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ABSTRACT
A supporting framework and regulations are important in taking Islamic finance to the next stage of its
evolution. The essential ingredients required for the success of an Islamic financial institution in both the
OECD and OIC worlds are discussed at length. The framework required for the success of the various
c
Islamic financial instruments, such as murābaha, mushāraka, ijāra, and istisnā , are examined in detail.
c
Gradualism and implementation of a sharī a-based system of corporate governance are advised in the
discussion of the monetary, fiscal, and regulatory measures required to make Islamic finance successful.

I. INTRODUCTION
This paper explores the challenges of developing the country framework for Islamic finance. It reviews the
cornerstones of the Islamic financial industry from both a historical perspective and a look at its current basic
requirements. The process for the creation of a blueprint for the Islamic financial sector is reviewed and followed
by an examination of the legal structures required for the success of the Islamic financial instruments. Specifically,
the role of the central bank, a central sharīca advisory board, and the ethical values that bind this industry will be
addressed, as will the erection of a framework for Islamic financial instruments that would broaden the base of
products and instruments used in this growth industry.
When we look at the foundations of the Islamic financial industry, we find four major building blocks. The
first and foremost are investors, both foreign and domestic. As is well known, investors have responded to this
ethical, indigenous, and equitable form of finance with zeal and enthusiasm, and such verve has created and built
this industry. The second foundation lies in investment and financing opportunities offered by issuers. This is
slowly but surely coming into place. Initially we had desperate issuers, who turned to Islamic finance only if they
could not get money anywhere else. Gradually, as Islamic institutions became more proactive in their transaction
origination strategies, a good stream of quality issuers is coming to the market. In this regard, the partnership
between conventional and Islamic financial institutions needs to be highlighted and commended for bringing
together investors with good quality issuers.
Another integral element is competent and committed management. This is easier said than done.
Gradually, enlightened owners of Islamic financial institutions are attracting competent management with strong
performance incentives. The quality of the people drawn to this industry will eventually determine the sector’s
future. The final pillar of the Islamic financial industry is an enabling legal and regulatory environment. It is to this
strategically important piece of groundwork to which this paper is chiefly devoted, with a view toward the
possibilities of creating a country framework in the member countries of the IDB (Islamic Development Bank).
A bit of history first. The Islamic financial industry has come a long way since its humble beginnings in
the early 1970s. We have seen Islamic financial markets gradually being opened up in most, if not all, of the major
IDB member countries. The process has been evolutionary rather than revolutionary in most nations. This growth
industry is gaining increased credibility and mainstream relevance as new financial institutions enter the Islamic
financial marketplace. The achievements of Islamic finance are even more laudable due to the fact that they have
been made in the absence of legislation or regulation friendly to Islamic finance. To take the field to the next stage
of its evolution, an infrastructure of legality and an enabling macroeconomic framework are needed.
II. BASIC REQUIREMENTS
So what are the basic requirements to build these two elemental frameworks? First, an evolutionary rather
than a sudden revolutionary approach should be taken in implementing Islamic banking systems in Muslim
countries. A gradual, planned path toward the development of Islamic banking markets would go a long way in
creating the credible foundations on which this industry can be based. This should begin with a clear-cut
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recognition of the qualitative differences between Islamic financial institutions and their conventional counterparts.
These differences should be recognized and acknowledged through legislation that creates the framework for the
phased implementation of Islamic finance in IDB member countries. This clearly requires the political will and
support of governments in Muslim countries.
On a collective basis, IDB members will have to come together to create an Islamic economic community,
an Islamic common market. In this regard, the Islamic Development Bank, the lead bank to Islamic financial
institutions, will play an important role in developing the necessary infrastructure for this growth industry. The
“Islamic Dinar” would have to make a transition from being a translation currency to a currency with broad appeal
and acceptability. Back at the country level, after the legislation has been put into place, there will be a need for a
strong and independent judiciary to ensure the implementation of the macroeconomic framework for the Islamic
financial industry.
III. AT THE COUNTRY LEVEL
The need for legislation for the Islamic financial sector is acknowledged. Laws are needed that respect and
enable Islamic finance to play the role it is destined to in Muslim countries. Furthermore, central banks in IDB
member countries require Islamic banking divisions that are empowered to play an enabling role in the
implementation of these laws. The heart of implementation of the envisioned blueprint is clear-cut guidelines on
sharīca-related matters. This can be done through the creation of a central sharīca advisory board at the central bank
level, as has been done commendably in Malaysia. Governments must create steering committees to show their
commitment to the implementation of the blueprint for Islamic finance.
At the self-regulatory level, Islamic financial institutions will have to unite in each country and adopt the
Islamic accounting and sharīca standards developed by the Accounting and Auditing Organization for Islamic
Financial Institutions (AAOIFI). At the broader social and economic levels, there is a need for implementation of a
sharīca-based system of corporate governance. This is more difficult in practice than in theory: it takes time to
create a culture of sharīca-based corporate governance and independent rating agencies that are knowledgeable
about Islamic financial instruments and the intricacies of managing Islamic financial institutions. The regulators, the
sharīca advisory boards, and the accounting standards boards would all have to come together in order to create a
framework for individual Islamic instruments. Each of these instruments needs to be studied so an enabling
framework can be created for them. Strengthening the self-regulatory organizations in IDB member countries
would let them play a pivotal role in the promotion of Islamic finance.
Once the enabling framework is in place, there will be a need for research and development, which includes
an Islamic information databank for each country as well as at a global level (as has been done by HIFIP). This
could create a database describing the products and instruments available in the industry. Islamic financial
institutions worldwide could benchmark each others’ best practices and compare themselves to counterparts within
and outside their nations. Eventually, we may see a migration of the best practices of Islamic financial institutions
across IDB member countries.
IV. CREATION OF THE FRAMEWORK
Several specific areas are implicated in the creation of this prototype country framework for Islamic finance
in IDB members. First, as mentioned, is the legal setup for the sector. Legislation must be enacted that recognizes
Islamic finance and supports Islamic financial institutions and instruments. This legislation should define the
parameters for the sector. We need to adapt the legal, taxation, and accounting systems of Muslim countries in order
to make them friendlier to Islamic finance. This should lead the way for the launch of a complete range of Islamic
financial institutions, Islamic investment banks, Islamic insurance companies, Islamic leasing companies, pension
funds, brokerage houses, etc.
At the micro level, each institution will have to ensure that its articles of incorporation, memoranda, and
articles of association reflect Islamic financial principles and are duly recognized by the company law of the
country. There should be a phased introduction of sharīca law and a focused implementation of ESOPs (employee
savings and ownership plans). The heart of the implementation of this strategy is an independent, vibrant, and
dynamic central bank in each IDB member country. These central banks will be responsible for regulation of all
aspects of Islamic financial institutions, with the strategic objective of a staggered implementation of Islamic
financial systems. The central bank requires a high-powered task force focusing on broadening the number of
players and instruments in the market. This in turn would encourage the development of interbank markets and
contribute to the formulation of regulatory standards for the Islamic financial sector. The central bank through its
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special Islamic regulatory arm should also work with the AAOIFI to devise accounting standards appropriate to
Islamic financial instruments and institutions.
Within these guidelines, Islamic financial institutions would work on prudent liquidity management
techniques that are sharīca compatible. They would cooperate with the finance ministries of their respective nations
to create Islamic instruments based on asset-backed lease participation certificates, which could replace interestbearing treasury bills and government bonds. The task force would also review the capital adequacy and risk
weighting regulations for Islamic financial instruments. Collectively, the central banking institutions in IDB
member countries would have to educate the Basle Committee of the Bank for International Settlements (BIS) and
other OECD central banking regulators to enable the creation of an international framework for Islamic finance.
At the heart of the growth of Islamic finance is a commitment to authentic sharīca principles. There is a
need in each member country of the IDB to create a Central Sharīca Advisory Board (CSAB). The CSAB would
serve as the focal point for sharīca matters concerning Islamic products, instruments, and services. The CSAB
would approve and authorize all Islamic products and services currently practiced, as well as any new products
developed by the industry. The CSAB would also oversee the function of the Islamic banking division of the central
bank. A Sharīca Audit Division would be established and would report to the CSAB. The Audit Division would
monitor the sector to ensure continued compliance with the sharīca. It is critical that the CSAB inculcate a culture
of self-regulation within the Islamic financial industry and within each Islamic financial institution to foster a strong
sense of commitment to sharīca values. This could be achieved through a code of ethics adopted by each Islamic
financial institution, self-certification by all practitioners of sharīca principles, and sharīca allegiance statements to
be signed by practitioners within the Islamic financial industry.
The special steering committee, to be created in each of the IDB member countries, should comprise
bankers, accountants, lawyers, and central bankers as well as Islamic financial professionals and scholars. The
Committee’s strategic objective would be to map the particular country’s strategy and oversee the development of
the Islamic financial sector. The implementation of a sharīca-based system of corporate governance is of strategic
significance for the creation of the country framework, as it would create the value framework to serve as the
foundation for the Islamic financial sector. A sharīca-based system of corporate governance would promote a
culture based on taqwa (moral transparency). Promoting good governance in all respects includes a commitment to
ensure the rule of law, checks and balances among the branches of government, improving efficiency and
accountability of the public sector, and above all combating corruption. This corporate governance system would
ensure values such as fairness and social responsibility and play an important role in shaping the future of Islamic
finance.
At the firm level, we need a framework for each Islamic financial instrument. Historically, each Muslim
country has developed a framework over a period of time that bears no relevance to individual Islamic financial
instruments. Therefore, in the markets of many IDB members, Islamic financial instruments suffer from a
competitive disadvantage when competing alongside conventional financial instruments. The disadvantages range
from a double stamp duty on ijāra transactions to a value-added tax on murābaha transactions. Some of these
disadvantages are making Islamic finance more expensive and thereby forcing issuers to prefer conventional
financial options. Thus each central bank, working with the Islamic banking sector, should create the accounting,
legal, capital adequacy, and taxation framework for Islamic financial instruments. This would eventually provide
the sector with a level playing field and allow it to show its competitive advantage. In this regard, the guidelines for
the AAOIFI should be reviewed and implemented at the level of each nation. Once the IDB member countries,
individually and collectively, create a blueprint for the Islamic financial sector and have an enabling legal structure,
a committed central bank, a dynamic CSAB, and a framework for Islamic financial instruments, the range of
products and instruments available in Islamic financial markets will broaden.
The governments in individual member countries can and should play a greater role in issuing Islamic
financial instruments. After all, as sovereign states they represent the highest quality issuers in their respective
nations. Central banks should ensure that their money-market investments and foreign exchange reserves are in line
with sharīca-compatible asset-backed products, in both domestic and international markets. This would bring a pool
of liquidity to the market. With an enabling framework in place, the introduction of new instruments would clearly
highlight the benefits of the Islamic financial system and consequently let conventional banks use Islamic financial
instruments more comprehensively. Individual governments could issue asset-backed sharīca-based instruments,
both in local and in foreign currencies. Similarly, public-sector entities and municipalities could issue sharīcacompatible paper. This would encourage multinational firms and leading corporations in IDB member countries to
come to the market with good quality commercial paper for investments and the many instruments of Islamic
finance. Collectively, this could lead the way toward the establishment of an international and liquid capital market
for Islamic financial institutions.
© 2011 The President and Fellows of Harvard College. All rights reserved.
http://ifp.law.harvard.edu/login/contact

I.A. Khan

V. CONCLUSION
Different Muslim countries are at different stages of implementing the legislation enabling Islamic finance.
Once a comprehensive legal structure for the Islamic financial sector and Islamic financial instruments is in place,
the support of both a dynamic and committed central bank and a consensus-driven Central Sharīca Advisory Board
at the international level would provide the foundation to take Islamic finance to the next stage of its evolution. It
would lead to the creation of the ethical values and standards of a sharīca-based governance framework, and in turn
allow the launch of a range of new products and instruments for the growing market for Islamic finance. While the
challenges of globalization and increased competition would remain, the sector would be better prepared to face
them.
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