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Abstract

This chapter explores the fundamental structure, functions, and types of
banks in contemporary financial systems, with a particular focus on Pakistan
and Islamic banking principles. It examines the formation (ta’sis / formation) of
banks, the procedures for deposit collection (deposits / ‘umanat), and the
mechanisms of credit creation (qurid | credit creation). The discussion
highlights the roles of banks in profit and loss distribution (al-munafa“ wa al-
khasa’ir / profit and loss), investor protection, and public confidence building.
Various types of banks (ashkal al-buniik / types of banks) are analyzed,
including commercial, agricultural, industrial, cooperative, investment,
mortgage, and Islamic banks. The chapter also outlines the operations of key
international financial institutions such as the International Monetary Fund
(IMF / Sunduq al-Nugiid al-Dawli) and the World Bank (Al-Bank al- ‘Alami /
World Bank), along with the central banking system (al-bank al-markazi /
Central Bank) and their regulatory frameworks. Special attention is given to
Islamic banking principles, emphasizing Shariah-compliant (al-shari‘ah /
Shariah) financial practices, prohibition of riba (interest / fa’ida), and ethical
investment strategies. The chapter provides a comprehensive understanding of
how banks mobilize resources, facilitate trade, and support economic
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development, while ensuring compliance with both conventional and Islamic
legal and financial frameworks.

Keywords: financial and economic, collective, Banking Mechanisms, Deposit
Systems

Introduction

This era is defined by its financial and economic character. Whether an individual or a
collective body, whether at the national level or within academic and professional domains
anyone wishing to participate in economic activity inevitably develops a link with the bank. A
bank is an institution that collects funds from people on the basis of gard (loan) and then lends
those funds to others on siid (interest). The profit generated through interest is distributed
between the bank and the depositors who keep their money with it. In this way, the bank
channels public savings into productive and investment-oriented ventures, creating new
avenues of employment and reducing unemployment overall.

Similarly, the growth and success of any country depend on the strength of its financial,
economic, and fiscal structure. Financial and economic progress relies upon the availability of
capital, and there is no doubt that in the modern era, the central source of capital provision is
the banking system. Countries with strong and stable banking structures experience a steady
flow of capital; in contrast, those with weak banking institutions face capital shortages and thus
fall into the category of underdeveloped nations.

It becomes evident, therefore, that the bank is the unique institution that not only encourages
saving but also stimulates the drive for productivity and investment, playing a crucial role in the
circulation of capital. In this regard, Chaudhry Ghulam Rasool Cheema writes in his book Islam
ka Ma‘ashi Nizam (“The Economic System of Islam™):

“The bank does not merely supply capital; it protects the use of metallic currency and saves
society from the costs of handling physical money. Through cheques, drafts, and hundi, the
reliance on metallic currency is reduced. Besides economic development, the bank supports an
unstable economy during times of financial crisis.

By providing capital to entrepreneurs, it motivates them toward investment, accelerating
commercial activity. During recession, financial support becomes a lifeline, protecting the
economy from collapse. The role of the bank in the mobility of capital cannot be ignored. It
transfers funds from less profitable ventures to more profitable ones, ensuring that capital finds
its most efficient use.

The bank provides financing for both international and domestic trade. By restricting
unregulated hundis and ensuring access to capital when needed, it safeguards national wealth,
accelerates industrial and commercial struggle, and contributes to public welfare. In short, the
existence of banks is indispensable for national prosperity and economic development, as they
play a key role in commercial, industrial, agricultural, and financial progress.” 'After
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understanding the necessity, significance, and utility of banks, we now turn to the primary focus
of this paper: a detailed exploration of banking administration, its duties and functions, and the
various types of banking institutions.

Formation of a Bank

The method for forming a bank is essentially the same as that used for establishing any
company. A bank is, in principle, a joint-stock company, and its formation takes place through
several stages. The main steps are as follows:

1. In the initial stage, a Feasibility Report is prepared under the supervision of specialists from
relevant fields. This report assesses the required capital, available resources, and the
possibilities of profit and loss.

2. In the second stage, the preliminary framework of the bank,known as the Memorandum,is
drafted. This includes the bank’s name, proposed capital, directors, and the system of
administration.

3. After this, the internal regulations and administrative rules of the bank,referred to as the
Articles of Association,are written.

4. Once all documents are completed, an application for approval is submitted to the central
bank, i.e., the State Bank.

5. The State Bank reviews all documents and, upon satisfaction, grants permission. In this way,
the bank comes into existence?.

After obtaining approval, the newly formed bank presents its core operational method and
structural outline, its Prospectus, to the public. The purpose is to build public confidence and
trust in the institution. The bank then invites people to deposit their funds, a practice referred to
as Deposits.

Types of Deposits

Generally, there are three types of deposits:
1. Current Account

A Current Account is one in which customers may deposit or withdraw any amount, at any
time, and as many times as they wish, without any restriction. No profit (siid) is paid on the
funds kept in this account.

2. Saving Account

A Saving Account is a profit-bearing account. Customers may deposit any amount whenever
they wish and as often as they like, with no limits on deposits. Withdrawals, however, are
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usually subject to certain restrictions. The bank pays profit (stid) twice a year on the funds
stored in this account.

3. Fixed Deposit

In a Fixed Deposit, customers cannot withdraw the deposited amount before the agreed-upon
maturity date. The bank pays profit (sad) according to the length of the deposit period. Long-
term deposits receive a higher rate, while short-term deposits receive a lower rate.

Regarding this, Mufti Tagi Usmani adds:

“After the bank collects additional capital through these three types of accounts, besides its
initial capital, it deposits a fixed portion of these funds (which varies depending on
circumstances) with the central bank. Depositing this amount with the central bank is necessary
because it is one of the central bank’s duties to safeguard customers’ money. The commercial
banks also receive some profit (stid) on the funds deposited with the central bank. In any case,
the central bank determines what percentage of their total deposits all commercial banks must
place \gvith it. At present, around forty percent of the total capital is deposited with the central
bank.”

Businesses, No profit/interest, Used by bank for very short-

professionals,

money withdrawable term

liquidity management;

individuals anytime, high keeps minimal profit-generating
liquidity use
General  public, Withdrawals allowed, Bank uses saving deposits for
salaried small minimum short-term
individuals balance, low/medium financing/investments
profit

Investors seeking
stable return

Businesses  and
corporate clients

Locked for specific
time (1-12 months or
longer), higher
profit/interest
Withdrawable on
short notice (24-72
hrs)

Bank uses these for long-term
loans, investments, and
financing activities

Used for overnight/very short-
term lending between banks

Importers, Deposits held in USD, Used for international trade
exporters, EUR, GBP, etc. settlements and forex
overseas-linked management

accounts
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Profit-Loss Ratio, Decision-Making, and Withdrawal Procedure

The procedures regarding the profit-loss ratio (nafah wa nugsan), decision-making through
mutual consultation, and the method for withdrawal from participation (shirkat) in a bank are
explained as follows:

1. All major business decisions in a bank (bank) are made through mutual consultation among
the shareholders (ashab al-masahima / hissedar).

2. At the end of each financial year, the accounts (hisabat) are audited to determine profit and
loss (nafah wa nugsan). After calculating the total profit or loss, each shareholder’s respective
share is determined.

3. In the case of profit, each shareholder receives their share of the profit.

4. In the case of a loss, each shareholder is informed that their capital has decreased due to the
loss.

5. For the new financial year, a fresh agreement is made, and its accounts are maintained
separately from the previous year.

6. Each shareholder has the right to withdraw from participation at any time. However,
shareholders are generally required to exercise this right at the end of the financial year or
during quarterly accounts (rtiba‘l hisab). Withdrawal by one shareholder does not affect the
participation of the remaining shareholders.

7. Upon receiving a notice of withdrawal from a shareholder, efforts are made to complete the
joint business accounts and return the shareholder’s capital along with their share of profit or
loss.

8. In the event of a shareholder’s death, their participation (shirkat) automatically ends, and the
accounts are settled according to the above procedure. The capital along with any profit or loss
is returned to their legal heirs (warathah) or to the individuals specified in their will
(wasiyyah).*

Duties of a Bank

Among the duties of a bank (bank), the most important is the creation and provision of credit
(isna‘ al-qurtd / Credit Creation). Bringing loans into existence and distributing them is
considered the foremost responsibility of banks. Banks provide various types of loans,
including productive (pidavari), commercial (tijari), and personal (shakhsi) loans. The loans
may be long-term (tawil al-muddat) or short-term (qgasir al-muddat), typically for periods of
three to six months.

According to Mufti Muhammad Tagi Usmani in his book Islam aur Jadid Ma‘ishat wa Tijarat
(Islam and Modern Economy & Trade), people generally take three types of loans from banks:
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1. Overhead Expenses (Idafi Ikhrajat / Over Head Expenses)

Banks provide loans to meet the daily commercial needs and additional expenses of people,
including salaries and utility bills.

2. Working Capital (Rawan Ikhrajat / Working Capital)

Banks provide loans for running business operations and meeting routine expenses, such as
purchasing trade goods (saman al-tijarah) or raw materials (kham mal).

3. Project Financing (Tamwil al-Mashari‘ / Project Financing)

Banks provide loans for financing large-scale projects, which is why people often take
substantial loans from banks for such ventures.”

Loan Issuance and Bank Procedures

From the above, it is clear that the provision of loans is a primary duty (faridah asasiyah) of
banks. However, this does not imply that anyone can easily obtain a loan from a bank. Banks
have specific procedures (tariqgah kari) and authorities (Sultah / ikhtiyarat) that must be
followed. By implementing these procedures, banks ensure that loans are provided in a
regulated and responsible manner. These procedures and authorities are described below.

Bank Procedures in Loan Provision

The procedure followed by banks in providing loans (tafriq al-quriid) begins with an evaluation
of the person requesting the loan. This assessment (tahqiq / assessment) confirms whether the
applicant will be able to repay the loan (istirdad al-qurid) within the specified period. If the
person is ineligible, the bank refuses the loan; if eligible, the bank agrees to provide the loan.

Mufti Muhammad Taqi Usmani describes the procedure as follows:

"The bank first assesses whether the applicant can repay the loan within the specified period.
Based on this evaluation, the bank sets a limit indicating the maximum loan it is willing to
provide over a given period, which can be drawn as needed. Following this, a bank account
(hisab / account) is opened for the applicant. From this account, the borrower can withdraw
loans at any time within the approved limit. A nominal interest (fa’ida / riba),for example, 1%
or 0.5%,is charged at the account opening, and once the loan is drawn, the standard interest rate
applies. Typically, part of the borrowed amount is returned to the bank, allowing the cycle of
withdrawal and repayment to continue. At the end of the period, the bank calculates how much
money was held and for how long, and interest is charged accordingly."®

Additional Functions of Banks

7. Business Support (Mu'awanat f1 Tijarah / Business Assistance)
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Banks understand when, where, and how to invest (istithmar) and which businesses are
profitable or risky. Therefore, banks provide advice, support, and guidance in various business
ventures.

8. Property Management (Tanzim al-Amwal / Property Administration)

Some banks act as agents (wakil / representative) and manage clients’ property. For example, if
a person owns property, industry, or trade abroad and cannot oversee it, the bank takes
responsibility and charges a fee for this service.

9. Fund Transfers (Nagl al-Ruqtm / Fund Transfer)

Banks facilitate fund transfers, whether domestic or international, ensuring safe and timely
transactions without loss.

10. Collection of Dues (Wajibat / Obligations Collection)

Banks also handle collection of dues (wajibat). For instance, if a property is located in another
city or country, the bank can collect rent and deposit it into the client’s account, charging a fee
for this service.

Bank Authorities in Loan Provision

Providing loans does not mean banks have unrestricted discretion to lend at will. Every bank
operates under guidelines set by the Central Bank (al-Bank al-Markazi), which determines the
limits and distribution of credit based on economic needs, such as sectoral demand or inflation
control. According to these directives, banks manage loans as follows:

1. Forty percent of total deposits are held with the Central Bank (al-Bank al-Markaz1).
2. Five percent is kept in cash reserves.
3. Up to thirty percent can be lent to the private sector.

4. The remaining twenty-five percent is allocated to government institutions.’

Bank Functions (Waza if al-Bank / Bank Functions)
Banks perform numerous functions, which can be categorized for easier understanding:
1. Advisory Services (Khidmat al-Isharah / Consulting Services)

Banks employ specialists in various fields, such as import-export (istimrar wa tasdir), car
financing (tamyin al-sayyarat), or home financing (tamwil al-manzil). Clients rely on their
expertise for informed investment decisions.
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2. Investment Assistance (Mu‘awanat f1 Istithmar / Investment Support)

Banks advise on profitable investments versus high-risk ventures, guiding clients to maximize
returns.

3. Cash Safeguarding (Hifz al-Naqgd / Protection of Cash)
Clients deposit surplus cash with banks to secure it from theft or mismanagement.
4. Loan Provision (Tafriq al-Quriid / Loan Provision)

Banks teach clients to utilize their deposits productively, providing loans to optimize financial
utility.

5. Direct Investment (Istithmar Mubashar / Direct Investment)
Banks often invest directly in ventures, leveraging their expertise.
6. Provision of Lockers (Amanat Khanat / Safe Deposit Lockers)

Banks provide secure metal safes (lockers / sundiiq) for storing valuable documents, jewelry,
and other items.

7. Opening Letters of Credit (Fath LC / Opening LC)
Banks open letters of credit (LC), facilitating smooth international trade payments.
8. Issuing Guarantees (Daman / Bank Guarantee)

Banks issue guarantees (daman) for import-export businesses, assuring both parties of financial
credibility.

9. Issuing Credit Cards (Sadar Credit Card / Credit Card Issuance)

Banks issue credit cards (Credit Card / kartu al-i’timad), allowing clients to borrow funds for
purchases anywhere, anytime, up to a specified limit.2

These are some of the primary duties (waza’if / fara’id) of banks. In modern times, banks have
diversified to specialize in certain functions, ensuring efficiency and focus in their operations.

Here’s a conversational English translation with transliterations for key terms and reference
markers, keeping it idiomatic and research-friendly:

255 o o



International Research Journal of Arts, Humanities and Social Sciences

(IRJAHSS)

2025

Loan to the bank; bank
becomes debtor
Interest-based lending and
investments

Fixed, pre-determined
interest (Riba)

No risk shared with
depositor

Always guaranteed

Any lawful activity under
state law
Not applicable

Amanah (trust) or Mudarabah (profit-
sharing)

Shari‘ah-compliant financing (Murabaha,
Musharakah, ljarah)

Profit rate varies based on actual earnings

Profit—loss sharing in investment deposits

Guaranteed only in Amanah deposits; not
guaranteed in Mudarabah

Must comply with Shari‘ah (no Riba, no
Gharar, no Qimar)

Mandatory Shari‘ah board monitors all

activities

Types of Banks

Banks are categorized based on their functions and operations (waza'if al-bank / bank
functions). Some banks specialize in certain sectors, while others operate generally. Below is a
brief introduction to the main types of banks:

1. Agricultural Bank (Al-Bank al-Zira‘1/ Agricultural Bank)

This bank provides loans (quriid) on easy terms to promote agriculture. It plays a key role in
agricultural development. In Pakistan, institutions like the Agricultural Development Bank
(Bank al-Tanmiyah al-Zira‘Tyah) and Agricultural Development Corporation serve this purpose.

2. Industrial Bank (Al-Bank al-Sina‘1/ Industrial Bank)

This bank provides loans for medium- and long-term industrial development under supportive
conditions. The industrial bank is crucial for a country’s economic growth and prosperity.’

3. Development Bank (Al-Bank al-Tanmiyah / Development Bank)
This bank provides financing for developmental projects across various sectors.
4. Co-operative Bank (Al-Bank al-Ta'awuni / Co-operative Bank)

A co-operative bank operates on mutual assistance. Only its members can open accounts and
receive loans.

5. Investment Bank (Al-Bank al-Istithmari / Investment Bank)
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Investment banks accept deposits (dipazit / deposits) for fixed terms. They do not typically
offer current accounts (hisab ‘am / Current Account) or savings accounts (hisab tahfiz / Saving
Account), only fixed deposits (dipazit muhaddad / Fixed Deposit). Loans are also issued for
limited periods.

6. Commercial Bank (Al-Bank al-Tijari / Commercial Bank)

Commercial banks are not limited to any specific sector. They finance domestic and
international trade (al-tijarah al-dakhiliyah wa al-kharijiyah) and provide general funding. They
operate across multiple sectors without specialization.™

7. Islamic Bank (Al-Bank al-Islami / Islamic Bank)

Islamic banks operate like commercial banks but without interest (riba / fa’ida). According to
Islamic banking scholars and experts in Islamic economics (al-iqtisad al-Islami), an Islamic
bank must follow Shari‘ah (al-Shari‘ah al-Muhammadi) principles in all operations, not just
avoid interest. This includes training staff and managing the banking environment according to
Islamic guidelines.

Definitions by Scholars Jami® Firiiz al-Lughat:

"Islamic banking is a system where all operations comply with Islamic Shari‘ah and the
principles of Islamic economics. Profit transactions in deposits or loans are considered riba,
most economic activities follow musharakah and mudarabah principles, and murabahah is
adopted as a necessity. However, today, most Islamic banks rely heavily on murabahah.™

Dr. ‘Abd al-Razzaq Rahim Jadt:

"An Islamic bank is a financial institution that conducts its banking operations according to
Shari‘ah rules'*"

Dr. ‘Abd al-Rahman YusrT:

"An Islamic bank is a banking institution that fully observes Shari‘ah in all its operations,
investments, and administrative affairs, aiming to achieve the objectives of Shari‘ah and serve
the financial needs of a Muslim society both domestically and internationally."*

Dr. Rafiq Yinis MustT:

"A bank does not become fully Islamic merely by avoiding haram activities; it must also
comply with Shari‘ah in its principles, structure, and authorities. An Islamic bank avoids
prohibited activities and adheres to Shari‘ah in all matters.""

Dr. Mahmiid Ahmad Ghazi:
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"An Islamic bank is an institution that carries out legitimate modern financial operations within
Shari‘ah boundaries, adhering to halal/haram rules and avoiding prohibited trades like riba,
gharar, gambling, etc."

Here’s a conversational English translation with transliterations for key terms, keeping it
idiomatic and research-friendly with reference markers:

Additional Types of Banks
8. Saving Bank (Bahtht Bank / Saving Bank)

These banks aim to instill a habit of saving among low-income individuals. They also pay a
small profit (fa’ida / interest) on deposited amounts at a fixed rate.

9. Mortgage Bank (Rahn ya Gharwi Bank / Mortgage Bank)

These banks provide short- and long-term loans (qurad) against mortgage (rahn / pledge) of
land, property, or jewelry.

10. Exchange Bank (Mubadalah Bank / Exchange Bank)

Exchange banks deal in foreign currency exchange (al-sarf al-ajnabi / foreign exchange),
exchanging one country’s currency for another. They facilitate international payments (al-daf*
al-dawli / international transactions). Owners and staff of these banks are usually foreign
nationals. They are critical in managing international trade finances, and their importance has
increased significantly in recent times.™®

11. International Monetary Fund (IMF / Sunduq al-Nuqtd al-Dawli)

Established in 1948, the IMF has its headquarters in Washington, USA. It provides loans to
almost all countries under certain conditions to address economic deficits (‘awa’iq iqtisadiyah /
economic shortfalls) and promote financial stability, often targeting poorer nations. Conditions
may include raising petrol prices, interest rates (fa’ida / riba), or excise duties. Essentially, the
IMF acts as a central hub for the world’s central banks, providing temporary or stabilizing
loans.

Muftt Mushtaqg Ahmad Karimi1 explains:

"Each country has a quota based on its share in global trade. For example, if global trade is $1
billion and a country’s trade is $50 million, it receives a 5% quota. Each country deposits 25%
of its quota in gold and 75% in its own currency. This forms the IMF’s reserve of gold and
foreign currencies. Countries can then draw loans, called Drawing Rights (Huqtq al-Siyahah /
Drawing Rights), which are divided into Tranches (Tranche). The first tranche is 25% of the
loan, given unconditionally with low interest. Subsequent tranches carry more conditions and
gradually higher interest rates."*’

12. World Bank (Al-Bank al-‘Alami/ World Bank)
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Originally called the International Bank for Reconstruction and Development, its headquarters
are in Washington, D.C. Any country can become a member. The World Bank provides loans
to alleviate poverty (fagr / poverty) and promote economic development. Initially, it funded
large projects, but now it provides policy-based loans (al-qurtid al-muta‘allagah bil-siyasah /
policy loans), attaching conditions depending on the country’s policy alignment.

Difference between IMF and World Bank: IMF loans are short-term (3-5 years), while World
Bank loans are long-term (15-30 years).*®

13. Central Bank (Al-Bank al-Markazi / State Bank / Reserve Bank)

A central bank plans and stabilizes a country’s economic and financial system (al-nizam al-
igtisadi wa al-mali / economic system). It is the most important institution in any country,
overseeing all banks and safeguarding the national economy. The central bank issues currency
notes (nawat / banknotes) backed by gold and silver reserves. Its rules differ from other banks
because its primary objective is public welfare (masalih al-ummah / national welfare), not
profit.

Examples of central banks: State Bank of Pakistan (Bank Dawlat-e-Pakistan), Bank of England,
Reserve Bank of India.

Sharsad Ahmad Khan defines the central bank:

"A central bank is an institution that safeguards financial stability. While commercial banks aim
for profit, the central bank focuses on public welfare and national security."*

Dr. Muhammad Najatullah Siddiqt explains:

"A central bank monitors and guides the banking system, implements state policies related to
currency and commerce, and ensures smooth operation of the national economy. Its goal is
public interest, not profit, even in a non-interest-based financial system."?

Summary

Banks play a pivotal role in modern economies by collecting deposits, providing credit, and
supporting financial stability. The chapter explains the step-by-step bank formation process
(memorandum, articles of association, approvals), followed by deposit mechanisms through
current (current account), saving (saving account), and fixed deposits (fixed deposit). Profit and
loss distribution is handled transparently, with clear procedures for shareholder participation
and exit.

Banks facilitate economic activity through loans for overhead expenses, working capital, and
project financing, ensuring borrowers are assessed for repayment ability before disbursing
funds. Their operational responsibilities extend to advisory services, investment support, fund
transfer, and property management, alongside providing lockers, letters of credit (L/C),
guarantees, and credit cards.
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Different types of banks serve specialized sectors: agricultural banks support farming, industrial
and development banks fund production, cooperative banks provide member-based credit,
investment banks manage fixed-term deposits, commercial banks support general trade, and
Islamic banks adhere strictly to Shariah principles, avoiding riba and unethical practices.

International financial institutions like the IMF and World Bank offer short- and long-term
loans for economic stability, whereas central banks regulate currency, monitor commercial
banks, and ensure national financial security. The chapter emphasizes that banking is not
merely about profit but about systematic resource mobilization, ethical financial conduct, and
economic development.
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