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ABSTRACT. Using deficit financing by increasing borrowing at lower interest rates has 
the potential to increase debt to levels that are not sustainable and can create further 
economic problems in the longer term. To understand the Islamic perspective on deficit 
financing, two features of government spending need to be recognized. First, 
government spending can be distinguished as current and capital expenditures. Second, 
the objectives of fiscal policy and government spending can be viewed as redistribution 
of income, expenditures to provide government services, provision of public goods that 
markets fail to provide, and providing infrastructure that enhance the productive 
capacities in the economies. While current spending should be covered by zakāh 
(distributive role) and taxes (providing government services and public goods), capital 
expenditures on infrastructure can be funded by issuing ṣukūk. During recessions, the 
government can use counter-cyclical spending of zakāh and tax revenues to increase 
current spending and issue ṣukūk to raise funds for investments to enlarge capital 
expenditures in infrastructure projects. This approach of moving the economy out of 
recession puts a limit on excessive debt by linking the funds raised with the real 
economy and helps increase the productive capacity in the longer term by filling the 
infrastructure gaps.  
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1. Introduction 

Ann Pettifor (2019) provides an overview of the deb-
ates related to deficit financing and deficit-reduction 
financing in contemporary economics literature. The 
former is identified as government spending that 
leads to larger budget deficits in general. In the latter, 
government increases spending by taking loans in 
times of economic downturns to increase income 
levels which can potentially reduce the deficits and 
debt. She also asserts that savings are not important 
since credit can be created without it and that interest 
rates should be kept low to encourage more lending 
in the economy. She provides examples from the 
United Kingdom to support her arguments.    

Pettifor’s ideas on deficit financing and debt crea-
tion can be challenged on a few grounds both from 
conventional and Islamic perspectives. If one looks at 
countries beyond the United Kingdom, there are 
ample cases showing that governments build up 
excessive debts by deficit financing due to political 
reasons imposing huge burdens on economies. While 
this happens in many developing countries, such as 
recent episodes in Argentina and Pakistan, it can also 
happen in developed economies as was seen during 
the global financial crisis when many southern 
European countries had built up debts that eventually 
caused serious economic downturns. Furthermore, 
governments in developing countries often monetize 
their deficits by printing money that often leads to 
high inflation. Not only can deficits financed by 
monetization lead to inflation, they can also increase 
the fragility of economies whereby negative shocks 
can cause deep economic recessions.  

Pettifor also suggests keeping interest rates low so 
that lending can be increased to finance the deficits. 
However, this policy has the possibility of firms and 
countries falling in a debt trap that makes them 
vulnerable to crises. When interest rates start to inc -
rease, which may be due to higher inflation, the debt 
burden can increase to unsustainable levels. With 
high debt levels, higher interest rates can adversely 
affect the economy since increases in debt servicing 
can make the countries vulnerable to default. This is 
particularly the case when the debt is in foreign cur-
rency and signs of stress in the economy can result in 
the depreciation of the currency that further increases 
the debt burden in terms of local currency. The recent 

economic turmoil in Turkey shows the problems that 
excessive foreign debt can cause on exchange rates 
and economy.   

Some of the suggestions of Pettifor can be critici-
zed from Islamic perspectives. To understand the 
issues related to deficit financing from an Islamic 
perspective, there is a need to examine the framework 
of fiscal policy from an Islamic perspective and then 
present the conditions under which deficit spending 
can take place. 

2. Islamic Perspectives on Fiscal Policy 

Some Islamic economists have identified the frame-
work of fiscal policies and public finance from an 
Islamic perspective (for a collection of studies, see 
Ahmed, Iqbal, & Khan, 1983 and Ariff, 1982). The 
bulk of the studies on Islamic fiscal policy, however, 
revolve around the role of zakāh in redistributing 
income in the economy. Fiscal policy in an Islamic 
economy would be a part of the socio-economic 
policy framework which strives to achieve justice and 
equity, enhance socio-economic welfare, and induce 
economic growth (Faridi, 1983, p. 24). Islamic eco-
nomists such as Umer Chapra and others assert that 
an Islamic economy would be a welfare state and 
fiscal policies should focus on development and eco-
nomic equilibrium. Thus, governments can impose 
taxes beyond zakāh to achieve the socio-economic 
goals (Chapra, 1979, 212). 

Kahf (1983), however, suggests that there is no 
evidence of such roles of the state in Sharīʿah texts 
and provides a restrictive view on the role of govern-
ments to impose taxes to carry out developmental 
tasks. He justifies taxation beyond the obligatory 
zakāh in cases of providing the necessary services 
such as internal and external security, managing the 
judicial and ḥisbah apparatuses, maintaining a sub-
sistence standard of living for all citizens, and mee-
ting emergency needs. He also highlights the clear 
texts that protect private property rights against any 
encroachment either by individuals or the state. 
Before imposing taxes, he suggests seeking other 
sources of income such as rental fee on state-owned 
property, revenue from public enterprises, public 
debt, fees, and equity financing of projects.  
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Before outlining how the governments should 
manage their budgets and the role of deficit finan-
cing, a few Islamic principles that will guide these 
issues are presented below:  

1. The principle of permissibility (ibāḥah) applies 
in cases of muʿāmalāt which states that in eco-
nomic affairs everything is permissible except 
what is prohibited by Sharīʿah.  

2. The overriding maxim guiding Sharīʿah is the 
maximizing of maṣlaḥah (benefits) and reduc-
ing the mafsadah (harms) (Heinrichs, 2002; 
Dien, 2004). Al-Shatibi classifies maṣlahah into 
necessities or essentials (ḍarūriyyāt), the needs 
or complementary requirements (ḥājiyyāt), and 
the luxuries or embellishments (taḥsiniyāt). The 
ḍarūriyyāt are essential things for the indivi-
duals and community collectively and their 
absence would lead to a breakdown of social 
order and community. Al-Shatibi considers the 
essentials as the basic elements of a good life 
and protecting them constitutes the goals of the 
Sharīʿah (maqāṣid al-Sharīʿah). Al-Ghazali 
identifies the maqāṣid as safeguarding the faith 
(dīn), self (nafs), intellect (ʿaql), posterity (nasl), 
and wealth (māl) (Chapra, 2008). 

3. The legal maxim “individual losses (or damage) 
are tolerated to ward off a public loss (or 
damage)” would imply that the governments 
can undertake certain activities to reduce harm 
for the society as a whole even if this would 
mean that individuals are affected in doing so. 
For example, imposing taxes which is detri-
mental to the economic interests of individuals 
is acceptable if the revenues are used to carry 
out activities that keep crime in check and 
maintain law and order which are larger harms 
in the society. 

4. The equivalent of government borrowing to 
finance deficits in an Islamic economy would be 
to use different Islamic modes of financing to 
raise funds. A key feature of these instruments 
is that they are linked to real economic 
activities.  

The above principles provide the following 
framework for fiscal policy in an Islamic economy. 
Since fiscal policy falls under muʿāmalāt, the 

principle of permissibility would apply. This along 
with the maxim that social losses be given more 
weight than individual losses would mean that 
additional taxes beyond zakāh can be collected, pro-
vided certain conditions are met. A key condition is 
that the taxes should be used to support the achieve-
ment of maqāṣid al-Sharīʿah since their absence 
could result in disruption of social order in the 
society. If the government expenditure exceeds tax 
revenues in achieving these goals, then Islamic 
modes of financing can be used to fund the gap. As 
indicated, a key feature of the Islamic financing 
would be that it is linked to the real economy.  

3. Deficit Financing from an Islamic Perspective 

While Pettifor argues that deficit-reduction financing 
could eventually increase income levels and reduce 
overall debt, the results would depend on not only the 
quantity, but the quality of the spending. The frame-
work for managing the government budget and 
deficit financing in an Islamic economy would con-
sider two issues. First, there is a need to distinguish 
government spending into current and capital expen-
ditures. Second, the rationale of fiscal policy and 
government spending in the economy can be due to 
four broad objectives: redistribution of income, 
expenditures to provide government services such as 
managing traffic and court systems, provision of 
public goods that markets fail to provide (e.g., educa-
tion and health), and providing infrastructure that 
enhance the productive capacities in the economies.  

The redistributive role of the government of an 
Islamic economy can be carried out mainly by 
instituting an efficient and effective zakāh collection 
and distribution scheme. In this regards, zakāh funds 
can be used to provide the basic living costs of the 
poor and needy. While this can be a part of the 
budgetary system, the accounts have to be separated 
given the specific heads that zakāh can be spent on. 
The expenditures on government services should be 
covered by taxes. The way in which public goods can 
be financed would depend on the nature of these 
goods and kinds of expenditures required. The cur-
rent expenditures on heads such as defense, educa-
tion, and health should be covered by taxes. 
However, if there is need for building capital assets 
such as schools and hospitals to provide these 
services, these can be financed by raising funds by 
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using different modes of financing. Finally, infras-
tructure that promotes economic activity can be 
financed by both taxes and raising funds from the 
financial sector. In some countries such as Indonesia 
and Sudan, the governments have issued ṣukūk to 
fund various government projects that include infras-
tructure.  

The above framework of fiscal policy and finan-
cing deficits is qualitatively different from the deficit 
financing presented at the aggregate level by Pettifor. 
The following perspectives on deficit financing can 
be viewed from an Islamic viewpoint.  

First, the overall framework for fiscal policy 
should consider a longer time-frame of a business 
cycle, rather than annual budgets on a year to year 
basis. Ideally, when the economy is booming, the 
budget should be in a surplus since the revenues 
generated are expected to be high and expenditures 
on social heads such as unemployment benefits 
would be low. In case an economy is in a recession, it 
is expected that the expenditure on social heads 
would increase and it would not be prudent to raise 
taxes as it could increase the burden on individuals 
and further slowdown the economy. Thus, the 
economy should save during upturns that can be used 
for downturns to cover for some of the deficits. This 
perspective is in line with the concept provided in the 
teachings of the Qur’ān when the Prophet Yusuf 
(peace be upon him) interpreted a dream to mean to 
save from the seven good years of harvest for the 
seven years of famine that would follow (Prophet 
Yusuf, peace be upon him, interpreted the dream of 
seven fat cows eating the lean cows to mean to the 
above; see Qur’ān, 12: 43-49). The concept of using 
zakāh as a counter-cyclical device is also recognized 
in Islam. It is not obligatory to distribute all zakāh 
proceeds during a particular time period and a part of 
it can be used later in cases of depressed economic 
situations (Ahmed et. al., 1983, p. 14; Yusoff, 2006, 
p. 117). Furthermore, the government can also solicit 
advance zakāh payment during recessions in case the 
needs are dire (National Zakat Foundation, n.d.).  

Second, the qualitative nature of deficit financing 
during economic downturns from an Islamic perspec-
tive would be different from Pettifor’s proposal that 
increase expenditure by more borrowing. In an Isla-
mic economy, governments can expand expenditures 
during recessions by raising funds by using ṣukūk for 
investments in the capital assets such as infras-
tructure. Bielenberg, Roberts, Kerlin, and Oppenheim 

(2016, p. 10-24) estimate that US$ 93 trillion would 
be needed for investments in sustainable 
infrastructure during 2015-2030 globally, of which 
funding in economic infrastructure would amount to 
US$ 49.1 trillion (or US$ 3.3 trillion ann-ually). The 
funding gap for the period is estimated to be between 
US$ 39 trillion (with aggressive invest-ment growth 
scenario) to US$ 51 trillion (with conse-rvative 
investment growth assumption).  

Since infrastructure needs and the financing gaps 
are huge in most countries, using ṣukūk will be a win-
win situation of filling this gap and injecting invest-
ment expenditures in the economy. The investments 
would potentially create jobs that could boost the 
economy both in the short- and long-terms. Since, 
raising funds in an Islamic economy is linked to real 
assets, this imposes a restriction upon using funds on 
current expenditure which does not expand the pro-
ductive capacity of the economy. Thus, the funds 
generated to finance the real sector inhibits the gro-
wth of debt levels that become unsustainable.  

Finally, the suggestion of keeping interest rates 
low to encourage borrowing that accumulates debt 
can potentially pose problems to countries when the 
interest rates rise. In fact, a key factor in the global 
financial crisis was the buildup of huge debts in the 
United States housing sector due to low interest rates 
which became unsustainable for many when interest 
rates started to increase. One option that is aligned 
with Islamic principles of risk-sharing and can bring 
stability in the economy, is to have returns tied to the 
performance of the economy such as GDP-linked 
securities. For example, Diaw et al. (2014) propose a 
GDP-linked ṣukūk that can be used to raise funds in a 
Sharīʿah-compliant way to finance government expe-
nditure. They suggest using a forward lease (ijārah) 
contract to structure the ṣukūk and link the rent paid 
to the investors to the GDP growth rate.  

4. Conclusion 

Pettifor’s suggestion of dealing with recessions by 
more borrowing that increases debt levels can resolve 
the problem in the short-term, but can create prob-
lems in the long-term. The suggestions that savings 
are not important and that the financial sector can 
expand credit without them can potentially add to the 
problem of debt creation. It should be noted that ma-
ny contemporary crises have origins in excessive debt 
levels that become unsustainable when a negative 
shock emerges.  
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The Islamic perspective on fiscal policy and defi-
cit financing distinguishes between current and 
capital expenditures and argues that the former be 
covered by zakāh (the distributive role) and taxes 
(providing government services and public goods), 
and the latter by raising funds through ṣukūk. To 
bring an economy out of a recession, the government 
can increase current spending by using a counter-
cyclical framework for zakāh and tax revenues 

collection and increase capital expenditures in infras-
tructure projects by issuing ṣukūk. This approach can 
not only help move the economy out of the recession 
in the short term, but would increase the productive 
capacity in the longer term through investing in 
infrastructure projects while putting a limit on 
creating excessive debt by linking the funds raised 
with the real economy.   
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  السياسة المالية وتموʈل ال݀ݨز: وجɺات نظر إسلامية

 حمدأحبʋب 
 ،الإسلامية والتموʈلكر؟ۜܣ الشارقة للشرʉعة أستاذ 

 ɠلية إدارة الأعمال ࢭʏ جامعة درɸام، المملكة المتحدة
 

 إڲʄ تؤدي قد منخفضة فائدة بأسعار الاقفاض زʈادة طرʈق عن بال݀ݨز التموʈل إن .المستخلص
 المدى عڴʄ الاقتصادية المشاɠل زʈادة ࢭʇ ʏسȎب أن وʈمكن مستدامة غ؈ف مستوʈات إڲʄ الديون  زʈادة

. اݍݰɢومي الإنفاق ملامح عڴʄ نتعرف أن نحتاج ال݀ݨز، تموʈل حول  الإسلامي المنظور  لفɺم. الطوʈل
 المالية السياسة أɸداف فإن ،ثانيًا. ورأسمالية حالية نفقات إڲʄ اݍݰɢومي الإنفاق تقسيم يمكن أولاً،

 الۘܣ العامة السلع وتوف؈ف اݍݰɢومية، اݍݵدمات وتوف؈ف الدخل، توزʉع إعادة ۂʏ اݍݰɢومي والإنفاق
. الاقتصادات ࢭʏ الإنتاجية القدرات Ȗعزز  الۘܣ التحتية البɴية وتوف؈ف توف؈فɸا، ࢭʏ اݍݰرة الأسواق تفشل

 اݍݵدمات توف؈ف( والضرائب) التوزʉع دور ( الزɠاة خلال من Ȗغطيتھ فيɴبڧʏ اݍݰاڲʏ للإنفاق بالɴسبة أما
 طرʈق عن التحتية البɴية عڴʄ الرأسمالية النفقات تموʈل يɴبڧʏ ح؈ن ࢭʏ ،)العامة والسلع اݍݰɢومية
 للدورات المعاكس الإنفاق Ȗستخدم أن لݏݰɢومة يمكن الرɠود، ففات خلال. صɢوك إصدار

 الأموال ݍݨمع صɢوك وصدار اݍݰاڲʏ الإنفاق لزʈادة الضرȎʈية والإيرادات الزɠاة من الاقتصادية
 الاقتصاد إخراج ࢭʏ المنݤݮ ɸذا. التحتية البɴية مشارʉع ࢭʏ الرأسمالية النفقات لتوسيع للاسȘثمارات

 اݍݰقيقي بالاقتصاد جمعɺا يتم الۘܣ الأموال رȋط خلال من المفرطة للديون  حدًا يضع الرɠود من
 .التحتية البɴية Ȝغرات سد خلال من الطوʈل المدى عڴʄ الإنتاجية القدرة زʈادة عڴʄ وʉساعد

 .صɢوك الزɠاة، ال݀ݨز، تموʈل المالية، السياسة :الةالدَّ  الɢلمات

  JEL: E62, Z12تصɴيف 
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