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Th e small business sector is regarded as a 
fundamental ingredient in the establishment of a 
modern, progressive and vibrant economy. Small 
businesses are largely thought to be more innovative 
than larger fi rms for three reasons: a lack of 
entrenched bureaucracy, more competitive markets, 
and stronger incentives (such as personal rewards). 
Small fi rms are better able to adapt to changing and 
sometimes disruptive economic circumstances. Due 
to its fl exibility, the sector is in an advantageous 
position to face challenges and changes.

Small businesses oft en face a variety of problems, 
some of which are related to their size. Money is 
known to be one of the major causes of problems 
that can lead small business to failure. In spite of 
various sources to raise start-up capital, a frequent 
cause of bankruptcy is under capitalization. 
Under-capitalization refers to any situation where 
a business cannot acquire the funds they need. An 
under-capitalized business cannot aff ord current 
operational expenses due to a lack of capital, which 
eventually can trigger bankruptcy.

Сauses of under-capitalization are oft en result 
of improper fi nancial planning: lack of knowledge/
skills and lack of direction and planning. Th is may 
led to «SME fi nance gap» since a substantial part of 
the SME1 sector may not have the security required 
for conventional collateral based bank lending, 
nor high enough returns to attract formal venture 
capitalists and other risk investors.

Th ere have been at least two distinctive 
approaches to try to overcome the SME fi nance gap.

Th e fi rst has been to broaden the collateral based 
approach by encouraging bank lenders to fi nance 
SMEs with insuffi  cient collateral. Th is might be done 
through an external party providing the collateral or 
guarantees required. Unfortunately, such schemes 
are counter to basic free market principles, and they 
tend to be unsustainable.

Th e second approach has been to broaden the 
viability based approach. Since the viability based 
approach is concerned with the business itself, the 
aim has been to provide better general business 
development assistance to reduce risk and increase 
returns. Th is oft en entails a detailed review and 
assistance with the business plan. A common aim 
or feature of the viability based approach is the 
provision of appropriate fi nance that is tailored to 
the cash fl ows of the SME.

Th ese two approaches in overcoming the SME 
fi nance gap are implemented and consistent with 
Profi t and Loss Sharing Model, also called PLS or 
«participatory» banking. Profi t and Loss Sharing 
is a method of fi nance used by Islamic fi nancial or 
Shariah-complaint institutions to comply with the 
religious prohibition on interest on loans that many 
Muslims subscribe to.

Islamic fi nance refers to a system of fi nance based 
on Islamic law (commonly referred to as Sharia). 
Islamic fi nancial principles are premised on the 
gene ral principle of providing for the welfare of the 
population by prohibiting practices considered unfair 
or exploitative. Th e most widely known charac teristic 
of the Islamic fi nancial system is the strict prohibition 
on giving or receiving any fi xed, pre deter mined rate 
of return on fi nancial transactions.

Many sources state there are two main schemes 
for profi t and loss sharing model used by Islamic 
banks – Musharakah (equity participation contract) 
and Mudarabah (trustee fi nance contract or passive 
partnership). Other sources include Sukuk (also 
called «Islamic bonds») and direct equity investment 
(such as purchase of common shares) as types of 
PLS.

Both PLS schemes require particularly vigilant 
reporting and a high level of transparency for profi ts 
and losses to be distributed justly. So these two 
types of contracts within Profi t and Loss Sharing 

1  SME (abbreviation) fi nance is the funding of small and medium-sized enterprises.
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Model are used to overcome the SME fi nance gap 
and to fi nance small businesses in Islamic economic 
doctrine.

Despite of having obvious positive aspects, such 
as focusing on fi nancing the real sector of economy 

and encouraging direct interrelationship between 
fi nancial and productive sectors, in our view, the 
mechanism of PLS in some ways is at variance with 
a number of fundamental principles of eff ective 
economic activity.


