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Introduction
Muhammed-Shahid Ebrahim*
The sessions on Islamic finance at the Second Harvard University Forum on Islamic Finance was as a vital
marketplace for the exchange of ideas among top-tier academics and practitioners. The discussion focused on the
current state of affairs of the Islamic financial system and served as a strategic road map for the future. This is
essential for the economic development of the Muslim umma, as the present state of Islamic financial intermediation
is a retail banking system that is described as an economic system in its infancy. i Thus, it is exigent to move to the
next stage of development, i.e., the addition of capital markets. This is the essence of the papers in the Islamic
finance part of this volume.
Adnan Al Bahar gave a keynote speech on the new era of Islamic finance and investment. He defines
Islamic financial markets, institutions, and innovations and tracks the development of the market from its home base
in the Gulf region to a market encompassing the globe. In a similar vein, Iqbal Ahmad Khan traces the development
of Islamic finance and classifies different Muslim countries according to their current stage of evolution. He
believes that Islamic financial institutions (IFIs) need to meet future challenges by performing quality asset
management; cooperating and with their peer institutions; maintaining an Islamic cultural and professional identity;
exercising creativity through ijtihad, ijma’, and qiyas; and standardizing products and services. The contribution of
this paper lies in the identification of the state of economic development of the different sections of the umma.
Some of the strategies articulated are similar to the ones proposed by Fuad Abdullah Al-Omar and Munawar Iqbal.
However, Khan fills the void between Al Bahar and the following two authors.
Al-Omar and Iqbal present a futuristic outlook in their essay. They discuss current hurdles such as: (1) the
restricted use of profit- and loss-sharing contracts and the concentration of short-term assets by Islamic banks; (2)
lack of formal training of Shari‘ah scholars in modern finance; and (3) the extremely limited teaching, training,
research, and development by Islamic universities and banks. They argue that actions need to be taken along three
dimensions to effectively compete with the giants in conventional banking:
I.

Islamic Financial Markets and Instruments
A. Develop better products and services using modern technology and financial engineering techniques.
B. Establish long-term equity-oriented instruments, secondary markets, and interbank markets.

II. Islamic Financial Institutions
A. Build bridges and strategic alliances with existing Islamic banks and conventional ones that are
genuinely interested in the Islamic financial arena.
B. Develop economies of scale via mergers.
III. Legal and Regulatory Framework
A. Develop viable financial reporting and auditing standards.
B. Enact appropriate tax legislation on the Islamic banking industry.
C. Establish pertinent regulations on the industry to foster the growth of the economy at large.
This is a very well thought out road map for Islamic banks to follow. However, the long-term instruments
discussed in (1b) need not be equity vehicles only: they can be hybrid ones incorporating a modified version of
mudaraba, as I describe in my paper below. Second, the authors rationalize the extensive use of the murabaha
facility and call it “indispensable.” The reason Islamic bankers use this instrument is that the majority of them have
a conventional banking background. Furthermore, this facility is the easiest for them to implement, as it is assetbacked and reduces moral hazard. The Muslim umma has yet to look beyond this and develop modern instruments
compatible with the Shari‘ah.ii
The broad vision of Al-Omar and Iqbal is currently being realized in Malaysian bank mergers as far as item
(IIb) is concerned. The remaining papers on this topic delve further into issues (1) to (3).
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I. ISLAMIC FINANCIAL MARKETS AND INSTRUMENTS
Tariq Al-Rifai stresses that it is foolhardy of sponsors of Islamic mutual funds to target high-net-worth
individuals, as they are sophisticated individuals who are already clients of conventional institutions. Furthermore,
they are indifferent to Islamic versus conventional products and services. The market that is still untapped is the one
comprising middle-income professionals. To target this market, Islamic banks need to educate this client base and
comply with disclosure policies as enforced by the Securities Exchange Commission in the United States. This will
eliminate any institutional mistrust and nourish their growth to develop the economy. To a certain extent, I agree
with Al-Rifai. However, this umma needs to develop instruments consistent with the Shari‘ah and package them for
the Muslim mass market to further their economies and not those of the developed nations. Two papers expand on
this issue.
Ebrahim elucidates the classical modes of Islamic finance in the context of those in conventional finance.
However, mudaraba possesses unique features and is difficult to translate in terms of modern corporate finance.
Most scholars have translated both mudaraba as well as musharaka as equity instruments akin to common stocks
(Ismail, 1999). Nonetheless, mudaraba is devoid of any control features. In this case modern finance requires
equity instruments such as mudaraba to have either of two features.
One, they must be provided with additional compensation for the loss of voting (control) privileges (Pratt,
Reilly, and Schweihs, 1995). This is empirically observed in certain stock exchanges where specially designated
stocks without control features command additional dividend payment. iii This is contrary to the fiqhi view that the
musharik gets paid a premium for his efforts in a venture funded equally by both mudaraba and musharaka.iv This
disparity between modern finance and Islamic law is due to that fact that in a modern corporation, entrepreneurmanagers are paid a salary in addition to a dividend, which is based on the profitability of the venture.
Or two, they must be considered senior to already-existing equity (common stock or musharaka). In this
instance, mudaraba can be considered as a hybrid. This view has empirical evidence: mudaraba account holders of
the restructured Dubai Islamic Bank were given priority over the musharik (stockholders).
If mudaraba is seen as a hybrid facility, then it can be decomposed into a combination of a murabaha
facility and a call option (al ikhtiyarat). This relationship gives the pricing relationship or the profit-sharing
parameter of it. It is also shown to be malleable in the two dimensions of return and risk. This has profound
implications in the securitization of assets, as one can design a mudaraba vehicle to cater to uses ranging from
bonds to growth facilities financing venture capital projects.
Zamir Iqbal also ventures into the scope of financial engineering, securitization, and risk management via
commodity swaps. Iqbal rationalizes the urgency to develop long-term Islamic facilities to foster the growth of the
Muslim economy because emphasis on debt instruments such as murabaha can hamper long-term growth and render
it vulnerable to exogenous shocks. Another vital issue in the development of Islamic financial markets is the
process of securitization. Iqbal illustrates this via a simple example. However, there are many issues that have yet
to be resolved in this arena. These include the design of Islamic money market and bond funds, the impact of the
closed-end puzzle on the securitization of assets, and so on. Finally, Iqbal discusses risk management using
commodity swaps, a very modern instrument, and delineates its relationship with bai‘ salam, a classical Islamic
instrument. Iqbal’s paper should guide Islamic financial engineers and policymakers to develop and implement
products and strategies to minimize risk.
I. AND II. ISLAMIC FINANCIAL MARKETS, INSTITUTIONS AND INSTRUMENTS
Shaukat Aziz presents a very basic perspective, stating that Islamic banks have the potential to evolve out
of a narrow niche market to one encompassing a wide array of products and services on a global scale as long as
they:
(a)
Standardize products and services while narrowing down the different interpretation of the
Shari‘ah. This can cut costs and create liquidity.
(b)
Behave professionally and provide full disclosure
(c)
Increase public awareness
III.

LEGAL AND REGULATORY FRAMEWORK

A. Financial Reporting and Auditing Standards
Rifaat Ahmed Abdel-Karim discusses how his organization is working to set standards to promote
transparency and accountability. In the current environment, Islamic banks do not use a consistent method for
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financial reporting, as there seems to be no regulation. AAOIFI’s mission is to assist Islamic banks in developing a
consistent methodology for preparing financial statements and auditing them. Although AAOIFI has made
numerous accomplishments, it lacks the power to enforce its standards and therefore works with governmental and
professional organizations to implement them. The development of AAOIFI is an important step in reducing
gharar, as the organization effectively tries to provide information on the operating efficiencies of IFIs to
depositors, shareholders, and potential clients.
B. Government Fiscal Policy
Walid Hegazy focuses his study on the amendments to the Malaysian tax laws to address the tax treatment
of IFIs. These amendments pertain to the Income Tax, Stamp Duty, and Real Property Gains Tax Acts. The
intention behind the legislation is to put both types of institutions (conventional and Islamic) on equal footing.v
C. Regulation and Supervision
Luca Errico and Mitra Farahbaksh discuss the Islamic concept of hisba (regulation and supervision) as
applied to IFIs. They contrast IFIs with conventional financial institutions (CFIs) and extend the regulatory
framework of the Basle Committee on [Conventional] Banking Supervision to IFIs. However, the actual practice of
IFIs is not very different from that of CFIs, and it differs drastically from the theoretical paradigm.
This disparity between the theory and practice of Islamic banks should serve as an eye-opener to those of
us who are striving to Islamize the financial activities of the Muslim umma. Some Muslim economists, such as Kahf
(1999), have expressed their displeasure over this result. However, Errico and Farahbaksh have a valid point,
reinforced by Ahmad (1989), that “no significant device has been evolved by Muslims as a substitute for interest.”
This is certainly a very good paper. I only disagree with them on the assertion that mudaraba has more risk than
musharaka. If mudaraba is given seniority over musharaka, its risk can be lower.
The Second Harvard University Forum on Islamic Finance contained a good blend of technical and nontechnical papers in the area of Islamic finance. This should serve as a beacon to strategically assist in the
development of Islamic capital markets, and as a source of inspiration to Islamic academics, practitioners, and
policymakers in the coming years.
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i

Boot and Thakor (1997) elaborate that a “financial system in its infancy will be bank dominated, and increased
(capital) market sophistication diminishes bank lending.”
ii
The concentration of assets of IFI in murabaha was of concern to the pioneer of Islamic Banking, the late Ahmed ElNaggar (1994), who stated that the actions of Islamic banks could easily be imitated by conventional banks if they use this
vehicle extensively. Iqbal and Mirakhor (1991) reiterated the feeling of other notable Islamic economist such as the late Shaikh
Mahmud Ahmad, “who expressed his frustration at the failure of Islamic banks to implement a true interest-free model.”
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iii
The New York Stock Exchange does not allow companies to register for trading unless they adhere to a one-share
one-vote policy. This is designated as optimal corporate stakeholder policy (see Grossman and Hart, 1988, and Harris and Raviv,
1989).
iv
I am grateful to Monzer Kahf, formerly of the Islamic Development Bank, for enlightening me on the fiqhi aspects of
Mudaraba.
v
There are instances where governments can provide incentives to promote or dissuade Islamic banking. The Pakistani
government’s preferential tax treatment of Mudaraba companies has promoted their incorporation (Uppal, 1999), whereas the
Egyptian government’s policy of controlling the growth of private Islamic financial institutions curbed their development
(Galloux, 1999).

