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LESSONS FROM THE CURRENT FINANCIAL CRISIS

“Corporate governance is one of the most important failures 
behind the present fi nancial crisis.”

de Larosière Group (2009)

“This Report concludes that the fi nancial crisis can be, to an 
important extent, attributed to failures and weaknesses in 
corporate governance arrangements.”

OECD report (2009)

The current fi nancial crisis is not simply the result of market failure: it 
was brewing for some time as a result of a gradual deterioration of business 
leadership, of lapses in governance and in the regulatory framework (partic-
ularly in derivatives markets), and of an ineffective risk management frame-
work. Even the International Corporate Governance Network (ICGN) has 
argued that although corporate governance failures did not cause the fi nan-
cial crisis, they certainly aggravated it.33

There is consensus among researchers that the regulatory and supervi-
sory framework was not adequate to the task of forecasting and preventing 
the crisis and there is a growing realization that the derivatives and struc-
tured products markets need regulation. Work is under way to address this 
particular issue in US and European markets. However, the crisis has high-
lighted other governance issues: the market discipline mechanism proved to 
be too weak; the decision - making of corporate leaders was overly driven by 
short - term goals; trust in corporate leadership declined; corporate boards 
were slack in their oversight and risk control; business ethics and values 
were compromised; and, fi nally, the corporate incentive and remuneration 
system was questioned. Key issues arising from this are summarized below.

Failure of Market Discipline

The fi nancial crisis has delivered a blow to the widely held view that the 
invisible hand of the market would work to make market players resolve 
confl icts through market discipline and that there was therefore no need to 
regulate the market. It was soon realized that not only was fi nancial mar-
ket information incomplete but that the market could be manipulated by 
market players for their personal interests.34 This observation is particularly 
applicable to the derivatives and structured markets, where the level of com-
plexity is higher than in markets for other fi nancial products.

Short - sighted Approach

There is a growing realization that fi nancial fi rms, capital markets, and 
other large corporations are driven by the sole objective of maximizing 
share value. The de Larosière Group (2009) pointed out that “the fi nancial 
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system at large did not carry out its tasks with enough consideration for 
the long - term interest of its stakeholders. Shareholders’ pressure on man-
agement to deliver higher share prices and dividends for investors meant 
that exceeding expected quarterly earnings became the benchmark for many 
companies’ performance.”35

Breach of Trust

The current fi nancial crisis has done signifi cant damage to aspects of social 
capital. The Edelman Trust Barometer, which tracks the level of trust in dif-
ferent countries, observed that people began to lose trust in business leaders 
and became critical of their irresponsible actions, especially in the US.36 In 
the United States, home to some of the largest corporate collapses, trust 
in business leaders dropped 20 percentage points as a result of the crisis. 
At just 38 percent, this was even lower than the levels witnessed during the 
Enron and dot - com crises and came close to the levels in Western Europe, 
which has historically displayed the lowest trust levels in business among all 
nations surveyed by the tracker.

Failure of Board Oversight

The role of board oversight in the governance structure is critical in fi nancial 
institutions and there was considerable debate over the levels of remunera-
tion being paid to board members even before the current fi nancial crisis. 
The failure of boards to determine and monitor the strategy and risk appe-
tite of the company and to respond in a timely manner was evident in many 
cases. Even when there was a proper risk management framework in place, 
boards failed to take timely action. Although the role of the boards of fi nan-
cial institutions has increased dramatically over the last decade, they have 
been criticized for being too complacent and unable to prevent collapses.37 
A recent G - 20 report concluded that “the current fi nancial crisis is a classic 
example of board failure on strategy and oversight, misaligned or perverse 
incentives, empire building, confl icts of interest, weaknesses in internal con-
trols, incompetence and fraud.”38

Failure of Risk Controls

Weaknesses in safeguarding against excessive risk - taking behavior in a num-
ber of fi nancial services companies were exposed during the current fi nan-
cial crisis. Even when the risk models gave signals of trouble, lax corporate 
governance meant that often no action was taken by senior management 
because such information never reached them or they judged it to be of little 
importance. While the failure of certain risk models can be put down to 
technical assumptions, the way in which the information was used in orga-
nizations was also a major contributor to this.39
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Deteriorating Business Ethics and Values

The current fi nancial crisis has also highlighted the issue of a decline in 
moral and ethical values in senior management, who seemed to care more 
about circumventing regulatory constraints and fi nding loopholes in the law 
than about morally correct behavior. Increasing greed and personal empire - 
building became the norm on Wall Street, with little emphasis being placed 
on producing moral and ethical business leaders.

The following refl ections on some of the corporate governance issues 
identifi ed during the crisis may be of benefi t to Islamic fi nancial institutions.

 ■ In general, if corporate governance is designed and practiced following 
Islamic principles governing property rights, contracts, and higher ethi-
cal and moral standards, the intensity of several of the issues confront-
ing the conventional framework will be reduced. While conventional 
fi nance also expects business leaders to exhibit ethical behavior, it does 
not have a sound enforcement mechanism other than market discipline, 
which has come under attack during the current fi nancial crisis. On 
the other hand, the Islamic fi nancial system derives its values from the 
teachings of Islam and can expect ethical governance from leaders, 
managers, and other stakeholders, who follow the rules prescribed by 
Shari’ah. Promoting ethical governance fosters trust and formal govern-
ance mechanisms will become more effective in protecting the interests 
of stakeholders.

 ■ Islamic fi nancial institutions should increase transparency and disclo-
sure, both internally and externally. Implementing transparency and 
corporate governance standards designed by international institutions 
such as the AAOFI and IFSB can enhance transparency in the system. 
Table 15.3 shows the guiding principles adopted by the IFSB for the 
governance of institutions offering Islamic fi nancial service. All coun-
tries where Islamic fi nance is practiced should consider implementing 
these principles. The IFSB has issued similar guidelines for institutions 
offering takaful and Islamic funds.

 ■ Islamic fi nancial institutions should take risk management seriously. 
They should put in place mechanisms to measure and monitor risks and 
ensure that all types of risks (market, credit, liquidity, operational) are 
reported in timely fashion. Generating reports is the fi rst step but the 
institutions should ensure that these risk reports are duly reviewed by 
senior management and board members. There should be mechanism to 
take timely action after the review.

There is no denying that good governance promotes economic growth 
and fi nancial stability in the Islamic and conventional fi nancial systems alike. 
Despite considerable progress being made in strengthening governance in 
the conventional system, the current fi nancial crisis has highlighted several 
shortcomings. The governance principles of Islam are much broader in rec-
ognizing and including stakeholders. The ultimate objective of the Islamic 
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system is to enhance social justice and welfare. To this end, it expects the 
highest moral and ethical conduct from the business leadership as well as 
from policymakers, regulators, and industry participants.

The governance framework, as defi ned by the principles of Islam, will 
focus on achieving the objectives of Shari’ah: the promotion of social jus-
tice, unity and social cohesiveness; the curbing of counterproductive behav-
ior such as greed, deceit, misrepresentation, and the misappropriation of 
property; a strong commitment to contractual obligations; and transpar-
ency in decision - making. Such a structure is crucial to the stability of any 
fi nancial system.
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CHAPTER 16
Globalization and its Challenges

The last few decades have witnessed dramatic and rapid changes in the 
structure of fi nancial markets and institutions across the world. Advances 

in fi nancial theory, the rapid pace of fi nancial innovation, the revolution 
in information technology, deregulation, and institutional reforms have 
changed the nature of fi nancial relations irreversibly and a “new fi nance” 
has emerged. As a result:

. . . people can borrow greater amounts at cheaper rates than 
ever before; invest in a multitude of instruments catering to every 
possible profi le of risk and return, and share risks with strangers 
from across the globe. These changes have altered the nature of 
the typical transaction in the fi nancial sector, making it more arm’s 
length and allowing broader participation. Financial markets have 
expanded and have become deeper. The broad participation has 
allowed risks to be more widely spread throughout the economy.1

The new fi nance has an important role in leveling the economic play-
ing fi elds, thus becoming the great equalizer of our time: it requires no 
passport, and does not discriminate on the basis of color, creed, race, or 
national origin. It unwinds and unbundles, dissects, analyzes, and prices 
risk, and searches for the highest return. It explores all opportunities 
for risk/return sharing, in order to exploit the wedge between the real rate 
of return to assets and the real rate of interest, leading to a greater reliance 
on risk sharing.

Globalization is a multifaceted and multidimensional process of grow-
ing interconnectedness among nations and peoples of the world. Its main 
dimensions are cultural, socio - political, and economic. Its economic dimen-
sions include growing trade fl ows, unhindered movements of fi nance, 
investment and production, accompanied by the standardization of proc-
esses, regulations, and institutions — all facilitated by the free fl ow of infor-
mation and ideas. Globalization is the result of reduced information and 
transportation costs, and the liberalization of trade, fi nance, investment, 
capital fl ows, and factor movements.

An Introduction to Islamic Finance: Theory and Practice, Second Edition
by Zamir Iqbal and Abbas Mirakhor

Copyright © 2011 John Wiley & Sons (Asia) Pte. Ltd.
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As globalization gathers momentum and becomes pervasive, and as more 
economies liberalize in order to integrate into the global economy, the new 
fi nance will grow and so will risk sharing and asset - based securitization: both 
are at the core of Islamic fi nance. The present globalization is considered 
unfair because the risks and rewards of the process are not shared equita-
bly. However, as equity - based and asset - backed fi nancing grows, the fruits of 
globalization can be distributed more widely and more equitably among the 
participants than has been the case thus far, at least in terms of the fi nancial 
linkages. There remains the question of protectionism in industrial countries, 
segmented labor markets and impediments to the transfer of technology, 
which require full international cooperation to be addressed and mitigated.

If the present globalization process is characterized as the free fl ow of 
trade, investment, and production, then it is possible to identify a similar epi-
sode of globalization — that of the Middle Ages. During the period referred 
to as “the age of the commercial revolution,” from the middle of the eighth 
century to the latter part of the sixteenth century, trade fl owed freely across 
the known world, supported by risk - sharing methods of fi nance, which were 
developed in the Muslim countries consistent with the Shari’ah. Information 
regarding the basic features of these methods was transmitted from the 
Muslim world via the intermediation of Jewish scholars and merchants, and 
from Spain, to Egypt, Europe, India, and North Africa. These new fi nancial 
techniques were also transmitted by Muslim merchants to Eurasia, Russia, 
China and East Asia.

As globalization proceeds, its main engines — the new fi nance and 
advances in information technology — will shift the methods and instruments 
of fi nancing trade, investment, and production in favor of more risk spread-
ing and risk sharing, rather than risk shifting via fi xed price debt contracts. 
This is the result of fi nancial innovations that are dissecting, analyzing, and 
pricing risk better, so that — combined with effi cient availability of infor-
mation and the adoption of best international standards of transparency, 
accountability, and good governance in the public and private sectors — 
the raison d’être of fi xed - price debt contracts will erode.

The current wave of globalization is here to stay and will change the 
fi nancial landscape. As the new fi nancial landscape emerges, risk - sharing 
and ultimately profi t/loss - sharing contracts will become standardized, which 
will create opportunities for new fi nancial systems to develop. Globalization 
and consequently the expansion of equity and risk - sharing modes of fi nanc-
ing should pave the way for the further growth of Islamic fi nance. However, 
for this to happen Islamic fi nance has to overcome the several challenges 
that have been discussed in previous chapters and are summarized below.

CHALLENGES FOR ISLAMIC FINANCE

There are challenges on several fronts; theoretical, operational, and imple-
mentational. On the theoretical side, further work needs to be done on 
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developing core principles of Islamic economics, and understanding the 
functioning of a fi nancial system operating on a profi t/loss - sharing basis. 
On the operational side, issues relating to innovation, intermediation, and 
risk management are worthy of attention. Special attention should also be 
given to a system - wide implementation. Each of these challenges could take 
up a volume of its own, but for our purposes a brief discussion of some of 
these challenges will have to suffi ce.

Refi ning Islamic Economics

Whether Islamic economics is considered to be an entirely different disci-
pline from traditional economics — a position justifi ed by its world view, its 
view of rationality, its view on man’s nature, its emphasis on the need for 
correspondence between behavior and prescribed rules, as well as its other 
specifi c dimensions — or as a special sub - fi eld within that discipline, it has 
made considerable progress since its revival a little over three decades ago. 
This is remarkable, given that there is virtually no organized support for this 
effort, in sharp contrast to the multitude of private and public foundations 
providing fi nancial support to research traditional economics. Despite the 
wealth of resources available in many Muslim societies, there is lamentably 
little support for scholarship in Islamic economics. Moreover, even the aca-
demic recognition of research activities in this fi eld is, by and large, lacking 
and there is a lack of incentives for scholars to pursue their interest in fur-
thering contemporary thinking in the discipline. Nevertheless, the personal 
dedication of scholars has produced a credible body of work that provides a 
sense of optimism regarding the future of Islamic economics.

There is no reason to doubt that scholarly activities in this fi eld will 
continue and that, at some point in the future, it will develop a rigorous 
analytic foundation for policy analysis and prescription to achieve the 
objectives of Islam for the economy. Learning from the history of develop-
ment of traditional economics — both its successes and failures — research 
in Islamic economics should anchor its progress on an interdisciplinary 
approach, paying due attention to historical, philosophical, psychological, 
and sociological dimensions of what Islam intends for individual and collec-
tive economic behavior. The immense scholarly works of Muslim philoso-
phers, fuqaha, historians, and social critics provide a valuable legacy that 
will be extremely helpful in this process. Developments in traditional eco-
nomics are also a fertile fi eld for researchers in Islamic economics to harvest 
as a source of ideas. While the economic history of Muslim societies and 
thought can serve as a major source of ideas, special attention should also 
be directed at developing a proper language of discourse in Islamic eco-
nomics, with the hope of the emergence of consensus - based, analytical, and 
opera tional defi nitions, and descriptions of major concepts that scholars 
need in order to further refi ne ideas and generate new insights. A common 
language, with its own “grammar” of Islamic economics, is fundamentally 
important. For this reason, a plea is made for the development of a coherent, 
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 comprehensive, and systematic economic hermeneutics as a foundational 
structure that supports research, dialogue, and debate in Islamic economics, 
as well as in building the future edifi ce of theoretical, empirical, and policy 
structure of this discipline. The present generation of researchers is in a posi-
tion to make an important contribution by focusing on activities that can draw 
economic meanings and inferences from terms, ideas, and concepts expounded 
in the sources of Islam. The hope is that at some point a collection similar to 
Palgrave’s Dictionary of Economics is developed for Islamic economics. The 
momentum of these efforts will be greatly accelerated if fi nancial resources, 
similar to those provided to investigations in traditional economics by major 
foundations, could be mobilized in Muslim societies to support such activities.

Trust, Institutions and Economic Development

Recent cross - country research indicates that the best - performing countries 
are those with relatively high trust levels and strong institutions. In poor - 
performing economies the level of trust is low, and institutions are either 
absent or weak. If trust is low, strong institutions should be established 
to protect property and investors’ rights as well as to enforce contracts. 
While current Muslim societies have low levels of trust, they are adopting 
best practice and international standards of policy formulation and imple-
mentation, as well as legal institutions and practices that compensate for 
this weakness. Therefore, it is expected that risk - sharing methods of Islamic 
fi nance will expand rapidly in these countries.

As mentioned earlier, an important reason for the dominance of risk - 
sharing fi nance during the Middle Ages was mutual trust. It is possible that 
the breakdown in the general level of trust relationships may have led to the 
dominance of debt contracts beginning at the end of the Middle Ages. 
Economists, however, have been empirically investigating trust only recently 
after Fukuyama (1996) raised the possibility that it may be an important 
factor in explaining cross - country economic performance. Specifi cally, he 
asserted that the general level of trust, an important component of social 
capital, was a strong explanatory factor in the economic performance of 
industrial countries. Moreover, he indicated that a high level of general trust 
was reinforced in these societies by strong institutions. The last decade of 
the twentieth century had already witnessed a large volume of empirical 
research that focused on the existence (or the lack) of strong institutions 
explaining cross - country differences in economic performance. This litera-
ture isolated two specifi c institutions — those that protect property rights 
and those that enforce contracts — as the most important in explaining why 
some economies performed well and others did not.

As we saw in the previous chapter, the last decade has witnessed a grow-
ing literature on the importance of trust to the development of the fi nan-
cial system. There is growing evidence to suggest that low trust is a crucial 
factor in explaining the low level of stock market participation. If such 
research proves robust, trust may well become the long - awaited solution 
to the Equity Premium Puzzle (see following section). Trust may be defi ned 
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as the subjective probability that individuals attribute to the possibility of 
being cheated. Based on the analysis of cross - country data, where the level 
of trust is high, investment in equities in general, and in the stock market in 
particular, is also high. In low - trust countries, equity participation depends 
on observance of the rule of law and the existence of legal institutions that 
protect property and investor rights and those that enforce contracts. It sug-
gests that in low - performing economies not only is the level of trust low, but 
property and investor rights are poorly protected, and legal enforcement of 
contracts is weak. Consequently, in these countries, corporations either do 
not form or, if they do, they resort to debt fi nancing. The policy implica-
tions for these economies are that they should strengthen legal institutions, 
improve transparency, accountability, and governance — in both private and 
public sectors — and provide the public with a greater amount of informa-
tion and education on risk/reward - sharing fi nance, particularly in equity 
markets.

The results of this recent research are a wake - up call for Muslim coun-
tries, since, as we have seen, trust is considered the most important element 
of social capital in Islam, and the cornerstone of the relationship of individ-
uals with the Supreme Creator and with others in society. In short, Islam has 
made trust and trustworthiness obligatory — as well as keeping faith with 
contracts and promises — and has rendered them inviolable without explic-
itly permissible justifi cation.

The reason for the poor economic performance of some countries is a 
low level of trust, combined with weak legal institutions protecting property 
and investor rights and poor contract enforcement. In the case of Muslim 
countries, Chapra (2000) has argued that this is attributable to weak adher-
ence to the rules, norms, and values demanded by Islam. There is hope that 
as Muslim societies continue the process of strengthening legal institutions, 
their economic performance will improve. Efforts at reforming education, 
concentrating on adherence to Islamic values, norms and rules should 
strengthen the social capital — including, importantly, the level of trust — in 
these countries. One result of this will be the adoption of Islamic fi nan-
cial techniques of sharing risk/reward. Consequently, a global convergence 
process may be already at work toward risk sharing in the West and in 
the Islamic world. As the risks of globalization are shared more equita-
bly, so will be its rewards, at least in respect of fi nancial transactions and 
investment.

While the present low economic performance in Muslim societies, 
attributable to the low level of trust, is discouraging, signs are emerging that 
the future is more hopeful. The governments of these countries are imple-
menting policies to strengthen the institutional structure of society, even if 
it is clear that the required level of trust will take a prolonged and sustained 
effort to achieve the strength commensurate with Islamic teachings. These 
policies include:

 ■ Strengthening transparency, accountability, and good governance for 
public and private sectors
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 ■ Enacting fi scal responsibility and capital market laws
 ■ Instituting legal structures that protect property and investor rights and 

enforce contracts
 ■ Implementing fi nancial-sector reforms that create a level playing fi eld 

for all participants and deepen these markets
 ■ Liberalizing trade and foreign direct investment.

Depending on the speed of such reforms, it is possible for Muslim coun-
tries to achieve much higher growth rates for their economies.

Emergence of a Risk Sharing Financial System

The question remains as to why greater use is not made of equity fi nance, 
with its risk - sharing characteristics. Prescott and Mehra (1985) demon-
strated that, over many decades, there was a large differential between the 
real rate of return to equity and the real rate of return to a safe asset; that is, 
US Treasury bills. Furthermore, the differential was too large to be explained 
by existing theories of rational investor behavior. This result became known 
as the “Equity Premium Puzzle.” It is a puzzle why rational investors, not-
ing the differential, would not invest in equities until the point where the 
remaining differential could be explained as the risk premium on equities. 
Subsequent research demonstrated that the puzzle existed in other countries 
as well. A large body of literature has attempted to explain the puzzle but, as 
Mehra (2004) argued, all explanations failed, for one reason or another, to 
provide a satisfactory resolution.2

A major economic historical puzzle is why, after dominating the world 
of fi nance for eight centuries, risk sharing methods lost their supremacy to 
debt - based fi nancing. One important reason may be that, since risk sharing 
is trust - intensive, a systemic breakdown of trust in Europe and elsewhere led 
to the emergence of debt - based fi nancing. It is likely that this breakdown 
was a major factor for the decline of risk - sharing fi nance by the end of the 
Middle Ages.

While risk sharing techniques continued to be used in Europe until the 
mid - seventeenth century, interest - based debt fi nancing began to be used 
more widely from the middle of the sixteenth century. There have been vari-
ous explanations for this, including:

 ■ The lifting of the scholastic prohibition on usury.
 ■ The appearance and rapid growth of fractional-reserve banking that led 

to specialization of fi nance by intermediaries who preferred to provide 
fi nancing to agent - entrepreneurs at fi xed interest rates based on contracts 
enforceable by law in order to reduce monitoring and transaction cost.

 ■ The infl ow of gold and other riches into Europe from the European 
 colonies in the Americas and elsewhere. This immense infl ow reduced 
the incentive for the elite classes to continue fi nancing trade on the 
basis of risk sharing. Instead, they preferred to turn their wealth over 
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to  intermediaries, or to loan directly to merchant entrepreneurs on the 
basis of fi xed-interest debt contracts.

 ■ The emergence of nation - states whose governments were in need of 
fi nance for wars or other state activities, but could not raise resources 
except by means of fi xed interest-rate contracts which paid an annuity 
in perpetuity without the need for governments to repay the principal.

However, this new system was inherently fragile.3 Toward the end of the 
1970s and the early 1980s, the existence of fi nancial intermediaries in gen-
eral, and banks in particular, was justifi ed by their ability to reduce trans-
action and monitoring costs and to manage risk. However, little attention 
was paid to the reasons why banks operated on a fi xed-interest system that 
rendered the system fragile and unstable and requiring a lender of last resort 
to regulate it. With the development and growth of information economics 
and agency literature, another explanation was added to the list of reasons 
for the existence of intermediaries: they served as delegated monitoring and 
signaling agents to resolve the informational problems, including asymmet-
ric information that existed between principals and agents.

Based on the fi ndings of the developing fi eld of information economics, 
it is argued that adverse selection and moral hazard effects in a banking 
system operating on the basis of fi xed-interest contracts in the presence of 
asymmetric information mean that some groups will be excluded from the 
credit market even when the expected rate of return for these groups may 
be higher than for those with access to credit. Furthermore, it is argued, in the 
case of risk/return sharing, contracts are not subject to these effects and that 
“the expected return to an equity investor would be exactly the same as the 
expected return of the project itself.”

The fragility of a fi nancial system operating on the basis of a fi xed, pre-
determined interest rate was underlined by Stiglitz (1988: 312) who argued:

[I]nterest rate is not like a conventional price. It is a promise to 
pay an amount in the future. Promises are often broken. If they 
were not, there would be no issue in determining creditworthi-
ness. Raising interest rates may not increase the expected return 
to a loan; at higher interest rates one obtains a lower quality set 
of applicants (adverse selection effect) and each one’s applicants 
undertakes greater risks (the adverse incentive effect). These effects 
are suffi ciently strong that the net return may be lowered as banks 
increase the interest rates charged: it does not pay to charge higher 
interest rates.

The fi ndings of the new fi eld of information economics strengthened the 
arguments that a debt - based fi nancial system with fractional-reserve bank-
ing operating with a fi xed, predetermined interest-rate mechanism at its 
core is inherently fragile and prone to periodic instability. Stiglitz’s fi ndings 
underlined Minsky’s argument that, as returns to banks declined, unable to 
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raise interest rates on their loans, they enter a liability management mode by 
increasing interest rates on their deposits. As this vicious circle continues to 
pick up momentum, the liability management transforms into Ponzi fi nanc-
ing and eventually into runs on banks. The last two decades of the twenti-
eth century witnessed a number of global bouts of fi nancial instability and 
debt crises, with devastating consequences for a large segment of humanity, 
thus drawing attention to the vulnerabilities and fragilities of the fi nancial 
system which originate, at their core, from fi xed-price debt contracts. The 
risks of country - specifi c debt crises with potential risks of contagion have 
not diminished, particularly for a number of emerging economies, including 
some Muslim countries.

In the Middle Ages, Islamic modes of fi nance — based on mutual trust 
between agents and principals — dominated the known world. The break-
down of trust may have been crucial among the factors that explain the 
decline in risk sharing fi nance and the eventual dominance of fi xed-price debt - 
contracting modes of fi nance. In modern fi nancial markets, we observe a 
trend more favorable to risk sharing instruments. The rapid progress in 
development of risk sharing techniques and asset - backed instruments is evi-
dence of this shift; in particular, there is already a perceptible shift of house-
hold portfolios toward equity and shareholding in a number of industrial 
countries. Risk sharing is also gaining momentum in discussions since the 
subprime fi nancial crisis. As risk sharing fi nancial instruments gain wide 
acceptance and the confi dence of investors, it is possible to envisage a fi nan-
cial system founded on risk sharing as promoted by Islamic fi nance.

System - wide Implementation

The most important challenge facing the Islamic fi nancial system is to 
secure system - wide acceptance and implementation. At present, many 
Islamic countries suffer from fi nancial disequilibria that frustrate attempts 
at wholesale adoption of Islamic fi nance. Financial imbalances in the fi s-
cal, monetary, and external sectors of these economies cannot provide a 
fertile ground for the effi cient operation of Islamic fi nance. Major structural 
adjustments, particularly in fi scal and monetary areas, are needed to provide 
a level playing fi eld for Islamic fi nance. The effi cient operation of system - 
wide Islamic banking is presently severely constrained by distortions in the 
economy, such as:

 ■ Pervasive government intervention and controls
 ■ Ineffi cient and weak tax systems
 ■ Financial repression
 ■ A lack of capital markets and a strong supervisory and prudential regu-

latory framework
 ■ The lack of a well - targeted and effi cient social safety net
 ■ A shortage of legal and institutional frameworks that provide Shari’ah - 

based defi nitions of property and contractual rights.
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These distortions need to be eliminated to minimize waste and promote 
effi cient resource allocation. Their removal prior to, or in conjunction with, 
the adoption of Islamic banking should create the dynamics necessary for 
non - infl ationary and sustainable economic growth.

These distortions not only increase price instability but also aggravate 
the risk and uncertainty surrounding contracts that do not promise a fi xed 
nominal return. Since Islamic modes of transaction shift more risks to the inves-
tor, the investor needs credible government policies to maintain stable prices. 
The choice of a monetary and fi scal policy regime determines the types of 
risks and uncertainty that the society bears. Individuals reduce the costs 
of risks and uncertainty by opting for safe assets with fi xed nominal payoffs, 
rather than returns that are dependent on outcomes.

An Islamic fi nancial system can be said to operate effi ciently if the rates 
of return in the fi nancial sector correspond to those in the real sector. In 
many Islamic countries, fi scal defi cits are fi nanced through the banking sys-
tem. To lower the costs of this fi nancing, the fi nancial system is repressed 
by artifi cially maintaining limits on bank rates. Thus, fi nancial repression 
is a form of taxation that provides governments with substantial revenues. 
To remove this burden, government expenditures have to be lowered and/
or revenues raised. Massive involvement by governments in the economy 
makes it diffi cult for them to reduce their expenditures. Raising taxes is 
politically diffi cult. Thus, imposing controls on domestic fi nancial mar-
kets becomes a relatively easy means of raising revenues. Under these cir-
cumstances, governments impose severe constraints on private fi nancial 
operations that can provide higher returns to their shareholders and/or 
depositors. This makes it very diffi cult for Islamic banks and other fi nan-
cial institutions to fully realize their potential. For example, mudarabah 
companies that can provide higher returns than the banking system end up 
in direct competition with that system for deposits that are used for bank 
fi nancing of fi scal defi cits.

While it has been relatively easy to create a system in which deposits 
do not pay interest, the asset portfolios of Islamic banks do not contain suf-
fi ciently strong components that are based on profi t sharing. This is because 
there is a lack of legal and institutional frameworks that facilitate appropri-
ate contracts as well as mechanisms to enforce them. The banking system 
is a direct function of the returns to asset portfolios and, since assets are 
created in response to investment opportunities in the real economy, it is the 
real sector that determines the rate of return to the fi nancial sector rather 
than the reverse. This is compounded by the limited range and variety of 
maturity structures of fi nancial instruments currently available.

Consequently, there is a perception that profi t sharing methods in par-
ticular and Islamic fi nance in general are high risk. This, in turn, has led to a 
concentration of the asset portfolios of the Islamic banks in short - term and 
trade - related assets. The problem is exacerbated by the fact that Muslim 
countries lack the deep and effi cient capital and money markets that can 
provide the necessary liquidity and safety for existing assets. The absence of 
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suitable long - term instruments to support capital formation is mirrored in a 
lack of short - term fi nancial instruments to provide liquidity.

Considerable efforts have been made recently to address issues of regu-
lation and supervision of Islamic fi nancial institutions and, as a result, a 
solid regulatory framework for Islamic fi nancial institutions is emerging. 
However, challenges remain, the most immediate of which can be classifi ed 
into two groups: (i) fi nancial engineering and (ii) operational.

In the former category is the challenge to introduce new Shari’ah - 
compatible products that enhance market liquidity, offer risk - management 
tools and enable greater diversifi cation of portfolios. Applying fi nancial 
engineering techniques to Islamic banking requires the commitment of 
resources to gain an understanding of the risk/return characteristics 
of each building block of the system and to offer new products with 
different risk/return profi les to meet the demands of investors, fi nancial 
intermediaries, and entrepreneurs for liquidity and safety. The process 
of securitization to enhance marketability, negotiability, and return on 
assets is a prime candidate for fi nancial engineering. With increased glo-
balization, integration and linkages have become critical to the success 
of capital markets. Such integration becomes seamless and transparent 
when fi nancial markets are able to offer a wide array of instruments. 
Financial engineering in Islamic fi nance needs to focus on the develop-
ment of products that foster market integration and attract investors and 
entrepreneurs to the risk/return characteristics of the product, irrespec-
tive of whether it is Islamic or non - Islamic. Innovation is also needed to 
satisfy market demand for both short -  and long - term maturity structures. 
Money markets that are Shari’ah - compatible do not exist at present and 
there is no equivalent of an Islamic interbank market where banks can 
place overnight funds, or where they can borrow to satisfy temporary 
liquidity needs.

Another operational diffi culty facing Islamic fi nance is the current lack 
of an equity - based benchmark or reference rate (refl ecting the rate of return 
in the real sector) for pricing assets and evaluating portfolio performance, or 
comparing various investment alternatives. In the absence of such a bench-
mark, a common — if questionable — practice has been to use the London 
Inter - Bank Offered Rate (LIBOR) as a proxy. While this may be sanctioned 
by Shari’ah scholars as a temporary expedient, the system would oper-
ate more effi ciently if an index representing returns on profi t/loss - sharing 
instruments were developed for use as a benchmark.

ISLAMIC BANKING

Islamic fi nancial institutions have performed well during the high growth 
period of the industry but, with a rapidly changing global landscape, main-
taining sustainable growth is just one of many challenges. So far, Islamic 
banks have capitalized on a fast - growing, demand - driven niche market but, 
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with a large number of existing Islamic banks and growing interest from 
conventional institutions (both Western and non - Western) tapping into this 
emerging market, the industry is becoming highly competitive. IFIs have 
been able to maintain a competitive advantage in a market which was char-
acterized until recently by high entry barriers for conventional institutions 
which were less knowledgeable in Shari’ah. However, increased awareness 
and recognition of Islamic fi nancial instruments, advances in technology, 
globalization and market integration, and more experienced and profession-
ally advanced conventional institutions will create tough competition in the 
future. Some of the major challenges facing Islamic fi nancial institutions are 
set out below.

Two - way Intermediation

As impressive as the record of growth of individual Islamic banks may be, 
the fact is that these banks have served mostly as intermediaries between 
Muslim fi nancial resources and major commercial banks in the West. In this 
context, this has been a one - way relationship. There is still no major Islamic 
bank that has developed methods of intermediating between Western fi nan-
cial resources and demand for them in Muslim countries. While there is 
considerable room for competition and expansion in this fi eld, the long - term 
survival of individual Islamic banks will depend on how rapidly, aggressively, 
and effectively they can develop techniques and instruments that allow them 
to carry on a two - way intermediation function. They need to fi nd methods 
of developing marketable Shari’ah - based instruments by which asset portfo-
lios generated in Muslim countries can be marketed in the West, as well as 
marketing Shari’ah - based Western portfolios in Muslim communities.

Risk Management

Financial markets are becoming more integrated and interdependent, thus 
increasing the probability of rapid contagion between them. Further, insuf-
fi cient understanding of the new environment creates a greater risk percep-
tion even if the objective level of risk in the system is unchanged or reduced. 
The current wave of capital market liberalization and globalization may 
prompt the need for enhanced risk management measures, especially for the 
developing economies and the emerging Islamic fi nancial markets. Whereas 
fi nancial risk management is widely practiced in conventional fi nancial mar-
kets, it is grossly underdeveloped in Islamic fi nancial markets. IFIs need to 
take immediate steps to devise an infrastructure for implementing proper 
risk measurements, controls and management, and to produce instruments 
to share, transfer and mitigate fi nancial risk so that entrepreneurs can con-
centrate on what they do best — manage exposure to business risk in which 
they have a competitive advantage.

This requires Islamic fi nancial intermediaries to adopt appropriate risk 
management, not only for their own portfolio but to offer such services 
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to their clients. A fi nancial institution which can offer guarantees, enhance 
liquidity, underwrite insurance against risks, and develop hedging tools 
for a fee, can and should be established. If the basic building blocks of 
the Islamic fi nancial system are viewed as a set of “asset - backed” securities, 
derivatives can be created synthetically and can be used to share, transfer or 
mitigate fi nancial risk. Both on -  and off - balance - sheet hedging instruments 
should be developed using these building blocks by applying the techniques 
of fi nancial engineering.

IFIs need to realize the importance of operational risk that arises from 
the failure of controls and processes. Currently, there is a serious lack of a 
risk - management culture and of enterprise - level sponsorship of active risk 
management. Formulating a strategy for risk management in Islamic fi nan-
cial markets will require a comprehensive and detailed discussion of the 
scope and role of derivatives within the Shari’ah framework; an expanded 
role for fi nancial intermediaries with special emphasis on facilitating risk 
sharing; the application of takaful insurance against fi nancial risk; and the 
use of fi nancial engineering to develop synthetic derivatives and off - balance - 
sheet instruments.

Standardization

Another operational challenge for Islamic banks is to standardize the proc-
ess for introducing new products into the market. Currently, each Islamic 
bank has its own religious board to examine and evaluate each new prod-
uct. Each religious board may have its preferences or adherence to a particu-
lar school of thought. This process needs to be streamlined and standardized 
to minimize time, effort and confusion. Some banks have already instituted 
a post - product audit process by audit committees to ensure compliance with 
the Shari’ah guidelines defi ned by the religious board. However, this needs 
to be applied across the industry as a whole.

Consolidation

Given the large number of small institutions, Islamic banks do not enjoy 
economies of scale. Indeed, many banks use the facilities of conventional 
banks as intermediaries for treasury management, foreign exchange, port-
folio services and investment banking, which reduces their profi t margins. 
It is time, perhaps, for Islamic banks to seriously consider merging into 
large fi nancial institutions in order to benefi t from economies of scale and 
reduced overhead costs through effi ciency gains.

Governance

In principle, the governance model in the Islamic fi nancial system — with 
its Shari’ah boards, public - policy institutions, regulatory and supervisory 
institutions to monitor the performance of IFIs, and its commitment to 
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 contracts that protect the interests of all stakeholders — is similar to that 
of a stakeholder - based incentive system. The governance issues of IFIs are 
similar to those experienced in an “insider” system of governance, where 
the institutional investor plays an active role in the governance process.

While increased monitoring by investment account holders as a result 
of increased transparency is highly desirable, their representation in the 
organs of governance raises several operational and implementation con-
cerns. As the majority of investment account holders are individuals, who 
may not organize themselves collectively to perform the necessary monitor-
ing, this places greater responsibility on regulators and Shari’ah boards to 
ensure that an adequate monitoring mechanism is in place to protect their 
rights. As the custodian and manager of investment accounts, the fi nancial 
institution itself becomes an institutional investor with a vested interest in 
the governance of the institutions with which it places funds. This issue is 
not generally highlighted in current discussions of corporate governance.

Finally, the role of the Shari’ah boards in providing sound governance is 
also critical. The current practice of each institution maintaining a Shari’ah 
board or adviser leads to ineffi cient decision - making arising from a duplica-
tion of effort and a lack of standardization. As discussed earlier, a system - 
wide Shari’ah board comprising religious scholars who are also trained 
in Islamic economic and fi nancial principles would be more effi cient and 
cost - effective.

This system could work closely with the regulators and supervisors to 
ensure that effective monitoring and supervisory controls are devised to pro-
tect the rights of all stakeholders with whom the fi nancial institution has 
explicit or implicit contracts.

ENDNOTES

 1.  Raghuram (2005).
 2.  Interestingly, in the same paper Mehra reported that one dollar invested in 

equity in 1802 would have been worth nearly $560,000 in 1997, whereas the 
real worth of the same dollar invested in Treasury bills over the same period 
would have been $276.

 3.  For further details, see Minsky (1982) and Khan (1987).
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CHAPTER 17
Issues and Challenges

As is invariably the case in any emerging market, the Islamic fi nan-
cial industry faces several challenges. The nature of these challenges is 

diverse, as there are numerous issues concerning its theoretical foundation, 
infrastructure development, systemic implementation, integration with 
external systems, and enhancing operational effi ciency. There are challenges 
at both macro and at micro levels and the approach taken to these will 
determine the future success or failure of the industry. Although the indus-
try has enjoyed handsome growth, its sustainability and future growth will 
largely depend on how successful it is in addressing these challenges. If due 
attention is not paid to addressing these issues, Islamic fi nance will fail to 
achieve its full potential and to deliver on its promise. Therefore, the stakes 
are very high and demand serious discussion of the issues.

There is no shortage of literature pointing out the defi cits in the current 
state of the industry and what needs to be done. Table 17.1 summarizes some 
of the prescriptions given for enhancing different segments of the industry. 
The next logical step would be to prioritize the steps to be taken and then 
prepare an action plan. A complete coverage of all the issues and challenges 
would be a lengthy and voluminous academic exercise. However, in this chap-
ter we attempt to provide a brief overview of some of the major challenges.

DEVELOPMENT OF THEORETICAL FOUNDATION

Conventional economics is the result of decades of rigorous theoretical and 
empirical research, debate and analytical argument and has gone through 
many iterations. This has led to solid and time - tested development of mod-
els that provide a foundation for further analytical work. This is evident in 
all aspects of economics, whether micro or macro issues or in fi elds such 
as economic development or international trade and fi nance. This collec-
tive understanding is evolving every day, and has become a valuable asset in 
understanding the economic behavior of individuals as well as of societies. 
Similar rigorous analytical work, especially in areas of core economics, is 
seriously lacking in the case of Islamic economics. The research in Islamic 
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TABLE 17.1 Suggestions for enhancing the Islamic fi nancial industry

Islamic Banking 
Money, Capital 
Markets 

Legal/Regulatory 
Issues Others 

Consolidation Develop liquidity - 
enhancing 
mechanisms 

Enhance and 
harmonize 
standards 

Social sector fi nancing. 
Institutionalization 
of Islam’s 
redistributive 
instruments 

Expand scope, 
services, 
products 

Develop asset - 
linked, rather 
asset - based, 
products 

Enhance 
corporate 
governance 

Develop non - 
bank fi nancial 
intermediation 

Enhance risk 
management 

Develop sukuk 
based on 
intangible 
assets such 
as services, 
rights, working 
capital, etc.

Enhance Shari’ah 
governance 

Reputational risk 

Lessen reliance on 
commodity/
fi xed-income - 
like products 

Develop 
partnership 
and risk-
sharing 
products 

Supervision and 
monitoring 

Financial engineering. 
Ease of product 
development 

Reduce exposure 
to operational 
risk 

Develop Shari’ah - 
compliant 
securities/stock 
markets 

Financial Sector 
development 

Hedging with 
or without 
derivatives 

Liquidity-
enhancing 
products 

Develop Islamic 
benchmarks

Investor/creditor 
rights 

Public fi nance 

Hedging products Public fi nance 
instruments

Insolvency laws Monetary policy 
management 

Source: Iqbal (2010)

fi nance has primarily been driven by business needs to establish an Islamic 
banking and fi nancial system, and less attention has been paid to developing 
a comprehensive analytical framework based on Islamic economic princi-
ples. The progress in understanding and describing economic behavior as 
envisioned by Islam is slow and needs more attention. Without a solid foun-
dation and rigorous analytical work, it would be diffi cult to present viable 
solutions to economic and social problems.
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The development of a theoretical foundation of fi nance in Islam also 
needs attention. Several areas — such as asset pricing, corporate fi nance, 
derivatives, and hedging — require further research. For example, in the 
absence of a risk - free asset, how will the Capital Asset Pricing Model 
(CAPM) behave, or how will Black’s zero - beta model behave with restric-
tions on short selling?1 Several such issues have not been researched. In 
the development of conventional economics, fi nance was not seen as a sepa-
rate fi eld until relatively recently. In conventional economics the importance 
of investment has been long recognized. Financial markets were seen as 
important in attracting savings, and as a channel to allocate savings to 
investors and to do this in the most effi cient way. The health of fi nancial 
markets was appreciated largely in accommodating the fi nancing of the 
real economy. The importance of fi nance was perceived from this very nar-
row perspective. Thus, earlier fi nance was not treated as an important and 
separate fi eld of endeavor.

The appreciation of risk was a crucial building block in the develop-
ment of modern conventional fi nance. Early in the twentieth century, Irving 
Fisher, one of the giants of economics, was the fi rst to appreciate the impor-
tance of risk in the functioning of fi nancial markets. In the 1930s a number 
of renowned economists, most notably Keynes, saw the importance of risk 
in the selection of a portfolio. But in their analysis and discussion, the role 
of risk was largely limited to affecting expected capital gains and speculative 
and hedging activities. This strain of analysis led to results covering the rela-
tionship of futures prices and expected spot prices (normal backwardation), 
the price - stabilizing effect of speculation, the impact of risk on assessing the 
value of future streams of income and, eventually, to the development of 
portfolio theory.

These developments in turn led to the realization that arbitrage was one 
of the two fundamental features of conventional fi nance; this is supported 
by the Black - Scholes - Merton option - pricing model and by the Modigliani - 
Miller Theorem. In the case of option pricing, if a portfolio of other assets 
can reproduce the return from an option, then the price of the option must 
be equal to the value of the portfolio; if not, there will be arbitrage oppor-
tunities. The Modigliani - Miller Theorem also uses arbitrage reasoning to 
examine the impact of corporate fi nancial structures for arriving at a mar-
ket value for a fi rm. If the production outlook of two fi rms (with differing 
fi nancial structures) is the same, then the market value of the fi rms must be 
the same; if not, there is opportunity for arbitrage.

The second important development in the modern theory of fi nance 
was initiated by the empirical fi nding that commodities and asset prices 
behaved randomly. Paul Samuelson came up with an ingenious explanation 
for this observation that asset prices had to behave randomly; if this was not 
the case then arbitrageurs could exploit the opportunity to make a profi t. 
For asset prices to behave randomly, all available and relevant information 
would have to be immediately translated into price changes in markets that 
behaved “effi ciently.” Thus the Effi cient Market Hypothesis was born. In 
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sum, an appreciation of the importance of risk, arbitrage pricing, and effi -
cient markets are the relatively recent foundations of conventional fi nance. 
At its core, conventional fi nance is seen today as the management of risks.

In Islam, the importance of risk is clearly acknowledged. While con-
ventional fi nance, with its roots in economic theory, has developed instru-
ments to identify and trade risk to those willing to assume it, in Islam risk 
cannot be sold in any manner. The study of fi nance in Islam is built on 
the foundation that risk must be shared between parties in any endeavor 
(as opposed to being assumed entirely by one party or the other). Finance 
in Islam can benefi t from the same theoretical developments but with two 
important constraints: Islam prohibits the notion of a risk - free rate of inter-
est; and instruments that partition risk contrary to Islamic teachings cannot 
be allowed. Finance can be developed in Islam along conventional lines but 
with these two important constraints. On the face of it, modern fi nance 
should provide practitioners of Islamic fi nance with added tools to achieve 
their central goal of better risk sharing. Moreover, as Islam prohibits fi nan-
cial gain without the assumption of some measure of risk it would appear 
that effi cient markets and the random - walk behavior of fi nancial assets and 
commodities are implicitly, if not explicitly, subsumed in Islamic teachings.

In short, for Islamic fi nance to make further progress it needs to devote 
resources and effort to develop analytical models and a theoretical foun-
dation which distinguishes it from conventional economics and fi nance. 
Without this, there is a danger that it will be marginalized as a small subset 
of the conventional system.

DEVELOPMENT OF ECONOMIC INSTITUTIONS

The optimal functioning of an Islamic fi nancial system (or indeed of any 
system) requires that underlying economic and legal institutions are in 
place. The Islamic economic system is a rules - based system governing prop-
erty rights, contracts, the behavior of economic agents, and social capital 
in accordance with the teachings of Islam. As a result of several years of 
inactivity in developing such economic institutions, any effort to build a 
fi nancial system to comply with partial aspects of Islam is bound to face 
diffi culties and result in sub - optimal performance.

Fergusson (2006) undertook a detailed survey of the literature concern-
ing the development of institutions and legal frameworks, and of their link-
age with fi nancial development. A condensed version of his main arguments 
and relevant empirical evidence is given in Table 17.2.

However, these economic institutions are notable for their absence in 
many, if not all, Muslim countries. In the Middle East and North Africa 
(MENA) region, for example, Abed and Davoodi (2003) found that the 
rates of economic growth since the 1970s were not only lower than those 
of developing countries as a whole, but were, on average, twice as volatile. 
They attribute this poor performance to several factors: high population 
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growth and low productivity; lagging political and institutional reforms; 
large and costly public sectors; ineffi cient and inequitable educational sys-
tems; underdeveloped fi nancial markets; high trade restrictions; and inap-
propriate exchange rate policies.

Many of the ills that contributed to the region’s poor growth perform-
ance could be treated with the legal and institutional developments pre-
scribed by Islam. While there is as yet no great impetus for this process, 
a number of Muslim countries have recently implemented macroeconomic 
and structural reform policies and have adopted international best-practice 
standards and codes. This, together with an increase in oil revenues, has 
resulted in a marked improvement in the economic performance of these 
countries. The implementation of international best practice in the areas of 
transparency and accountability, the development of an independent judici-
ary and the reform of the legal system, and the development of the fi nancial 
sector could increase investment, employment and income, and lead to a 
reduction in poverty.

RELUCTANCE TO PROMOTE RISK SHARING

Risk sharing is the objective of Islamic fi nance. To foster the development of 
Islamic fi nance, there must be a sustained effort to remove the bias against 
equity fi nance; to reduce the transaction costs associated with participation 
in the stock market; to create a market - based incentive structure to minimize 
speculative behavior; and to develop long - term fi nancing instruments and 
low - cost, effi cient secondary markets for trading equity shares. These sec-
ondary markets would enable better distribution of risk and achieve reduced 
risk with expected payoffs in line with the overall stock market portfolio. 
Without true risk sharing, Islamic fi nance may provide a false impression 
of being all about developing debt - like, short - term, low - risk and highly liq-
uid fi nancing without manifesting the most important dimension of Islamic 
fi nance: its ability to facilitate high growth of employment and income with 
relatively low risk to individual investors and market participants.

In the long run, the Islamic fi nancial system requires institutions that 
support risk sharing, partnership - based, equity - style fi nancing and invest-
ment. The instruments they use will require close monitoring by the fi nancial 
intermediary. To reduce the costs involved in this process, there will need to 
be mechanisms to perform collective monitoring of economic agents. Also, 
the trading of equity - based securities should be encouraged; this will be 
done in a stock market that operates according to Shari’ah principles, and 
thus prohibits the use of leverage (through margin accounts) and excessive 
speculation (including short sales).

One of the major criticisms of Islamic banks is their reluctance to hold 
risk sharing assets, despite the fact that Islam’s economic principles demand 
that they should engage in partnerships and equity-sharing fi nancial assets. 
For example, from Figure 17.1 it is evident that their fi rst preference is for 
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fi nancing instruments that are generated through sale contracts and leasing 
instruments. Informal observation of more recent balance sheets shows a 
similar picture. The banks’ heavy usage of sale - based fi nancing has earned 
this practice the title of the “murabahah syndrome.”2

The reluctance of Islamic banks to use risk-sharing instruments such 
as musharakah and mudarabah contracts is problematic for achieving the 
true potential and promise of the system. The reason for shying away from 
such instruments is a lack of appetite for risky assets, which is the result of 
trying to emulate conventional commercial banks, where the preservation 
of depositors’ principal is the foremost objective. By investing in fi nancing 
and trade - related instruments, Islamic banks are able to provide low - risk and 
safe investment opportunities. They should change this business model 
and expand their portfolio to include risk-sharing instruments. The banks often 
claim that their reluctance is a direct refl ection of the reluctance of depositors 
for risk-sharing instruments. However, it is possible that the depositors’ low 
appetite for such instruments arises from a lack of transparency and confi -
dence in the ability of the fi nancial intermediary. There is a lesson here that 
Islamic banks would do well to heed when it comes to selecting and moni-
toring risk sharing assets and enhance the transparency of the investment 
process by informing the depositors with good estimates of exposure to risks 
taken by the fi nancial intermediary in investing in risk-sharing instruments.

FINANCIAL SYSTEM, ARCHITECTURE AND INFRASTRUCTURE

There is well - documented research suggesting strong positive linkages 
between fi nancial development and the economic development of the real 
sector of a country. In addition, the existence of a robust fi nancial system 
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infrastructure leads to the development of fi nancial markets and fi nancial 
stability. The development of a robust fi nancial sector is essential for any 
country, but the rapid growth of institutions offering Shari’ah - compliant 
fi nancial products and services is posing challenges to the policymakers to 
develop a fi nancial system supportive of such institutions. Other factors that 
will infl uence the design of such a system include continuing globalization, a 
growing emphasis on market discipline based on a regulatory environment, 
a shift towards a risk - focused supervisory approach, and increased com-
petition from conventional fi nancial institutions. The unique risk/reward 
characteristics of Islamic fi nancial intermediation must also be incorporated 
into the design of fi nancial architecture to promote a sound regulatory envi-
ronment and to develop seamless integrations with the broader fi nancial 
landscape.

The infrastructure of the fi nancial system can be classifi ed into three 
categories:

 ■ Systemic liquidity infrastructure, which covers institutional arrange-
ments for money and government securities markets, settlement sys-
tems, monetary and foreign exchange operations, and liquidity risk 
management

 ■ Information and governance infrastructure, which includes accounting 
and disclosure standards and corporate governance arrangements for 
fi nancial institutions

 ■ Insolvency regime and safety - net infrastructure, which includes lender - 
of - last - resort arrangements, deposit insurance, and the legal framework 
governing bank insolvency, loan recovery, and creditors’ rights.3

Financial architecture refers to the legal and institutional arrangements 
for a sound and well - functioning fi nancial services industry. Financial 
infrastructure is a subset of the architecture and is often referred to as the 
underlying foundation to facilitate the preconditions for the functioning of 
the industry and the effectiveness of supervision and regulation of different 
segments.

At the national level, fi nancial architecture includes legal and institu-
tional arrangements for the regulation and supervision of the Islamic fi nan-
cial services industry. A robust legal infrastructure to defi ne and enforce 
contracts, insolvency, and fi nancial safety nets is essential. It should also 
include a framework for macro prudential surveillance, arrangements for 
effi cient systemic liquidity, and a transparent and information - rich gov-
ernance infrastructure.4 At the international level, fi nancial architecture 
improves coordination among various national policies and promotes 
fi nancial and technical cooperation. This includes institutions such as the 
International Monetary Fund, the World Bank, the Bank for International 
Settlements, regional development banks such as the Asian Development 
Bank and Islamic Development Bank, international standards - setting insti-
tutions such as International Accounting Standards, and international 
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associations of market players for self - regulation and industry promotion 
such as the International Capital Markets Association.

Sundararajan (2006), Marston and Sundararajan (2006), and IDB/IFSB 
(2006) provide a detailed discussion of the issues and the missing elements 
in developing architecture and infrastructure for the Islamic fi nancial indus-
try, which we summarize below:

 ■ While there are distinct differences in conventional and Islamic fi nancial 
systems, signifi cant elements of conventional infrastructure are equally 
applicable and accessible to Islamic fi nance. Therefore, there is no need 
to duplicate components of infrastructure that can be shared with 
some adjustments to accommodate specifi c operational requirements 
of Islamic fi nance.

 ■ Financial architecture should be aligned with a vision for the industry, 
and it should start with a detailed policy designed to address issues of 
aligning fi nancial sector laws — such as insolvency laws — with Shari’ah 
Law, strengthening the environment for risk sharing — that is, equity - 
based fi nancial instruments and intermediation — and enhancing the cor-
porate governance of institutions offering Islamic products and services.

 ■ At the national level, the fi nancial architecture for Islamic fi nance is 
exposed to the same weaknesses as the conventional fi nancial sector 
in many developing countries. Inadequate or non - existent legal frame-
works for regulation, weak observance of core principles (such as a lack 
of independence, weak risk management, weaknesses in disclosure), 
and ill - defi ned consolidated supervision affect both conventional and 
Islamic banks. In addition, there is a need for special treatment of the 
legal and institutional framework for the insolvency regime, investor 
rights, creditor rights, securitization and judicial enforcement.

 ■ As part of the systemic liquidity infrastructure, the micro - structure of 
money and exchange and securities markets, payment settlement sys-
tems, and monetary and debt management operations are not yet well 
adapted to accommodate and integrate Islamic fi nancial institutions 
into the broader fi nancial system. These factors limit the development 
of securities markets, which is critical for promoting product innova-
tions, risk management and effective supervision of Islamic fi nance gen-
erally. Shari’ah - compatible money and capital markets are essential for 
the implementation of monetary and fi scal policies.

 ■ There is a need for strengthening the international architecture of Islamic 
fi nance, as there are still gaps and overlaps in the support structure pro-
vided by international infrastructure institutions. These institutions can 
and should, therefore, play a key catalytic role in promoting the indus-
try at the national level. In this respect, the IFSB is expected to play the 
leading role in setting standards and to coordinate with the Basel Com-
mittee on Banking Supervision (BCBS), the International Organization 
of Securities Commissions (IOSCO), and the International Accounting 
Standards Board (IASB). The AAOIFI should continue to realign work 
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programs and promote greater adoption of its standards at the national 
level. The IIFM should focus on market practices and contract stand-
ards and strengthen its role as an association of market players. The 
LMC can play a role in promoting national and regional strategy for 
money - market development. The IIRA can play an important role in 
enhancing disclosure and transparency.

Compared with the conventional system, the current form of Islamic 
fi nance offers very limited functionality. Table 17.3 provides a functional 
assessment of Islamic fi nancial markets as they exist today.

The design of fi nancial infrastructure and architecture to promote 
Islamic fi nance is a challenge and demands serious commitment from stake-
holders. Some of these challenges are discussed below.

TABLE 17.3 Functional assessments of Islamic fi nancial markets

Function Assessment

Capital 
mobilization

Limited set of instruments; concentration in short - term 
maturities; low depth and breadth of markets; and lack 
of liquidity.

Managing risk No derivative markets or organized mechanism for risk 
mitigation. High geographic and sector concentration. 
Limited diversifi cation opportunities.

Pooling and diverse 
ownership

No or limited stock markets in Islamic countries. Where 
they do exist, they are illiquid and poorly supervised, 
offering limited opportunities for the pooling and 
diversity of ownership. In non - Islamic countries, limited 
Shari’ah - compliant stocks available to Islamic investors.

Effi cient contracting Lack of civil and commercial law based on Islamic law 
in several Islamic countries where the legal system is 
predominantly conventional limits effi cient contracting. 
In non - Islamic countries, it may not be possible to 
replicate Shari’ah law in its intended form, which 
hinders effi cient contracting.

Transparency and 
price discovery

Illiquid, shallow, and poorly supervised capital markets 
inhibit the process of price discovery and limit 
opportunities for arbitrage.

Governance and 
control

Not all stakeholders participate in the governance of 
fi nancial institutions offering Islamic fi nancial services. 
Lack of transparency in governance of Shari’ah boards.

Operational 
effi ciency

High perception of operational risk resulting from a lack 
of proper accounting standards, clearing and settlement 
processes, and training personnel.

Source: Adapted for Islamic fi nancial markets based on Ul - Haque (2002).
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Liquidity

Financial market effi ciency and resilience are determined by the depth (indi-
cated by the volume and frequency of transactions) and breadth (measured 
by the array of fi nancial instruments and services available) of the market. 
Islamic fi nancial markets are still small when compared to conventional 
markets. A large share of Islamic fi nancial markets is dominated by com-
mercial banking activities, but even this is still less than one percent of total 
conventional banking. Although there is growth in other areas of fi nance, 
such as capital markets and insurance, these are also very small. For exam-
ple, the total size of outstanding sukuk as of 2007 was US$140 billon, which 
was only 0.47 percent of a total outstanding debt of US$29,728 billion in 
US markets.5

Integration with Global Financial Landscape

Increasing globalization has spread Islamic fi nance to many different 
geographical locations where the infrastructure does not support Islamic 
fi nance - friendly institutions. This poses a problem for policymakers and 
regulators and can create an obstacle to the growth of Islamic fi nance. For 
Islamic fi nance to integrate well with the conventional system there is a need 
to develop international institutions and standard - setting agencies that can 
provide the necessary support to local authorities and develop procedures 
and standards which can be adopted with ease.

Liquidity Risk and Lender of Last Resort

Several studies have highlighted the issue of liquidity risk associated with 
Islamic fi nancial instruments and the resulting exposure to Islamic banks.6 
In addition, the lack of a lender - of - last - resort facility based on Islamic 
instruments further complicates the problem of liquidity risk. Although this 
facility is usually available to Islamic banks, such arrangements are based 
on interest — a prohibited element. For a fully functional fi nancial system, 
a lender of last resort that complies with Islamic Law is another essential 
requirement. Very limited work has been done in this area and further 
research is required.7

Development of Benchmarks

The practice of measuring the performance of an asset by comparing its 
return and risk to a well - defi ned benchmark is now standard in a market - 
centered fi nancial system. Markets are good at offering an effi cient, meas-
urable, and consistent benchmark for different asset classes and securities. 
The dearth of transparent benchmarks that can be used to compare risk - 
adjusted returns complicates the task of evaluating the effi ciency of fi nancial 
institutions. Such benchmarks are valuable tools for measuring the relative 
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 performance of different asset classes and, ultimately, the performance of the 
fi nancial intermediary. The economic system in Islam suggests the use of 
return in the real sector as a benchmark for the return in the fi nancial sector. 
However, the current practice of using interest - based benchmarks such as 
the LIBOR is certainly in direct confl ict with Islamic principles. Although 
this practice has been accepted on an ad hoc basis under the law of necessity 
and in the absence of better benchmarks, several researchers have correctly 
raised the need to develop benchmarks that refl ect Islamic modes of fi nance.

LIMITED MARKET - BASED FINANCIAL INTERMEDIATION

Banks and fi nancial markets play complementary roles. More transactions 
are now done in markets and by institutions that have an arm’s - length rela-
tionship with their clients. This has not, however, marginalized traditional 
institutions such as banks and their relationships. The changes have allowed 
such institutions to focus on their core business of intermediation, customi-
zation, and fi nancial innovation, as well as risk management. Financial 
institutions are able to perform their core functionality more effi ciently if 
there are supporting markets to provide liquidity, risk transfer, and insur-
ance. As the “plain vanilla” transaction becomes more liquid and amenable 
to being transacted in the market, banks wishing to be competitive will 
embrace more illiquid transactions.8

Institutions specializing in Shari’ah - compliant products have been oper-
ating on the same business model for some time and without much innova-
tion. Given the lack of supporting money, capital, and derivative markets, 
fi nancial intermediations are retaining excessive exposure, especially to 
liquidity risk, and are missing out on opportunities to diversify. For the 
Islamic fi nancial system to function properly, fi nancial intermediaries will 
need to specialize in mobilizing deposits, identifying investment opportuni-
ties, originating, structuring, and packaging securities, and managing risks, 
while allowing the complementary fi nancial and capital markets to fi ll the 
remaining gaps and provide liquidity and risk sharing.

Allen and Gale (2007) suggest that a successful, deep, and active stock 
market requires that information, enforcement, and governance costs are 
eliminated or at least minimized. Once this happens, the cost of entry into 
the equity market is lowered and “there is full participation in the market. 
All investors enter the market, the average amount of liquidity in the market 
is high, and asset prices are not excessively high” (p.115). As mentioned ear-
lier, where Islamic rules of market behavior are in place, the informational 
problems, transaction costs, and governance and enforcement issues would 
be non - existent or at such low levels that there would be little or no deter-
rence to entering the stock market.

There is, however, a gap between what Islam teaches and actual market 
behavior. For this reason, the actions governments take and the institutions 
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they create to remedy this behavior and to reduce the cost of market par-
ticipation have to be stronger and more comprehensive than they are today 
if they are to replicate the behavior expected of market participants who 
act in compliance with Islamic rules. Such actions, policies and institutions 
would include:

 i. Enabling equities to compete fairly with debt - based instruments; this 
means removing all legal, administrative, economic, fi nancial and regu-
latory biases that favor debt and place equity holding at a disadvantage

 ii. Creating positive incentives for risk sharing via the stock market
 iii. Investing in a massive campaign to educate the public on the benefi ts 

of stock market participation (the kind of campaign that the Thatcher 
Government ran in the UK, which increased stock market participation 
substantially in a short span of time)

 iv. Investing in human capital to produce competent, well - educated and 
trained intermediaries — lawyers, accountants, fi nancial journalists and 
Shari’ah scholars — which would entail creating world - class business 
and law schools

 v. Limiting the leverage (including margin operations) of non - bank 
fi nancial institutions and the credit - creation ability of banks through 
prudential rules that effectively cap the total credit the banking system 
can create

 vi. Developing a strong, dynamic regulatory and supervisory system for 
the stock exchanges to continuously monitor the behavior of markets 
and participants while staying a few steps ahead of those with a pen-
chant and motivation to use regulatory arbitrage to get around rules 
and regulations

 vii. Finding ways and means of regulating and supervising intermediaries 
or, at least, mandating that they become self - regulating in order to mini-
mize false reporting or misreporting

 viii.  Ensuring transparent and accurate reporting of the day’s trade by all 
exchanges

 ix. Establishing legal requirements for the protection of the rights of minor-
ity shareholders.

While this list is by no means exhaustive, implementing its recommen-
dations will help reduce the cost of market participation, invest the mar-
ket with greater credibility, and reduce reliance on debt fi nancing. Black 
(2001) asserts that enshrining the legal protection of minority shareholders’ 
rights alone would give countries large stock market capitalization, larger 
minority shareholder participation, more publically listed fi rms relative to 
the total population, less concentrated ownership, higher dividend payouts 
and lower costs of capital. Black also believes the potential for develop-
ing a vibrant stock market is greatly increased if minority shareholders 
can be assured of receiving good information concerning the true value of 
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businesses in which the listing companies are engaged, and that there is suf-
fi cient legal, regulatory and supervisory protection against such things as 
insider-trading transactions.

Where these things are lacking, the problems of moral hazard and 
adverse selection raise their ugly heads. Having enforceable laws and cred-
ible institutions in place can serve to assure investors of the honesty of 
publicly listed fi rms and of the full transparency and accuracy of their 
reporting and information. These laws governing fi nancial disclosure 
and securities, for example, would be backed up by strong sanctions for 
anyone tempted to defraud investors through false or misleading infor-
mation. Sanctions imposing risk of liability (to investors) on account-
ants, lawyers, traders or investment bankers in retaliation for false 
reporting, fraudulent, misleading information or faulty endorsements 
can be powerful tools for dissuading all concerned from defrauding 
investors. Requiring intermediaries to be licensed — with the attendant 
threat that licenses can be revoked — is another powerful regulatory tool, 
particularly when this is backed by the additional threat of heavy fi nes 
or criminal proceedings for abusing the system. Stock exchanges, too, 
have a critical role to play through implementing and enforcing strin-
gent  listing standards, again backed by the threat of heavy fi nes or the 
delisting of companies that violate disclosure rules. An active, dynamic, 
well - informed fi nancial press can be valuable in creating a culture of 
disclosure, which would be closely monitored by a strong, independent 
regulatory agency.

While the above policies and institutions are crucial in reducing the 
cost of participation in stock markets and thus promoting widespread 
risk sharing, governments need to do more: they must lead by example. 
They could become active in markets for risk sharing. Generally, gov-
ernments do share risks with their people through, for example, their 
tax and social expenditure policies. They are silent partners. They share 
the risks of the fi nancial system through monetary policy and deposit 
guarantees. They could choose to fi nance part of their budget, at least 
their development spending, through risk sharing and direct owner-
ship of development projects with their citizens. In this way, they would 
reduce the debt burden on the budget. This reduction in government 
borrowing reduces the burden on monetary policy as well. Governments 
undertake public - goods projects because the characteristics of these 
goods — indivisibility and non - exclusivity — prohibit their production 
by the private sector and therefore are undertaken by governments. 
However, their social rate of return is substantial and much higher than 
private rates of return. A recent popular proposal suggests that these 
projects should be undertaken jointly with the private sector, hence the 
“public–private partnership” (PPP) label. However, this proposal has a 
number of problems — market distortion, and informational and govern-
ance problems being just three.
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EXPANDING SCOPE OF FINANCIAL INTERMEDIATION

A fi nancial intermediary transforms savings into investment and, in the 
process, creates additional value by reducing search, monitoring, and trans-
action costs, as well as diversifying and/or hedging risks, thereby allowing 
more effi cient utilization of resources. A fi nancial intermediary performs 
these functions through the design and utilization of instruments or prod-
ucts intended to achieve a specifi c objective. The nature of fi nancial inter-
mediation in Islamic fi nance is distinct from conventional fi nance in several 
ways, the most critical being that a fi nancial intermediary in the Islamic 
system plays multiple roles. Whereas organized markets — such as money, 
capital, and derivative markets — complement the role of a conventional 
fi nancial intermediary, in the Islamic system an intermediary is expected 
to undertake some of these functions. In other words, an Islamic fi nancial 
system has more common features with “bank - centered” fi nancial systems 
such as those of Japan and Germany than with the “market - centered” sys-
tems of the US and the UK (Iqbal 2005; Iqbal and Mirakhor 2007).

At present, fi nancial intermediation in Islamic markets is very restricted. 
It is limited mainly to commercial banking activities, with the gradual intro-
duction of investment banking services. Within commercial banking, there 
is more emphasis on trade fi nancing and some leasing - based assets that are 
of short - term maturity and often illiquid. In the case of investment banking, 
the menu of products and services is even more limited and is often targeted 
at high - net - worth individuals.

IFIs have to expand the scope of their activities to provide a wider range 
of products and services in the areas of corporate fi nance, risk management, 
SME fi nancing, and wealth management. Research has shown that during 
early phases of development where capital markets are not well developed, 
fi nancial intermediaries play a critical role in providing fi nancial services to 
the corporate sector. In the absence of liquid Islamic capital markets, they 
will have to become the main source of fi nancing. Furthermore, the simple 
availability of fi nancing will not serve this purpose; the mode of the service 
will have to be improved. The fi nancing would have to be cost - effective, 
fl exible, and client - oriented. Financial intermediaries must understand the 
needs of corporate sector clients to develop customized solutions that can 
make them competitive in the market.

Major structural changes in the role of fi nancial intermediaries are 
required in the area of risk management. Their role in developing a risk man-
agement infrastructure should be twofold: fi rst, to develop and apply risk 
management techniques for their own portfolios; and, second, to offer 
risk management services to their clients. Risk management tools expand 
the role of a fi nancial intermediary that can offer innovative products and 
risk management services to the client, and can also manage its own expo-
sure more effi ciently and in a cost - effective manner. Managing fi nancial risk 
also creates profi table opportunities for fi nancial intermediaries in several 
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ways. For example, a bank’s risk experts are likely to provide more effective 
advice to clients and more effectively differentiate their products. The fees 
associated with supplying risk management transactions can be an impor-
tant source of revenue, and since these transactions increase customers’ 
profi ts by lowering the probability of fi nancial distress, they also indirectly 
lower the intermediary’s loss exposure.9

Consumer and retail banking is another area where there are gaps. The 
question is often raised about the potential for developing fi nancing instru-
ments that are not based on a tangible asset; for example, an instrument to 
provide fi nancial assistance for student loans. Education loans do not create 
any tangible asset and do not have any collateral other than personal guar-
antees. Another case is the area of consumer services, such as credit cards. 
An original purchase on a credit card may not confl ict with Shari’ah prin-
ciples, but once it becomes an interest - bearing loan, the same transaction 
is in confl ict. In such cases, it becomes incumbent on IFIs to fi nd workable 
solutions. If they are unable to supply a complete set of services, consumers 
wishing to comply with Shari’ah will be at a disadvantage.

Another area requiring attention is fi nancial products and services for 
small and medium - size enterprises (SME). A vibrant SME sector plays a crit-
ical role in the economic development of any country. Proponents of Islamic 
fi nance advocate that Islamic fi nance encourages entrepreneurship and is 
friendly to grassroots entrepreneurship. However, in reality, the majority 
of IFIs do not have any systematic program to promote SMEs. This will be 
discussed further later in the chapter.

Advances in information technology and fi nancial engineering have 
obviated the need for “bricks and mortar” banking and fi nancial markets. As 
Bill Gates once remarked, “banking is essential, banks are not.” Now, con-
sumer and mortgage fi nancing, corporate credit, all depository asset man-
agement, and investment banking services — which not long ago would have 
required considerable investment in physical infrastructure — are offered by 
means of global e - commerce trading systems that can easily accommodate 
different languages across borders. Importantly, these systems are defi ned 
by their product rather than by their geographical location. Islamic fi nancial 
institutions are scattered over different geographical regions and, therefore, 
are overexposed to credit and market risk in domestic markets and regions. 
The availability of services through the internet will expand their client base 
and will help them diversify their portfolios.

Although Islamic banks have grown in number, the average size of their 
assets is still small by comparison with conventional banks. The majority of 
Islamic banks are below the benchmark asset size of US$500 million consid-
ered to be the minimum for an effi cient conventional bank. In Table 17.4 we 
listed the top 10 Islamic banks. As of 2010 Top Islamic Banks’ asset size is 
only 1.5 percent of top conventional bank in the World and only 26 percent 
of conventional bank ranked number 100 in the world. Whereas as of early 
2000, there was no Islamic bank in the list of top 500 world banks, at least 
one Islamic bank, as of 2010, was included in the list of top 1,000 banks 
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in the world as compiled by Banker (2010). Ranking of Al-Rajhi Bank, 
Kuwait Finance House, and Dubai Islamic Bank Ranks were 242, 270, and 
383 respectively. Large institutions have signifi cant potential for effi ciency 
gains from economies of scale and scope, organizational effi ciency, and a 
lower cost of funding. Given their size, Islamic banks are unable to reap 
these benefi ts.10

In the absence of debt and derivatives markets and in light of the under-
development of equities markets, fi nancial intermediaries will be required 
to take up the slack. In the changing global fi nancial landscape, Islamic 
banks will have to go beyond their traditional role as commercial banks 
and develop areas such as securities, risk management, retail banking, asset 
management, and insurance that are currently absent or inadequate.

TABLE 17.4 Top Islamic Banks and Islamic Windows as of 2010

Name Country

Shari’ah 
Compliant 
Assets ($m)

Return on 
Assets (RoA)

Islamic Banks
1 Al-Rajhi Bank Saudi Arabia 45,528 4.03
2 Kuwait Finance House Kuwait 40,318 0.27
3 Dubai Islamic Bank U.A.E. 22,835 0.59
4 Abu Dhabi Islamic Bank U.A.E. 18,620 0.94
5 HSBC Amanah (Global) U.K. 16,700 n/a
6 Bank Rakayat Malaysia 14,785 3.36
7 Al Baraka Banking Group Bahrain 13,623 0.99
8 Maybank Islamic Berhad Malaysia 12,402 1.02
9 Qatar Islamic Bank Qatar 10,789 4.93

10 Bank Islam Malaysia 
Berhad

Malaysia 9,268 0.27

Islamic Windows
1 National Commercial 

Bank (Jeddah)
Saudi Arabia 17,113 1.72

2 Riyadh Bank Saudi Arabia 11,913 1.8
3 Saudi British Bank Saudi Arabia 11,198 n/a
4 Arab National Bank Saudi Arabia 8,507 2.05
5 Banque Saudddi Fransi Saudi Arabia 8,125 2.00

Source: Banker (2010)—This list excludes banks based in Islamic Republic of Iran. 
The Banker, Top 500 Islamic Financial Institutions, The Banker, Special 

Supplement, Nov. 2010, p. 34.
http://www.thebanker.com/Banker-Data/Banker-Rankings/Top-500-Islamic-

Financial-Institutions
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The nature of fi nancial intermediation and the style of fi nancial prod-
ucts and services offered make Islamic banks a hybrid between commer-
cial and investment banking, similar to a universal bank. A universal bank 
benefi ts from economies of scope because of its close relationship with an 
established client base and the access this provides to private information. 
Combining different product lines (such as banking and insurance products) 
or commercial and investment banking lines may increase the relationship 
value of banking at a much lower average cost of marketing.

For example, by expanding the scope of their services, Islamic banks 
could spread the fi xed costs (both physical and human capital) of managing 
a client relationship over a wider set of products, leading to a more effi cient 
use of resources. They could use their branch networks and other chan-
nels to distribute additional products at low marginal costs. As universal 
banks, they would be able to capitalize on their good reputation established 
in one product or service area to market other products and services with 
relatively little effort. This would also benefi t consumers by enabling them 
to purchase a bundle of fi nancial services from a single provider, rather than 
having to expend time and money acquiring them from different providers.

WEALTH MANAGEMENT

Wealth management entails offering fi nancial planning and management 
to high - net - worth individuals and private and public institutions, with the 
goal of sustaining long - term wealth. With the current wave of petro - dollars 
being earned by GCC countries, the demand for such services from public - 
sector institutions is bound to increase. Although several GCC countries 
are currently using conventional investment vehicles, the increasing demand 
for Shari’ah - compatible products is likely to mean that some portions of 
this wealth may be available for Islamic fi nancial markets. Similarly, there 
are increasing numbers of institutional investors who will be interested in 
Shari’ah - compatible wealth management. These include central banks with 
excess foreign - exchange reserves, state pension funds, future funds (such as 
the oil funds established by some countries), and sovereign wealth managers.

Several prominent economists have argued that the foreign - exchange 
reserves held by the central banks, and some sovereign wealth funds should 
consider investing a portion of these reserves in riskier assets such as the 
equity markets. This should be encouraging for Islamic fi nance, which 
is based on the principle of risk sharing and is friendly to equity sharing 
investments.

However, offering robust wealth management in Islamic fi nance 
presents serious challenges. Any wealth management process begins with 
defi ning investment objectives and goals. This is followed by a rigorous 
strategic asset - allocation (SAA) process which determines the optimal mix 
of asset classes to achieve the desired goals and objectives. In conventional 
fi nance, the SAA process has become a science, with the aid of sophisticated 
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statistical and quantitative models. The analysis is well supported by con-
siderable historical data for each asset class to assist in understanding past 
behavior and to forecast future performance. Such models are driven by 
comparable benchmarks, arbitrage - free strategies, hedging mechanisms, 
and — most importantly — reference points for returns for different maturity 
structures in the debt market. With these tools, the SAA process helps in 
constructing an optimal portfolio of different asset classes to achieve target 
investment objectives at acceptable levels of risk.

Constructing a meaningful SAA framework in Islamic fi nance is a chal-
lenge. First, a fi xed-income debt market — other than the limited and illiq-
uid sukuk market — does not exist. Therefore, the SAA framework would 
have to resort to using proxies from conventional debt markets, which may 
not be an ideal situation. Second, there are no Shari’ah - compliant bench-
marks against which an SAA strategy can be devised. Although a number 
of such benchmarks are available in the equity asset class, they have yet 
to be developed for fi xed-income markets. Third, given the prohibition of 
interest, and thus of pure debt security, an SAA framework would have to 
work with other asset classes with distinct risk/return profi les. For exam-
ple, it would require the development of mudarabah arrangements where 
the manager can deploy funds in a customized fashion, which are hard to 
model. The highly customized nature of fi nancial assets adds to the com-
plexity of modeling.

All of these factors mean that the SAA framework will require a more 
complex design and therefore extensive quantitative modeling. In the 
absence of a meaningful SAA framework, the investor will be exposed to 
unknown risks and, as a result of potentially inappropriate asset allocations, 
may not be successful in achieving long - term goals.

RISK MANAGEMENT FRAMEWORK

Given their limited resources, Islamic banks are often unable to afford high - 
cost management information systems or the technology to assess and 
 monitor risk in a timely fashion, which means that their risk exposure is 
high. IFIs need to adopt appropriate risk management, not only for their 
own portfolio but for that of their clients. Diversifi cation and risk manage-
ment are closely associated with the degree of market incompleteness. In 
highly incomplete markets, fi nancial intermediaries are in a better position 
to provide diversifi cation and risk management than the investors for whom 
they act.

Exposure can also be reduced by working closely with clients to reduce 
their exposure, which will ultimately reduce the intermediary’s exposure. 
In other words, if the debtor of the bank has lower fi nancial risk, this 
will result in better quality credit for the bank. Furthermore, monitoring 
becomes vital in cases where Islamic banks invest in equity - based instru-
ments because an institution with limited resources may not be equipped to 
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conduct thorough monitoring. An institution with adequate resources may 
develop processes, systems, and training to undertake effective monitoring. 
There is clearly a need for Islamic fi nancial institutions that can offer guar-
antees, enhance liquidity, underwrite insurance against risks, and develop 
hedging tools for a fee.

REGULATORY AND GOVERNANCE ISSUES

Several studies have identifi ed weaknesses and vulnerabilities among Islamic 
banks in the areas of risk management and governance.11 Operational risk, 
which arises from the failure of systems, processes, and procedures, is one 
area of concern. Weak internal control processes may present operational 
risks and expose an Islamic bank to potential losses. Governance issues are 
equally important for Islamic banks, investors, regulators, and other stake-
holders. As we saw in earlier chapters, the role of Shari’ah boards brings 
unique challenges to the governance of Islamic fi nancial institutions. Similarly, 
human resource issues, such as the quality of management, technical exper-
tise, and professionalism, are also the subject of considerable debate.

Implementing a risk management framework requires close collabora-
tion between the management of IFIs, regulators and supervisors. At the 
institutional level, implementation is the responsibility of management, 
which should identify clear objectives and strategies and establish internal 
systems for identifying, measuring, monitoring, and managing various risk 
exposures. Although the general principles of risk management are the same 
for conventional and Islamic fi nancial institutions, there are specifi c chal-
lenges in the management of risk in Islamic fi nancial institutions.

Corporate governance in Islamic fi nance entails implementation of a 
rules - based incentive system that preserves social justice and order among all 
members of society. Governance processes and structures inside and outside 
the fi rm are needed to protect the ethical and pecuniary interests of share-
holders and stakeholders. Iqbal and Mirakhor (2002) present a stakeholder - 
centered model of corporate governance based on the principles of Islam and 
suggest that an institution operating within an Islamic system is expected to 
protect the rights of all stakeholders in the fi rm as well as in the society. At 
the operational level, there are serious issues relating to the rights of invest-
ment account holders (IAHs) — that is, the depositors — as their participation 
in the governance structure is non - existent. Similarly, Islamic banks main-
tain several reserves to smooth income and to compensate IAHs in times 
when actual profi ts are below market expectations. However, there are no 
clear rules relating to the governance of such reserves.

Implementation of fi nancial disclosure is another priority. Ideally, juris-
dictions within which Islamic banks operate should implement accounting 
and reporting practices in line with accepted international standards. This 
could be accomplished by adopting the offi cial AAOIFI standards, using 
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them as a basis for national standards, or integrating them into existing 
accounting and auditing standards. AAOIFI standards ensure that only the 
best accounting and auditing practices are used. They allow comparability 
across Islamic banks in different jurisdictions, although they may limit com-
parability between Islamic and conventional banks. Stakeholders involved 
in Islamic fi nance will fi nd it easier to gain familiarity with a single account-
ing framework, rather than having to deal with multiple national stand-
ards. Simply extending International Financial Reporting Standards (IFRS) 
or national conventional standards is not likely to bring the same clarity, 
because it may not allow the disclosure of relevant information.

Poor corporate governance imposes heavy costs, but the mere extension 
of international standards to Islamic banks may not be suffi cient to com-
bat this. The principles and practices of Islamic fi nancial services require a 
thorough review: sound corporate governance requires the formulation of 
principles and enforcement (for more, see van Greuning and Iqbal 2007). 
In many countries where Islamic fi nance is developing, regulators often lack 
the power to enforce rules, private actors are non - existent, and courts are 
“underfi nanced, unmotivated, unclear as to how the law applies, unfamil-
iar with economic issues, or even corrupt” (Fremond and Capaul 2002). 
Furthermore, a “law habit” culture — that is, a propensity to abide by the 
law — must be rooted in society. While the ability to enforce regulations is 
inextricably coupled with the overall process of development, legislation 
enabling transparency, private monitoring initiatives, and investments in 
the rule of law by willing authorities can pave the way to the emergence of 
regulatory frameworks.

The regulation of Islamic fi nancial institutions is one area in which there 
have been substantial developments in recent years and the progress in this 
respect is worth appreciating. Credit for this goes to the collective efforts in 
setting up such organizations as the Accounting and Auditing Organization 
of Islamic Financial Institutions (AAOIFI) and the Islamic Financial Services 
Board (IFSB), with the help of multilaterals such as the IMF and Islamic 
Development Bank (IDB). In its short life, the IFSB has made a notice-
able mark on international fi nancial circles in promoting Islamic fi nance 
and developing standards and regulatory frameworks. If this trend contin-
ues, there is reason for optimism about the further globalization of Islamic 
fi nance. However, more work needs to be done.

Whereas the current fi nancial crisis has highlighted vulnerabilities in 
fi nancial systems, it has also recognized new challenges facing the regulation 
of cross - border and highly integrated fi nancial markets. Prior to the crisis, 
the emphasis was on market discipline and on promoting standardization 
and harmonization of rules and practices. International fi nancial interme-
diation was subject to a growing set of standards and codes, such as the 
Basel Core Principles on Banking Supervision, transparency and monetary 
management guidelines, IOSCO capital markets standards, corporate -  
 governance rules, anti - money laundering (AML), and combatting the 
fi nancing of terrorism (CFT). The objective was to enhance the effi ciency of 
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the system by delivering the best services at the lowest cost to the consumer. 
However, the fi nancial crisis has exposed the need to strengthen the stability 
of the system, which has led to a consensus on the need for more regulation.

The current situation offers both opportunities and challenges for the 
Islamic fi nancial industry. Industry stakeholders can infl uence policy for-
mulation at early stages to ensure that the new regulatory environment is 
more “friendly” to Islamic fi nance and addresses some of the key issues in 
regulating IFIs. These issues include the treatment of IAHs as stakehold-
ers, enhancing transparency in fi nancial disclosure, and standardization. 
This will require active participation in the debate and the formulation of 
the new regulatory environment at local and international forums.

The real challenge will be the enforceability of new rules and stand-
ards. Currently, IFIs operate for the most part in dual - system set - ups, which 
impose additional responsibilities on the regulators to maintain regulatory 
and supervisory standards for both conventional and Islamic institutions. 
This practice is both resource - intensive and expensive. With stricter stand-
ards, the challenge will be to ensure that Islamic fi nancial institutions receive 
due attention and priority in this process. At present, regulatory and super-
visory standards, including compliance with Basel II, are being developed 
for IFIs, though their enforceability is in question. Since the majority of 
IFIs operate in developing economies, it requires extra effort to enforce the 
standards irrespective of how good the standards may be.

Islamic fi nancial institutions are perceived to have higher exposure to 
operational risk because of the lack of proper risk systems and trained staff. 
In the new fi nancial environment, there will be more reliance on risk moni-
toring and management. New techniques for monitoring credit and liquidity 
risk will be introduced and old techniques such as VaR will be refi ned to 
refl ect better exposures. IFIs should start addressing this issue by updating 
their risk systems. At the same time, regulatory bodies should ensure proper 
training for their staff as well as for fi nancial institutions. Regulators and 
supervisors should also develop a better understanding of certain practices 
of the fi nancial institutions in assessing and monitoring risks.

Going Beyond Banking

The distinction between traditional commercial banking and investment 
banking is becoming blurred, and there is a global trend to mix fi nancial 
services with non - banking services. Although this trend is prevalent in major 
industrial economies, it has not been embraced by many of the emerging mar-
kets where Islamic fi nance is practiced. For example, an IMF study in 2003 
ranked several countries in the Middle East according to their level of fi nan-
cial development and found that countries throughout the region had a weak 
institutional environment and a poorly developed non - bank fi nancial sector.12 
There has not been much progress since then. Islamic fi nance has been domi-
nated by commercial banking, and the amount of investment banking, insur-
ance, asset management, SME fi nancing, and microfi nance is very small.
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Islamic fi nance that claims to promote social justice and advocates 
equal opportunity for less - fortunate segments of society needs to develop 
an SME and microfi nance industry. A well - developed microfi nance industry 
will promote economic development in underdeveloped Islamic countries. 
As poor segments of society become economically empowered, they will 
expand the base of depositors and investors. While microfi nance institutions 
have been successful in conventional markets, there are only a few cases 
of such institutions operating on Islamic fi nance principles. Their phenom-
enal success within conventional fi nance has forced even private investors 
to regard microfi nance as a potential and viable asset class. In an Islamic 
system, instruments such as qard - ul - hassan, sadaqat, and zakah can play a 
vital role in serving the poor, and the role each instrument can play needs 
to be reviewed.

The emergence of Islamic fi nance in modern times began with non - bank 
fi nancial institutions such as Tabung Haji in Malaysia, and Mitghamr and 
Nasser Social Bank in Egypt. The objective of these institutions was to fi ll 
the gap left by conventional banking institutions. Research over the last 
couple of decades shows how signifi cant are the contributions of non - bank 
fi nancial institutions that complement the activities of banks by providing 
various services to different segments of the economy. Research also docu-
ments the diversifi cation benefi ts of non - bank fi nancial institutions, adding 
to the stability of the fi nancial services.

Conventional non - banking fi nancial institutions have grown to cover a 
wide range of activities such as private equity, joint venture, credit unions, 
advisory services, and specialized fi nance houses. In addition, specialized 
forms of fi nancing are in practice as well, including trust fi nance, endow-
ment funds, and cooperatives. Such institutions have special relevance to 
Islamic fi nance. For example, today’s trust fi nancing or endowment funds 
have their roots in the Islamic institution of waqf (endowments), which has 
made enormous contributions to the economic development of Muslim soci-
eties throughout their history. In addition, the Islamic system offers unique 
instruments which do not have any direct points of comparison in con-
ventional fi nance. Qard - ul - hassan (interest - free loans), for instance, have 
proved to be effective in promoting economic development and a means of 
alleviating poverty.

The objectives of socioeconomic justice and the equitable distribution 
of wealth separate Islamic economic principles from others. As we have 
seen, the Qur’an places great emphasis on the redistribution of income and 
wealth, and mandates institutions for this purpose. The most important of 
these are the institutions of inheritance — sadaqat, zakah, waqf and qard - ul - 
hassan, which all have wide - ranging implications for economic develop-
ment and are necessary for the welfare of society. These instruments are 
vehicles for ensuring just conduct and maintaining a healthy level of wealth 
distribution. A major reason for the inadequate levels of economic growth 
and the existence of widespread poverty in many Muslim societies is non - 
compliance with the rules of just conduct in the economic sphere. It is also 
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clear that this state of affairs, in turn, stems from a general lack of familiar-
ity with these rules among Muslims.

In an Islamic economic system, various levies are imposed on produc-
tion or income to redeem property rights accrued by different members 
of the society. It is important to realize that in no way are these levies to 
be considered as charity, a common misunderstanding among laymen and 
scholars alike.

According to some estimates, the assets of the non - bank fi nancial sector 
will make up around 8–10 percent of total Islamic assets.13 Given the size 
of the Muslim population and the GDP of Islamic countries, this estimate 
appears to be on the low side. Actual potential is much more, as these insti-
tutions have to be expanded to cover wider segments of society.

The following steps are suggested to strengthen this sector:

 ■ Develop institutions to formalize the implementation of redistribu-
tive instruments of Islam. Formal institutions to channel these fl ows 
in the most effective fashion need to be developed. These could be 
dedicated institutions specializing in the distribution of funds in the 
most cost - effective and most benefi cial manner. If there are well - 
functioning Islamic fi nancial intermediaries, these can become a dis-
tribution channel for these social welfare services as part of their 
customer services. A reputation of positive contributions to social 
welfare could serve as an asset for the institution in attracting or 
retaining customers.

 ■ Develop a legal framework to encourage and protect non - banking fi nan-
cial institutions to enable them to operate in a friendly environment.

 ■ Design and implement a prudent regulatory and policy framework for 
a broad - based and effi cient non - bank fi nancial sector. Some regulatory 
overview may also be needed to instill confi dence and protect stake-
holders and to ensure the healthy growth of the industry. Furthermore, 
tax neutrality can play an important role in further growth of this 
sector.14

Promotion of SME Financing

The Islamic fi nancial industry and policymakers should develop ways to 
promote SMEs and their access to the formal fi nancial sector. In developing 
appropriate products, mudarabah contracts based on principal/agent prin-
ciples would be well suited for the purpose. However, this type of contract 
has yet to be institutionalized in most Muslim countries. While conventional 
banks are constrained by their conservative approach to risky assets and by 
protective regulatory regimes from extending credit to SMEs, this need not 
be the case for Islamic banks, which can hold mudarabah - based assets with 
no regulatory constraints. Furthermore, IFIs are encouraged to enter into 
equity partnerships, which can be used to promote the SME sector. These 



Issues and Challenges 389

instruments should be developed through the banking or non - banking sec-
tors to promote SME fi nancing.

To facilitate operation of the SME sector, the SME report (2006) makes 
the following suggestions, which are equally applicable to the Islamic fi nan-
cial industry:

 ■ Government measures to promote SMEs should be carefully focused, 
aiming at making markets work effi ciently and at providing incentives 
for the private sector to assume an active role in SME fi nance.

 ■ Public policy should improve awareness among entrepreneurs of the 
range of fi nancing options available from offi cial programs, private 
investors, and banks.

 ■ The principles of risk sharing should be observed, committing offi cial 
funds only in partnership with those of entrepreneurs, banks, businesses 
or universities.

 ■ The tax system should not inadvertently place SMEs at a disadvantage.
 ■ The legal, tax and regulatory framework should be reviewed in order 

to ensure that the business environment encourages the development of 
venture capital, including opportunities for exit.

Economic Development

In addition to all the critical issues outlined above, the growth of Islamic 
fi nance will be determined by the growth and development of the real sector 
of Muslim economies. By this we do not mean growth of GDP alone. Growth 
in GDP can be accompanied by little or no fi nancial development as, for 
example, would be the case if a country sells its oil abroad and imports all 
its needs. Broad - based economic development requires higher savings and 
investment, a more - educated and better - trained labor force, the adoption 
of modern technology and best practices, effi cient institutions (especially 
the rule of law), consistent economic policies, and an environment where a 
vibrant private sector can grow and develop. The synergy between the real 
and fi nancial sectors has been readily acknowledged. Economic growth in 
the real sector in such a setting will stimulate the fi nancial sector, and the 
fi nancial sector will in turn provide fi nancing for the growing real economy. 
The largest and most - developed economies tend to have the largest and 
most - effi cient fi nancial sectors.

While Islamic fi nance continues to receive considerable attention, no 
attempt has been made for a system - wide implementation of the economic 
tenets of Islam. The challenge for Muslim countries wishing to embrace 
Islamic fi nance would be to understand the linkage between Islam’s eco-
nomic tenets and economic growth. Islam’s notions of justice in exchange 
and distribution, the role of society and the state, instruments to promote 
social welfare, inclusiveness, and promotion of mutual and collective help 
can lead to an equitable and just economic system.
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Public Finance

One of the key elements for sustained growth and development in any mod-
ern economy is sound public fi nances; that is, adequate public revenues 
and prudent public expenditures that promote economic growth and social 
welfare. An overbearing government that runs large budgetary defi cits and 
fi nances wasteful expenditures does signifi cant harm to both economic 
growth and social welfare. An overbearing public sector crowds out pri-
vate sector investment and growth. A government that runs large defi cits 
reduces resources for the private sector, damages macroeconomic stability 
and reduces available policy options. Wasteful government expenditures, 
such as harmful subsidies and excessive military expenditure, reduce eco-
nomic growth and adversely affect social welfare.

On the revenue side, efforts aimed at improving the elasticity and effi -
ciency of the tax system need to be supported by improvements in admin-
istrative effi ciency and tax enforcement. On the expenditure side, an 
improvement in the quality of public - expenditure programs, especially the 
elimination of indiscriminate subsidies and the adoption of a fair and just 
social safety net, would enhance their contribution to economic growth. 
However, while not all Muslim countries have warmed to the concept of the 
market economy and broad - based reforms, nearly all — to varying degrees — 
have taken timid steps to reduce fi scal costs and improve effi ciency by tack-
ling a variety of complex and politically sensitive issues. Such issues include 
the need to broaden the tax base and to reduce budget defi cits; to address 
spending on subsidies, public - sector employment, pensions, and health; to 
use taxation and income transfers to achieve a fairer distribution of income 
and wealth; and to introduce greater transparency as part of governance 
reform. The attendant benefi ts of the improved fi scal conditions are also evi-
dent in lower infl ation, smaller balance of payments defi cits, more resources 
for private sector investment, and, quite recently, better growth rates.

Social Safety Net

While over the last few decades the international community has adopted 
the position that broad - based economic growth is necessary for stemming the 
effects of systemic poverty, a growing consensus has emerged that social 
safety nets and social protection are also essential elements of any com-
prehensive framework for poverty alleviation. Not only are resources that 
provide basic services, such as health and education, important in their own 
right, they are also critical drivers for economic growth and development 
and essential to achieving an equitable distribution of income and wealth. 
An adequate social safety net is a central feature of Islamic economic doc-
trines and it is acknowledged to have a positive impact on economic growth 
and development.

In the early 1980s, the general prescription for growth in develop-
ing countries was economic reform, focusing on developing a prudent 



Issues and Challenges 391

combination of policies to enhance stabilization and adjustment. Little 
attention was given to the potential social costs of such reforms; reform 
was largely for reform’s sake and did not incorporate the particular condi-
tions of individual countries. However, by the late 1990s the pendulum had 
gradually shifted towards a model of economic growth that included more 
attention to relieving constraints that were binding to individual countries, 
including specifi c provisions for social welfare and protection. It has also 
been recognized that safety nets alone cannot serve effectively as an instru-
ment for alleviating poverty without sound macroeconomic policies that 
enhance sustainable growth. While restructuring efforts may create economic 
effi ciency gains over the long term, they often also lead to social dislocation, 
particularly over the short term. As Muslim countries adopt much - needed 
economic reforms to promote fi scal discipline (eliminating government 
waste, reducing harmful subsidies), build effective institutions (rule of law, 
reducing corruption), and promote economic justice in an effort to stimulate 
long - term growth, the development of a comprehensive structure to protect 
the vulnerable from falling deeper into poverty and to improve and broaden 
income distribution becomes even more pressing.

Developing Human Resources

Education is today seen as a major, if not the major, input for sustained 
economic growth and development. A modern fi nancial sector is dependent 
on having highly educated professionals in the fi elds of economics, fi nance, 
accounting, and IT. At the same time, effective and prudent supervision 
and regulation of the fi nancial sector requires highly trained specialists. 
Unfortunately, all of these specialists are in high demand the world over 
and are highly mobile. High - quality university education, a good working 
environment and appropriate remuneration are key factors. Efforts should 
also be made to develop a multitude of customized research and training 
programs, with appropriate certifi cation, in areas such as fi nancial engi-
neering and risk management. The need for cross - discipline activities to 
train Shari’ah scholars in economics and to train economists in the basics of 
Shari’ah principles cannot be overemphasized.

ENDNOTES

 1.  Iqbal (2002).
 2.  Ali and Ahmed (2006).
 3.  Martson and Sundararajan (2006).
 4.  Macro prudential surveillance refers to monitoring the impact of plausible macro-

economic shocks on fi nancial soundness and of the implications of fi nancial sound-
ness on the macro economy, and adjusting macro and fi nancial policies, as needed.

 5.  US debt includes US Treasury, mortgage - related debt, corporate, and agency 
debt.  Source: Securities Industry and Financial Markets Association (SIFMA), 
http://www.sifma.org
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 6.  See Ali (2004) and Chapra (2006).
 7.  Chapra (2006) puts forward the idea of creating a common pool at the central 

banks to provide mutual accommodation to banks in case of need. All banks 
may be required to contribute a certain mutually agreed percentage of their 
deposits to this common pool, just as they do in the case of statutory reserve 
requirements. They would then have the right to borrow interest - free from this 
pool with the condition that the net use of this facility is zero (that is, drawings 
do not exceed contributions) over a given period of time. In a crisis situation the 
central banks may allow a bank to exceed the limit, with appropriate penalties, 
warning, and a suitable corrective program.

 8.  Rajan (2006).
 9.  Smith (1993).
 10.  Iqbal (2005).
 11.  See Chapra (2000); Khan and Habib Ahmed (2001); El - Hawary, Grais and 

Iqbal (2004); and Grais and Iqbal (2006).
 12.  Creane et al. (2003).
 13.  IRTI and IFSB (2006).
 14.  Ibid.
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