle for tackling this phenomenon by bridging 

the gap between unbanked, under-banked and developed societies, opening the door to the 

global Islamic finance and digital economy, offering a long-term societal transformational 

change for the financially underserved, while promoting inclusive economic growth for a more 

just and equitable society. Thus, policymakers should emphasize on the policy developments 

considering a sustainable financial services delivery model and need-based products both for 

rural and urban market segmentations. 
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