
ILSP
Harvard

It has long been said that Islamic Finance

needs its own innovative blueprints to

follow the pulse of the industry.

Discussions on Islamic Finance as an alternative

to conventional finance or a competitor have

reached a new milestone: recognition of their

cooperation. As the field of Islamic Finance

expands and diversifies, so does its ability to

cross new venues and cultivate partnerships.

The Ninth Harvard University Forum, enti-

tled “Building Bridges Across Financial

Communities,” sought to explore these

opportunities: What lessons on social respon-

sibility can organizations find in Islamic

Finance and other faith traditions? What can

conventional banks and Islamic Finance insti-

tutions learn from each other, particularly

after the financial crisis?

This volume, a selection of 11 papers presented

at the Ninth Forum sponsored by the Islamic

Finance Project at Harvard Law School, inves-

tigates these questions through original

research on best practices across and between

industries and faith traditions. Essays consider

diverse topics ranging from the influence of

religion on corporate social responsibility and

individual financial choices to the parameters

of hedging and portfolio diversification. 

As our writers suggest, there is reason to be

optimistic about the future of cooperation

among financial communities; intellectual

inquiry is just a first step along this bridge. 

Islamic Finance Project
Islamic Legal Studies Program
Harvard Law School

S. Nazim Ali
Editor

BUILDING BRIDGES ACROSS
FINANCIAL COMMUNITIES

The Global Financial Crisis, 
Social Responsibility, and 

Faith-Based Finance

Islamic
Finance 
Project

B
U

IL
D

IN
G

 B
R

ID
G

E
S

 A
C

R
O

S
S

 F
IN

A
N

C
IA

L
 C

O
M

M
U

N
IT

IE
S

213495 Islamic cover_dc_Layout 1  3/13/12  5:27 PM  Page 1



BUILDING BRIDGES ACROSS
FINANCIAL COMMUNITIES

The Global Financial Crisis, 
Social Responsibility, and 

Faith-Based Finance



Past Publications from Harvard University Forum on Islamic Finance 

Islamic Finance: Innovation and Authenticity

Integrating Islamic Finance into the Mainstream: Regulation Standardiza-
tion and Transparency

Islamic Finance: Current Legal and Regulatory Issues

Islamic Finance: Dynamics and Development: Proceedings of the Fifth 
Harvard University on Islamic Finance

Islamic Finance: The Task Ahead: Proceedings of the Fourth Harvard 
University Forum on Islamic Finance

Islamic Finance: Local Challenges, Global Opportunities: Proceedings of the
Third Harvard University Forum on Islamic Finance

Islamic Finance into the 21st Century: Proceedings of the Second Harvard 
University Forum on Islamic Finance



Islamic Finance Project
Islamic Legal Studies Program
Harvard Law School

BUILDING BRIDGES ACROSS
FINANCIAL COMMUNITIES

The Global Financial Crisis, 
Social Responsibility, and 

Faith-Based Finance

S. Nazim Ali
Editor



Copyright © 2012 The President and Fellows of Harvard College 
All rights reserved

Unauthorized reproduction of any part of this volume, by any means, without
written permission from the copyright holders, may be prosecuted to the fullest

extent permissible under relevant U.S. and international copyright laws.

ISBN: 0970283598

Printed in the United States of America

Library of Congress Control Number 2011961233

Compiled in 2012 by the 

ISLAMIC FINANCE PROJECT



Contents

Preface . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . vii

Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1

Part I: Islamic Finance and Global Economic Meltdown 

After the Meltdown: New Perspectives on Islamic Finance . . . . . . . . . . . . . . . . . 19
Ibrahim Warde

Portfolio Diversification during Financial Crisis: Analysis of 
Islamic Investment Strategies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31
Jahangir Sultan and Maher Milly

Islamic Finance after the Global Financial Crisis . . . . . . . . . . . . . . . . . . . . . . . . . 69
Majid Dawood and Huma Sodher

Part II: Shari‘a and Regulatory Framework

Adding Social Responsibility and Accountability to the 
Mandate of Shari‘a Advisory Boards . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83
Aly Khorshid

Challenging the Parameters of Permissible Hedging in Islamic 
Finance: Rationale and Implementation of Recent Shari‘a Rulings . . . . . . . . . 103
Robert Rilk

Part III: Social Responsibility

Empowering CSR, SRI and SE in Islamic Finance . . . . . . . . . . . . . . . . . . . . . . . 133
Mohamad Akram Laldin

Investment Evaluation Framework for Socially Responsible 
Investing and Islamic Finance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 159
Sajjad H. Shah

Money and Morality: Pathways Toward a Civic Stewardship Ethic. . . . . . . . . . 169
Marcy Murningham 

Part IV: Faith and Finance

Is Faith a Luxury for the Rich? Examining the Influence of 
Religious Beliefs on Individual Financial Choices. . . . . . . . . . . . . . . . . . . . . . . . 227
Ayesha Khalid Khan

Faith and Finance: A Catholic Consideration . . . . . . . . . . . . . . . . . . . . . . . . . . . 263
Séamus P. Finn

Faith and Finance: Value-Guided Pursuit of Interests . . . . . . . . . . . . . . . . . . . . 281
Mohammad Nejatullah Siddiqi 



Glossary. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 291

References . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 297

Guide to Contributors . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 313

Index . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 321

vi building bridges across financial communities



Preface

Islamic Finance has reached a particularly formative stage of its develop-
ment. There has been growing interest in Islamic Finance and a sharp
growth in its publicity since the recent political developments in the Muslim
world and the growing attention to Islamic law. The recent decision of the
Qatar Central Bank to shut all Islamic windows of the conventional banks
in Qatar and the post-revolution opportunities unleashed for Islamic
finance products in Egypt, Libya, and Tunisia have rekindled the need to
strengthen the shari‘a and regulatory framework of the industry through
research and development. Scores of magazines and academic journals are
publishing exclusively on the field. Similarly, educational initiatives around
the world, including graduate degree programs in Islamic finance, are
increasing at a geometric rate. Of particular significance is the landmark
initiative of Thomson Reuters in collaboration with other stakeholders in
the launching of the Islamic Interbank Benchmark Rate (IIBR) on Novem-
ber 22, 2011. This is a significant milestone in the consolidation of the
Islamic money market.
In the midst of these exciting developments, the Islamic Finance Project

(IFP) at Harvard Law School seeks to critically reflect on traditional notions
of Islamic Finance as well as its potential application to new venues. As such,
the Ninth Harvard University Forum on Islamic Finance, held in March
2010, focused on the theme of building bridges across financial communi-
ties with the goal of answering the following questions: How can organiza-
tions use Islamic finance as a framework for becoming more socially
responsible?; What are the initiatives other faiths have and can take toward
improving business practices?; What does current academic research suggest
about the trends and future direction of Islamic finance after the financial
crisis? Through this publication of 11 papers presented at the Forum, we
invite you to join us in exploring these pertinent issues.
The Ninth Forum is the continuation of efforts over the past 15 years to

create dialogue between practitioners, regulators, and researchers on the
salient issues in the field. As the Islamic finance industry expands, the IFP
strives to expand its workshops, seminars, and forums to educate and
engage the public in the developments of the field. Since the last conference
in 2010, the IFP has held a workshop with the London School of Economics
and several seminars here at Harvard Law School. IFP has also held a series
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of events highlighting the growing importance of the Islamic finance indus-
try in the wake of the financial crisis. These events included an October 12,
2010, roundtable discussion, Impact of Islamic Finance on Economic Devel-
opment,with eminent personalities, such as Ahmad Mohamed Ali (the pres-
ident of the Islamic Development Bank), M. Umer Chapra, Samuel L.
Hayes, and Ibrahim Warde, as panelists. There was a panel discussion enti-
tled Islamic Finance: Creating an Enabling Environment on the following
day. In 2011, the IFP and LSE co-hosted the fifth annual public lecture
Building Bridges Across Financial Communities and the 2011 Harvard-LSE
workshop Reappraising the Islamic Financial Sector that focused on the need
to better streamline the Islamic finance industry toward achieving the objec-
tives of Islamic law (maqasid al-shari‘a).
To further our objective of informing the public on the latest develop-

ments in the industry, the IFP organized a panel discussion on September
26, 2011, with the theme “Islamic Finance: Bankruptcy, Financial Distress
and Debt Restructuring,” led by discussant Ibrahim Warde. The panel dis-
cussion focused on the latest cases of insolvency issues in the Islamic finance
industry. As part of the ILSP Lecture Series there was another public lecture
on November 9, 2011, Dispute Resolution in Islamic Finance: Current Trends
and Future Perspectives, delivered by Umar Oseni, ILSP Visiting Fellow. To
keep these dialogues accessible to the public at large, the IFP developed an
updated databank that contains articles, books, conference papers, disser-
tations, and Quranic verses and Ahadith pertaining to Islamic finance. These
databases are original in content and make up a unique electronic library
that is a helpful tool for both researchers and practitioners. The public can
also access the databank free of charge.
The Harvard University Islamic Finance Forum remains our most pop-

ular event, helping to attain our goal of engendering an advanced and
insightful dialogue. Papers for the Ninth Forum were chosen through a rig-
orous selection process from a large pool of over 40 submissions in response
to a call for papers. The selected authors, as well as other renowned scholars
and practitioners around the world, came to the conference to discuss these
papers and share their opinions on how Islamic finance can bridge new
financial communities. The two-day conference was structured around
three plenary sessions—Islamic Finance after the Global Financial Crisis,
Faith and Finance, and Social Responsibility—that are reflected in the cat-
egorization of papers in this book. Although the papers and discussions
during the plenary sessions and the six parallel sessions were insightful and
thought provoking, they could not all be included in the limited space of
this publication. The 11 papers here were chosen by a competitive selection
process and further developed through feedback from the audience and
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multiple rounds of revisions. We hope they will provide you with a lens into
the intellectual exchange of the conference. Banquet speeches delivered by
M. Nejatullah Siddiqi and Thomas D. Mullins, respectively, began and con-
cluded the conference and should also be acknowledged here for their valu-
able contributions.
The forum, and the subsequent publication of this book, would not have

been possible without the generous support of a number of institutions and
individuals. I wish to thank the sponsors of the Ninth Harvard University
Forum on Islamic Finance and of the IFP: Al Baraka Islamic Bank, HSBC
Amanah, Islamic Research & Training Institute of Islamic Development
Bank, Kuwait Finance House, Rasameel Structured Finance Company, and
Al Subeaei Group. They have valued and encouraged our work in this field.
I am also grateful to several faculty members of various Harvard schools,
especially Noah Feldman of Harvard Law School, Baber Johansen of Har-
vard Divinity School, and Samuel Hayes of Harvard Business School. I also
thank the ILSP staff from whom the IFP has enjoyed tremendous support.
We are especially proud of the level of involvement and commitment to

the project exhibited by students in the Harvard community. They have
been a wonderful resource in compiling the research database, organizing
the forum and seminars, and assisting with research and publications. Spe-
cial mention goes to Sanjida Rahman, A.B.’10; Hassan Yousuf, A.B.’12;
Mudiur Adhan, A.B.’12; and Jennifer Schwalbenberg, J.D.’12 of Boston Col-
lege Law School, for their work and contributions in the organization of
the Ninth Forum.
With due sense of appreciation for their significant contributions, I would

like to thank Frank E. Vogel, Ibrahim Warde, Rodney Wilson, and Kristen Stilt
for their critical review and advice in the compilation of this book.
Last but not least, I would like to acknowledge Umar Oseni, ILPS Visit-

ing Fellow, for editing the papers as well as providing invaluable assistance
in writing the introduction. Sarah Akhtar, A.B.’12, has to be recognized for
her outstanding commitment to the project’s activities including prepara-
tion for the Ninth Forum. She was instrumental in the completion of this
book. I appreciate the efforts of Sarah McIntosh, A.B.’12, and Sara Al Saadi,
a visiting student from Qatar Foundation, for their assistance in the prepa-
ration of this publication. Their respective contributions to this book are
greatly appreciated.

S. Nazim Ali
Director, Islamic Finance Project & Acting Executive Director
Islamic Legal Studies Program
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Introduction
Islamic Finance Project Staff

The Ninth Harvard University Forum on Islamic Finance provided an
opportunity for shari‘a scholars, clergymen and economists to hold deeper
critical discussions on how to build bridges across financial communities
through the promotion of Socially Responsible Investments (SRIs). This
forum took place in the aftermath of the recent global financial crisis whose
impact is still being felt across the world. For once, the global financial com-
munity agrees on the importance of ethical business in stabilizing the global
economy. As part of the efforts to build bridges across financial communi-
ties in order to create a new global agenda, the nexus between faith and
finance and, more importantly, the need to instill a sense of moral respon-
sibility in global business, are trends emphasized by the contributors to this
book. It is not surprising that the Financial Times observed that “[i]t is strik-
ing that even big-name bankers have been looking back at the crisis through
a religious prism.”1 To this end, the recent global economic meltdown has
recast the need to evaluate the relevance of faith-based initiatives and SRIs
in the global economy. Examining the economic meltdown through a reli-
gious prism leads to three related considerations: SRIs, faith-based initia-
tives and the role of ethics in global finance. There is no doubt that the
economic crisis has thrown many business schools into array, which has in
turn led to the increasing importance of ethics in the curriculum of such
schools.2 In order to forestall a future economic crisis, the obvious solution
begins at the business schools. It is, however, very gratifying to observe that
most business schools across the world have begun to integrate ethics into
their curriculums.3

Given the seismic shift in business thinking, the Islamic finance industry
must keep pace with the developments in order to remain relevant in the
global economy. These recent developments in the industry speak volumes
of the unflinching resolve of the major stakeholders to consolidate the devel-
opments of the past decades. Last year there were a number of positive
developments such as the launch of the Islamic Interbank Benchmark Rate

1

The Islamic Finance Projectwould like to recognize Umar Oseni, Visiting Fellow at Islamic Legal
Studies Program, Harvard Law School for his contribution in preparing this introduction.



(IIBR), which is expected to transform the Islamic money market and erase
the doubts of skeptics about the shari‘a compliance of Islamic finance gen-
erally. This landmark initiative, which was a result of concerted efforts of
Thomson Reuters and other stakeholders in the industry, “provides a robust
indicator of the average expected cost of short term interbank market fund-
ing for the Islamic finance industry.”4 This initiative marks a watershed in
the history of Islamic finance industry, which can, with such developments,
collaborate with other financial communities in order to reform and
strengthen the global financial system. In order to set the global economy
on a more robust trajectory growth, the concerted efforts of all stakeholders,
including faith communities, are required. 

In light of the above, the selected papers from the Ninth Forum, pub-
lished in this book, are valuable in building bridges across financial com-
munities through faith-based and social responsibility oriented initiatives
in the aftermath of the global economic meltdown. Now is not the time to
lament the losses of the recession, but to look into the future with a view
toward identifying significant ways of strengthening the global financial
system. The faith community can play a significant role in ensuring that
ethical values are instilled in the global financial system. 

Islamic Finance and Global Economic Meltdown

The aftermath of the global financial crisis led to questions about what went
wrong. The last Harvard Islamic finance forum focused on building bridges
across faith communities to collectively find sustainable solutions to the
crippling financial meltdown. Enhancing global financial stability in diffi-
cult times requires establishing necessary synergies among key global play-
ers. The potential contribution of Islamic finance to global stability in the
aftermath of the global crisis is twofold. First, it can reinforce its collabora-
tion with other faith-based models in order to strengthen the global econ-
omy; and second, it can strengthen the global Islamic finance industry and
make it a force to reckon with in the global economy. 

The Islamic Development Bank (IDB) Group organized a Forum on
the Global Financial Crisis in 2008. In response to the recommendations
of that forum, a Task Force on Islamic Finance and Global Financial Sta-
bility was constituted under the headship of the Zeti Akhtar Aziz, Governor
of the Central Bank of Malaysia. One of the key mandates given to the task
force was “To analyse the role and relevance of Islamic finance in promot-
ing global financial stability.”5 In its recommendations, the task force pro-
posed eight building blocks to ensure the stability and dynamism of the
global Islamic finance industry.6 These eight building blocks are: develop-
ing a comprehensive set of cross-sectoral prudential standards, enhancing
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financial resilience of the industry through the development of a liquidity
management infrastructure, strengthening financial safety net mecha-
nisms, developing a reliable and effective crisis management and resolution
framework, developing efficient accounting, auditing and disclosure stan-
dards with prudential governance standards, developing macro-prudential
surveillance framework and adequate financial stability analysis, strength-
ening rating processes, and capacity building in the Islamic finance indus-
try to encourage global financial stability.7 The last building block, capacity
building, relates to the contribution of Islamic finance to the stability of
the global economy as a key sector.8

The Ninth Harvard Islamic Finance Forum began with a presentation
on new perspectives on Islamic finance following the financial meltdown.
The presentation by Ibrahim Warde is the first chapter in Part I of this book.
The dramatic turn that the global financial crisis took has recast the need
for alternative forms of finance within the global financial system as well.
Debates continue regarding the resilience of Islamic finance as a miniscule
but crucial part of the global financial system. Warde reviews the paradigm
shift experienced in the post-2008 debates on the necessity and potential of
Islamic finance to transform the global economy. However, the impact of
the crisis on Islamic finance is another interesting part of Warde’s analysis.
He divides the financial crisis into three phases: the decline in U.S. real estate
prices and sub-prime lending woes, losses suffered by major international
financial institutions and the global economic recession. Islamic financial
institutions escaped the first two phases unscathed but felt the effects of the
global economic recession. 

While Warde does not consider Islamic finance as a panacea to the woes
of the global financial system, he agrees that the Islamic sector weathered
the financial meltdown better than the conventional sector. This assumption
concurs with Chapra’s conclusion when he considers Islamic finance as a
potent force that can prevent future financial crisis. Chapra writes that “The
Islamic financial system has so far been able to gain a very small share of
the global financial market and, even if it operates perfectly as desired by
the shari‘a, it may not be able to create a significant impact on the interna-
tional financial system in the near future.”9 It is pertinent to observe that
there has been an increase in the research work carried out on the relation-
ship between Islamic finance and the global financial crisis from 2008 to
2012. Theoretical propositions on the viability of Islamic finance as the
panacea to the global financial crisis aside, research trends have shown min-
imal or no impact of Islamic finance on the crisis even though most of the
factors leading to the meltdown have been addressed in general principles
of Islamic commercial law.10
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As a proposed panacea to the global crisis, Jahangir Sultan and Maher
Milly posit that the diversification of investment portfolios during difficult
times may help in cushioning the negative effects of the crisis. The focus of
their paper is Islamic investment strategies. The paper identifies the need
to introduce alternative investment models to the global financial system
considering the increasing rate of commercial intercourse among people of
different races, religion and cultural leanings. The positive sides of global-
ization should promote unity in diversity, which may result in the harmo-
nization of best practices in the global economy. 

In their empirical research, Sultan and Milly compare three different
asset allocation models—conventional, Islamic, and socially responsible
investing. The various asset allocations in the Islamic equity investment
strategy reveal less exposure to credit market conditions than their conven-
tional counterparts. This is more relevant during periods of economic reces-
sion.11 In the Islamic investment paradigm, there is emphasis on the
“exclusion of highly leveraged companies” and “high-level asset-backing,”
which has shielded, to a large extent, the Islamic finance industry from the
negative impact of the global financial crisis.12 By infusing some of these
ethical dimensions of the Islamic financial system into global practices,
investment portfolios may be structured in unique ways that make them
adaptable to the needs of all stakeholders. There is no doubt the ethical
dimension of investments re-emerged during the financial crisis. Therefore,
it is possible to harmonize ethical values and economic justice, which form
the basis of Islamic investment strategies with the values of socially respon-
sible investing within the general framework of the global economy. This is
the thrust of Sultan and Milly’s conclusion in which they emphasized that
the result of their study should “open investors’ minds to the ability to ben-
efit from an investment strategy based on Islamic principles not only amidst
financial market turmoil, but also during regular, more tranquil periods.”
This conclusion reiterates the call for harmonization of prudential princi-
ples of investment strategies through an open-minded adoption of princi-
ples that have proved their worth and weathered the financial storm in order
to create a more stable global financial system. 

Meanwhile, Majid Dawood and Huma Sodher study how the Islamic
financial system has fared after the financial market turmoil. Their paper
focuses on the Islamic finance industry after the economic meltdown, and
is a look into the future of the industry. Even though the paper highlights
the causes of the economic recession, the challenges facing the Islamic
finance industry are part of the aftereffects of the crisis. Four important
ways of resolving the challenges were identified: diversification of invest-
ment classes, bolstering consumer confidence, maintaining Islamic finance’s
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appeal as not only a religiously sound but also a financially sound invest-
ment method and standardizing the industry.13 Islamic finance products
must not just be shari‘a compliant, but should also be financially viable and
conventionally competitive. The sukuk defaults experienced during this
financial crisis sound a note of caution to the stakeholders in the Islamic
finance industry. The most recent proposed issuance of $2 billion sukuk by
Goldman Sachs has triggered a wide array of discussions among shari‘a
experts in the industry. As significant as this foray into the Islamic financial
market is, some experts have warned that the current structure of this offer-
ing may breach the rules of Islamic law. In spite of the consultancy role
played by the UK-based Dar Al Istithmar, some Islamic finance experts still
believe there are a number of issues that must be fixed before the sukuk-
structure can conveniently satisfy the requirements of the shari‘a.14 Such
great challenges, particularly with the sukuk default experienced in the pre-
vious years, calls for soul-searching within the Islamic finance industry. 

In general, even though the Islamic finance industry did not escape
unscathed, it has performed well during the peak of the crisis. A number of
reports and academic works have been published on how Islamic finance
fared as a small but important part of the global financial system. Even at
the peak of the crisis in 2008 and 2009, the Islamic finance industry con-
tinued to grow in a historic manner through a marked increase in shari‘a-
compliant products across the world. According to the Financial Times
Special Report on Islamic Finance 2011, “Islamic finance has passed a signif-
icant landmark. Despite turbulence in Europe and rising fears of a global
downturn, shari‘a-compliant assets have surged past the $1 trillion mark,
recording another year of double-digit growth, according to research by The
Bankermagazine and Maris Strategies, the research and advisory group.”15

Sustaining the existing best practices in the industry and addressing con-
troversial shari‘a and regulatory challenges facing the industry are undoubt-
edly urgent priorities. 

Shari‘a and Regulatory Framework

Recent developments in the Islamic finance industry have recast the need
for effective and reliable shari‘a and regulatory framework.16 The ongoing
UM Financial Group debacle in Canada has raised many doubts as to
whether unsuspecting investors may be swindled because of their piety. The
Premier Canadian Islamic Financial Institution is now being liquidated and
a series of earth-shattering revelations, shocking for an Islamic financial insti-
tution, has been revealed. The insolvency of this Islamic mortgage lender has
raised more questions than answers as to the nature of shari‘a-compliant
business in North America, and it went into receivership in October 2011.17
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The whole debacle calls into question the efficacy of shari‘a and regulatory
frameworks in Islamic financial institutions.18

Part II of this book focuses on the need to further strengthen the shari‘a
and regulatory framework of the Islamic finance industry. Of particular
interest is the recent directive of the Qatar Central Bank (QCB) to conven-
tional banks operating Islamic windows within Qatar that they close these
Islamic windows. Although there have been a series of speculations as to
the motive behind the sudden directive, some experts have argued that the
move was meant to forestall the co-mingling of Islamic and conventional
funds.19 Others have argued that the sudden ban is due to weak risk man-
agement measures in such Islamic windows.20 Banks responded by simply
transferring the Islamic accounts to the conventional parent bank with the
consent of the account holders.21 The implication of this reaction is that
most of the customers do not really care about using shari‘a-compliant
products. Though experts welcomed with open arms the step taken by QCB,
it would have taken a step further to explain the rationale to the public,
which would have influenced customers considering the need for shari‘a-
compliant products. 

There is a need for more robust reforms in the shari‘a and regulatory
framework of Islamic finance to be able to proffer some palliative measures
in the global financial system. This reemphasizes the need for prudential
standards to enhance financial resilience. Strengthening the shari‘a and reg-
ulatory framework will further streamline the trends of the growing Islamic
finance industry. Regulatory harmonization and cross-border links in
Islamic finance may improve the global economy. To this end, Aly Khorshid
advocates for the addition of social responsibility and accountability to the
mandate of shari‘a boards in order to make them more effective both in
their Islamic duties and in the overall interest of the Islamic finance indus-
try. Khorshid challenges the growing trend in the appointment of Shari‘a
Board members where few shari‘a scholars sit on numerous boards. Some
board members have become household names, and are being used as
brand names to market products. Using practical examples, his paper illus-
trates how this unfortunate trend may negatively impact the industry in the
long run. There is a need for high credibility among the elite in the industry
as all products are subject to the prior certification of the shari‘a boards. 

Although shari‘a board members are accountable to the people who
appointed them, whether executive management or shareholders of the
financial institution, and above all, of course, to God in accordance with
Islamic beliefs, Khorshid believes there is a professional need for more
accountability. Accountability to either a higher body or a professional
organization with its own unique code of ethics may be necessary to give a

6 building bridges across financial communities



worldwide credibility to the Islamic financial system. The role played by the
shari‘a board in streamlining Islamic finance products cannot be overesti-
mated. Thus, Islamic financial products must be structured in ways that
reflect the objectives of Islamic law (maqasid al-shari‘a) and not be more
expensive and high-priced than their conventional counterparts. The lack
of expertise among some shari‘a scholars with regards to the global financial
system is another challenge identified by Khorshid. Some have also argued
that there is even a general lack of shari‘a expertise within the global Islamic
finance industry.22 This challenge is being addressed presently with a num-
ber of institutions including the Certified Shari‘a Adviser and Auditor
(CSAA) program introduced by the Accounting and Auditing Organization
for Islamic Financial Institutions (AAOIFI) and the Chartered Islamic
Finance Professional (CIFP) program of the International Centre for Edu-
cation in Islamic Finance (INCEIF).23While these bodies cannot produce a
shari‘a scholar within few months, any applicant to such programs must
already have a background in shari‘a generally. 

The Malaysian model of shari‘a governance, which regulates the appoint-
ment of shari‘amembers to Islamic financial institutions, is a good frame-
work worth emulating in other jurisdictions. This sort of regulation is
required in any system lest anarchy prevail. For instance, the Shari‘a Gover-
nance Framework for Islamic Financial Institutions 2010 issued by the Central
Bank of Malaysia clearly provides for the scrutiny of proposed shari‘a board
members’ qualifications and experience. The primary objective of the new
framework is to enhance “the role of the board, the Shari‘a Committee and
the management in relation to shari‘amatters, including enhancing the rel-
evant key organs having the responsibility to execute the shari‘a compliance
and research functions aimed at the attainment of a shari‘a-based operating
environment.”24 The new framework allows the Central Bank of Malaysia to
check whether there is conflict of interest among Islamic financial institu-
tions operating in the country while considering the proposals for the
appointment of shari‘a board members. There are also provisions regarding
the independence of the board and the competency, confidentiality and con-
sistency of the board. The new framework makes the shari‘a board members
more accountable in their duties. Forms and precedents for shari‘a reporting
are also provided in the appendices to guide the shari‘a board members as
they discharge their duties. This framework, which contains a code of ethics
for shari‘a board members is a major milestone in the shari‘a and regulatory
framework of the Islamic finance industry. 

One important aspect of the shari‘a process, when structuring Islamic
financial products, is knowledge of legal drafting.25 This should form part
of the curriculum of shari‘a certification trainings because most proposed
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Islamic finance contracts are drafted by finance experts or legal practitioners
and they are couched in terms that may prove difficult for interpretation
when such contracts come before the shari‘a board for approval. Thus, it
may be unfair to criticize shari‘a scholars who certify certain products that
may not necessarily satisfy the shari‘a requirements. Drafting legal docu-
mentation for Islamic finance can be very confusing owing to the nature of
Islamic finance transactions. This is more difficult when the contracts
involve hedging, particularly during economic recession. While considering
the rationale and implementation of recent shari‘a rulings from a legal
draftsperson perspective, Robert Rilk recalls the ruling of the Islamic Fiqh
Academy on organized tawarruq in 2009 as well as the AAOIFI sukuk state-
ment in 2008. Unlike the conventional finance market, Islamic finance
requires a number of additional considerations when drafting Islamic
finance contracts, particularly when the issues involve risk management
and hedging. 

The parameters of permissible hedging in Islamic finance require the
exclusion of all elements of riba, gharar and maysir in the construction of
the terms and conditions in a contract. Tawarruq has spurred a furor of
unending controversy among shari‘a experts, which is relevant in risk man-
agement and hedging.26 In fact, a number of risk management techniques
are based on commodity murabahah transactions otherwise known as
organized tawarruq.27 An example of such risk management product is
profit-rate swap, which was designed to regulate the cash flow between par-
ties in a particular transaction.28 Although organized tawarruq is permissible
in Malaysia, it has been proscribed in the Gulf Cooperation Council (GCC)
countries.29 While the organized tawarruq controversy rages on, draftsper-
sons are faced with the problem of choice of governing law. This problem
is frequently mitigated in Islamic finance contracts as parties often agree to
apply the English law. Though recent decisions on this issue do favor the
application of English law, a plethora of legal uncertainties remains regard-
ing key shari‘a terms and conditions in the contract.30 Meanwhile, in the
construction of the contractual terms, Rilk concludes that intention
(niyyah) plays an important role in determining whether the parties are uti-
lizing the product for hedging or for speculative activities. This is the posi-
tion of the Shari‘aAdvisory Council of the Central Bank of Malaysia, which
emphasizes the fact that the intention of the parties in a tawarruq transac-
tion is to avoid riba. In order to encourage sustainable innovations within
the shari‘a parameters, product development in Islamic finance must also
consider social responsibility. No matter the situation, the aftermath of the
recent economic recession has re-established the need to infuse ethical val-
ues into the global financial system. This also involves the consideration of
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socially responsible investments where the interests of all stakeholders are
reasonably protected. 

Social Responsibility

The recent economic recession reveals the level of dependence on debt
transactions. David Lynch writes that a “widening gap between rich and
poor is reshaping the U.S. economy, leaving it more vulnerable to recurring
financial crises and less likely to generate enduring expansions.”31 In
Europe, many of the countries are already in recession while the ripple
effects of the financial crisis are felt all over the world. Given the increase
in the poverty rate across the world, particularly in developing countries,
there has been a gradual drift toward socially responsible investment (SRI)
and more emphasis is now being placed on corporate social responsibility
(CSR) and social entrepreneurship (SE). Incidences of corporate miscon-
duct in recent economic crisis, such as Bernie Madoff ’s case, have rekindled
the need to instill ethics into the global financial system. The subprime cri-
sis was partly due to unethical behaviors of stakeholders who were ordi-
narily required to make informed decisions. For instance, there was
tolerance of high risk, which is considered catastrophic in financial deci-
sion-making. In such a crisis period, CSR, SRI and SE may provide a good
platform to reinvent the economy.32

Part III of this book focuses on the above concerns. Mohamad Akram
Laldin in his paper examines the three concepts of CSR, SRI and SE within
the Islamic finance framework. More specifically, he considers the concepts
within the paradigm of maqasid al-shari‘a and their relevance within the
modern Islamic finance industry. While comparing the concepts from the
Western and Islamic perspectives, he unravels a number of Islamic princi-
ples that are analogous to the Western concepts. What he refers to as the
“maqasidic dimension” of CSR, SRI and SE is a good basis for further dis-
cussions on the role of Islamic finance in enhancing these values. Apart
from this discussion, Laldin’s paper provides a strong basis to build bridges
across financial communities through the harmonization of common prac-
tices that can better the lot of the needy in our communities. 

Sajjad Shah takes this argument further in his paper, albeit in a more
specific manner by proposing an investment evaluation framework for SRI
and Islamic finance. By using Markowitz’s efficient portfolio theory, which
is premised on expected return of investment and expected portfolio risk,
Shah incorporates additional elements such as the degree of shari‘a com-
pliance and the extent of communal benefit. This is meant to extend the
conventional model to also cover SRI and shari‘a-complaint assets, even
though the additional benefit comes with costs. But to investors who prefer
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shari‘a-compliant investments, there is that satisfaction of fulfilling their
religious duties as well as the SRI requirement. All in all, one important con-
tribution of the paper to the ongoing efforts in establishing common ethical
grounds is the proposed additional requirements, which seek to harmonize
the conventional investment evaluation framework with the Islamic finance
and SRI requirements. 

Responsible planning and prudential management of resources leaves
wide latitude for steps to be taken to prevent a future global economic reces-
sion. Marcy Murningham, in her paper, examines money and morality as
pathways toward a civic stewardship ethic. According to Murningham, per-
sonal greed was part of the major causes of the recent economic recession.
The panacea to such a crisis, Murningham says, is not just the enactment
of “more laws and regulation but revitalization of the system of checks and
balances that already exists and a return to core principles at the heart of a
stewardship ethic.” In proposing ways of further engaging with CSR and
SRI and laying the foundation for building a bridge across financial com-
munities, Murningham considers the role of religion and ethics in public
life. The moral obligation of wealth from the Christian, Jewish, Islamic and
Buddhist perspectives provides a common ground for faith-based invest-
ments. This provides an uncommon opportunity to integrate ethical and
moral values into business practices. Such synergetic collaborations among
faith communities to salvage the global economy, particularly during eco-
nomic recession, necessitate a blend of faith and finance. Murningham sug-
gests the creation of a series of communities of inquiry and practice to allow
for a progressive collaboration among scholars and practitioners from dif-
ferent backgrounds. Apart from face-to-face interactions, these practitioners
may utilize digital interactive technologies through virtual engagements.
This initiative is expected to establish the legitimate role of morality in eco-
nomic decision-making. 

Faith and Finance

When blending faith and finance, the moral perspective of business and its
social relevance have recast the need to think outside the box while bridging
financial communities. The aftermath of the recent economic meltdown
has rekindled the need to blend faith and finance through value-oriented
norms based on shared ethical principles of the faith communities.33 Some
of the ethical values are shared among the faith communities. The new
financial architecture should include this ethical discourse.34 As observed
above, there has been a seismic shift in business thinking, which is making
inroads into the curriculums of the business schools and professional busi-
ness organizations across the globe. The importance of ethical investing
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blended with values that have their roots in religion are important in a busi-
ness environment fraught with the injustice, greed and unethical practices
that led to the collapse of the economy. 

Part IV of this book contains three chapters on different aspects of faith
and finance. Ayesha Khalid Khan examines the influence of religious beliefs
on individual financial choices. While utilizing a dataset of consumer infor-
mation from 9,078 individual customers of Islamic and conventional banks
in Pakistan, Khan answers the question of whether faith is a luxury for the
rich. What she refers to as a “faith premium” suggests that “more religious
people derive greater benefits from opening religious bank accounts.” One
may recall the recent collapse of UM Financial Group in Canada. As the
pioneer of shari‘a-compliant home mortgages in Canada, UM Financial
Inc. issued these mortgages to about 170 Muslim borrowers. The company
filed for bankruptcy last year and went into receivership, which has raised
much concern about the future of Islamic finance in Canada. This is an
example of what Tarek Fatah has referred to as “charging . . . devout bor-
rowers a premium for their piety.”35 This “piety premium” has influenced
the decision of many Muslim investors in selecting shari‘a-compliant prod-
ucts particularly in Western countries where there is less regulation by
Islamic authorities.36 Another incidental consequence of the “piety pre-
mium” is the cost of shari‘a-compliant mortgages in North America. This
constant struggle to reconcile faith and finance has led many Muslims to
pay the additional costs of the “piety premium” in order to convince them-
selves that they are on the right religious track.37 In fact, “research into the
investment preferences of Muslims shows that most of them want products
that benefit their savings, as well as their souls—rather as ethical investors
in the West want funds that do no harm, but are also at least as profitable
as other investments.”38 As emphasized above, an effective legal and regula-
tory framework is required in the global Islamic finance industry to prevent
untoward practices shrouded in secrecy and deception in the name of reli-
gion.39 If these excesses remain unchecked, unscrupulous elements may take
over the market and tarnish the image of the Islamic finance industry. There
is nothing inherently bad about the “faith premium” or “piety premium,”
but fund managers should not exploit the unsuspecting clients. Although
people tend to become more religious during economic distress, this does
not warrant the ill-disposed abuse of such religiosity for personal gains.40

Meanwhile, the diversity of the papers presented at the Ninth Harvard
Islamic Finance Forum is distinctly demonstrated in Séamus Finn’s review
of the Catholic consideration of faith and finance. The principles of the
Roman Catholic tradition have unique ethical norms regarding economic
justice and concern for the common good.41 This faith tradition has the
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potential to reform the instability created by the financial crisis. Father
Finn’s perspective leans toward alternative faith-based models where he
restates the position of the encyclical on alternative faith-based models of
investment, which proposes that “space also needs to be created within the
market for economic activity carried out by subjects who freely choose to
act according to principles other than those of pure profit, without sacri-
ficing the production of economic value in the process. The many economic
entities that draw their origin from religious and lay initiatives demonstrate
that this is concretely possible.”42 The set of principles that are grounded in
the biblical scripture—subsidiarity, solidarity, corporate governance, com-
mon good and moral values—have positively impacted corporations and
financial systems built on these Christian beliefs.43 These shared principles
constitute a firm basis for the faith community to infuse ethical values into
the global financial system. This proposal seeks to identify the ethical values
in the faith community that can transform the global economy. 

While Finn focuses on the Catholic consideration of faith and finance,
Mohammed Nejatullah Siddiqi examines the value-guided pursuit of inter-
ests through faith and finance with particular reference to the Islamic finance
model. Siddiqi posits that faith in its purest form has the potential to pro-
mote moral values and to correct injustices in the global financial system.
This last paper in the book reiterates a trend common to all the chapters,
which emphasize the necessity of shifting more toward the ethical values of
faith-based financing. Building bridges across financial communities is a sine
qua non to the much-needed transformation in the global economy. 

It is therefore appropriate to conclude these introductory remarks with
the comments of Thomas Baxter, President and General Counsel, Federal
Reserve Bank of New York, during the opening session of the Ninth Forum
on the aftermath of the global financial crisis: 

We need to look for principles of risk management, like a stake in
the venture, prudent incentive compensation, that will lead to more
disciplined financial decision-making, more ethical behavior by
providers of financial services . . . We need wise prudential supervi-
sion in the West and in the East, because the financial crises that our
children face will be global and will require global solutions.44
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Part I: 

Islamic Finance and Global 
Economic Meltdown 





After the Meltdown: 
New Perspectives on Islamic Finance

Ibrahim Warde

The recent financial meltdown marked a turning point in the evolution of
Islamic finance. Prior to the meltdown, Islamic finance was often dismissed
in conventional circles, even among those who recognized its moneymaking
potential. The idea of creating an alternative to conventional finance, and
specifically the intrusion of the religious element in what was supposed to
be a quintessentially secular realm, struck many as somewhat bizarre, espe-
cially at a time when conventional finance was riding high and seemed to
provide a universally applicable model. A different kind of criticism was
that Islamic finance was simply conventional finance dressed up in Islamic
garb. It was thus at best an attempt to “reinvent the wheel”—and an expen-
sive exercise at that—since the additional layer of control and documenta-
tion imposed by the shari‘a boards added costs and generated inefficiencies.

The argument of this paper is that the global financial meltdown has
recast the debate over Islamic finance. The Islamic sector resisted rather well
to the meltdown. Indeed, those products and practices that were not nor-
mally allowed under Islamic finance—debt sales, complex derivatives such
as credit default swaps, high leverage, unbridled speculation—were precisely
those that led to the near collapse of the global financial system. The melt-
down revealed excesses and dysfunctions and resulted in calls for alterna-
tives to conventional finance. Two aspects of Islamic finance—its inherent
conservatism and its preoccupation with ethics—made it look attractive
and credible and thus established its legitimacy and viability as an alterna-
tive form of finance. This paper warns, however, against the temptation to
consider Islamic finance as a panacea. Indeed, the industry, still in its youth,
faces many challenges that remain, not least of which is that of closing the
gap between abstract principles and actual practice.
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The Failing Paradigm

On the eve of the financial crisis, “American-style financial engineering was
the global gold standard.”1 The paradigm of global finance, as epitomized
by major Wall Street firms, commanded near-unanimous support and was
aggressively exported throughout the world.2 For almost three decades, since
the dawn of financial deregulation, other approaches to finance had steadily
been losing ground. To cite one example, the once vibrant sector of mutual
finance was greatly reduced through a seemingly irreversible process of
“demutualization.”3 In that context, the rise of Islamic finance was some-
what incongruous. Islamic banks seemed to be fighting an age-old battle
and were usually on the receiving end of lectures essentially asking them to
follow the cutting-edge of finance.4 The discourse was often dutifully
repeated within the Islamic world.5

This discourse proved spectacularly wrong, starting with the subprime
crisis of 2007. The following year, only a massive government bailout saved
the financial markets, which were assumed to be all-knowing and self-cor-
recting, from collapse. Financial innovation was supposed to improve effi-
ciency and liquidity, yet it brought forth an outright credit freeze. Risk
management was dealt with as if it were an exact science, yet as critic Robert
Kuttner observed, “Supposedly, these derivatives on top of derivatives ‘spread
risk,’ but in truth they spread risk the way an epidemic spreads diphtheria.”6

A number of statements by Alan Greenspan, the high priest of unfettered
capitalism and the man dubbed “the maestro,”7 captured the prevailing con-
ventional wisdom as the bubble was inflating. In 2002, just as he lowered
interest rates, he claimed that “bubbles cannot be prevented or defused by
financial regulators.” In 2004, he asserted that “a national severe price dis-
tortion seems most unlikely in the United States, given its size and diversity.”
In 2005, he added that a decline in home prices “likely would not have sub-
stantial macroeconomic implications.” That year he also observed that
“increasingly complex financial instruments have contributed to the devel-
opment of a far more flexible, efficient, and hence resilient financial system
than the one that existed just a quarter-century ago.” In 2006, shortly after
he left the chairmanship of the Federal Reserve Board and on the eve of the
bursting of the bubble, Greenspan said, “I think the worst of this may well
be over.”8

The near collapse of global finance brought to light the consequences
of nearly three decades of unbridled deregulation and the unprecedented
“financialization” of the economy and society.9 Financiers were the main
actors and beneficiaries of the new “gilded age” that preceded the meltdown.
In the words of Sanford I. Weill, who had assembled the Citigroup con-
glomerate, “People can look at the last 25 years and say this is an incredibly
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unique period of time. We didn’t rely on somebody else to build what we
built, and we shouldn’t rely on somebody else to provide all the services our
society needs.”10

The language is interesting, first because of the building metaphor, but
also because it suggests that finance, once seen as providing a service to the
economy, had become a self-contained, self-centered and dominant realm.
In the years preceding the credit crunch, “financial engineers” were at the
cutting edge of finance.11 Indeed, since the 1980s, investment banks and other
financial institutions engaged in a massive effort to hire PhD graduates in
physics, engineering, mathematics and other such disciplines to create
increasingly complex and highly lucrative new financial instruments. The
trend toward abstraction and the heavy use of mathematical symbols had
created the illusion of scientific precision.12 More worrisome, many in the
financial community started taking the engineering metaphor literally. To
quote finance professors turned bankers Eric Briys and François de Varenne:
“On what grounds can one reasonably expect that a complex financial con-
tract solving a complex real-world issue does not deserve the same thorough
scientific treatment as an aeroplane wing or a microprocessor?”13

Perhaps, as later events would show, the house of cards metaphor14

would have been more apt, but there are other advantages to the talk about
engineering. It is value-neutral and makes preoccupation with ethics or
morality superfluous, if not counter-productive. In an amazing display of
groupthink, the seemingly irresistible rise of finance was cheered on by an
overwhelming majority of every group that mattered—including the fin-
anciers themselves, as well as regulators, academics, analysts and journalists.
It is no surprise then that the financial meltdown of 2008 seemed to take
just about everybody by surprise.15 The world of finance seemed to proceed
on the assumption that, as Alexander Pope would have put it, “whatever is,
is good.”

It became easy to forget that models were only as good as their under-
lying assumptions. At the height of the boom, the same finance experts
asserted that “there is no divorce between the real economy and the financial
economy,” just as they marveled at “the vast panoply of solutions offered by
international finance,” railed at “fallacies, such as the supposedly demonic
trend of financial speculation and its destabilizing effects”and mocked those
who “express deep concerns and denounce the ascendancy of the financial
economy over the so-called real economy.”16

The period between early 2007 and the summer of 2008 was dotted with
scary episodes—the most dramatic being the government-engineered res-
cue of Bear Stearns by JPMorgan Chase in March 2008. Yet wishful thinking
was still in order. There was a common belief that the worst was over and
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that the “subprime crisis” had been contained, until the collapse of Lehman
Brothers in September 2008, when the financial markets effectively froze
and the dominant financial paradigm effectively collapsed.17

The financial meltdown was thus, at least in the minds of the principal
players, sudden and totally unexpected. To quote Andrew Ross Sorkin, “In
a period of less than eighteen months, Wall Street had gone from celebrating
its most profitable age to finding itself on the brink of an epochal devasta-
tion. Trillions of dollars in wealth had vanished, and the financial landscape
was entirely reconfigured.”18 Top officials were at a loss to explain what was
going on. While the Lehman drama unfolded, a perplexed George W. Bush,
a former businessman and the first American president to hold an MBA,
said to Federal Reserve Chairman Ben Bernanke and Treasury Secretary
Henry Paulson, “Someday you guys are going to need to tell me how we
ended up with a system like this.”19

The deluge of books praising the magic of the market was suddenly
replaced by works chronicling the disastrous mistakes made by financial
“geniuses.” (Often, the same authors who sang the praises of the infallible
market later engaged in a critique of the arrogance of financial theory.)20

Even Alan Greenspan changed his tune, conceding that he had “found a
flaw” in his bedrock belief of “40 years or more” that markets would regulate
themselves. “I made a mistake,” he acknowledged.21

The Impact on Islamic Finance

The recent financial crisis could be divided into three phases. During the
first phase, the decline in U.S. real estate prices drew attention to subprime
loans, which had found their way onto the balance sheets of major interna-
tional financial institutions through securitization. During the second
phase, losses suffered by such institutions triggered claims for which major
Wall Street firms and other companies, such as insurer AIG, were utterly
unprepared. Indeed, through highly lucrative and unregulated credit deriv-
atives known as “credit default swaps,” high-flying financial firms had, in
effect, insured countless institutions (and one another) against defaults, and
now they had to pay up. As the world’s leading global financial institutions
discovered the time bombs on their balance sheets (in the form of toxic
assets and unfunded liabilities), they realized that they were essentially insol-
vent: the ensuing credit freeze caused a global financial meltdown which
soon spread to the real economy. The third phase of the financial crisis was
thus a global economic recession, which would have turned into a depres-
sion were it not for massive government intervention worldwide to the tune
of $11.4 trillion, according to the OECD.22 It is only then that Islamic banks
started to feel the effects of the meltdown.23
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Why did Islamic institutions escape the first two phases relatively
unscathed? Quite simply because many of the practices that caused the
financial freeze would not pass muster with shari‘a boards. Indeed, neither
the securitization of subprime loans (which is a sale of debt) nor credit
default swaps (which are the sale of promises and are rife with gharar) are
acceptable.

Similarly, negative Islamic attitudes toward short selling were vindicated
by the role short selling played in many aspects of the financial crisis24 and
subsequent limits placed on short selling of financial stocks in London, New
York and elsewhere. Some old-fashioned principles, such as the distrust of
excessive leverage and of open-ended innovation, proved well-founded.25

Reassessing Islamic Finance

A central question in the assessment of Islamic finance is whether it truly
offers an alternative. The early objective of a partnership-based financial
system, which would bring social and economic development to the Islamic
world, was not quite fulfilled. Islamic finance chose instead to mimic many
aspects of conventional finance (and there is nothing inherently wrong with
this since Muslims have the same financial needs as non-Muslims), albeit
through Islamic contracts and within boundaries imposed by religion.

Hence, the inevitable and legitimate question: Is Islamic finance neces-
sary? Stated differently, does it add anything of value to the conventional
banking system? Before discussing the issue, two points should be stressed.
One is that the gap between promise and performance could be attributed
to the youth of the industry. Modern Islamic finance only started in earnest
in the mid-1970s. Its evolution has been marked by a constant process of
trial and error, and its shortcomings may be unavoidable growing pains.
The second point is that it would be unfair to judge Islamic institutions too
harshly, considering the world’s most prominent conventional institutions
have not proven to be exemplars of either probity or strategic acumen.
Although it could be argued that Islamic finance could still fulfill its original
objectives, my argument is that the recent financial meltdown has recast the
debate about the role and contributions of the Islamic sector. 

The excesses revealed in the wake of the 2007–2008 financial crisis
painted a different picture of the state of conventional finance. Differences
between conventional and Islamic finance may, by the standards of the early
promoters of Islamic finance, be modest; they are nonetheless real. And
those differences, as revealed by the recent crisis, now cast Islamic finance
in a different light. So, to answer the question asked earlier, Islamic finance
does offer an alternative. To be sure, it is mostly by default, since for the past
30 years or so, finance has been moving toward a single model, and whatever
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checks and balances existed previously, through regulatory agencies, con-
sumer groups, academics or the media, whether for reasons of ideological
hegemony or cooptation, have ceased to function properly.26 The large Wall
Street firms became the superstars and the guiding lights of that system,
stressing the goals of efficiency, convergence, leverage and deregulation.
Governments stayed out of the way to allow the magic of the marketplace
to operate. Yet innovation was not pursued, despite the underlying rhetoric,
for the benefit of the economy and society. It was pursued for its own sake—
and for the fat fees it generated. It is this unanimity (here we are reminded
of Margaret Thatcher’s assertion of TINA: There Is No Alternative) that in
hindsight made the Islamic sector appear as one of the few organized sys-
tems of alternative finance. This explains why the principles, if not the actual
practice, of Islamic finance have come to hold undeniable attraction well
beyond Islamic circles. 

Three elements could be singled out. One has to do with Islamic prod-
ucts and instruments, which despite their relative lack of originality retain
specific features. Even as they sought in their broad outlines to mimic con-
ventional products, Islamic products, such as murabaha, have specific con-
tractual features stressing ethics and risk-sharing. These can be
consequential when problems arise and the debtor is unable to pay. In con-
trast to conventional finance, where banks have no qualms about taking
advantage of distressed borrowers, the attitude of Islamic institutions is that
they must in such circumstances forsake some of their profits, typically by
extending a qard hasan (interest-free loan) to help the distressed borrower.27

Second, a number of financial products and practices, often among the
most lucrative ones—from selling debt to exotic derivatives or from short
selling to highly leveraged transactions—are simply off-limits to Islamic
institutions. Nor are practices deemed predatory, such as payday loans or
“vulture funds,” acceptable. Third are screening mechanisms that prevent
Islamic companies from investing in or doing business with companies
belonging to non-halal sectors or companies whose financial ratios or eth-
ical practices are not deemed acceptable.

This brings us to the alleged “loss of efficiency” endemic to Islamic
finance, particularly due to the extra layer of control and documentation
imposed by shari‘a boards. In conventional finance, efficiency was reflexively
associated with innovation, but that was before innovations nearly brought
down the financial system. So maybe the shari‘a boards played a salutary
role in the end. The systematic vetting of new products by shari‘a advisers
could be looked at as an “outside the box” perspective, a useful corrective
to the groupthink that had overtaken conventional finance.At a time when
conventional finance was unable to be self-critical or resist the lure of easy
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profits, shari‘a boards provided badly needed checks and balances, by scru-
tinizing every innovation on the basis of criteria other than profitability—
always the best way of reining in excesses.28 By insisting on ethical and
prudential guidelines at a time when Wall Street was playing pied piper,
they may have placed useful limits to the mimicry of conventional finance. 

The question of leverage provides an interesting illustration of differ-
ences between the Islamic and the conventional sectors. Islam favors equity
and is suspicious of debt. The requirement that loans be fully backed by an
asset greatly reduces the potential for leverage. The “one-third rule” (limit-
ing the debt-to-asset ratio to one-third) is where the Dow Jones Islamic
indexes and other screening mechanisms initially drew the line. In contrast,
conventional finance has been agnostic on the issue, since the findings of
Modigliani and Miller suggest that the debt-to-equity ratio has no bearing
on value. Yet, with the increased focus on profitability and the steady weak-
ening of prudential rules, conventional finance became increasingly partial
to debt at the expense of equity. Indeed, the single-minded focus on prof-
itability favored pushing leverage to the limit. It is thus no surprise that con-
ventional firms on the eve of the credit crunch were still, with the
acquiescence of regulators, finding creative ways of piling debt upon debt
to increase their leverage. In 2004, the Securities and Exchange Commission
(SEC) decided to permit investment banks to increase their permitted lever-
age from 10 to 1 to 30 to 1.29 Shortly before its collapse, leverage at Lehman
Brothers was at 44 to 1, with $748 billion in assets standing atop $17 billion
in equity.30

More generally, since the dawn of the age of financial deregulation,
which roughly corresponds to the entire lifespan of modern Islamic bank-
ing, conventional banking was transformed almost beyond recognition.
Beyond the question of leverage, a number of changes are worth noting.
Since 1978, caps on usury ceilings (usury in the conventional banking sense
of excessive interest) were effectively removed, opening the door to consid-
erable abuse.31 The relationship between debtor and creditor was trans-
formed by the practice of securitizing loans. In 2001, the value of pooled
securities in America overtook the value of outstanding bank loans. The
market for derivatives, which barely existed before deregulation, grew expo-
nentially, with a corresponding increase in complexity and opacity. Accord-
ing to the Bank for International Settlements (BIS), in 1997, the notional
value of derivatives contracts was $75 trillion, or 2.5 times global GDP. A
decade later, it mushroomed to $600 trillion, or 11 times world output.32

The whole incentive structure within the financial industry changed, favor-
ing reckless and short-term behavior, which generated bonuses yet ignored
the impact of such open-ended innovation on the economy and society.
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In contrast, the Islamic approach favored, in theory though not always
in practice, a conservative and ethical approach to finance, two qualities
that came to be prized following the financial meltdown. The excesses
revealed in its wake were accompanied by a backlash and calls for a return
to the basics of banking, to deleveraging and simplifying finance.33Whereas
finance is prone to overkill and hubris, religion—any religion and for that
matter any durable secular philosophical system—stresses temperance and
is likely to object to the conceit of omniscience. Nassim Taleb, in response
to those who sought comfort in financial models, stated, “It’s easier to say
‘God knows’ than ‘I don’t know.’”34

On the specific matter of ethics, the world of finance had adopted a cyn-
ical attitude. As told by a Stanford business school professor, “In the early
eighties, the faculty here started getting snotty comments about how they
were contributing to greed on Wall Street and training modern day pirates
and buccaneers. After a while, it got hard to laugh off. So the faculty said,
‘Hey, let’s just put an ethics unit in the curriculum. That’ll shut everybody
up.’”35 A whole generation of what may be called “non-practicing ethicists”
arose, whereby talking a lot about ethics provided cover for the perpetuation
of ethical lapses. The same is true about governance, transparency, risk con-
trol and other reassuring concepts. In an Orwellian twist, high-sounding
principles were invoked, just as they were violated in practice.36 On the eve
of a massive destruction of value, all the talk was about how financial inno-
vations were creating value. Risk management took on the airs of an exact
science, just as risk managers were about to prove that they had been clueless
all along.37

Just as excesses spawned an interest in simplifying finance, the “amoral-
ity” of contemporary finance has generated an interest in “moralizing” it.
And whereas Western or Judeo-Christian finance had become thoroughly
secularized (the religious origin of many financial institutions has long
receded from the public consciousness),38 Islamic finance stood apart in
still asking age-old questions about the dangers of making money with
money, the need to tether finance to the real economy and more generally
questions of ethics and morality. In the quest for a free-enterprise system
that is circumscribed by moral norms and codes, religion and Islam—a reli-
gion that holds a positive view of economic activities while providing for
strict guidelines—became more attractive. The Vatican newspaper L’Osser-
vatore Romano recently wrote, “The ethical principles on which Islamic
finance is based may bring banks closer to their clients and to the true spirit
which should mark every financial service.”39

Even secular observers have noted that Islamic finance could be a
restraining factor in the rise of transnational criminal networks and other
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unsavory phenomena that have come to be associated with globalization40—
what some have called “rogue economics.” In the words of Loretta
Napoleoni, “Above all, Islamic finance represents the sole global economic
force that conceptually challenges rogue economics. It does not allow invest-
ment in pornography, prostitution, narcotics, tobacco or gambling. Since
the fall of the Berlin Wall, all these areas have blossomed thanks to global-
ization outlaws under the indifferent eyes of the market-state.”41

A Cautionary Note

When the financial tsunami hit, bringing conventional finance to its knees,
there was a mood of soul searching within mainstream finance. In parallel,
there was a sense of triumphalism among promoters of Islamic economics
and finance. Some did not hesitate to present Islamic finance as a panacea
that would solve all the world’s economic ills and as the model that con-
ventional banks had to adopt to get out of their predicament.42

Yet soon afterward, the extension of the crisis from the financial realm
to the real economy exposed the vulnerability of a sector that is mostly asset
backed, though its inherent conservatism somehow mitigated the effects of
the economic downturn.43 This showed that Islamic finance was not after
all a panacea, and that a faith-based system is not automatically immune
to the vagaries of the financial system. 

On balance however, the Islamic sector weathered the financial melt-
down better than the conventional sector. If nothing else, there was an
acknowledgement within conventional circles that the principles and stric-
tures of Islamic finance were not without merit. This, in turn, created a
renewed sense of self-confidence within the Islamic sector, which also weak-
ened the hand of those who equated progress with uncritical imitation of
conventional banks. 

In sum, as the financial crisis has brought about a rare moment of
reflection and critical thinking, the logic of Islamic finance can no longer
be dismissed out of hand. At the same time, it may be dangerous to over-
state the virtues of Islamic finance and present it as a panacea, especially
since its principles state what is permissible and not what is necessarily
advisable. To quote Mahmoud El-Gamal: “The claim that Islam has the
perfect solution is questionable in economics, just as in politics.”44 Caution
is also called for to avoid the dangers of moral hazard. Islamic finance is
now at a crossroads. It is unclear how Islamic institutions will respond to
the new environment, and many other uncertainties remain. How much
change in regulation will happen as a result of the meltdown remains an
open question, the answer to which will also determine the future evolu-
tion of Islamic finance. 
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Portfolio Diversification during
Financial Crisis: Analysis of Islamic

Investment Strategies
Jahangir Sultan and Maher Milly

Introduction

It is still early to determine the full impact of the combined total loss of
more than $29 trillion in global equity markets during the recent economic
and financial crisis. However, it is already apparent that the demand for
safer asset allocation has become a paramount concern among investors.1

Hence, the question that comes to mind is: what types of investment strate-
gies would have performed well by limiting downside losses for interna-
tional equity funds during the financial crisis? This study conducts a
comparative performance analysis among equity portfolios devised accord-
ing to conventional, Islamic and Socially Responsible Investing (SRI)2

investment strategies.
In contrast to conventional or socially responsible investment funds,

Islamic equity funds comply with the rules set forth in the shari‘a, the divine
Islamic law. The Islamic asset allocation process is based on Islam’s ethical
values of economic justice, its emphasis on profit-loss sharing and real asset-
backed investments, as well as various constraints with regards to permis-
sible business transactions. The core dimensions of these restrictions relate
to charging interest (riba), gambling and speculation (maisir), and vague
or indeterminate contractual agreements (gharar). In addition, Islamic
funds are prohibited from investing in companies that profit from activities
deemed unethical in Islam, such as the sale of alcohol, arms, adult enter-
tainment and pork products. 

Our focus on alternative investment models is consistent with the emer-
gence of a new class of investors that, in addition to profit motives, is also
driven by their desire to live ethically and invest morally. Compared to the
conventional financial system, Islamic finance is a newcomer to the global
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financial world, encompassing somewhere between $750 billion to $1 trillion
of investments in firms and projects that are classified as shari‘a compliant.3

Yet, over the past few years Islamic investments have become more compet-
itive and consequently attractive not only to Muslim but to non-Muslim
investors seeking alternative investment opportunities, which offer investors
high ethical but also nominal performance standards. As a result, the number
of Islamic mutual funds and exchange traded funds world-wide has
increased considerably from merely 8 before 1992 to more than 550 in 2007,
with an estimated market capitalization of $300 billion.4 Numerous tradi-
tional U.S.-based financial institutions are joining this development. Simi-
larly, the SRI class of funds is a relative newcomer that has gained popularity
in recent years. Since the early 2000s, we have seen a dramatic interest in
socially responsible investing that poured billions of dollars into companies
known for their efforts to offer ethical investments and projects that pro-
moted environmental sustainability. 

Our interest in examining the performance of various asset allocation
strategies is timely, given the recent financial market turmoil. The hypothesis
tested is that the Islamic investment strategy may be safer during times of
economic distress, because Islamic funds have much less exposure to credit
market conditions than conventional portfolios. An Islamic investment
model might have proven beneficial due to its exclusion of highly leveraged
companies and emphasis on high-level of asset-backing. Employing the
Greenblatt’s stock screening process (alpha screening)5 and subsequent
Markowitz minimum-variance optimization, our study will compare the per-
formance of a shari‘a-compliant equity portfolio with that of an SRI and as
well as a more traditional equity portfolio. Both in-sample and out-of-sample
performance analysis will be performed to judge how well these investment
strategies may have performed during the recent global financial crisis. 

Islamic Mutual Fund Industry

Recent History
To fully comprehend the celerity of the Islamic Fund industry expansion,
it is necessary to place it in the context of the development of the Islamic
Finance industry as a whole. After a period of slow progress from its incep-
tion in the 1970s to the beginning of the 1990s, the Islamic finance industry
has undergone a rapid transformation.6 As the oil business in the region
gained traction and dollars started flowing into the oil rich Gulf nations,
the demand for a regional financial system based on Islamic principles
strengthened significantly since the 1990s. Even though “Islamic assets
[only] stood at about $150 billion in the mid-1990s,” the Standard Poor’s
Islamic Finance Outlook 2008 goes on to state that they have grown at more
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than 10 percent annually over the past ten years.7 In fact, the growth trend
of the Islamic finance industry has been accelerating, reaching annual
growth rates of 15 percent from 2005 to 2008.8

Current State
Within this broad industry development, the Islamic mutual fund industry
itself has “expanded significantly, growing at a compound annual growth
rate of 22 percent” over the past five years, according to a recent Moody’s
report.9 In order to accommodate this industry expansion, the number of
Islamic financial institutions increased from only a handful in the 1970s to
over 300 by 2007 (Siddiqui, 2007).10 Moreover, major Western stock
exchanges initiated listing Islamic indices, such as the Dow Jones Islamic
Market Index (DJIM) and the FTSE Global Islamic Index Series, that would
further the industry’s development. The Shari‘a Supervisory Board of the
DJ Islamic Market Index (listed in 1999) ensures that the security universe
is only composed of shari‘a-compliant companies. As of Feb. 27, 2009, the
index included 2,540 companies from 55 countries with a total market cap-
italization of $10,691.5 billion.11 The number of Islamic equity funds and
ETFs worldwide exceeded 325 in 2008, mirroring the growing demand for
Islamic investment vehicles.12 Major banking institutions of the West,
including UBS, Citibank, HSBC and Deutsche Bank, joined the industry
and now offer their own Islamic mutual funds as well as other Islamic finan-
cial products and services. According to a recent survey by Ernst & Young,
by the end of 2009, while global assets under management (AUM) reached
a level of $22 trillion, shari‘a-compliant investment funds are estimated to
manage about US$52.3 billion in investments. In addition, by the end of
2009, there were approximately 700 Islamic mutual funds.13

Future of Islamic Funds
The ongoing global financial crisis has affected the Gulf region, around
which most of the activities in the Islamic finance industry revolve.14 Yet,
according to the aforementioned size and growth figures, it seems that the
Islamic finance industry has proven rather resilient in the face of this world-
wide financial debacle and fared relatively well compared to conventional
financial industries in the West. This outcome stems from the fact that “to
some extent, today’s global economic troubles can be traced to excessive
leveraged financing activities that diverged from real economic activities.”
Since “the principles of Islamic finance […] are firmly rooted in […] real
economic activity,” Islamic equity funds, which comply with shari‘a regu-
lations and avoid highly-leveraged companies, have become very attractive
to today’s risk-averse investor.15 As such, the future bodes well for the Islamic
finance industry and consequently the sub-sector of Islamic mutual funds. 
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Besides the apparent attractiveness of Islamic investment vehicles during
the current financial crisis, the mere fact that Muslims comprise 21.01 per-
cent of the world’s population,16while the Islamic finance industry accounts
“for only about 1 percent of the financial assets in the overall banking and
insurance sectors […] suggests that there is still ample room for growth on
the supply side in the provision of Islamic financial products.”17 The com-
bined gross domestic product of the 57 member states of the Organization
of the Islamic Conference (OIC) based on purchasing power parity amounts
to approximately $7 trillion,18 while the six-member Gulf Cooperation
Council (GCC) alone is estimated to hold $2.5 trillion in private wealth.19

In fact, a joint study by the Islamic Development Bank and the Islamic
Financial Services Board expects the Islamic finance industry to undergo
“an annual growth of 15 percent until 2010 [ . . . expanding to] US$1.4 tril-
lion by 2010 and to US$2.8 trillion by 2015.”20 In light of the current global
financial crisis and the rising demand for shari‘a-compliant investments by
Muslim as well as non-Muslim investors worldwide, the Islamic equity
funds and Islamic finance industry as a whole are poised to undergo further
expansion.21 To achieve this projection, Islamic funds are expected to meet
investor expectations in terms of returns by shifting assets away from invest-
ment accounts to investment funds. Furthermore, as the E&Y report indi-
cates, as investors are moving away from capital preservation to capital
appreciation, the Islamic funds will need to deliver higher returns through
strategic allocation of investment funds. In order to appreciate the future
growth potential of Islamic finance, it becomes necessary to first understand
its fundamental characteristics, structure and origin, which will be outlined
in the next section.

Principles of Islamic Finance

Shari‘a
In contrast to SRI or conventional investment funds, Islamic mutual funds
have to be in compliance with the shari‘a. As the divine code of law, the
shari‘a serves as “the guide for human action, which encompasses every
aspect of human life and […] operationalizes the understanding of the
Divine Will in terms of human actions.”22 The framework of the shari‘a
is based on the Quran, the written revelation of God’s Word, and the
Sunna, which is comprised of the teachings and practices of the Prophet
Muhammad. Deriving its rulings from the Quran and Sunna, the shari‘a
is instilled with divine authority. Hence, the guidelines set forth in the
shari‘a become imperative to all Muslims and govern all aspects of life,
whether they are of personal, social, political, economic or financial
nature.
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The unitary perspective of life in Islam, which includes an economic
system, essentially strives to establish harmony, equality and balance within
the individual and society as a whole in a worldly context, but also between
the individual and God in a spiritual sense. Since the “rules governing per-
missible and forbidden economic behavior […], as well as questions of
property rights and of production and distribution of wealth, are all based
on the fundamental Islamic concept of justice,” it becomes evident that the
notions of economic justice and equitable distribution of wealth represent
two fundamental pillars of the Islamic economic system.23

Prohibitions in Islamic finance
In order to assist the development of such an Islamic economic framework,
the shari‘a stipulates certain rules that restrict economic and financial
processes, so that business dealings are just and fair and may benefit not
only the individual, but society as a whole. The three key prohibitions rel-
evant to Islamic finance relate to the concepts of riba, the charging of inter-
est; gharar, uncertainty or immoderate risk in contractual agreements; and
maisir, gambling and speculation.

The prohibition of interest is clearly expressed in the Quran, which states
that “God hath permitted trade and forbidden usury”24 and represents the
most striking difference between Islamic finance and the conventional
financial system. The actual Arabic word for usury used in the verse is riba,
which “means […] any increase over and above the principle amount
payable in a contract obligation, not covered by a corresponding increase
in labor, commodity, risk or expertise.”25 Accordingly, with the exception of
allowed profit sharing, the creditor is only entitled to the principal of the
loan, which is further articulated in the same section of the Quran, which
reads (in translation): 

O, believers, fear God, and give up what is still due to you from
Riba if you are true believer. If you do not do so, then take notice
of war from God and his Messenger. But, if you repent, you can
have your principal. Neither commit injustice nor should you be
subjected to it.26

The second prohibition refers to disproportionate gharar due to uncer-
tainty in financial contracts. The uncertainty as it relates to the relevant
exchanged goods or terms of a particular transaction thus includes any
ambiguity in terms of quantity, quality or deliverability of the subject mat-
ter.27 The last restriction of gambling and speculation (maisir) is plainly
outlined in the fifth Surah (chapter) of the Quran, which states (in transla-
tion), “O you who believe! Intoxicants and gambling, sacrificing to stones
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and divination by arrows are abominable actions of Satan; so abstain from
them, that you may prosper.”28 Therefore, any accumulation or acquisition
of wealth derived through gambling, games of chance or speculation is for-
bidden. Within the context of these constraints, it becomes apparent that
Islamic fund management practices and procedures will differ from SRI
and conventional funds. The implications of these three fundamental
restrictions of Islamic finance on shari‘a-compliant fund management are
further elaborated in the subsequent discussion.

Portfolio Asset Allocation Process of Islamic, Sri and Conventional Funds

General Comparison of Fund Objectives
Although SRI funds were initially conceived in a religious context as well,
socially responsible investing has expanded to take into consideration “the
so-called ‘triple bottom line,’ commonly known as the ‘three P’s rule: people,
planet and profit.’”29 Most recently, assets under SRI management were esti-
mated to be $3.07 trillion at the beginning of 2010.30 The premise of the
“three P’s rule” is reflected in a definition of socially responsible investing,
which can be found in the 2005 Report on SRI Trends in the United States
released by the Social Investment Forum:

Socially responsible investing (SRI) is an investment process that con-
siders the social and environmental consequences of investments, both
positive and negative, within the context of rigorous financial analysis
. . . It is a process of identifying and investing in companies that meet
certain standards of Corporate Social Responsibility (CSR).31

Therefore, SRI fund management aspires to establish an investment
strategy that results in financial profit, while realizing the commanding
responsibility toward our society and environment.

Our selection of Islamic and SRI investment strategies is in line with the
recent interest in the performance of faith based investing, with its overar-
ching goal to promote the betterment of society, relative to conventional
investment strategies, which lack such ethical motivation. In terms of the
portfolio allocation and structure, Islamic investments and socially respon-
sible investing (SRI) funds exhibit strong similarities, whereas traditional
mutual funds, represented in our study through a portfolio only subject to
an alpha stock selection filter adapted from Joel Greenblatt’s methodology,
are not subject to any other qualitative or quantitative constraints.32 The
congruence of Islamic and SRI funds stems from the fact that both do not
have profit maximization as their sole objective, but rather strive to fulfill a
paramount, ethical obligation and a social-utilitarian function. In the case
of Islamic funds, the religious responsibilities and regulations outlined in
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the shari‘a take precedence over profit in order to further the establishment
of a moral Islamic economic system and a just society.

In contrast, profit maximization is the dominant objective in traditional
fund management. Conventional equity portfolio strategies include neither
positive nor negative screens, whose purpose it is to align the portfolio with
certain ethical, qualitative standards. As such, conventional funds are not
often subject to the qualitative screening procedures that are so imperative
to Islamic and SRI funds.

Additionally, Islamic funds differ from SRI and conventional ones, since
their provisions incorporate quantitative screens that are based on ethical
paradigms found in the interpretation of the Quran and the Sunna by some
shari‘a scholars working for the funds. Furthermore, Islamic funds have to
comply with certain income purification requirements, which are derived
from the teachings of the Quran and Sunna. The distinctions between each
of the three fund types are further elaborated in the subsequent sections in
the context of the screening and income purification process.

Security Universe Restrictions
The qualitative screening of Islamic and SRI funds is very similar. Both
employ negative screens to exclude companies from their portfolios, which
they deem as being engaged in unethical business activities. In fact, while
Islamic screens eliminate “all banks and insurance companies whose activity
is interest-based […] as well as all companies involved in alcohol, tobacco
and armaments manufacturing and trading, or involved in entertainment
businesses,”33 SRI screens preclude companies involved in “alcohol, gam-
bling, tobacco, weapons production or distribution” and actively filter for
companies “showing […] good performance in the areas of animal welfare,
board diversity, community relations, corporate governance, environment,
human rights, indigenous peoples rights, product safety and impact, and
workplace practices.”34 A study by Ghoul and Karam finds that with the
exception of “interest income […], the requirement of certain financial ratio
standards, and the objection to pork and music companies.”35 Islamic and
SRI screening methodologies are fairly congruent from a qualitative point
of view.

Whereas traditional portfolio screening procedures lack a qualitative
component derived from ethical norms, Islamic, SRI and conventional
portfolio allocation methods rely on quantitative screens that specify cer-
tain filters.36 All three fund types utilize quantitative screens as filters to
earn superior alpha (excess returns), which set their portfolios apart from
competitors in their respective category. However, Islamic funds employ
certain quantitative screens on top of the preliminary qualitative ones to

Portfolio Diversification during Financial Crisis 37



arrive at a basic investment universe of securities, which is shari‘a compli-
ant. More specifically, the financial ratio analysis of Islamic funds aims to
screen out companies with excessive reliance on debt, where the typical
maximum level of total debt to market capitalization is set at 33 percent.37

Analogous tolerance levels of 33 percent apply to the ratio of the sum of a
company’s cash and interest-bearing securities to market capitalization
and accounts receivables to market capitalization in order to guarantee
that the capitalization structure and business activities of every company
in an Islamic fund conform to shari‘a principles.38

Income Purification
By investing in conglomerates, Islamic equity funds find themselves in an
intricate predicament, as the income streams of a diversified company may
partially derive from haram39 business activities. The issue of partial income
from objectionable sources does not impact SRI funds as much, because
they either simply exclude such companies via their qualitative screens from
the beginning on or do not have to worry about certain issues, such as
income from interest, at all. Conventional funds do not face this problem
in any manner, as they are allowed to invest in companies no matter whether
their business activities are considered permissible or not according to a
given code of ethics. Yet, the question remains as to whether Islamic funds
may invest in such companies at all; and if they are allowed to, how one
should manage the portion of total profits derived from haram income
streams. To avoid this predicament, shari‘a scholars have come to the general
conclusion that an Islamic fund is still allowed to invest in these corpora-
tions, as long as the haram income component is limited and appropriately
“purified.”40

In general, income from forbidden activities should be kept at a mini-
mum and must be purified by donating a corresponding percentage of the
fund’s payouts to charity. According to the Malaysian shari‘a Advisory
Council, riba income should account for “no more than 5 percent of […]
profits.”41 The directed “purification process is done either by the fund
manager before any distribution of income, or by reporting the necessary
financial ratios [to] investors.”42 In the case that management does not per-
form its duty, the Muslim investor has to make sure to dispose the percent-
age of his returns that was attributable to a company’s non-halal business
activities to charity. Actually, the latter approach is preferable, as it would
not place unnecessary financial burden on traditional investors, thus mak-
ing Islamic funds more attractive to non-Muslims.43 In essence, this regu-
lation ensures that companies with minimal income from haram activities
are not screened out altogether by Islamic funds, which can consequently
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tap into a greater investment universe that allows for sufficient diversifi-
cation. At the same time, it prescribes Islamic funds a manner by which to
purify their earnings and maintain their ethical integrity in accordance to
shari‘a standards.

Governance Structure and Composition of Islamic, SRI and 
Conventional Funds

Although Islamic financial products can be structured in a variety of ways
to form equity, commodity, lease-back (ijara), cost-plus sale (murabaha/
sukuk) or mixed funds (Bose & Mcgee, 2008), this study solely focuses on
Islamic equity funds. Although the actual portfolio composition of the
Islamic fund naturally resembles that of a regular open-ended, long only
mutual fund, Islamic equity funds are based on a “mudaraba” contractual
structure in terms of the fund’s management arrangement. Mudaraba fund
management structures are characterized by the Islamic profit and loss shar-
ing principle, in which “an economic agent with capital (rabb-al-mal) can
form a partnership with another agent with skills (mudarib), with an agree-
ment to share the profits.” 44 Under the mudaraba contract, losses from an
equity fund are generally to be suffered by the capital providers (investors)
only. Nevertheless, in the case that the losses can be attributed to negligence
or misconduct by the mudarib, he may be liable instead of the rabb-al-mal.45

The structure and portfolio composition of SRI funds and traditional
funds are not restricted in terms of specific investment vehicles, as long as
these financial instruments passed their screening and filtering process and
are in compliance with their investment policy statements. Islamic equity
funds, on the other hand, have to conform to a certain fund structure and
composition that incorporates consideration for the prohibitions of riba,
gharar and maisir. 

Due to the prohibition of interest, Islamic funds are not allowed to invest
in “any fixed income securities, such as corporate bonds, treasury bonds
and bills, certificates of deposit, [and] preferred stocks.”46 Similarly, Islamic
funds cannot trade on margin or exploit short-selling processes. For the
former, one would be relying on interest-based debt to finance the invest-
ment, while the latter entails not only borrowing a security with interest for
trading purposes, but also excessive risk due to potentially unlimited losses
(ignoring margin requirement calls). These two exclusions stand in stark
contrast to SRI and conventional funds, but especially to hedge funds, which
make extensive use of these two trading techniques. 

Furthermore, the prohibition of ghararprecludes Islamic equity fund man-
agement from a myriad of financial instruments, which are usually employed
by SRI and traditional funds. Since gharar bans excessive uncertainty or 
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risk in contractual agreements, Islamic funds are not allowed to utilize any
“financial derivative instruments, forwarding contracts, [or] future agree-
ments.”47 Keeping in mind that an option is the exchange of funds for a
right and no promise of an actual asset-based transaction, “a right, without
an obligation, makes [an option] dependent upon future events and creates
gharar,”48 thus rendering it a forbidden financial instrument under shari‘a
law. Forwards and future contracts are equally forbidden, as they rely on a
partial and not full payment at the initial transaction settlement and con-
sequently raise the issue of selling promises instead of actual assets. The
only notable, widely-accepted exception to the abovementioned restrictions
due to riba and gharar is presented in the form of a Salam contract. A Salam
transaction corresponds to a “deferred delivery [where] money is paid on
the spot but the commodity will be delivered at a future date.”49 Expanding
this concept, an Islamic equity fund can actually proxy a short-selling trans-
action via a Salam sale as long as it owns the underlying security at the onset
of the transaction. Consequently, Islamic equity funds can emulate this par-
ticular hedging technique, regularly employed by SRI and traditional funds,
without overstepping the boundaries set forth by the shari‘a. Yet, in contrast
to SRI and conventional funds, the strict prohibitions of riba and gharar
are in full effect and apply to all the other aforementioned cases, thus
severely restricting the number of permissible financial instruments and
ultimately the composition as well as structure of Islamic funds.

Financial Crisis and Islamic Funds

For the purposes of our study, July 2007 was chosen to mark the beginning
of the financial crisis. During this month Bear Stearns started releasing data
that some of its funds were essentially worthless, while the U.S. government
injected a combined $62 billion into the financial system the following
month as an emergency intervention.50 The origin of the financial crisis can
be traced back to the sub-prime mortgage problem, which was a result of
risky loans being extended to individuals with poor credit histories. These
loans were bundled into mortgage-backed securities (MBS) and sold to
investors across the world. As interest rates rose, the underlying risky loans
of MBS became subject to higher default rates and consequently the MBSs’
value dropped significantly. Due to uncertainty and higher default rates,
banks tightened lending and the credit crunch ensued, restricting much
needed liquidity. As the global financial crisis was spreading, governments
across the globe were struggling to turn the world economy around.51

At the same time, the Islamic finance system has weathered the financial
turmoil much better than its Western counterpart. Islamic banks, operating
on a system that prohibits interest, have not suffered as much as Western
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banks from the credit crunch. This phenomenon can in part be explained
by the Islamic banks’ safeguard against the “liquidity problem due to [inter-
bank] lending in the money markets, merger and resales of [debt-ridden]
companies” as well as their lending practices that evaluate “complete invest-
ment risks instead of mere credit risks.”52

More specifically, although the financial crisis has negatively affected the
performance of shari‘a-compliant funds, “their five-year total returns have
[still] managed to fare better than the S&P 500 and their peers” in the
mutual fund industry.53 For example, while the five-year return on the Rus-
sell 2000 index amounted to a 5.20 percent loss, the income and growth
funds of the Amana Mutual Funds Trust, one of the most prominent Islamic
mutual funds in the U.S., yielded a profit of 5.69 percent and 4.97 percent
respectively.54

As previously mentioned, the root cause of the current financial crisis
can be found in sub-prime lending practices and the dependent secondary
market for MBS. In contrast to Islamic principles, “debt braced with high
interest was being extended to persons who simply could not afford to pay
back loans [-this] was usury.”55 Moreover, the securitization of “mortgage
debts, turning them into interest-bearing securities” is strictly forbidden
due to the riba element and consequently Islamic funds are not allowed to
invest in these vehicles.56 Because of the credit crunch, the financial sector
was hit the hardest, as the industry’s high leverage level hurt banks, insur-
ance companies and financial institutions. Moreover, the derivative mar-
ket—and especially the secondary market for MBS—collapsed during the
financial crisis as the value of the underlying assets in these markets dete-
riorated with increased default rates. According to the prohibitions of riba,
gharar and maisir, Islamic mutual funds are forbidden to trade on margin
or short-sell by borrowing funds, invest in highly-leveraged firms, MBS, or
risky derivates and have thus been fairly immunized from the credit crisis
(which negatively affected all these investment vehicles and techniques),
ultimately resulting in superior returns for Islamic equity funds in general
compared to their conventional counterparts.

Data and Methodology

General Overview
The universe formation and alpha stock ranking process, modeled accord-
ing to a Greenblatt filter, were carried out in FactSet, utilizing its Universal
Screening feature. In addition, fundamental data for each security was
retrieved from the FactSet. Historical prices of the relevant securities and
indexes were retrieved from DataStream. The alpha ranking scores along
with the securities’ historical price information were imported into SAS.
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Based on the ranking, portfolios composed of the best 50 securities for each
asset allocation strategy were exported to Excel. Finally, Excel’s Solver add-
in was used to perform portfolio optimization and calculate relevant quan-
titative portfolio performance measures.

Security Universe Formation
In an effort to begin the asset allocation for each of the equity portfolios,
first, the appropriate security universes were formed. The initial universe
for the conventional, Islamic and SRI fund were proxied via the Dow Jones
Global World Index (DJGI), Dow Jones Islamic Market World Index (DJIM)
and Dow Jones Sustainability World Index (DJSI), respectively. 

Since the indices’ components were based on 2009 data, a filter was
implemented to only include stocks that actually existed in 2000, the year
that marks the beginning of the in-sample period. Similarly, securities, for
which the necessary 2006 fundamental data for the alpha generation rank-
ing screen is not available, are excluded from the universes. In order to pre-
vent security overlap among the three equity portfolios, which would
deteriorate the strength of the study’s findings, the DJSI universe compo-
nents are excluded from the DJIM and their combined security components
are excluded from the DJGI universe. To further establish relevant security
universes, from which even larger equity funds could have chosen stocks,
firms with a 2006 market capitalization of less than $1 billion are excluded.
The resulting universes consisted of 171, 802 and 958 potential securities
for the SRI, Islamic and conventional equity portfolio, respectively.57

Alpha Screen Ranking
In addition, a quantitative ranking screen, devised according to the method-
ology presented in Joel Greenblatt’s The Little Book That Beats the Market
(2005), is run on each of the universes to select superior securities. Green-
blatt’s ranking screen methodology was chosen because he is one of the
most prominent investment gurus of our time and his investment strategy
has proven consistently successful in extensive back-testing analyses.58

Greenblatt’s investment philosophy is based on the principle of buying good
companies at bargain prices. In an effort to aid this process, Greenblatt
devised a screen that ranks companies by earnings yield (EY) and return
on capital (ROC) ratios. While the high earnings yield filters for underval-
ued companies, the return on capital ratio yields companies that can rein-
vest their earnings at a high rate—resulting in potentially high earnings
growth—and most likely have a sustainable competitive advantage. The
earnings yield and return on capital ratios are calculated as follows:59, 60 

• EY = EBIT/Enterprise Value
• ROC = EBIT/(Working Capital + Net Plant, Property and Equipment)
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Thereafter, the EY and ROC ranks are added together for each security to
generate its final combined ranking.61

General Approach to In-Sample Optimization and Out-of-Sample Evaluation
For the purpose of Markowitz minimum-variance optimization, this study
divides the period from 2000 to 2009 into an in-sample and an out-of-sam-
ple period. The optimized portfolios will be determined using data from
the in-sample time period, which spans from January 2000 to June 2007
and represents relatively normal global economic activity with regular eco-
nomic contractions and expansions. Subsequently, the performance of the
optimized portfolios will be tested during the out-of-sample period, which
spans from July 2007 to April 2009, is characterized by a global financial
crisis and hence represents a time of economic distress.

Relying on in-sample period data, the Excel Solver utilizes Markowitz’s
portfolio theory to form optimized equity portfolios. The Markowitz
model’s optimization process is based on the following two parameters:
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rp is the return of the portfolio, ri the return of a particular security, wi is its
weight in the portfolio, cov is the covariance between the returns of the
securities, 	p

2 is the variance of the portfolio, C is the Lagrangian function,
�1 is the Lagrange multiplier and �ij is the correlation between securities.
The investor minimizes the variance subject to a target return by changing
the weights assigned to each security. Once the optimal weights have been
established, the portfolio’s performance is evaluated for the out-of-sample
time period and appropriate performance measures are computed, as dis-
cussed in further detail in the subsequent sections.

In-Sample Portfolio Optimization
For the in-sample portfolio optimization, first the weekly historical prices
of the securities in each portfolio for the period from Jan. 3, 2000 to July 2,
2007 are imported from DataStream into Excel. The weekly continuous-
compounding returns are calculated using log transformation of prices.
Next, the return of the portfolio is calculated for each week. According to
generally-accepted calculation procedures, the average weekly standard devi-
ation is annualized by multiplying the weekly portfolio deviation by the
square root of the number of weeks in a year, while the average weekly port-
folio return is annualized by multiplying by the number of weeks in a year.
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The Excel Solver is then used to optimize the portfolio via risk mini-
mization according to Markowitz portfolio theory. The solver is set up to
minimize the annualized standard deviation by modifying the weights of
the securities in each portfolio. Additional restrictions include a minimum
weight of 0 percent for each security, since a negative weight would cor-
respond to short-selling, which is not allowed in the shari‘ah compliant
long-only investment policy. Furthermore, the cumulative weight of all
the securities in each portfolio is capped at one, since a weight greater
than this value would imply margin trading, which is also not allowed in
the selected fund structure. A maximum weight62 for each security is set
at 10 percent, so that the solver devises a portfolio with a sufficiently large
number of securities, which benefits from diversification and is less
exposed to firm-specific risk. Using the available data and subject to the
aforementioned restrictions, the Excel Solver finally determines the appro-
priate security weights to form optimized conventional, Islamic and SRI
equity funds.

Out-of-Sample Forecasting and Performance Measure Calculations
In order to assess the performance of each of the investment philosophies
during the financial crisis, the optimized portfolios’ performances are eval-
uated over the out-of-sample period from July 2, 2007 to April 27, 2009. In
order to carry out quantitative performance analysis, the annualized mean
portfolio return and standard deviation for each equity fund are calculated
using the optimum security weights from the in-sample period. The two per-
formance measures are calculated in the same manner as for the in-sample
episode, except that the calculations are based on the time horizon from July
2007 to April 2009, characterized by the financial meltdown.

In terms of portfolio management style, it would be incorrect to classify
these portfolios as indexed portfolios, because the initial screening method
is similar to alpha scoring models that are utilized at portfolio management
firms (active management). Thus, the management style of the study’s port-
folios should be classified as enhanced indexing. It is important to note that
although we report the tracking error (TE), TE = 	(rp – ri),

63 for each port-
folio, we do not use this ratio to measure performance. The tracking error
would be a critical indicator of performance if we had set out to construct
indexed portfolios.

For a more conclusive portfolio performance evaluation, the Sharpe
Ratio (SR) is calculated. This is: 

SR = 
(�–rf)

	p
,

44 building bridges across financial communities



where µ is the portfolio’s annualized mean return, rf is the risk-free rate
(three-month U.S. Treasury bill rate [average of weekly rates during time
periods ’00–’07 and ’07–’09]) and 	p represents the portfolio’s annualized
standard deviation. The Sharpe ratio provides a risk-adjusted performance
measure and represents the portfolio’s excess return above the risk-free rate
per standard deviation of risk. 

Interpreting the Sharpe ratio based on the portfolio’s data during the
financial meltdown from July 2007 to April 2009 is a bit more complicated,
because the negative mean returns result in negative Sharpe ratios. Negative
Sharpe ratios make conclusions a bit more difficult and sometimes even
ambiguous, as a more negative Sharpe ratio can be due to a higher negative
return—an undesirable attribute—or a lower standard deviation—an
arguably attractive attribute. To avoid contradictory performance results,
the modified Sharpe ratio (MSR) is calculated as:

SR = (µ – rf) /	p
{(µ – r

f
)/Abs(µ – r

f
)}

where µ is the portfolio’s annualized mean return, rf is the risk-free rate
proxied via the appropriate average three month Treasury bill rate, 	p is the
portfolio’s annualized standard deviation and Abs is the absolute value oper-
ator. The modified Sharpe64 ratio makes comparison of the performances
of the conventional, Islamic and SRI equity portfolios intuitive and logical
when excess returns are negative. Note that when excess returns are positive,
the modified Sharpe ratio is identical to the regular Sharpe ratio.

Empirical Results

Performance Evaluation of Equity Funds (Comprehensive and Size-Based
Portfolio Groups)
As indicated in Tables 1–4, the performances of the conventional, Islamic,
and SRI investment strategies are evaluated using comprehensive portfolios
as well as small-, mid- and large-cap ones, which were constructed to control
for potential size bias. Generally speaking, the empirical results confirm the
study’s hypothesis that an investment philosophy for international equity
funds in accordance to Islamic law would have limited downside losses and
resulted in risk-adjusted return improvements over traditional and SRI
investment methodologies during times of economic and financial crisis.

Comprehensive Portfolio Group
As can be seen in Table 1, the comprehensive Islamic fund outperforms the
conventional and SRI equity portfolios in both the in-sample and out-of-
sample periods. However, during ’00–’07, the performance of the Islamic
portfolio is markedly superior with a modified Sharpe ratio (MSR) of
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1.1677, while the conventional one ranks second with an MSR of .7909 and
the SRI third with an MSR of .6843. In the subsequent out-of-sample
period, the relative improvement in the Islamic fund’s MSR over the nearest
competitors shrunk considerably from 47.64 percent to 1.5 percent, but is
nonetheless still higher than the other two alternatives with a value
of –.1103, while the conventional and SRI portfolios have MSRs of –.1120
and –.1307, respectively. Although this outperformance decline might ini-
tially cause concerns, the later performance analysis of the size-based port-
folios sheds light on the underlying cause and reaffirms the conclusion that
the construction of equity portfolios according to Islamic investment prin-
ciples resulted in return improvements over funds devised in accordance 
to conventional or SRI methodologies during times of economic distress.
The size-based portfolio performance analysis points to the fact that the
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January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Comprehensive (all sizes)

Average Return 0.26% 0.40% 0.22% –0.63% –0.57% –0.69%

Standard Deviation 1.80% 2.09% 1.70% 4.50% 4.86% 4.78%

Annualized Avg.
Return 

13.38% 20.72% 11.65% –32.69% –29.63% –36.09%

Annualized Std. 
Deviation 

12.96% 15.06% 12.26% 32.43% 35.06% 34.46%

Tracking Error 1.54% 1.93% 1.55% 1.66% 1.66% 1.40%

Number of Stocks 21 23 22 21 23 22

Sharpe Ratio 0.7909 1.1677 0.6943 –1.0644 –0.8975 –1.1009

Modified Sharpe
Ratio (MSR) 

0.7909 1.1677 0.6943 –0.1120 –0.1103 –0.1307

Improvement in 
MSR over Nearest
Competitor 

47.64% 1.50%

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 2 1 3 2 1 3

Table 1. Portfolio Performance



outperformance decline is most likely due to the inclusion of securities from
each of the three size categories, which happen to exhibit the lowest risk
characteristics, but at the same time, suffer from weaker return figures. In
accordance to the Markowitz portfolio optimization procedure, these secu-
rities would be included in the comprehensive Islamic equity portfolio
despite their weak return characteristics, because they contribute to a reduc-
tion of the portfolio’s overall standard deviation. Hence, in order to cor-
rectly assess each of the investment strategies, it becomes necessary to
evaluate their performance in the context of comprehensive as well as size-
controlled portfolios. 

The superior performance of the comprehensive Islamic equity fund is
further visually represented in charts found in appendices 1 and 2. The
charts display the base-indexed portfolio performance of each of the three
investment strategies. In order to construct these base-indexed charts, the
prices of each security are indexed with the first price in the relevant time
period serving as the base. In this manner, the subsequent security prices
are deflated by their relevant base price. Applying the optimized security
weights from the Markowitz optimization, the base-indexed prices are
added together to yield the portfolio index, which naturally starts at 1, or
100 percent. In this manner, it becomes possible to compare the relative
performance of all portfolios over time on the same scale. While the chart
in appendix 2 shows that investing in the Islamic fund during the financial
crisis would have protected an investor’s assets most effectively, the chart in
appendix 1 additionally demonstrates that such an investment would have
actually outperformed the other two fund investment alternatives by an
even larger margin during times of regular economic activity. In fact, over
the course of the second investment horizon from ’07–’09, the Islamic, tra-
ditional and SRI equity fund would have resulted in cumulative returns of
–38.42 percent, –42.27 percent and –44.28 percent respectively, while the
same would have yielded 653 percent, 397 percent, and 314 percent during
the initial investment period. As such, not only did the Islamic equity strat-
egy most effectively shield investors’ assets from losses during times of eco-
nomic turmoil, but it also yielded the highest returns during tranquil
market periods.65

Size-Based Portfolio Groups
As previously deliberated, an analysis of each of the three investment
methodologies utilizing size-based equity funds is chosen to control for
potential size bias and complement the performance evaluation of the com-
prehensive portfolio group. For this purpose, sub-universes are created from
each of the three initial universes based on company size, proxied via year
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2006 market capitalization figures.66 As Tables 2–4 indicate, the funds in the
small, medium and large cap portfolio groups, devised in line with Islamic
investment principles, are most successful in limiting downside losses during
the recent financial crisis from ’07–’09, clearly outperforming their respective
conventional and SRI counterparts. Moreover, with the exception of the large
cap Islamic fund, an Islamic investment strategy would have also yielded the
highest returns during periods marked by regular economic activity. 

In fact, as shown in Table 2, in the small cap portfolio group, the Islamic
fund performs the best during the in-sample period with an MSR of 1.0415
compared to MSRs of .7969 for the traditional and .6943 for the SRI port-
folio. Over the course of the subsequent investment horizon, the Islamic,
conventional and SRI funds exhibit MSRs of –.0607, –.0987 and –.1307,
respectively. Hence, the shari‘a-compliant Islamic investment strategy
results in an equity portfolio that exhibits a 30.71 percent and 38.56 percent
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January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Small

Average Return 0.23% 0.30% 0.22% –0.61% –0.38% –0.69%

Standard Deviation 1.53% 1.69% 1.70% 4.08% 3.92% 4.78%

Annualized Avg.
Return 

11.92% 15.83% 11.65% –31.71% –19.62% –36.09%

Annualized Std.
Deviation

11.03% 12.19% 12.26% 29.43% 28.27% 34.45%

Tracking Error 1.64% 1.83% 1.55% 1.65% 1.86% 1.40%

Number of Stocks 26 18 22 26 18 22

Sharpe Ratio 0.7969 1.0415 0.6943 –1.1399 –0.7588 –1.1008

Modified Sharpe
Ratio (MSR) 

0.7969 1.0415 0.6943 –0.0987 –0.0607 –0.1307

Improvement in
MSR over Nearest
Competitor 

30.71%
38.56%

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 2 1 3 2 1 3

Table 2. Portfolio Performance



improvement in MSR over its nearest competitor during times of normal
economic activity and financial distress, respectively. Similarly, charts in
appendix 3 and 4 reflect these performance characteristics. While the
Islamic fund only loses 28 percent of its value during the financial crisis,
the traditional and SRI funds lose 40 percent and 52 percent. During
’00–’07, the Islamic portfolio would have yielded a cumulative return of
391 percent, while the SRI fund comes in second with 307 percent, closely
followed by the conventional fund with 299 percent. These figures further
support the conclusion that an Islamic investment strategy would have been
successful during times of regular economic activity, but most importantly
invaluable to the objective of safeguarding investors’ assets amidst financial
market turmoil.67

An analysis of the medium sized equity portfolios corroborates our
aforementioned finding of superior performance of the Islamic strategy
during times of economic distress as well as regular development. As such,
an in-depth review of quantitative results is omitted in the interest of
brevity. Nevertheless, the relevant MSR and additional supporting perform-
ance figures can be extracted from Table 3 and appendices 5 and 6. Whilst
the Islamic fund again ranks first in the mid-sized portfolio group, it is
interesting to note that the relative ranking of the other two has changed,
with the mid-sized SRI fund actually performing better than the conven-
tional one during both time periods.

Reviewing the performances within the large-cap portfolio group in
Table 4, it becomes clear that the MSR results for the second investment
horizon from ’07–’09 validate the study’s hypothesis of Islamic funds’ capac-
ity to protect investors’ assets during financial crises. Accordingly, the
Islamic portfolio has the highest MSR of –.0588 and suffers the lowest
cumulative losses of 31.38 percent during ’07–’09, as demonstrated in the
chart of appendix 8. At the same time, the conventional and SRI fund yield
MSRs of –.0769 and –.0851 and total cumulative losses of 36.55 percent
and 36.99 percent, respectively. Yet, this portion of our analysis also offers
a cautionary note with regards to our supplementary conclusion that
Islamic equity funds may even provide superior returns during times of
regular economic activity. Contrary to the findings based on the compre-
hensive and other two size-based portfolio groups, the large-cap Islamic
fund this time ranks third in terms of MSR performance during the period
from ’00–’07, with a value of .1396. A plausible explanation for this finding
is that as firms become larger, they tend to be driven increasingly by overall
market conditions and not their own idiosyncratic factors, thus exhibiting
risk and return characteristics similar to the corresponding market. While
all other portfolio groups demonstrate that investors can profit considerably
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by investing in Islamic equity funds even in periods of tranquil market con-
ditions, the analysis of the large-cap fund group indicates that awareness of
a particular security’s market capitalization class becomes crucial when
deciding to adhere to a shari‘a compliant investment strategy during normal
economic times. With regards to the study’s initial hypothesis, the analysis
of the large-cap portfolio class along with the evaluations of all other port-
folio groups comprehensively verifies the finding that the Islamic invest-
ment strategy is most effective at protecting investor’s capital during
financial crises.

Performance Evaluation Excluding Relevant Industries
Besides the performance evaluation of size-based equity portfolios for each
of the three investment strategies, additional analyses were performed
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January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Medium

Average Return 0.16% 0.25% 0.19% –0.83% –0.36% –0.50%

Standard Deviation 1.52% 1.51% 1.53% 4.20% 3.74% 3.65%

Annualized Avg.
Return 

8.50% 12.87% 9.98% –43.01% –18.56% –26.07%

Annualized Std.
Deviation

10.94% 10.89% 11.04% 30.25% 26.99% 26.30%

Tracking Error 1.61% 1.91% 1.59% 1.74% 1.70% 1.80%

Number of Stocks 20 26 22 20 26 22

Sharpe Ratio 0.4905 0.8939 0.6209 –1.4825 –0.7556 –1.0611

Modified Sharpe
Ratio (MSR) 

0.4905 0.8939 0.6209 –0.1357 –0.0551 –0.0734

Improvement in
MSR over Nearest
Competitor 

43.97% 25.02%

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 3 1 2 3 1 2

Table 3. Portfolio Performance



excluding relevant industries from the respective security universes to fur-
ther test the robustness of our results. Due to the fact that financial and real
estate companies68 suffered the most during the recent financial crisis, secu-
rities from these industries are excluded from the relevant universes. 

Acknowledging slight nominal differences, the quantitative performance
measures essentially mirror the study’s previous findings (see Tables 5–8).
Of course the superior performance of the Islamic investment methodology
can in part be attributed to its prohibition to invest in banks and most real
estate companies, whose stocks happened to suffer the most during the credit
crunch and ensuing economic crisis. Yet, the results from this supplementary
analysis further ascertain the conclusion that, even when controlling for the
aforementioned issue, portfolios constructed in accordance with Islamic
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January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Large

Average Return 0.20% 0.09% 0.18% –0.50% –0.42% –0.53%

Standard Deviation 1.62% 1.55% 1.79% 3.84% 3.43% 4.01%

Annualized Avg.
Return 

10.56% 4.69% 9.57% –25.97% –21.90% –27.56%

Annualized Std.
Deviation

11.71% 11.19% 12.87% 27.67% 24.77% 28.95%

Tracking Error 1.54% 1.78% 1.41% 1.53% 1.84% 1.33%

Number of Stocks 22 23 20 22 23 20

Sharpe Ratio 0.6346 0.1396 0.5002 –1.0050 –0.9582 –1.0154

Modified Sharpe
Ratio (MSR) 

0.6346 0.1396 0.5002 –0.0769 –0.0588 –0.0851

Improvement in
MSR over Nearest
Competitor 

–72.08% 23.60% --

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 1 3 2 2 1 3

Table 4. Portfolio Performance



investment principles are more successful than conventional and SRI equity
funds in limiting potential downside losses during financial crises.

General Performance Comparison of Benchmark Index Universes
In an effort to analyze the investment strategies from a macro perspective,
the performance of the conventional, Islamic and SRI funds is compared
to that of their respective indices. Accordingly, first the performances of
each of the indices are compared over the course of the two investment
horizons. Thereafter, the performances of the constructed equity portfolios
are placed in the context of the respective index universes’ performance to
determine the effectiveness of the chosen quantitative alpha ranking filter
and Markowitz optimization model.
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January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Comprehensive (all sizes)

Average Return 0.28% 0.40% 0.20% –0.68% –0.57% –0.73%

Standard Deviation 1.83% 2.09% 1.69% 4.71% 4.86% 4.76%

Annualized Avg.
Return 

14.53% 20.72% 10.34% –35.52% –29.63% –37.93%

Annualized Std.
Deviation

13.21% 15.06% 12.22% 33.94% 35.06% 34.33%

Tracking Error 1.50% 1.93% 1.57% 1.74% 1.66% 1.51%

Number of Stocks 21 23 22 21 23 22

Sharpe Ratio 0.8624 1.1677 0.5903 –1.1007 –0.8975 –1.1584

Modified Sharpe
Ratio (MSR) 

0.8624 1.1677 0.5903 –0.1268 –0.1103 –0.1365

Improvement in
MSR over Nearest
Competitor 

35.39% 12.99%

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Sum 1 1 1 1 1 1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 2 1 3 2 1 3

Table 5. Portfolio Performance (excluding Financial/Real Estate Firms)



The conventional, Islamic and SRI universes are proxied via the modified
DJGI, DJIM and DJSI, and the indices’ price data is base-indexed to allow
for comparative analysis on the same chart.69 As illustrated in appendix 9,
the DJIM index lost 15.93 percent of its value, the DJSI only lost 3.85 percent,
but the DJGI actually gained 27.48 percent in value in the time period from
’00–’07, which is characterized by regular economic activity. Yet, as displayed
in appendix 10, in the recent financial crisis from ’07–’09, the DJIM suffered
the least cumulative loss, amounting to 42.78 percent, while the DJGI and
DJSI lost 48.27 percent and 53.08 percent, respectively. Hence, it becomes
clear that although the Islamic index wasn’t able to benefit as much as the
conventional and SRI during up market, it was able to better protect investors
from downside losses during the financial crisis from ’07–’09. 
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January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Small

Average Return 0.21% 0.30% 0.25% –0.55% –0.38% –0.73%

Standard Deviation 1.49% 1.69% 1.77% 3.93% 3.92% 4.85% Annualized 

Avg. Return 11.13% 15.83% 12.86% –28.77% –19.62% –38.15%

Annualized Std.
Deviation

10.76% 12.19% 12.76% 28.32% 28.27% 34.95%

Tracking Error 1.67% 1.83% 1.74% 1.72% 1.86% 1.58%

Number of Stocks 26 18 19 26 18 19

Sharpe Ratio 0.7434 1.0415 0.7623 –1.0805 –0.7588 –1.1441

Modified Sharpe
Ratio (MSR) 

0.7434 1.0415 0.7623 –0.0867 –0.0607 –0.1398

Improvement in
MSR over Nearest
Competitor 

36.63% 30.01%

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Sum 1 1 1 1 1 1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 3 1 2 2 1 3

Table 6. Portfolio Performance (excluding Financial/Real Estate Firms)



With regards to the in-sample period, the cumulative yields of the com-
prehensive equity portfolios stand in stark contrast to indices’ returns. A
comparison between the two groups on the same chart in appendix 11
reveals that the study’s alpha screen, devised according to Greenblatt’s rank-
ing methodology, and mean-variance optimization model are very effective
in the period from ’00–’07. All three equity portfolios undoubtedly perform
significantly better than the index group. At the same time, it is evident from
the chart in appendix 12 that the alpha returns of the same portfolios are
significantly less over the second period from ’07–’09, as the performance
of the equity portfolios becomes more aligned with that of the indices.
Although the Greenblatt quantitative ranking filter and Markowitz 
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January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Medium

Average Return 0.16% 0.25% 0.19% –0.79% –0.36% –0.45%

Standard Deviation 1.57% 1.51% 1.46% 3.89% 3.74% 3.57%

Annualized Avg.
Return 

8.24% 12.87% 9.99% –40.88% –18.56% –23.58%

Annualized Std.
Deviation

11.33% 10.89% 10.55% 28.03% 26.99% 25.76%

Tracking Error 1.60% 1.91% 1.58% 1.76% 1.70% 1.91%

Number of Stocks 21 26 23 21 26 23

Sharpe Ratio 0.4505 0.8939 0.6501 –1.5237 –0.7556 –0.9867

Modified Sharpe
Ratio (MSR) 

0.4505 0.8939 0.6501 –0.1198 –0.0551 –0.0655

Improvement in
MSR over Nearest
Competitor 

37.49% 15.94%

Optimization 
Constraints

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Sum 1 1 1 1 1 1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 3 1 2 3 1 2

Table 7. Portfolio Performance (excluding Financial/Real Estate Firms)



optimization procedure are generally successful in creating value in the form
of superior portfolio returns relative to the indices’ performance, the extent
of this advantage decreased during the out-of-sample period.

An extended assessment based on statistical analysis is undertaken to
determine the extent to which portfolio returns are driven by market per-
formance. The statistical analysis calculates beta, which measures a portfolio’s
exposure to general market movements, while R2 represents the amount of
variation in portfolio returns explained by variation in market returns.
Accordingly, for each comprehensive equity portfolio, the 388 in-sample and
99 out-of-sample weekly returns are regressed against each strategy-specific
index returns, using the ARIMA procedure with 5 lags on the residuals.

Portfolio Diversification during Financial Crisis 55

January 2000–June 2007 July 2007–April 2009

Conventional Islamic SRI Conventional Islamic SRI

Portfolio Group: Large

Average Return 0.20% 0.09% 0.18% -0.52% -0.42% -0.53%

Standard Deviation 1.62% 1.55% 1.79% 3.88% 3.43% 4.01%

Annualized Avg.
Return 

10.24% 4.69% 9.57% -26.80% -21.90% -27.56%

Annualized Std.
Deviation

11.65% 11.19% 12.87% 27.98% 24.77% 28.95%

Tracking Error 1.53% 1.78% 1.41% 1.52% 1.84% 1.33%

Number of Stocks 21 23 20 21 23 20

Sharpe Ratio 0.6101 0.1396 0.5002 -1.0236 -0.9582 -1.0154

Modified Sharpe
Ratio (MSR) 

0.6101 0.1396 0.5002 -0.0801 -0.0588 -0.0851

Improvement in
MSR over Nearest
Competitor 

-77.11% 26.62%

Optimization 
Constraints

Minimum Weight 0 0 0 0 0 0

Maximum Weight 0.1 0.1 0.1 0.1 0.1 0.1

Sum 1 1 1 1 1 1

Risk Free Rate 3% 3% 3% 2% 2% 2%

Ranking 1 3 2 2 1 3

Table 8. Portfolio Performance (excluding Financial/Real Estate Firms)



The figures in Table 9 reveal that the equity portfolios exhibit a relatively
moderate correlation with their respective index during the in-sample
period, with beta values ranging from .56 to .59, which is further supported
by the low R2 values, which range from .43 to .57 for each of the investment
strategies. In the second time period from ’07–’09, the correlation strength-
ens, with beta reaching values between .96 and 1.08 and R2 values ranging
from .88 to .92.

The diminishing nature of the equity portfolios’ alpha returns is most
likely attributable to two factors. On the one hand, the effectiveness of our
initial alpha screen might have deteriorated as the security mispricing gets
corrected over time, while, on the other hand, it might indicate that the eco-
nomic turmoil of the financial crisis simply had a widespread adverse effect
on many stocks. Although the scope of this research paper does not include
an attribution analysis, in general, the study’s results clearly indicate that
the alpha screening and Markowitz portfolio optimization procedure were
effective at constructing equity portfolios for each investment strategy with
superior performances compared to their respective index universe. Fur-
thermore, in light of the increasing correlation between the underlying
index universe and the corresponding equity portfolio during the second
investment horizon, the argument for adapting an Islamic investment phi-
losophy in anticipation of financial market turmoil becomes even more
compelling, especially given the fact that the Islamic index was subject to
the least losses from 2007 to 2009. 

Conclusion

There is no doubt that the recent global financial crisis has spurred demand
for safer investment strategies among today’s risk-averse investors. The aim
of this study was to determine whether an investment strategy for interna-
tional equity funds based on Islamic finance principles would limit potential
downside losses during financial crises. An Islamic investment model might
have proven particularly beneficial due to its exclusion of highly leveraged
companies, effectively reducing its exposure to credit market conditions. 
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Table 9. Statistical Analysis of Comprehensive Portfolio Group

Portfolio Type
In-Sample Period (00–07) Out-of-Sample Period (07–09)

Beta R2 Beta R2

Conventional .59 .53 .96 .88

Islamic .56 .43 1.08 .89

SRI .56 .57 .97 .92



It is important to note that the onset of the recent financial crisis can be
traced back to sub-prime lending practices and excessive leverage. Under
shari‘a law, which prohibits riba, gharar and maisir, Islamic funds are for-
bidden to trade on margin or short-sell by borrowing funds, invest in
highly-leveraged firms, MBS, or risky derivatives. These investments col-
lapsed in value during the credit crunch and the financial crisis, while the
aforementioned risky investment techniques and vehicles further amplified
losses suffered by the underlying assets and securities. Therefore, the study
bases its hypothesis on the notion that the principles and rules inherent to
Islamic finance would yield shari‘a-compliant equity portfolios better eco-
nomic results during times of distress.

For the purposes of our study, quantitative alpha screening and subse-
quent Markowitz minimum-variance optimization procedures were utilized
to construct conventional, Islamic and SRI equity portfolios. In-sample
(January 2000 to June 2007) optimized portfolio weights were used to fore-
cast out-of-sample (July 2007 to April 2009) risk and return figures for each
of the portfolios. In addition to annual return and standard deviation com-
putations, the modified Sharpe ratio was chosen as the primary compre-
hensive performance measure, because it determines the risk-adjusted
profitability of the various portfolios.

Within this context, the comparative performance analysis of the con-
ventional, Islamic and SRI investment strategies based on comprehensive
as well as size-based equity portfolios, confirms the study’s hypothesis that
the Islamic strategy is most effective at shielding investors assets from losses
during economic and financial crises. In fact, with the sole exception of the
large-cap portfolio group, the Islamic equity portfolios even outperform
their conventional and SRI counterparts during the prior investment hori-
zon marked by normal economic activity. As the results of this study show,
an investment strategy based on Islamic principles may be successful not
only amidst financial market turmoil, but also during regular, more tranquil
periods.

Portfolio Diversification during Financial Crisis 57



58 building bridges across financial communities

Appendix 1

Indexed Fund Performance (2000–2007 June)
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Appendix 3

Indexed Fund Performance (2000–2007 June)
Group: Small Cap

Pe
rfo

rm
an

ce
 (1

00
%

) 

Conventional Fund Islamic Fund SRI Fund 

 
 

      

Appendix 4

Indexed Fund Performance (2007 July–2009 May)
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Appendix 5

Indexed Fund Performance (2000–2007 June)
Group: Medium Cap
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Appendix 6

Indexed Fund Performance (2007 July–2009 May)
Group: Medium Cap
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Appendix 7

Indexed Fund Performance (2000–2007 June)
Group: Large Cap
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Appendix 8

Indexed Fund Performance (2007 July–2009 May)
Group: Large Cap
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Appendix 9

Benchmark Index Performance (2000–2007 June)
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Benchmark Index Performance (2007 July–2009 May)
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Appendix 11

Performance Overview (2000–2007 June)
Group: Comprehensive
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Performance Overview (2007 July–2009 May)
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Islamic Finance after the 
Global Financial Crisis

Majid Dawood and Huma Sodher

Introduction

Some economists suggest that the recession is over, or nearly over, and that
we have begun to recover. However, it is still too early to truly determine
how close we are to economic recovery as there is a substantial amount of
allocation and valuation to be certified on assets; this is a particular chal-
lenge as institutions are not entirely certain of all their assets and liabilities
due to the complex nature of the products and transactions. In fact, the lat-
est economic recession in Europe, which may result in a double-dip if not
effectively managed, has had a deleterious impact on the global economy.
The implications of what has transpired worldwide will therefore be unclear
for a substantial amount of time since the effects of the crisis keep rever-
berating. This situation has encouraged academics and practitioners to
explore solutions that aim to safeguard the global economy from such
financial turmoil in the future. 

The recent crisis is one of the worst financial crises that the world has
witnessed since the Great Depression. The Great Depression of 1929 was
concentrated mainly in the United States and the current crisis started in
the U.S. as well; however, its dominant effect has spread globally, which illus-
trates the interconnectedness of today’s global financial system. Govern-
ments and central banks have had to intervene in order to address the
turmoil in the markets by acquiring the “toxic assets” of financial institu-
tions, guaranteeing deposits and cutting interest rates, among other meas-
ures. During the recent recession, the world has experienced a near complete
economic meltdown. We have heard various voices echoing the virtues of a
comparatively nascent alternative financial system, such as the Islamic
financial system, which constitutes barely 1 percent of the global finance
and is still developing.1 Practitioners, regulators, academics and economists
are now vigorously analyzing the Islamic financial system to ascertain its
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resilience to financial crisis. Their analysis is not limited to testing the
strengths and weaknesses of the Islamic financial system, but also entails
testing whether the Islamic financial system provides a model that could
help prevent future financial turmoil in the global financial system.

As the effects of the current economic crisis are well-known, it is more
appropriate to discuss its causes in brief and to study the unique features
of Islamic finance that offer an alternative system, which may be more per-
tinent than its conventional counterpart. We have witnessed the fall and
failure of major investment banks, and most people are still uncertain of
the correct valuation of their true liabilities as the asset values of these banks
keep eroding. 

The recent crisis is not due to any single factor but rather a multitude
of factors and has affected the financial markets across the world. Financial
institutions were thought to be too big to fail, and the likelihood of such
failure in the global financial industry was absolutely unthinkable. Econo-
mists have said that some of the primary factors responsible for the crisis
were lax regulations, excessive leveraging, short selling, greed and lack of
physical substance in the assets backing of products. Furthermore, the rating
agencies rated these products highly because they were heavily insured, and
buyers bought them based on the bottom line of their return on investment
without understanding the product or looking at the underlying asset. Quite
simply, there was no substantial underlying asset. To illustrate the phenom-
enon, let us consider the example of an asset worth $10 million, which was
packaged, re-packaged, derivatized. Before we realized it, the debt was $100
million and the asset was still only $10 million. When the product was
unraveled, the underlying asset got impaired. These kinds of phenomena
have led to a crisis in confidence, which was more rapid than anyone
expected. Large invested sums suddenly vanished, but were they really there
in the first place? This was also the case for credit default swaps, as the con-
ventional financial system allowed multiple debt creation on an asset with-
out there being a real underlying transaction. These factors all contributed
to the economic crisis. 

Economically speaking, banks and other financial institutions provided
subprime loans and other toxic market assets under very lax regulations,
which ultimately undermined investors’ confidence.2 For some time now,
there have been signs of the impending meltdown: industrial production,
housing starts and confidence in general have been down, leading to the
downward trend in retail as a resuly of lax financial regulations.3 The Bernie
Madoff case is a prime example of a lack of regulation; attempts by investors
to draw attention to their concerns were ignored. Madoff ’s investors were
the doyens of the industry.4
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Causes of Crisis 

Some of the crisis’ causes also relate to the unprecedented leveraging and
poor lending criteria utilized by financial institutions.

Leverage levels that had become the norm permitted the baseless hike
in asset valuation and rise in consumption to unacceptable levels, which
could not be sustained. For example, before Lehman Brothers filed for bank-
ruptcy in September 2008, its leverage ratio was 30.7:1,5 whereby a drop of
3.3 percent in its assets value would have eradicated its equity and rendered
the company insolvent.6 This fact raises questions as to why the manage-
ment was not alarmed by that kind of high leverage through results of Value
at Risk (VAR) analysis and other stress testing techniques. And if these tech-
niques were sending alarming signals to the management, why were the reg-
ulators, who were permitting such risky business conduct, blind to them?
In some ways, the failure of Lehman Brothers was the turning point for the
further loss of confidence in the market. It shook the regulators of the
industry and brought to their attention the necessity of a supervisory func-
tion for the industry.

Another contributor to the crisis was the unregulated trading of uncer-
tain and speculative financial instruments and securities such as derivatives.
Before the crisis, industry experts described these as “financial weapons of
mass destruction.”7

Industry practitioners and stakeholders hold the view that structurers,
sellers and sophisticated/professional investors of the financial markets were
well aware of the nature of products and of the possibility of a downgrade
of the products due to poor quality of underlying assets/investments. The
professional investors and sellers entered that high-risk market deliberately,
as they were completely swayed by lucrative and unprecedented gains aris-
ing from those transactions. This view is based on the hypothesis that when
bankers were happily involved in advancing NINJA (No Income No Job or
Asset) loans to the borrowers, bankers knew they were involved in subprime
lending; hence, they should not have been surprised by the outcomes. 

It is indeed surprising that these practices by financial markets partici-
pants did not end at subprime lending; rather, with the help of smart struc-
turers, the financial markets participants managed to package the subprime
assets and securitize them. They eventually converted them to disastrous
innovative instruments such as collateralized debt obligations (CDOs),
which were insured, rated and sold.8

There was also a heavy reliance on rating agencies by all market players,
resulting in huge increases in their revenues. For instance, “Moody’s rev-
enues from structured finance ratings increased from a little more than $100
million in 1998 to more than $800 million in 2006, representing more than
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80% of its total rating revenues.”9 Another interesting point to note is the
role of regulators in the financial crisis. When all the facts of the crisis
became public, one was left to wonder why these shockingly risky practices
(i.e., rating of structured finance products) did not alarm regulators. This
is an issue that needs to be rectified to satisfy the masses now suffering the
consequences of the crisis. One particular consequence is growing levels of
unemployment and insolvencies. When we consider the issue of lax regu-
lations, we should focus not only on the U.S. regulations but also on the
regulations of other jurisdictions.

Bearing in mind that various factors contributed to the recent financial
turmoil, practitioners, regulators, and academics have a duty to highlight
the deficiencies of the financial system on a timely basis by keeping a close
eye on markets and introducing corrective measures, mechanisms and reg-
ulations in order to prevent a future occurrence of such a crisis. The recent
financial crisis illustrates that if the system is run in a laissez-faire style, over
a period of time it self-destructs through the financial bubbles. Certain fin-
anciers and scholars hold the view that “bubbles have a built-in asymmetric
nature: it takes a lot longer for them to emerge, but they implode in short
order.”10 Many believe Islamic finance has been protected from such bubbles
and may provide the panacea to the financial ills currently experienced in
the global economy. 

Salient Principles of Islamic Finance

Islamic finance is premised on core principles of Islamic commercial law as
extrapolated from basic rules laid out in the Quran and Sunnah. Interest,
debt trading, gambling, speculation, ambiguity of contract, high leveraging,
selling unowned things and dealing in items such as pork, alcohol, tobacco,
weapons/arms and pornography, are forbidden. Short selling is also pro-
hibited in Islam, with certain exceptions such as salam and istisna’ (these
contracts are valid only if executed according to the rules and regulations
for these contracts stipulated in shari‘a), where the goods are not readily
available and need to be produced before delivery.11 Furthermore, money
is simply a medium of exchange and a measure of value. Money should only
be used to finance projects, trade goods and services, and create real eco-
nomic benefit. It cannot be used as a commodity that can be freely traded
with interest (riba) as the charge for the commodity.12

The interest-based debt contracts prevalent in the conventional system
are liable to experience financial turmoil and therefore are subject to insta-
bility. However, the recent crisis has highlighted the soundness of the equity
and trade-based nature of the Islamic finance system endorsed by shari‘a. 
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Islamic finance prohibits the creation of debt through direct lending
and borrowing, hence prohibiting excessive leverage, which is one of the
root causes of the crisis. The creation of debt, through the sale or lease of
real assets (via the murabahah, ijarah, salam or istisna’modes of financing)
is permitted subject to the following conditions:

• The underlying assets are real and not imaginary or notional.
• The seller or leaser should own the goods being sold or leased.
• The transaction is genuine, with the intention of giving and taking
delivery.

• The debt cannot be sold and thus the risk must be borne by the financier.

These conditions help ensure that transactions are related to genuine eco-
nomic activities and do not let the debt levels rise far above the real economy. 

In its ideal form, Islamic finance is expected to raise the level of equity
and profit and loss sharing. Some mainstream economists have also favored
and advocated this phenomenon. These economists hold the same view that
“in an ideal world, equity lending and direct investment would play a much
bigger role.”13

Islamic Finance and Recent Financial Crisis

Islamic finance is concerned with more than just making profits. Every
investment proposition should be tested against the maqasid al-shari‘a
(objectives of the shari‘a), where the primary objective is to benefit people
and provide greater justice. Such proposition should not cause any harm
to either parties and must bring about mutual satisfaction. Each party to a
shari‘a-compliant transaction is required to share the risk rather than shift-
ing the entire loss to the entrepreneur. Laldin is of the view that currently
shari‘a boards are concerned with the shari‘a compliance of the products
and contracts, and not the economic consequences thereof.14 This situation,
of course, neither guarantees the future of Islamic finance per se nor the
resilience of the financial system against financial meltdowns and turmoil.
The mere form of these shari‘a-compliant products and alternative shari‘a
compliant banking system will not bring about the desired results until the
substance thereof becomes shari‘a compliant. The virtues and socio-eco-
nomic benefits of this alternative banking system must be distilled down to
the masses, society and, more precisely, to the economy.

Considering the key principles of Islamic finance, some of which have
been briefly mentioned in the preceding paragraphs, it appears that Islamic
finance, if practiced in its true spirit and monitored with risk management
techniques and regulations customized or developed on de novo basis, will
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ensure economic growth and resilience of financial systems across the globe.
However, for Islamic finance to become a viable alternative, appropriate
and comprehensive legal frameworks are needed, as are standardization,
harmonization and a degree of uniformity so that Islamic finance can be
applied across multiple jurisdictions.15

Although at first it seemed that Islamic banks were more immune to the
crisis, they too suffered due to the general diminution in the value of assets,
as they function within the same financial system as conventional banks. The
impact was less severe because Islamic finance products are asset-based or
backed, as is required of Islamic loans and investments. Also, the prohibition
on derivatives protects Islamic finance from having toxic products on its
books. However, Islamic finance was not completely immune from the neg-
ative effects of the crisis. Consultants, researchers and academics believe that
various factors contributed to this. One of these factors was the availability
of limited range of permissible and profitable investment avenues, making
the Islamic financial system “vulnerable to sector-specific shocks.”16 Also, as
part of global financial system, Islamic financial systems could not remain
insulated from the worldwide fluctuation in valuation of assets.17

Islamic finance researchers say that today’s Islamic banking system is
not crisis-proof, and will not be completely resilient to future financial crises
and bubbles. This view is backed by the results of Hasan and Dridi’s com-
parative analyses of the stability and resilience of the Islamic and conven-
tional banking systems before and during the recent crisis.18 Hasan and
Dridi analyzed the performance of several conventional and Islamic banks
in selected countries with a dual banking system. They concluded that
Islamic banks behaved differently than their conventional counterparts in
selected jurisdictions for both pre-crisis and post-crisis selected periods.
Hasan and Dridi analyzed selected jurisdictions instead of performing a
global analysis, which led to the conclusion that Islamic banks performed
better than their conventional counterparts during the crisis. Their analysis
highlighted different underlying reasons for better comparative profitability
of the Islamic banking system over the conventional banking system in 2008
and the converse phenomenon in 2009 due to a decline in the asset growth
rate of some countries such as Bahrain and Egypt. Hasan and Dridi’s analy-
sis shows that the adverse effect of the financial crisis in 2008 was limited
in the Islamic banking industry due to the business models of Islamic banks,
while the weaknesses in risk management adversely affected their profitabil-
ity in 2009. 

The Islamic banking system, if practiced and implemented in its true
spirit coupled with appropriate regulations, can be a cure for many of the
financial ills created by a conventional banking system based on the 
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philosophy of money as a commodity. It is evident from the history of
financial crises that the conventional banking system’s philosophy has
resulted in the exploitation of the masses and has debased the common
good for the society and economy. The solutions put forth by experts to
overcome the shortcomings of current conventional system, are similar to
the essential building blocks and principles of the Islamic banking system. 

Challenges and Future Course of Action

In some sense, Islamic finance has been protected from the current crisis
due, not only to the nature of the requirements of the shari‘a criteria, but
also to the actual size of the Islamic finance industry within the entire global
finance market. Janahi holds the view that “Islamic Finance’s non-exposure
to products such as derivatives was partly due to the fact that many of the
Islamic Finance bankers did not understand it and those who did under-
stand it, the Scholars, did not understand it and those that did correctly dis-
missed them as being non-shari‘a compliant and therefore un-investable.”19

The fact that the Islamic finance industry was not exposed to derivate
products—protecting it, to an extent, from severe ill-effects of the crisis—
does not negate the need for the development of comprehensive legal and
regulatory framework. Besides the development of the framework, industry
stakeholders must carry out extensive collaborative research to determine
an efficient, resilient and innovative range of Islamic finance products. 

Regulatory Framework 
One of the lessons that the Islamic finance industry can glean from the
recent financial crisis is the necessity of designing and developing a com-
prehensive and dynamic regulatory framework, created specifically for the
purpose of adhering to the rules and regulations of Islamic law that are
compliant with maqasid al-shari‘a. The longer it takes to establish such
framework, the longer the Islamic financial system will remain vulnerable
to negative incentive structures similar to the conventional finance offerings.
This is mainly due to the fact that Islamic finance is currently operating in
a framework based on the conventional model.

In recent years we have seen the first defaults on sukuk.20 Most of them
have been unsecured sukuk and investors have begun asking about the assets
underpinning those sukuk. Where are the assets? Why can’t they be liqui-
dated and the investment returned since Islamic finance is supposedly based
on tangible assets and real economic activity? These kinds of queries should
provoke practitioners, shari‘a scholars, academics and legislators to address
these legal and insolvency issues confronting the nascent Islamic finance
industry. 
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Hence, the recent sukuk defaults and disputes have in reality tested the
robustness of the Islamic finance system and have identified the areas of
requisite legal reforms.21 It is interesting to note here that despite the fact
that the structure of the sukuk in question was technically Islamic or shari‘a
compliant, it behaved no differently from a conventional bond. Chapra
holds the view that Islamic banking is currently trying to mirror the con-
ventional banking industry by using different hiyal (legal stratagems) and
thereby replicating some unsuitable conventional banking practices with
an Islamic label.22

Industry academics and experts have emphasized the need for a func-
tional institutional framework for Islamic finance and the creation of a new
architecture in which the system will operate.23We cannot wait for financial
turmoil to hit the Islamic finance industry before we develop and imple-
ment appropriate legal and regulatory frameworks. Besides the rules and
regulations, “a unified administrative agency to uniformly and globally
enforce the rules of the framework across jurisdictional boundaries” should
also be established.24 We must ensure proper regulation and accountability
from those with a fiduciary responsibility. 

Research and Development 
The recent crisis underscores the fact that the Islamic finance industry was
saved from the deadly effects of the crisis initially because of the fundamen-
tal prohibitions inherent in the industry, which restrained it from dealing
in highly speculative and leveraged products and derivatives. However,
recent developments in the Islamic finance industry have made it clear that
this industry is not completely free from a potential future crisis; hence,
there is a profound need for more research in product development. The
lack of research initiative led to the availability of limited shari‘a-compliant
asset portfolio options for Islamic finance institutions. On one hand, the
Islamic banks’ heavy exposure to the real estate sector did adversely affect
the Islamic banks. On the other hand, due to lack of liquid shari‘a-compli-
ant asset classes, some Islamic banks invested in equities, exposing them-
selves to the correction of stock markets during the recent crisis. Some of
the industry’s losses can be attributed to some of the reverse-engineered
financial instruments whose shari‘a authenticity and financial viability have
been scrutinized much more since the recent crisis.

In order to sustain and maintain the appeal of the industry, enormous
and immediate research endeavors are needed to come up with innovative
products for the industry. These products should not only have religious
appeal and facilitate the public welfare (one of maqasid al-shari‘a), but must
also have sound financial sustainability, which would ensure growth of the
industry throughout the world, regardless of creed and region.25
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The Islamic finance industry must come up with authentic products
that address the long-standing liquidity management issue. Industry players
and practitioners have been raising this issue for some time. They have
pointed out that the maturity mismatch in Islamic banks is far more dis-
tributed compared with conventional banks. The distribution of liabilities
is skewed more toward the short and medium term while on the asset side
the generally available options are for medium to long term.26 Furthermore,
the industry’s excessive exposure to the real estate sector, dependence on
commodity murabaha structures (developed as a temporary solution, but
which as been employed now for roughly thirty years)27 and negligence of
other important sectors like financing of exports and imports, are major
inhibiting factors restraining the growth and development of the Islamic
finance industry.28 These inhibiting factors require extensive collaborative
research by shari‘a scholars, practitioners, academics and experts, who must
come up with viable and lawful solutions. It should be noted here that insti-
tutions like International Shariah Research Academy for Islamic Finance
(ISRA) were established to develop future generations of scholars and prac-
titioners. These future generations will be able to tackle the current chal-
lenges in the industry, undertake the required research and recommend
viable and lawful solutions.29

Generally, the risks inherent in Islamic finance are similar to conventional
finance; however, in some cases, the risks are more complex than those
encountered by the conventional banking industry. Hence, it is incumbent
upon the industry stakeholders to contribute to the development of a robust
risk management system for the Islamic banking industry. The risk manage-
ment system should continuously monitor and correct the risks, such as con-
centration of investment in a particular industry/sector, liquidity and
operational risks faced by the industry, etc. Needless to say, regulators must
play the key role here, as the academics, practitioners and shari‘a scholars
can only contribute toward the development of an effective and efficient sys-
tem while the enforcement (through appropriate onsite or offsite supervision
techniques) would remain the prime duty of the regulators. 

Conclusion

The underlying impetus of this chapter is to analyze ways to make the
Islamic banking system more resilient. Studies on Islamic finance thus far
have established the fact that the principles of Islamic finance are sound
enough to take care of most of the obvious and known flaws in the conven-
tional financial system. However, this fact should not make the stakeholders
of the industry complacent, rather it should stimulate them to fill the loop-
holes of the system in order to provide an even more resilient global banking
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system.30 It is incumbent upon the industry’s stakeholders to strive for the
development of legal and regulatory framework and risk management tech-
niques for the Islamic finance industry. Furthermore, transparency require-
ments should be enforced as legal and regulatory requirements as they will
strengthen shari‘a scholars’ resistance to the excessive use of hiyal to safeguard
the reputation of the profession of shari‘a experts.31 Transparency of fatawa
will also prevent the possible transgression of basic shari‘a principles for trade
and finance. These fundamental shari‘a principles, if properly and strictly
adhered to, will guarantee the growth of the global economy and public wel-
fare, and prevent the occurrence of future financial turmoil and crisis.
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Adding Social Responsibility and
Accountability to the Mandate of

Shari‘a Advisory Boards
Aly Khorshid

Introduction

The period from 2008 to 2010 presented a number of opportunities for the
development of the Islamic finance industry. The conventional sector was
reverberating after a series of high profile collapse and bail-outs, while the
Islamic sector suffered only mild aftershocks. But the challenge of proper
shari‘a regulation remains in the Islamic finance industry. The conventional
finance sector has hundreds, if not thousands, of years of experience and
government regulation, whereas today’s Islamic finance sector is still in its
transformation stage. It is fair to say that in comparison, the development
of an Islamic financial system has been slow, but Islamic finance has finally
become a part of the global financial scene. To this end, the modern Islamic
finance industry needs to consolidate the efforts of those who strove for its
revival through prudent regulations and proactive response to emerging
regulatory challenges in the industry. Therefore, in order to build and sus-
tain the much-needed trust of diverse investors, the Islamic finance industry
must strive to add social responsibility and accountability to mandate the
Shari‘a Advisory Boards. 

By definition, shari‘a advisors are specialized jurists, particularly in
shari‘a, fiqh al-muamalah (Islamic law of transactions), and Islamic finance
and economics. They are entrusted with the duty of directing, reviewing and
supervising activities related to Islamic finance in order to ensure that such
business activities are in compliance with shari‘a rules and principles. Cur-
rently, however, shari‘a advisors are rarely held accountable or closely super-
vised. Shari‘a board members’ qualifications, responsibilities, ethos,
commitment and social responsibility may be questionable. Since the man-
agement of a financial institution is accountable for its own organization,
performance and liability, the shari‘a scholars should also be held account-
able for its organization’s function. The skills and work of the shari‘a scholars
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within a financial institution should be identified and duly regulated. They
should be accountable both to the organization they represent and to the
communities affected by their decisions. After all, their decisions can and do
shape the Islamic finance system.

A significant problem is the manner in which advisors are appointed.
The process is based on recommendations, friendships and attendance at
the right conferences at the right times; the idea that advisors should have
any specific qualifications in either shari‘a or conventional banking is dis-
missed in many jurisdictions as an imitation of a failed Western banking
system.

But perhaps a deeper problem lies in the small pool of advisors in an
ever-expanding sector. Instead of training and bringing in new, young tal-
ent, the old guard is spreading itself too thin around boards across the globe.
Single members are splitting their time between numerous boards—77
boards in one notable instance. This is a situation that is unlikely to change
from within; remuneration makes board membership a lucrative business
and gives members something akin to celebrity status as they collect
appointments around the world. There is little incentive for those in power
to broaden the pool of advisors. This inevitably means that board members’
lack of time and commitment affect the decision-making process. Financial
institutions use the names of top officials in their marketing and PR mate-
rials, ostensibly adding credibility to their institutions, but hiding the fact
that the individuals probably devote little time to actually making decisions
on their respective boards.

Even if we ignore the effects of this lax attitude on efficiency, risk man-
agement and profitability, what about the devout Muslim who is using the
bank under the assurance that the strictest Islamic tenets are being strin-
gently observed?. Less-than-angelic bankers do of course exist, but eventu-
ally their excesses tend to catch up with them, and they are forced to report
to their superiors or to respond to government inquiries and courts. The
shari‘a advisory bodies of their Islamic counterparts, however, are generally
not accountable to any supervision by superior bodies, and their resolutions
are final. In light of this, some see Islamic banking as amateur, nepotistic
and unreliable, regardless of its noble principles. 

However, Islamic banking is not a hopeless case. As with so many other
Islamic matters, Malaysia is forging ahead while many of the Middle East’s
bankers bury their heads in the sand. Malaysia has placed limits on board
members’ excesses, has improved transparency, and has nurtured educated,
impartial and enthusiastic advisors, thus making its shari‘a banking sector
a world leader. Indeed the country itself is a model of enlightened business
practice within an Islamic framework.
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There is still time to change the Islamic banking system in the rest of
the world, making it a mature, serious business open to all of the brilliant
Islamic financial minds. But this will require a massive shift in the mindset
of the world’s shari‘a banking sector. This chapter aims to identify the prob-
lems at the level of the shari‘a boardroom and to suggest workable solutions
for shari‘a banking. This chapter focuses on the significance of accounta-
bility in the activities of the members of the shari‘a board. 

Corporate Governance and the Development of Islamic Finance1

The recent global credit crises have poised Islamic finance to become an alter-
native to the conventional system. The Islamic capital markets, takaful, and
Islamic money markets have come to be regarded as fairer and more just
schemes for investors and non-investors alike. Islamic finance is a system that
rests on profit and loss sharing and sharing risk between all parties involved,
which derives from the conception of fairness inherent to Islamic principles.
But in order to work effectively and legitimately, the system requires assis-
tance and advice from shari‘a scholars who understand and are able to trans-
late the teachings of the Quran generally and Islamic commercial law
principles in particular into the 21st century financial and economic systems. 

Islamic finance is a nascent industry, with a small share—about 1 per-
cent—of the global market.2 However, Islamic finance is benefiting from a
number of favorable structural and cyclical drivers such as strong growth
in the Gulf Cooperation Council (GCC) countries, Asia and Africa; positive
demographics of young and rapidly growing populations; and growth in
the number of savers/investors who prefer Islamic finance in Muslim coun-
tries, partly due to a reawakening of cultural and religious identity. 

Corporate governance aims to provide institutions with a body of rules
and principles to ensure that good practice guides the overall management
of an institution. Corporate governance entrails the whole process of man-
aging a company, from structuring its incentive to ensuring that executive
management serves the long-term interests of the shareholders. Islamic
banks are subject to an additional layer of governance since the suitability
of their investment and financing must be in strict conformity with Islamic
law. For this purpose, Islamic banks employ an additional layer of gover-
nance, the shari‘a advisory board. The complex factors involved in balanc-
ing power between the CEO, the board, the shareholders and the shari‘a
board members can be considered parts of the corporate governance
framework. Tasks include auditing, confirming shari‘a compliance, select-
ing officers and advisors, deciding the remuneration of management and
advisors, disclosing balance sheets and off-balance information, and ensur-
ing transparency.
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Islamic finance is based on ethics, fairness and justice to all people; in
principle, no one is privileged or immune from accountability. Even
prophets of God have been shown to be accountable to God for their words
and actions. Consider this quote from the Quran (Al-Maidah, 5:116): 

And when God will say: O Isa, son of Maryam! Did you say to men,
Take me and my mother for two gods besides God he will say: Glory
be to Thee, it did not befit me that I should say what I had no right
to (say); if I had said it, Thou wouldst indeed have known it; Thou
knowest what is in my mind, and I do not know what is in Thy mind,
surely Thou art the great Knower of the unseen things.

It is important that Muslim scholars, who represent Islam in the most
important issues affecting Muslims and non-Muslims alike—such as deal-
ing with money—are accountable and equitable:

And from among you there should be a party who invite to good
and enjoin what is right and forbid the wrong, and these it is that
shall be successful. (Quran, Al Imran 3:104)

The finance industry for Muslims and non-Muslims is no different from
any other industry that provides professional services. Muslims have a moral
responsibility to their parents, family, relatives and the entire community.3

Almost all professionals offering consultancy and advisory services are
accountable to a code of ethical conduct. They can be fired and may be pros-
ecuted if proven incompetent or involved in fraud. However, one exception
is the case of the shari‘a advisory board. In the Islamic finance industry,
there seems to be no code of ethics or accountability and no minimum qual-
ifications required for members, nor is there any requirement of specific
experience in the field of finance or Islamic law. Above all, board members
do not obey any regulations, nor are they responsible to regulators to ensure
that Islamic finance is a credible system, compatible with the conventional
finance system.

Advisory services are common to all sectors as they ensure healthy and
successful operation and preserve the integrity of the industry. Likewise,
shari‘a advisory bodies are constituted to advise on Islamic finance products
and services in order to ensure a high level of shari‘a compliance. These
boards are normally composed of a number of shari‘a scholars who provide
advice and guidance on matters within their specialized field of knowledge.
It is impossible to overstate the importance of these bodies, as they not only
distinguish Islamic banks from conventional banks, but they also act as the
bridge between people’s financial aspirations and the words and interpre-
tations of the Quran. 
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Considering the importance of the role of shari‘a scholars, particularly
for devout Muslims who rely on scholars’ interpretations and decisions in
order to invest, one would expect the shari‘a scholars of Islamic financial
institutions (IFIs) to be accountable and suitably qualified to conduct their
duties in a professional manner. When one considers that shari‘a advisory
bodies can effectively shape the Islamic financial system in a world where
financial failure can have globally catastrophic results, it becomes clear that
shari‘a academic and professional qualification must entail more safeguards
than nepotism and back-room recommendations can provide.

Why Shari‘a Board Members’ Accountability is Vital

Muslims as believers are first and foremost accountable to the Supreme
Being and also to their families and employers. They are accountable to their
government, to the electorate, and to one another. This accountability may
be based on oath, such as marriage vows, or may originate from lawyers,
doctors, judges or many other professionals providing services to the public.
The accounting industry, the brokering community, the legal community
and the business community are all required to adhere to the highest level
of business ethics. 

The public expects and deserves accountability from the businesses and
other institutions that govern and influence our lives. For instance, members
of the legal profession are accountable, both to their clients in the regular
course of business and to the public when their services further a fraud.
Each business, profession and institution must have effective leadership to
ensure that its members are held accountable. They should respond to pub-
lic concerns with conscientious action. The same rule should apply to the
Islamic finance industry where all the stakeholders must be accountable to
one another and to the general public.

It is clear that the accountability of shari‘a board members is vital in the
Islamic finance industry. There are a number of specific reasons for
accountability in the activities of the board. Accountability generally guar-
antees the confidence of investors and the public in general in the Islamic
financial system. Such transparency model from the Islamic finance may
also fit into the current setup of conventional financial institutions. Besides,
this would also provide personal credibility to the shari‘a board members.
In addition, accountability of the shari‘a board allows for the creation and
structuring of new shari‘a-compliant products within the global market.
This will further strengthen the global respect of shari‘a rulings on product
development. Above all, accountability and transparency are key pillars of
corporate governance. So, in order to remain a competitive industry within
the global economy, the corporate governance framework of Islamic financial
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institutions must be strengthened to reflect prudent policies of accounta-
bility and transparency in the duties of the shari‘a board. 

Ethics of the Conventional Financial System4

The conventional financial system has evolved over the last two centuries
and has contributed a great deal to the development of not only the Western
world, but also to a substantial number of developing countries.5 Borrowing
some of the ethics from the conventional financial system and adapting the
classical shari‘a-based ethical norms for business transactions in the modern
Islamic finance industry will result in sustainable practices in the industry.
In addition, the Islamic system will be able to successfully address some of
the problems that the conventional system has been unable to address such
as preference for profit maximization as opposed to mutual benefits in com-
mercial transaction. Every financial system should ultimately lead to the
well being of people. One of the measures that Islam has adopted to ensure
greater justice for all is the principle of risk-reward sharing instead of inter-
est in financial intermediation.

While the conventional financial system is generally considered to be
superior in regard to efficiency, certain conventionally structured capital
market products, such as derivatives products, have led to the current finan-
cial crises. The introduction of the minimal-risk Islamic financial system
over the past 10–15 years has added a healthy dimension to the international
financial system. In addition to injecting greater justice into the system, it
has also helped make the financial system healthier and more stable by pro-
viding greater disci pline.6 But with the crystallization of the Islamic finance
industry, it seems some of these values are gradually being eroded by unto-
ward noticeable practices in the industry. 

A large number of Islamic financial institutions have been established
worldwide and Islamic financial services are now available in most parts of
the world. These institutions play an important role in catering to the finan-
cial needs of a wide spectrum of society. The innovative products that they
provided have not only widened the coverage of financial services but also
enhanced the financial markets. Nevertheless, the Islamic finance system is
still in its initial phase and thus has a long way to go before Muslims can be
confident that these institutions have made headway in the realization of
the maqasid al-shari‘a (the “purposes of shari‘a,” encompassing religion,
life, lineage, intellect and property).

The conventional financial system has a code of ethics and conduct to
which all key personnel, including management, are accountable.7 More
importantly, the board of directors has a code of ethics and conduct, which
regulates their decision-making process, as they are accountable to all the
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stakeholders in the company. It appears that such a similar arrangement is
not available for the shari‘a boards in Islamic financial institutions. This clear
code of ethics must be adopted by the Islamic financial system in order for
the Islamic financial system to become institutionalized and properly regu-
lated, not only by its respective regulatory authorities but also by accountable
shari‘a boards. This makes it necessary to regularly evaluate the performance
of modern Islamic banking and Islamic financial institutions.8 The actions
of shari‘a board members should be transparent and members should be
adequately qualified in terms of experience and ongoing education.

Shari‘a Scholars

Shari‘a scholars are the main component of all shari‘a advisory bodies.9 A
shari‘a scholar is commonly referred to as a person with experience in
shari‘a or who has a strong background in fiqh, usul fiqh and particularly
fiqh muamalat, which outline Islamic commercial law and contracts. How-
ever, in the context of IFI, it requires scholars to have reasonable experience
in and knowledge about the modern conventional banking and financial
system, so that they are able to distinguish the two systems. 

Shari‘a scholars need to equip themselves with a proficient command
of English and Arabic. This will enable them to study and discuss global
financial market ethics and principles, and will also allow them to consult
the Quran for the solutions to their tasks. They should be able to present
and negotiate shari‘a-compliant products with conventional finance pro-
fessionals to achieve a common understanding of the two systems.

The scholar must also possess “noble,” less tangible characteristics, such
as trustworthiness, honesty, responsibility and accountability.10 The scholar
must be able to develop his or her knowledge and skills and have adequate
exposure to the global financial market. He or she must be flexible and
dynamic.

Shari‘a scholars are also responsible to the investors and the clients of
Islamic financial institutions, as they are among the principal stakeholders
of the institutions. The scholars must also perform their roles with diligence,
especially in order to ensure that the products and services offered are in
compliance with the highest shari‘a standards and requirements. Shari‘a
scholars also act as customer advocates to improve the overall shari‘a com-
pliance mechanism and to comply with the legal requirements and global
best practices.11

Modern Islamic finance practices require scholars to be alert to the dif-
ferent needs and ever-changing circumstances, be they the legal, tax or reg-
ulatory requirements; to assess the economic implications of the products;
and to be innovative in overcoming all obstacles to come up with competitive
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Islamic financial products. It is vital for shari‘a scholars to play their roles
efficiently, to shape their advisory bodies effectively and to ensure the suc-
cess of the industry. It is vital to demonstrate that shari‘a can be applied
ethically as well as profitably.

Role of Shari‘a Scholars

The shari‘a scholars play an important role in the Islamic finance business.
In fact, an Islamic financial institution cannot operate without constituting
an in-house shari‘a board or outsourcing the shari‘a advisory role to a rep-
utable shari‘a consultancy firm. All the stakeholders in any Islamic financial
institution rely on the advisory role and decision of the shari‘a board. There-
fore, the basic duties of shari‘a scholars in the Islamic financial institutions
include:12

1. Advising management and shareholders on shari‘amatters, and ensur-
ing management accountability to the shareholders and customers; 

2. Structuring new shari‘a-compliant products to internationally-devel-
oped standards;

3. Issuing fatwas for shari‘a-compliant product development, and con-
ducting shari‘a audits to ensure compliance;

4. Proposing Islamic risk management tools to the management of the
Islamic financial institution; 

5. Strengthening the corporate governance of Islamic financial institutions;
6. Instilling Islamic finance values into financial institutions’ business oper-

ations and governance;13

7. Ensuring Islamic ethical principles are preserved within the institution,
and protecting consumers’ rights from abuse and fraud;

8. Ensuring the adoption of Basel II and Pillar II, particularly in regard to
the prevention of money laundering and capital adequacy issues within
their institutions.14

Since the rulings of the shari‘a board often represent the opinions of other
scholars in their respective jurisdictions, they need to be competent and
accountable for their decisions.

A role that is harder to define, measure and monitor is their work toward
harmonizing fatwas and the global development of Islamic finance. This
will happen over a long period of time, but shari‘a advisors must still con-
sider the work and decisions of each board. These individuals must be pro-
fessionals who endorse a product after full inspection and with the
satisfaction that the product is shari‘a-compliant. Their role must include
ensuring that the Islamic financial system develops as God intended. This
will require strict observation of the maqasid (principles) of the shari‘a. 
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The rapid growth and advancement of Islamic finance has been sup-
ported by the desire to develop shari‘a standards and frameworks for prod-
uct development. This has been initiated by international bodies such as
Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI), the Islamic Financial Services Board (IFSB) or national bodies
like the shari‘a advisory councils of central banks (e.g., in Malaysia, Pakistan
and Sudan) and other financial institutions. The task of those organizations
is to ensure that the standards for shari‘a advisors are maintained and fol-
lowed, in order to achieve a high level of integrity of Islamic finance ethics
and principles.

Shari‘aAdvisory Boards

A shari‘a advisory (or supervisory) board is composed of several shari‘a
advisors. Shari‘a advisors are defined as follows by the AAOIFI:

Shari‘a advisors are specialized jurists, particularly in Fiqh Mua-
malah and Islamic finance, entrusted with the duty of directing,
reviewing and supervising the activities related to Islamic finance in
order to ensure that they are in compliance with shari‘a rules and
principles. The views of the shari‘a advisors shall be binding in the
Islamic Finance Institution (IFI) area of supervision.15

Therefore, unlike other advisory bodies, the decisions of shari‘a advisory
boards are binding in relation to shari‘amatters. In this regard, they are not
merely exercising an advisory role. Hence, because shari‘a is the backbone
of the industry, in certain countries or institutions this body is called a
shari‘a supervision body, as it better describes the actual and intended role
of the body. For instance, the Shari‘aAdvisory Council of the Central Bank
of Malaysia oversees and prevails over the Shari‘a Advisory Committees of
all other Islamic financial institutions in the country. It is the highest
authority and must be referred to in any adjudication and arbitration
process that involves an Islamic finance issue.16

Observations of the various shari‘a advisory boards around the globe
indicate that there are discrepancies in the shari‘a governance systems. The
variations are seen in shari‘a advisory bodies’ composition, accountability,
procedures and powers, as well as in the qualification stipulations of shari‘a
scholars and the accountability standards applied.17

In some countries there is a shari‘a advisory council at central level. The
shari‘a scholars sitting at the central level are suitably qualified and account-
able to the government.18 Since individual financial institutions employ in-
house shari‘a advisory boards, the central shari‘a advisory council might
also review the decisions or ijtihadmade by its scholars in various financial
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institutions, but it does not review their qualifications or their accounta-
bility in terms of their rulings. 

The Quran explains that all individuals will be challenged against their
own deeds or sins; therefore, no one will be called upon to bear another per-
son’s burden.19 Such an arrangement is not applicable in some jurisdictions,
for example, where the decisions (ijtihad) or the qualifications and account-
ability of the shari‘a advisory board at the institution level are binding and
not subject to the review of higher authority. Such a predicament is based
on the argument that an ijtihad cannot be invalidated by another ijtihad. In
addition, the decisions of shari‘a advisory bodies do not constitute an ijma‘
(consensus), the system operating on the basis of collective ijtihad, where
shari‘a scholars decide as a group. However, in the event that they cannot
reach a unanimous decision, the views of the majority will prevail. 

Certain countries or institutions adopt the practice of including experts
from other related fields of specialization in the shari‘a advisory board. Ide-
ally, the composition of shari‘a advisory boards may include experts in
shari‘a, legal, accounting and finance matters. This will assist the shari‘a
scholars in considering the macro and micro dimensions of the products
and policies, and thus allowing them to reach more precise and up-to-date
decisions. This is the model adopted by AAOIFI Shari‘a Board. 

There is no strict or fixed number of members on a board. The numbers
instead depend on the need and extent of the services required. The AAOIFI
Standard recommends at least three members on each board. The Central
Bank of Malaysia recommends the same, through its Guidelines on the Gov-
ernance of Shari‘a Committees for Islamic Financial Institutions. It is perti-
nent for Islamic financial institutions to be aware in their selection of shari‘a
advisory board members that these individuals should complement each
other in terms of experience, knowledge and qualifications to ensure the
effectiveness of the institution and its decisions and to preserve its integrity.20

The Demand for Shari‘a Board Members

The Islamic finance industry is in desperate need of qualified shari‘a scholars.
While in some cases, the same shari‘a scholars sit on several shari‘a boards
across the world, others are sometimes recruited without due diligence. In
fact, there are no reliable references regarding the process for selection. One
shari‘a board member may be asked to recommend two or three other mem-
bers, and may generally recommend people with whom he is friends or with
whom he sits in other boards. This friend may return the favor by recom-
mending him to another board, and so on. In this way, one shari‘a board
member may sit on 77 different boards, another in 54, another in 34 and so
on. Table 1 shows the top 20 shari‘a board members and their engagements.
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Having one shari‘a board member sit on 77 boards is neither efficient
nor effective. If we assume that the average number of transactions per year
for each IFI is 150, one member is responsible for 11,500 transactions per
year. How would the member have the time to travel to and from one IFI
to another, and see other clients for further sittings in other boards, either
as a member or as the board’s chairman? What about finding time to pray
and perform normal Islamic duties, to read the news, to keep up to date
with global financial developments and to monitor indices? And what about
doing research and developing new products? These are, of course, rhetor-
ical questions. Nobody can fulfill any one of these duties to any acceptable
standard while so overcommitted. This problem raises serious ethical ques-
tions about the shari‘a compliance of the products with which the board
member has been involved. If the products are indeed compliant, we can
assume that the member was not needed to fulfill the board’s duties, as his
or her contribution would be minimal.

A compelling drive for scholars to sit on quite so many boards is the
attainment of individual wealth, power and influence. But as we have seen
above, the more boards a scholar attends, the less time each IFI is granted
individually and thus there will almost inevitably be mistakes. Whatever the
individual scholars’ reasons are for sitting on numerous shari‘a boards, the
current situation has gone far beyond an acceptable level, to the point where
it damages the principles for which Islamic finance stands. 

A client who wanted to raise money through Islamic finance for real
estate development consulted the author on this matter. The client had 50
percent of the money needed for a project and was offered the remainder by
a well-known IFI, whose shari‘a board members include one of the top 20
from Table 1. The IFI offered a tawarruq deal (in fact it was a fixed-interest
loan re-named as tawarruq) whose multitude of hidden costs made the over-
all deal more expensive than a fixed-interest loan from a conventional bank.
The bank confirmed that each transaction had been examined and approved
by the shari‘a scholars, and the bank manager used the names of the shari‘a
board team to market the products. From this information alone it is clear
that important deals that the bank offers are not in accordance to the fatwas
passed by the shari‘a board because no shari‘a board would approve such
deals. The boards are likely not aware of such practices, they are likely not
consulted on any deals and they do not have the time to do even a random
audit of the transactions conducted by the IFIs. Because of the lack of
accountability, shari‘a board members are engaged in many IFIs and become
merely names used for marketing products. This is a fundamental failure of
“shari‘a compliance.” Are excessive marketing and profit maximization the
reasons IFIs recruit shari‘a board members who are popular, busy and do
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not have time to look carefully at the transactions labeled shari‘a compliant?
It is clear these kinds of practices would not be allowed in the conventional
banking system. 

Education

It is also clear that there is no program in place for educating and training
the new generation of shari‘a board members. Shareholders and clients of
IFIs expect their investment to be protected by professionals adhering to
strict standards of corporate governance. There must be corporate gover-
nance protecting the Islamic finance system from abuse and fraud, so that
the IFIs are directed, controlled and forced to adopt structures and processes
that incorporate the values of fairness, transparency and accountability. 

The practical function of corporate governance is to put in place a system
that will bring to bear a company’s business objectives such as increasing
shareholder value and offering efficient, accountable services to clients and
to the public at large, whilst managing risk. IFIs share the same practical and
business objectives, but are subject to an additional layer of compliance with
shari‘a rules and principles. The objectives of IFI are not only to offer Islamic
finance services but also to make a profit in a socially responsible manner.

Sitting on a board demands competence and an understanding of both
complex economic concepts and immutable Quranic tenets. The current gen-
eration of board members is aging and educating the next generation is vital. 

Challenges for Shari‘aAdvisors

Islamic finance is still in its early stages compared to the conventional system,
which has valuable experience developed from hundreds of years of practice;
the newness of Islamic finance requires shari‘a scholars to academically and
ethically equip themselves well. They need to develop their skills quickly and
in line with the rapid advancement of the industry in the increased liquidity
and fast development of capital market products.21 Furthermore, there are
still many challenges and weaknesses that need to be settled by contemporary
shari‘a scholars. These challenges include the following: 

1. There is a lack of knowledge and understanding among shari‘a scholars
about the global economic system, along with insufficient understanding
of the structure, objectives and implications of the products and policies.

2. There is a shortage of new and young scholars. The absence of new
shari‘a scholars is one of the industry’s current concerns and has been
caused largely by the nepotistic attitude prevalent since the emergence
of the industry. Fixing it will require all the relevant authorities to invest
in developing and training shari‘a scholars, as well as maximizing the
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efforts of the existing and senior scholars as mentors to guide the young
talents to assume their role as catalysts for the further development of
the Islamic finance industry. One solution is to expose the young talents
to the modern operations and the global practices of Islamic finance in
conjunction with providing a solid shari‘a background. One of the sug-
gested training methods is to allow a junior scholar to attend and par-
ticipate in the meetings of shari‘a advisory bodies. However, in order to
erode the culture of scholars serving on multiple boards, these young
scholars should be encouraged to become deeply involved with and
committed to a single board.22

3. Innovation of products is key to the development and survival of the
Islamic financial system, both regulatory and legal. There is the increas-
ing challenge of balancing monetary and shari‘a objectives and financial
and tax requirements in product development. 

4. To ensure clear and transparent decision-making procedures, as well as
the independence of shari‘a scholars, clear and transparent procedures
of appointments, qualification and accountability of shari‘a board mem-
bers should be guaranteed.

5. Privacy and confidentiality must be assured, as the absence of full dis-
closure on the part of the financial institutions can prove to be detrimen-
tal to the legitimacy of products and can affect the rights of customers.

Not surprisingly, all this brings us back to accountability. Shari‘a scholars
must realize and initiate their responsibilities. Such efforts will, however, fail
without the firm support of investors and industry players. AAOIFI recom-
mended that shari‘a supervisors serve under the company’s board of direc-
tors and not the management. Shari‘a board members should be elected by
the shareholders in order to ensure the integrity of the board. Scholars must
be able to perform their roles without fear of conflicts of interest. It is impor-
tant to highlight that the development of any banking system is closely asso-
ciated with distribution and accuracy of information. Shari‘a standards
issued by international bodies such as the AAOIFI, the Islamic Financial
Services Board (IFSB) and the Islamic Fiqh Academy are vital. 

In December 2009, the Islamic Financial Services Board (IFSB) issued
the Guiding Principles on Shari‘ah Governance System for Institutions Offer-
ing Islamic Financial Services (IFSB-10), which is expected to: 

1. Complement other prudential standards issued by the IFSB by high-
lighting in more detail to the supervisory authorities in particular, and
the industry’s other stakeholders in general, the components of a sound
shari‘a governance system, especially with regard to the competence,
independence, confidentiality and consistency of Shari‘a boards; 
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2. Facilitate better understanding of shari‘a governance issues and how
stakeholders should satisfy themselves that an appropriate and effective
shari‘a governance system is in place; 

3. Provide an enhanced degree of transparency in terms of issuance, and
the audit/review process for compliance with shari‘a rulings; and 

4. Provide greater harmonization of the shari‘a governance structures and
procedures across jurisdictions, especially since there are increasing
numbers of institutions offering only Islamic Financial Services (IIFS)
with cross-border operations.23

IFSB-10 emphasizes the need to complement existing international stan-
dards of corporate governance systems in order to promote a sound and
stable Islamic financial system. In Appendix 5 of IFSB-10, there is an assess-
ment process for the accountability of the shari‘a board.24 These are signif-
icant regulatory reforms introduced recently to reposition the Islamic
finance industry in the global economy. Principle 1.2 of IFSB-10 provides
for clear terms of reference regarding the mandate and responsibility of the
shari‘a board. The board is required to have in place well-defined operating
procedures and lines of reporting, and must be familiar with professional
ethics and conduct. IFSB-10 provides: 

In order for the Shari�‘ah board to have a precise chain of command
and accountability toward the respective stakeholders of the IIFS, it
has to be equipped with: 

(i) a mandate that grants it appropriate powers to carry out its role
and functions; 

(ii) well-organized operating procedures with regard to meetings, the
recording of �meetings, decision-making processes and to whom
its decisions will be passed for effective implementation, including
processes to review those decisions whenever necessary; and 

(iii) a sound code of ethics and conduct that would enhance the
integrity, professionalism and credibility of the members of the
Shari�‘ah board.25

The above principles are meant to complement the Guiding Principles on
Conduct of Business for Institutions Offering Islamic Financial Services (IFSB-
9) issued in December 2009. Principles of good business conduct are
needed to protect investor interests and to enhance the integrity of the insti-
tutions concerned. It is also a requirement under shari‘a that companies
observe principles of ethical business conduct. Furthermore, the principles
of certainty and transparency strengthen the validity of a shari‘a-compliant
contract.
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The IFSB has issued multiple Standards, Guiding Principles and Tech-
nical Notes for the Islamic financial services industry. As of December 2011,
IFSB has issued the following Guiding Principles and technical Notes:

1. Risk Management (IFSB-1)
2. Capital Adequacy (IFSB-2)
3. Corporate Governance (IFSB-3)
4. Transparency and Market Discipline (IFSB-4)
5. Supervisory Review Process (IFSB-5)
6. Recognition of Ratings on shari‘a-Compliant Financial Instruments
Development of Islamic Money Markets (TN-1)

7. Governance for Collective Investment Schemes (IFSB-6)
8. Special Issues in Capital Adequacy (IFSB-7)
9. Governance for Takaful (Islamic Insurance) Undertakings (IFSB-8)
10. Conduct of Business (IFSB-9)
11. Shar�’ah Governance Systems (IFSB-10)
12. Solvency Requirements for Takaful (Islamic Insurance) (IFSB-11).

At first glance those drafts look like impressive examples of deep-rooted,
all-encompassing guidelines, and are indeed the result of much discussion
and many hours of work. Unfortunately, there is no reference to the number
of boards a shari‘a member can serve in IFSB-3 and IFSB-10, which are
directly related to shari‘a governance.

Conclusion

As the Islamic finance industry develops further, there is a growing need
for standardization and professionalism across the industry. Coupled with
this is the importance of adopting internationally recognized and robust
corporate governance systems that incorporate transparent, fair and ethical
working practices. Islamic financial institutions are well placed in this con-
text, since at the heart of Islamic law is a vision of social development, which
requires all individuals and businesses to conduct themselves ethically and
in a socially responsible manner. The “Guiding Principles” demonstrate how
closely aligned the basic principles of corporate governance are with shari‘a
rules and doctrines, and consequently how IFIs are well placed to offer
shareholders opportunities to participate in a broader goal of corporate
social responsibility.

The prospects for the Islamic finance industry are very bright but the
task ahead is challenging. This task includes shari‘a and regulatory issues
and the process of integrating the Islamic finance industry into the global
financial system. It requires not only the active participation of the shari‘a
advisors, but also that of regulators, practitioners, economists and legal
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experts if a complete and comprehensive system is to be developed. Islamic
finance, as one aspect of human life, is a form of ibadah (worship) if it is
conducted in accordance with the rule of the God. As such, it has to be
upheld by all players in the Islamic finance industry. The ultimate reminder
is the prophetic saying: “Every one of you is guardian and each of you is
responsible for the things or people that are under your care.”26

The IFSB guide fails to include accountability and qualifications for
shari‘a board members, although accountability is the most important issue.
Since the IFSB members are part of the institutions that offer Islamic
finance services, it is in their interest to regulate the industry and gain the
confidence of the general public and the industry.

The IFI’s selection of shari‘a board members should be made based on
the candidate’s education in Islamic finance studies, requiring at least a mas-
ter’s degree, but preferably a doctorate. Members should be experts with a
shari‘a background or those who possess good knowledge of fiqh and usul
fiqh (Islamic Law), and legal, accounting and finance matters. The scholar
should have a good command of English and Arabic, and possess charac-
teristics such as trustworthiness, integrity, honesty and responsibility. The
scholar must have had adequate exposure to the global financial market,
and be flexible, dynamic and prepared to face additional challenges. To
ensure full attention to each institution, the scholar should not be engaged
with many other Islamic financial institutions. This will also help resolve
confidentiality and conflicts-of-interest issues. A scholar should accept per-
sonal accountability to the organization, its shareholders and the customers
of the organization he represents. In short, the shari‘a board member should
be an individual of the highest caliber, both professionally and personally.

The Central Bank of Malaysia’s approach must be considered seriously
because of their more than 25 years of experience operating an Islamic
finance system parallel to the conventional system. They recommend that
the appointment of shari‘a board members have the approval of their cen-
tral bank, the Bank Negara Malaysia. Islamic banks in Malaysia then ensure
that the members are not sitting on several shari‘a boards. They scrutinize
the proposed member’s qualifications, experience in Islamic jurisprudence
(usul-al-Fiqh) and Islamic commercial law (muamalat), and they see
whether the member is unfit to serve or has been disqualified, and that there
is no conflict between the Islamic financial institutions.

The detrimental effects of shari‘a board members who sit on many IFIs
are numerous. This raises questions about the credibility of Islamic finance
worldwide and reduces confidence amongst investors and the general pub-
lic. It makes the Islamic finance system incomparable with the conventional
system in terms of transparency, ethics, fairness, justice and honesty. Finally,
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it puts shari‘a board members under extreme pressure, which could lead to
very expensive mistakes, both in their fatwas and auditing, eventually lead-
ing to the loss of confidence in their rulings.

Conversely, achieving accountability will have far-reaching advantages.
Those IFIs whose aims are to profit from new and ethical systems by engag-
ing shari‘a boards acting for publicity’s sake will find it difficult to maintain
credibility; they will have to take extra care in engaging shari‘a board mem-
bers who are accountable and qualified to make their institutions credible.
The authenticity, credibility, seriousness and trustworthiness of shari‘a board
members will improve. Accountability strengthens global respect for fatwas
issued for product development compliant with the shari‘a. It introduces
shari‘a auditing standards to the global financial market and strengthens the
corporate governance of Islamic financial institutions. It embeds Islamic
finance values into financial institutions’ business operations and governance
and ensures Islamic ethical principles are preserved within the global market.
It protects consumers’ rights from abuse and fraud from the conventional
finance monopoly. It ensures the adoption of Basel II and Pillar II, particu-
larly money laundering and capital adequacy issues within their institutions.
The conventional financial system has a code of ethics and conduct to which
all personnel, including management, are accountable; therefore, for the
Islamic financial system to compete with the conventional financial system,
it is imperative to have a code of ethics and conduct, particularly for the
shari‘a boards. This makes it necessary to regularly evaluate the performance
of Islamic financial institutions, and have the shari‘a board members trans-
parent, accountable and adequately qualified.
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Challenging the Parameters of 
Permissible Hedging in Islamic

Finance: Rationale and Implementation
of Recent Shari‘a Rulings 

Robert Rilk

Hedging Under Shari‘a in the Context of the Financial Crisis

The recent crisis of the international financial markets, which is still ongo-
ing, initially began in late summer 2007,1 with U.S. subprime markets crash-
ing. Suddenly, huge volumes of residential mortgage backed securities
(RMBS) lost their valuess at a high pace due to mass defaults of the home
owners owing the underlying loans. A second major blow came with the
collapse of the century-old institution of Lehman Brothers in September
2008,2 which caused major damage to both institutional and private
investors, demonstrating the power and dynamics of systemic risk.

Ironically, those financial instruments originally designed to shift risk
or manage risk, such as Credit Default Swaps (CDS) and Asset Backed Secu-
rities (ABS), stood at crucial points of the financial turmoil. These instru-
ments were meant to improve risk profiles by protecting market participants
against the default of others or by providing secured cash flows for one while
improving the balance sheet of another. Both instruments were used to
trade, transform and ultimately shift risks from one market participant to
another, in short: contemporary financial risk management. Eventually,
such risk management instruments spiraled out of control and caused
major damage.

Interestingly both crashes, be it the US-RMBS market in 2007 or the
collapse of Lehman in 2008, were followed by confessions of affected
investors that they had neither fully understood the inherent risks of the
financial instrument involved nor the instrument itself.3

Initially, Islamic finance proved somewhat resilient to the first shock
waves of the still ongoing economic turmoil due to its underlying precepts
and an overall reduced exposure to the more risky edge of the crumbling
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markets. However, as time passed, it appeared that Islamic financial insti-
tutions, as an inseparable part of the international financial markets, were
by and large as equally affected as their conventional players. A traditionally
and geographically significant exposure to crumbling real estate markets,
especially in the G.C.C. and the U.S., quickly neutralized the benefits that
some Islamic investors had yielded from not having invested in the mas-
sively depreciated stock of conventional financial institutions.

In bad weather everybody looks for shelter. In financial terminology,
this is called hedging. In the context of the current turmoil, existing pro-
tection mechanisms are put under scrutiny while new and more efficient
models of risk avoidance, risk reduction and risk shifting are sought. 

Islamic finance, unlike its conventional counterpart, has to observe a
number of additional requirements according to its specifications—in its
overall business in general but more specifically when it comes to risk man-
agement and hedging. Among these more specific requirements are the pro-
hibition of riba, gharar andmaysar as the most prominent precepts.

From this perspective it is evident that conventional RMBS could not pass
any shari‘a screening as they rely on the trading of debt and would be imper-
missible under the ban on riba. Likewise, CDS are non-investable as these
insurance-type transactions involve the shifting of risks against payment of
a premium, which, from a shari‘a perspective, is tantamount to gambling or
maysar. Therefore shari‘a-compliant market participants were hedged against
direct investments in these instruments, based on their beliefs.

RMBS and CDS aside, risks are to be managed under Islamic precepts
as they are under conventional rule. Sophistication in structuring does not
necessarily mean better protection. In fact, RMBS and CDS were precisely
the most sophisticated risk shifting and hedging instruments present at the
epicenter of the current economic crisis. This was a painful lesson on how
carefully risk management instruments have to be designed. 

With this in mind, Islamic finance more than ever needs to develop effi-
cient, understandable and reliable hedging instruments and mechanisms. As
Islamic finance is an industry based on ethics, it is crucial to carefully align
proposed hedging methods and hedging products to shari‘a requirements.
Recently, a number of players in the industry, among them predominantly
conventional international banks with an Islamic outlet (“window”), have
developed highly engineered hedging solutions that some people dispute are
not shari‘a compliant. The debate regarding shari‘a acceptable and efficient
hedging instruments, including these new products, is far from settled.

Lately, Islamic finance standard setting boards have issued various rul-
ings on how the precepts of Islamic finance shall effectively be implemented
(AAOIFI Sukuk statement, February 2008 and the Resolution 179 [19/5] of
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the International Council of the OIC Fiqh Academy on organized Tawarruq,
April 2009). This means testing various solutions and methods proposed
by the industry. 

The following discussion will look into prevalent shari‘a parameters on
hedging and discuss the current status of shari‘a-compliant hedging tech-
niques before elaborating on the recent landmark rulings issued by shari‘a
standard setting bodies and discussing their possible impacts. This paper
seeks to demarcate the limits of permissible hedging in Islamic finance
according to recent shari‘a rulings, while recommending implementation
of key considerations in recent shari‘a rulings and existing standards (e.g.,
AAOIFI shari‘a Standard on Tawarruq). Technical aspects of how such key
considerations can be reflected in legal documentation will conclude the
paper. In this context the paper argues in favor of relying on the parties’
intention (niyyah) in order to distinguish hedging from speculation. It
advocates shari‘a boards having a more material involvement in the depth
and duration of shari‘amonitoring.

Prevalent Shari‘a Parameters Regarding Hedging

Hedging can be described as risk management by protecting an investment
against a specific type of risk by neutralizing this risk. As such, hedging is an
essential part of any investment activity and is vital for any business that has
to deal with fluctuations or expected fluctuations in prices, currency rates,
markets, a counterparty’s ability to cope with payment obligations, etc.

Because shari‘a is adverse to excessive risk taking (gharar, qimar, maysar
and riba), this prohibits some of the most common ways of hedging in con-
ventional finance, e.g., most forms of derivatives.

Ways of Hedging under Shari‘a

Natural hedge/asset-liability-balancing
The most basic shari‘a-compliant hedge is the balancing of assets and lia-
bilities. This on-balance-sheet hedge can be considered a “natural hedge.”
Along with risk pooling models (see below) this has been one of the more
prominent ways to hedge out risks in a shari‘a-compliant manner. Some
have favored the “natural hedge” in the debate on shari‘a-compliant deriv-
atives.4 A number of authors have raised the question whether derivatives,
by nature susceptible to speculation, would therefore be needed at all.

However, hedging by using a natural hedge-like asset-liability balancing
requires a certain structure of financials. Market participants may or may not
have such financials at hand. Practically, they are more likely not to always
meet the natural asset-liability equilibrium. Therefore risk pooling as a tool
for containing and hedging out risks has been discussed as another option.
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Risk pooling 
The concept of risk pooling stems from the idea of collective risk sharing
and collective risk balancing; each participant brings its specific risk but
also its resources that may be used in case a member of the community
incurs relevant damage. In this case all pool members would shoulder the
burden of such relevant damage rather than the single pool members. For
instance, risk pooling solutions have been discussed in terms of portfolio
insurance for the benefit of investors in an Islamic mutual fund5 or as coop-
erative, not-for-profit mutual arrangements.6

The growing sector of takaful is a prominent and successful example of
such a risk pooling approach, where a decidedly large number of partici-
pants with a relatively smaller and less volatile risk profile (compared to,
for instance, international financial institutions) are seeking and finding
sufficient protection.

Due to structural reasons, risk pooling solutions seem to be less viable
for complex risk portfolios. Thus, pooling solutions appear to be confined
to “real economy”-linked small-cap or mid-cap businesses or to hedging
solutions for individuals. Such reasons can be found in the dynamics of
international capital markets, the sophisticated risk profiles of the players
involved and also the rather limited number of participants (at least com-
pared to the mass market of common risk pooling markets like takaful). 

Risk shifting 
If risk can neither be canceled out on the individual level, nor shouldered
by a larger number of entities through risk pooling, the only way of doing
away with excessive risk is to shift it to a third party. While this is conven-
tionally achieved through derivatives, Islamic finance has not been com-
fortable with such derivatives and has resorted to financially engineered
solutions instead. 

Risk shifting solutions based on contractual arrangements
(arbun, khiyar ash-shart)
It is worth recalling the most prominent reasons why the majority of schol-
ars consider most derivatives non-compliant to shari‘a. These are:

• the objection of enabling speculation and resulting in win-lose prob-
abilities akin to gambling;7

• the perceived lack of physical assets in the reality of today’s options
contracts, supported by the fact that the overwhelming majority of
contracts on the derivative markets are eventually cash settled rather
than physically delivered;8

• the character of derivatives serving indistinctly genuine hedging needs
but also speculative purposes;9



• the lack of classical fiqhi contracts validly apt to accommodate con-
tractual arrangements similar to conventional derivatives.10

On each of the above objections there has been a vivid discussion without
reaching any consensus. This can be illustrated in the various opinions per-
taining to the objection that none of the classical fiqhi contracts could serve
as a base case for universally modeling shari‘a-compliant derivative contracts.
Regarding shari‘a-compliant options, the majority argued that arbun could
not be used to replicate an Islamic option. Unlike in conventional options,
there would be a valid reason for the arbun-seller to retain the down payment
in case the contract is not fulfilled, while a conventional option would bear
a premium akin to unjustly consuming the wealth of others.11

Likewise, regarding the application of a stipulated option (khiyar ash-
shart), some argued such a stipulated option would not be extendable
beyond three days maximum, while conventional options contracts require
far longer maturities.12 In contrast, the proponents of permissibility argued
as per khiyar ash-shart that some madhhab indeed allow the stipulation of
a longer option period than three days and supported their view with fur-
ther, more systematic reasons13:

• if used for genuine hedging purposes, derivatives would not increase
but would limit business risk and therefore be of direct benefit for real
underlying economic activities;

• the pricing of an option would not be equal to unjust enrichment but
could be justified by using exact formulae including the market price
of the underlying reference asset;

• the non-use of derivatives for (genuine) hedging purposes more than
its use would be detrimental for the respective party’s business and
create even more risk instead of reducing it.

The larger debate on the permissibility of derivatives under shari‘a, how-
ever fervent, could not turn away the market’s needs for risk managing and
hedging solutions. The persistent debates centered around the numerous
fiqhi requirements on contracts involving a future element like arbun, salam
and khiyar ash-shart encouraged the rise of another legal instrument of clas-
sical fiqh, in this context, wa‘ad.Wa‘ad is the unilateral promise, legally bind-
ing to the majority of scholars, when employed under a murabaha scheme.14

The requirements on wa‘ad are far less restrictive than contracts like arbun
and salam and helped the industry to employ wa‘ad-based structures without
caring too much whether the trade-offs would bring Islamic hedging prod-
ucts close to conventional hedging products. The industry interpreted as
flexibility the apparent absence of cumbersome fiqhi requirements on wa‘ad. 
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Promise-based (wa’ad-based) solutions
Instead of a bilateral contract but a unilateral promise, solutions for Islamic
hedging could be designed with financial engineering replicating conven-
tional derivatives not explicitly (i.e., by using arbun or khiyar ash-shart
contracts for replacing, for instance, an options contract) but implicitly by
engineering the pay-off of any derivative contract through mutual unilat-
eral promises.

One of the earliest publicly available descriptions of such a wa‘ad-based
financially engineered structure has been documented in a Deutsche Bank
Academic Paper in February 2007.15 Since then the markets have used wa‘ad
more widely to replicate all types of derivates, including FX options, total
return swaps and even short selling mechanisms.16

An example for a relatively simple transaction is an FX call option in
favor of a bank against its client using wa‘ad:

Promise to sell a pre-determined amount of currency B for a pre-
determined amount of currency A upon Settlement Date; Bank pays
non-refundable fee to Client upon Trade Date.

Bank Client

The Client will receive a non-refundable fee from the Bank when issu-
ing the promise (Trade Date). The Bank may decide at its full discretion,
according to the respective exchange rate upon Settlement Date, whether
to hold the Client to its promise and ask for the specified amount of cur-
rency B for the pre-determined amount of currency A. Obviously, the Bank
will decide so in case the exchange rate allows the Bank to realize a gain on
the currency transaction equal or above the fee paid upfront to the Client.
Otherwise the Bank will not exercise the Client’s promise but rather send
a Cancellation Notice to the Client. In this case the Client will end up with
the non-refundable fee.

This structure avoids the above discussions on arbun, bay‘al-salam or
khiyar ash-shart through the use of the unilateral promise or wa’ad. Based
on wa’ad, the transaction can be structured in a “clean” way from a shari‘a
perspective as neither the maturity beyond three days (objection regarding
khiyar ash-shart) nor the fee paid the Bank (objectionable when applied
under the precepts of arbun for such transaction) raise concern under fiqhi
requirements on wa’ad.

By taking a glance at the above-summarized objections against derivatives
in Islamic finance we observe that the use of wa’ad, although a flexible and
overall less regulated instrument in the universe of fiqh, has helped to largely
overcome at least the more formal, legalistic debate on hedging solutions
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offered by the use of arbun, bay‘ al-salam or khiyar ash-shart. For the most
part these difficulties stem from the fact that classical fiqh is several hundreds
of years older than modern (Islamic) finance and cannot easily accommo-
date modern financial markets’ needs. 

However, systematic objections also remain under such application of
wa’ad. The most prominent systematic objection is the absence of a math-
ematical or economic measure to distinguish an instrument’s use for gen-
uine hedging on the one hand and speculation on the other hand—an
objection that alredy accounts for conventional derivatives and led some
authors to abandon altogether the concept of derivatives under Islamic
finance precepts.17

While theoretically there is consensus that hedging shall be allowed and
speculation banned, even a summary analysis of theory and practice of
hedging shows the incoherency of such a presumption.

Theory and Practice
Various proponents of derivative use under Islamic finance precepts argue
that their use for genuine hedging shall be permissible whilst their use for
speculation shall be prescribed.18 Put to the test, this idea lacks clarity of
definition and further contradicts market practice.

Such a proposal lacks clarity in definition because it remains fuzzy how
genuine hedging purposes could be separated from speculation. Most
authors proposing the permissibility of derivative use for “genuine” hedging
purposes simply use this term without offering a definition or objective
measure for determining such genuineness.19 Jobst, for instance, suggests
the formula “employed to address genuine hedging demand on asset per-
formance associated with direct ownership interest,”20 without further elab-
orating on how this could be applied in practice. 

Consequently, other authors and scholars have dropped the issue of
hedging by derivative use in Islamic finance exactly for this reason. Suwailem
convincingly argues that “derivatives make hedging and gambling undistin-
guishable”21 and concludes,”The difference between arbitrage, that improves
efficiency of the market, and gambling, which destroys market fundamentals,
was and still is, a subject of prolonged debate. Although it is easy to agree on
the two opposite extremes, no ‘analytical formula’ is developed to filter out
the two in the vast majority of mixed situations in between.”22 

Further, the assumption of a differential treatment of hedgers and spec-
ulators is in direct contradiction with market practice. In conventional mar-
kets we see a minority of hedgers facing a vast majority of speculators.
Relevant publications quote more than 97 percent speculators facing less
than 3 percent hedgers in conventional derivative markets.23
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Apart from the still unsolved matter of how to distinguish hedgers from
speculators in theory, there is no reason why in practice the above ratio
would significantly differ in Islamic derivative markets. Derivative markets
are markets driven by an overwhelming majority of speculators and a
minuscule minority of hedgers. In this context it appears even more dra-
matic, that a majority of speculators is needed in order to provide necessary
liquidity to the market. Any derivatives market, be it conventional or
Islamic, cannot refrain from allowing speculators to enter the market pro-
vided that the market shall be sufficiently liquid in order to allow efficient
allocation of risks and accurate pricing.

Eventually, the way primary hedging markets (derivatives markets) func-
tion explains the ratio of speculators in these markets. There, every hedger
indeed needs its speculator: The existence of complementary hedging needs
of maturity, quality and quantity would appear far too rarely to keep a deriv-
ative market going. Only in very rare occasions will we see two parties taking
part in a derivative transaction with both intending to genuinely hedge their
underlying business needs (e.g., a palm oil producer and a company running
a power plant with this palm oil, both intending to hedge themselves against
price fluctuations occurring until the next harvest season).

That said, we can assume that if an exact “analytical formula” existed
that enabled us to determine the fine line between hedging and speculation,
its strict application would lead to the prescription of nearly all such trans-
actions in a shari‘a-compliant derivative market, thereby only exempt in
rare cases of complimentary matching hedging needs. This is a scenario
that, by lack of sufficient market liquidity, would render Islamic derivative
markets impracticable. After all, the beauty of derivatives lies within their
flexibility. It is this flexibility that entails their potential for genuine hedging
purposes as well as for speculation. 

A preliminary finding can be established regarding prevalent shari‘a
parameters and permissible hedging techniques, their theoretical background
and the practical challenges they face: the objective parameters of a given
transaction do not show whether a party seeks risk reduction or (even lever-
aged) speculative gains. Hedging can neither be separated from speculation
by applying a mathematical or economic formula, nor by circumventing fiqhi
objections using promised-based structures (wa’ad) rather than contract
based schemes (e.g., arbun, bay‘ al-salam or khiyar ash-shart). In the absence
of objective measures (of overriding importance from a legal draftsperson’s
perspective), we have to look at subjective measures to distinguish hedging
from speculation: the intention or the niyyah of the parties involved.24

Before elaborating on this, we will glance at how recent landmark rulings
of shari‘a standard setting bodies like the OIC Fiqh Council may influence
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the permissibility of structured hedging solutions, be them promised-
based (wa’ad) or contract based schemes (e.g., arbun, bay‘ al-salam or khiyar
ash-shart). 

The New Approach of Recent Landmark Rulings

OIC Fiqh Council Resolution 179 (19/5): A blow to organized
Tawarruq?
Reportedly, a certain number of Islamic risk management products, such
as profit-rate swaps, rely on commodity murabaha transactions for struc-
turing the cash flows between the parties involved.25 Any such commodity
murabaha/on-sale transaction will take the following format (arrows indi-
cate asset transfer at market price (p) or at market price plus profit margin
(p+M)):

Note: Bank will arrange all dealings with Commodity Broker. Bank will buy
the commodities on its own behalf, subsequently sell these same commodi-
ties to Client against deferred payment by Client on the amount of p+M.
As Client is not interested in the commodities but in the cash, Bank will
immediately on-sell the commodities to the market and forward the cash
proceeds to Client.

The above transactions, according to AAOIFI shari‘a Standard No.
(30), would have to be classified as Monetization or tawarruq as the under-
lying commodity does not remain with the mark-up paying party (here
the Client) but is immediately on-sold to the market in order to obtain
cash rather than the commodity itself. Therefore the party paying the
mark-up qualifies as mustawriq. According to AAOIFI shari‘a Standard
No. (30) 3/1, “Monetization refers to the process of purchasing a com-
modity for a deferred price determined through musawama (bargaining)
or murabaha (mark-up sale), and selling it to a third party for a spot price
so as to obtain cash.”

The existence of a standard, here AAOIFI shari‘a Standard No. (30), indi-
cates substantial practice. Otherwise this standard would not have been
issued. The permissibility of such practice certainly has to follow the rules,
notably (without the following requirements being an exhaustive list):
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• real asset transfer requirement: there should be a real commodity that
the seller owns before selling it (3/1);

• operationally the identifying documents for the commodity shall be
made available (4/2) and the commodity must be sold to a party
other than the one from whom it was purchased on deferred payment
terms (4/5);

• documentation-wise the contract for purchasing the commodity on
deferred payment terms and the contract for selling it for a spot price
to the market afterwards shall not be linked together in a form pre-
empting the mustawriq’s right to actually obtain the commodity and
get it physically delivered (4/6);

• the mustawriq shall sell the commodity by himself or through his
agent but not through the Bank (4/9).

Importantly, it has to be noted that AAOIFI shari‘a Standard No. (30)
perceives Monetization or tawarruq as an exceptional instrument, with a
restricted use in situations of established need (5/1). According to No. 30,
“Monetization is not a mode of investment of financing. (...) The institution
should resort to monetization only when it faces the danger of a liquidity
shortage that could interrupt the flow of its operations and cause losses for
its clients.” In light of these rules it is doubtful whether transactions akin to
tawarruq would be permissible under shari‘a without such established need
and under less than exceptional circumstances (5/1), even if the further
requirements (4/1 to 4/9) were observed.

Market practice from time to time does not even seem to comply with
basic requirements as set out in AAOIFI shari‘a Standard No. (30) 4/1 to
4/9. Therefore the above discussion on whether or not a qualified need in
terms of (5/1) could be established or not is often obsolete. Since cash flow
modeling in contemporary Islamic finance heavily relies on Monetization
arrangements, it currently does not seem feasible to abandon tawarruq in
general by dropping the matter as a whole. However, the obvious non-com-
pliance to AAOIFI tawarruq requirements by a number of market partici-
pants may have led the Council of the OIC Fiqh Academy, Jeddah, to issue
in April 2009 the Resolution 179 (19/5) pertaining to the permissibility of
certain forms of “organized” tawarruq. The Council of the OIC Fiqh Academy
deliberately pursues, with this resolution, the goal of “ensuring the actual-
ization of shari‘a principles (maqasid al shari‘a).”26 The Resolution 179
(19/5) approaches its subject by firstly defining what shall be labeled “orga-
nized” tawarruq:

Types of tawarruq and its juristic rulings: Technically, according to
the Fiqh jurists, tawarruq can be defined as: a person (mustawriq)
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who buys a merchandise at a deferred price, in order to sell it in cash
at a lower price. Usually, he sells the merchandise to a third party,
with the aim to obtain cash. This is the classical tawarruq, which is
permissible, provided that it complies with the shari‘a requirements
on sale (bay‘). The contemporary definition on organized tawarruq
is: when a person (mustawriq) buys a merchandise from a local or
international market on deferred price basis. The financier arranges
the sale agreement either himself or through his agent. Simultane-
ously, the mustawriq and the financier execute the transactions, usu-
ally at a lower spot price. Reverse tawarruq: it is similar to organized
tawarruq, but in this case, the (mustawriq) is the financial institution,
and it acts as a client.27

Whereas forms of tawarruq deemed “classical” shall be allowed, the Res-
olution 179 (19/5) further elaborates on the rationale of the prescription
of what is deemed “organized” or “reverse” tawarruq, mentioning that, “it
is not permissible to execute both tawarruq (organized and reversed)
because simultaneous transaction occurs between the financier and the
mustawriq, whether it is done explicitly or implicitly or based on common
practice, in exchange for a financial obligation. This is considered a decep-
tion, i.e., in order to get the additional quick cash from the contract. Hence,
the transaction is considered as containing the element of riba.”28

Applied to the above example of a simple commodity murabaha/on-
sale arrangement, we can state the following: As the commodity purchase
by the Client/mustawriq from the Bank and the commodity on-sale by the
Client/mustawriq (through the Bank acting as Client/mustawriq’s agent)
will take place in a very short period of time, while the on-sale price (p)
reflecting the market price of the commodity is lower than the deferred
price (p+M) to be paid at maturity by the Client/mustawriq to the Bank,
the first requirements of the OIC ruling (“simultaneous transaction
between the financier and the mustawriq”) seems to apply. Also, the trans-
action, if performed as described above, seems indeed to create a financial
obligation upon the Client/mustawriq toward the Bank while the underlying
commodity deal is simply reversed. It can be argued that it would be in fact
the financial obligation of deferred payment in the amount (p+M) that
remains as sole effect from the above transaction. Therefore the second
requirement (“in exchange for a financial obligation”) also seems to be met.

However, OIC Resolution 179 (19/5) is more in line with AAOIFI shari‘a
Standard No. (30) rather than extending AAOIFI’s requirements. AAOIFI
shari‘a Standard No. (30) aptly draws the fine line between permitted classical
tawarruq and forbidden organized monetization. Still, those requirements
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must be implemented thoroughly. Therefore important points to be observed
are the real asset transfer requirement, the observance of non-identity of
commodity supplier and on-sale purchaser and overall the separation of the
murabaha transaction and the on-sale transaction (including the respective
agency Client/mustawriq-Bank).

Several players in the market may not pass the requirements of AAOIFI
and OIC in how they effectively implement their tawarruq transactions.
However, the crucial point is not primarily the lack of more shari‘a-com-
pliant alternatives to such non-compliant market practice in commodity
murabaha/on-sale transactions, but it is the thorough application of existing
required rules. This can be ensured by appropriate legal documentation
keeping the murabaha transaction clearly separate from the on-sale trans-
action (including the agency appointment by the mustawriq). Further, the
above requirements on real asset transfer and the safeguard of the
mustawriq’s option to ask for physical delivery of the underlying commodity
must be properly documented. Eventually, operational implementation is
needed instead of reducing vital shari‘a requirements to mere paperwork.

In conclusion there are two aspects to be learned from OIC Resolution
179 (19/5). 

The first aspect is of concrete documentary and transactional dimen-
sion: Legally and operationally, AAOIFI shari‘a Standard No. (30) must be
applied in its strictest possible sense.

Current practice of market participants must be scrutinized according
to this benchmark. The demand side itself, i.e., the clients, plays an impor-
tant role in testing and verifying such a benchmark. The shari‘a supervisory
boards involved play a crucial role in this regard. Therefore the clients
should insist upon their respective counterparties on full disclosure of doc-
umentary and operational details of how a given transaction is conceived
and will be implemented.

Secondly, OIC Resolution 179 (19/5) labels organized tawarruq as
“deception” and recommends to “ensure the actualization of shari‘a objec-
tives (maqasid al shari‘a).” In doing so, OIC points to a larger context: the
importance of “substance over form” considerations in Islamic finance. 

In this context it has to be noted that AAOIFI also uses the same ration-
ale, an example of which is found in shari‘a Standard No. (25) on Contracts
Combining (4/1&2):

Contracts’ Combining should not include the cases that are explicitly
banned by shari‘a like combining sale and lending in one contract.

It should not be used as a trick for combining riba such as agreement
between two parties to practice bai’ul eina or riba al-fadhl.
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The above illustrates the general effort of AAOIFI to ensure the actual
implementation of overriding shari‘a principles—not only from a formal
point of view but also in substance. In the case of tawarruq, both AAOIFI
shari‘a Standard No. (30) and the Resolution 179 (19/5) issued by the Coun-
cil of the OIC Fiqh Academy strive to put a limit to the misuse of this clas-
sical fiqhi instrument for financing techniques tantamount to riba. 

The principle of “substance over form” or the effective implementation of
shari‘a precepts seemed to be of lesser importance during the first years of
the booming Islamic finance niche market. The widespread use of so-called
shari‘a arbitrage, i.e., mimicking conventional products and transaction by
use of classical fiqhi contracts, led some to speak of this phenomenon as a
“shari‘a conversion technology.”29

In this respect the OIC Resolution 179 (19/5) indeed appears as a severe
blow to a widespread practice in the international Islamic finance industry
applying set rules (i.e., AAOIFI shari‘a Standard No. (30)) in a far too lax
manner. Therefore, players who have been using non-compliant techniques
have heard OIC’s call and will therefore expedite strengthening their trans-
action structures, including bettering documentation and resolving opera-
tional issues. As Islamic finance is coming of age, the challenge should be
to let Islamic finance blossom in its own right based on shari‘a and fiqh,
and to work on truly shari‘a-based financing techniques and investment
instruments.

“Substance over form” is a concept closely related to another aspect of
recent landmark statements: the demand for actualization of shari‘a pre-
cepts and the quality of shari‘a monitoring, which will be discussed in the
following section with regard to the 2008 AAOIFI statement on sukuk.

AAOIFI Sukuk Statement (2008): Raising the Bar for Effective 
Shari‘a-Compliance
The 2008 AAOIFI Sukuk statement30 has been thoroughly discussed in
Islamic Finance literature and is well-known. This paper will focus on the
AAOIFI Sukuk statement’s impact on general concepts of shari‘a in con-
temporary Islamic finance. From this perspective it is interesting to take a
close look at two core aspects of the 2008 AAOIFI Sukuk statement: the
question of actualization of shari‘a precepts and the quality of shari‘a-mon-
itoring with respect to its depth and duration.

Actualization of shari‘a precepts
The 2008 AAOIFI Sukuk ruling set forth detailed requirements pertaining
to ownership rights and repurchase values in equity-type sukuk structures
(i.e., sukuk al musharaka, sukuk al mudaraba, etc.). In such structures,
according to AAOIFI, sukuk holders must fully assume the risks of the
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underlying assets in which the sukuk certificates represent undivided own-
ership. The ruling stresses the importance of strict adherence to the require-
ments of the underlying equity-type structure, be it a musharaka or a
mudaraba. Under these schemes, as per Islamic law requirements, the invest-
ment party (i.e., rabb al mal and sharik) takes a direct equity risk and shall
remain invariably exposed to this equity risk over the lifetime of the invest-
ment. Therefore, AAOIFI ruled, it shall not be permissible for the sukuk
issuer to hedge such equity-type sukuk holders against the asset price risk
by guaranteeing a pre-agreed repurchase value with respect to the underly-
ing asset instead of leaving it to the investors to realize a certain re-sale value
at the market conditions upon maturity. In the words of AAOIFI:

It is not permissible for the mudarib (investment manager), sharik
(partner), or wakil (agent) to undertake {now} to re-purchase the
assets from sukuk holders or from one who holds them, for its nom-
inal is, however, permissible to undertake the purchase on the basis
of the net value of assets, its market value, fair value or a price to be
agreed, at the time of their actual purchase, in accordance with Article
(3/1/6/2) of AAOIFI shari‘a Standard (12) on sharika (musharaka)
and Modern Corporations, and Articles (2/2/1) and (2/2/2) of the
AAOIFI shari‘a Standard (5) on Guarantees.31

Here again, we note the concern to ensure overriding Islamic law require-
ments beyond the technicalities of structuring fine print and business con-
siderations obviously stemming from conventional finance habits rather
than from shari‘a concepts underlying the transaction.

Depth and duration of shari‘a monitoring
AAOIFI, in its 2008 Sukuk statement, seems to be aware of the importance
of effective implementation of shari‘a rules. Strengthening the rules to be
more shari‘a-compliant in substance is one aspect (and has been outlined
above). Another equally important aspect is the existence of appropriate
monitoring of an investment from inception until maturity. The duty of any
shari‘a supervisory board involved in a transaction therefore is to “review all
contracts and documentation related to the actual transaction”—an obliga-
tion clearly pertaining to the depth of shari‘a monitoring—but also to “over-
see the ways that these are implemented in order to be certain that the
operation complies at every stage with shari‘a guidelines and requirements
as specified in the shari‘a Standards.”32 The latter is a call for ensuring ongo-
ing and effective monitoring of the investment over its lifetime.

Enhancing substantial shari‘a compliance instead of merely requiring
formal adherence to shari‘a precepts is a challenge considering the current
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status of shari‘a arbitrage. Requiring effective operational implementation
of what has been legally documented, not only upon inception but also over
the lifetime of an investment, sets up a new standard in Islamic finance.
However, such considerations are crucial if Islamic banking shall be in the
position to differentiate itself from conventional finance in the long run. 

For the time being, the 2008 AAOIFI statement applies only to sukuk.
However, given the overriding importance and the weight of the concerns
raised, one could interpret this statement as being of larger significance in
the standards of shari‘a compliance in the future.

Recent landmark statements of shari‘a ruling bodies point toward a new
approach in shari‘a compliance that essentially consists of two aspects.
Firstly, there is a need for compliance to shari‘a precepts in substance (i.e.,
documentation-wise as well as operationally) rather than only formally.
This entails respecting the larger framework of classical fiqhi instruments
involved in a specific structure (see OIC Resolution 179 (19/5) and 2008
AAOIFI Sukuk statement). Secondly, there is a call for enhanced scrutiny in
terms of certification and monitoring of shari‘a precepts for any product
or transaction from inception through the entire life of the investment
(2008 AAOIFI Sukuk statement). The challenge to transform this new
approach into practice remains huge. 

Apart from more technical issues still to be resolved (we will look into
this from a legal draftsperson perspective in the following sections), there
remains the problem that there are currently far too few reputable scholars
burdened with certifying too many transactions and products. It is unlikely
that a small group of people would be able to effectively monitor on an
ongoing basis the fast growing universe of shari‘a-compliant investments.
This shortcoming may force increased efforts for the establishment of
appropriate shari‘a compliance mechanisms and human resourcing similar
to the organizational framework conventional finance displays in the field
of legal and compliance.

Impact of the New Approach on the Permissibility of Current Hedging Techniques

Impact on hedging instruments based on Tawarruq
We have seen that current hedging techniques, specifically shari‘a-compliant
derivatives, frequently rely on tawarruq transactions enabling the modeling
of cash flows upon settlement events. This accounts specifically for Islamic
profit-rate swaps (wa’ad-based or not) relying on commodity murabaha
transactions for structuring the cash flows between the parties involved.33

As argued above, OIC Resolution 179 (19/5) requires one to stay clear
of what is deemed “organized tawarruq,” since “organized tawarruq” trans-
gresses the permitted boundaries of classical tawarruq. In this respect, OIC

Challenging the Parameters of Permissible Hedging in Islamic Finance 117



Resolution 179 (19/5) recalls the requirements of existing shari‘a standards
rather than setting up new requirements. The requirements for classical and
thus permissible tawarruq are clearly outlined in AAOIFI shari‘a Standard
No. (30). While a number of requirements are to be observed, in the context
of current hedging techniques, there are specifically two requirements lack-
ing in what OIC deems “organized tawarruq”: the lack of real and docu-
mented asset transfer and the missing link between murabaha transaction
and on-sale transaction. Therefore “organized” tawarruq, according to OIC,
is characterized by a “simultaneous transaction between the financier and
the mustawriq,” resulting in an exchange of financial obligations at the detri-
ment of the Client/mustawriq but in favor of the financier—a transaction
tantamount to riba.34 OIC considers such a transaction nothing more than
a deception.

Henceforth, market participants will have to take AAOIFI shari‘a Stan-
dard No. (30) seriously, specifically in effectively implementing the require-
ments of real asset transfer between the parties involved (3/1); availability
of the identifying documents for the commodity (4/2) and the third-party
requirement regarding the on-sale buyer (4/5); ensuring the mustawriq’s
right to actually obtain the commodity and get it physically delivered (4/6);
and the role of the bank as mustawriq’s agent in the on-sale transaction (4/9).

As AAOIFI shari‘a Standard No. (30) considers tawarruq as confined to
situations of established need, more research and discussions will be needed
regarding the permissibility of large-scale tawarruq, even if complying with
the above transactional requirements. AAOIFI clearly states,”Monetization
is not a mode of investment of financing . . .” and cites a concrete situation
of such established need, notably that, “the institution should resort to mon-
etization only when it faces the danger of a liquidity shortage that could
interrupt the flow of its operations and cause losses for its clients.” From
this point of view, it would be hard to accept any general consideration
stemming from maslaha for a large-scale application of tawarruq for the
use of hedging, as some authors have argued in the past.35

The dimensions of maslaha are numerous. This topic should be studied
more thoroughly than simply using the term and assuming the existence of
such public need.36 Here, practitioners and researchers may benefit
immensely from our shari‘a scholars, who are able to share their wealth of
knowledge in order to balance the dilemma between obviously needed
shari‘a-compliant hedging techniques and fundamental fiqhi requirements.

In summary, current modes of hedging, as they rely on tawarruq
schemes, are put to the test by recent landmark statements of OIC and
AAOIFI. Specifically the apparent contradiction between an obvious need
in the market for flexible and available hedging instruments and the AAOIFI
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requirement for a specific (not only general) situation of established need
(see AAOIFI shari‘a Standard No. (30) (5/1)) requires further research by
the scholars and by the Islamic finance community. In this context OIC Res-
olution 179 (19/5) may be seen as an initial, but severe, blow to a practice
that has pushed the boundaries of shari‘a compliance. It also may encourage
the development of genuine shari‘a products for hedging purposes rather
than continuing to rely on shari‘a arbitrage striving to rebuild conventional
hedging instruments in a shari‘a-compliant fashion through the use of
highly engineered solutions.

Depth and Duration of Shari‘a-Compliance: Structuring Issues, Legal Docu-
mentation and Operational Implementation 
While OIC specifically elaborates on tawarruq and therefore the OIC Res-
olution 179 (19/5) applies only to tawarruq-based hedging solutions, the
2008 AAOIFI statement seems at first to apply only to Sukuk structures.
However, it has been argued above that the rationale of the 2008 AAOIFI
statement reflects what has been laid down earlier in terms of AAOIFI
shari‘a Standards and therefore is of larger importance.

It has been argued that regarding the more fundamental aspects of the
AAOIFI ruling, we can identify a call for enhanced scrutiny in terms of cer-
tification and monitoring of shari‘a precepts for any product or transaction
from inception through the entire life of the investment. Notably the actu-
alization of shari‘a precepts in a more substance-oriented assessment of over-
riding fiqhi requirements will impact current Islamic hedging solutions. The
same applies to the required depth and duration of shari‘a monitoring.

As an example we may again resort to the commodity murabaha in the
form of a tawarruq transaction, used for settlement purposes in a modern
derivative hedging solution. The rationale of the named 2008 AAOIFI ruling
will henceforth require the market participants to meticulously comply to
what has been laid down in AAOIFI shari‘a Standard No. (30) in terms of
structuring, legal documentation and operational implementation. 

AAOIFI has exemplified, in the case of equity-based sukuk structures, that
the principles of the underlying fiqhi instruments (in this case musharaka,
mudaraba, etc.) are to be observed also when these fiqhi instruments are used
in another structure (here, a sukuk structure). Applying the same rationale,
it is evident that regarding tawarruq, the requirements must be met not only
for AAOIFI shari‘a Standard No. (30) but also the requirements pertaining
to murabaha and murabaha on purchase order. AAOIFI shari‘a Standard No.
(30) supports this view in (4/1), wherein it states that, “the requirements of
the contract for purchasing the commodity on deferred payment basis
should be fulfilled, for both musawama and murabaha transactions, with due

Challenging the Parameters of Permissible Hedging in Islamic Finance 119



consideration to AAOIFI shari‘a Standard No. (8) on murabaha and on
murabaha on purchase order.” While in practice, tawarruq transactions often
only fulfill the rudimentary requirements of AAOIFI shari‘a Standard No.
(30), future certifications of such transactions will require the involved shari‘a
boards to take a much closer look into structure, legal documentation and
operational execution of any such transaction.

An important challenge emanating from the 2008 AAOIFI statement
will be the establishment and resourcing of procedures capable of ensuring
a high level of ongoing monitoring over the lifetime of a transaction,
enabling the parties to “review all contracts and documentation related to
the actual transaction” and to “oversee the ways that these are implemented
in order to be certain that the operation complies at every stage with shari‘a
guidelines and requirements as specified in the shari‘a Standards.”

Such approach significantly increases the burden on players in the inter-
national Islamic financial markets to care about in-depth shari‘a-compli-
ance, in terms of structuring efforts, legal documentation and their
execution in the operational workflow. Given the scope if this paper, the
focus will be on the second aspect: the implementation of the above findings
and requirements in terms of legal documentation.

Implementation of the New Approach in Legal Practice

Choice of governing law
Practice shows that a majority of international financial market transac-
tions, be them shari‘a-compliant or conventional, are governed by English
law. It is difficult to choose shari‘a as the governing law of a contract or as
an additional source regarding the interpretation of a contract. In conven-
tional and Islamic financial markets, players tend to prefer the English law
as the governing law. The acceptance of any local law, e.g., Saudi law or
Kuwaiti law, will not satisfy the legal advisors of the transacting parties due
to insecurities about what could happen in case of serious litigation on the
matter. The expertise of international law practitioners along with the rel-
ative reliability of English courts contribute to the preference of using Eng-
lish law for Islamic transactions. International conventional banks featuring
an Islamic window operate under English law, as most of them are even
headquartered in London.

When documenting an Islamic transaction under English law, it is cru-
cial to remember the basic considerations pertaining to shari‘a. The most
prominent feature in this regard is the recommendation not to include
shari‘a in the governing law clause. English courts have issued several land-
mark rulings in this respect. One of the most prominent is the case of
Shamil Bank of Bahrain vs. Beximco Pharmaceuticals Ltd.37 In this case,
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despite the parties stipulating in the respective governing law clause that
the agreement would be “subject to the principles of the shari‘a,” the Court
of Appeals declared such choice of law invalid and held that:

the general reference in the clauses to principles of the shari‘a
afforded no reference to, or identification of, those aspects of shari‘a
law which were intended to be incorporated into the contract and
stood unqualified as a reference to the body of shari‘a law generally,
which was repugnant to the choice of English law as the law of the
contract and rendered the contract self-contradictory and meaning-
less; that the references to shari‘a law were intended merely to reflect
the Islamic religious principles according to which the bank held
itself out as doing business and were inadequate to incorporate the
principles of shari‘a law, or any part of shari‘a law, into the agree-
ments; that, therefore, the validity of the agreements and the defen-
dant’s obligations thereunder were to be decided according to
English law.38

In legal documentation, parties will often prefer English law, even in a
transaction that is shari‘a-compliant, without any additional mentioning
of shari‘a as choice of law, provided the parties intend to stick to an English
forum.

Operationally, there is an additional reason why, with respect to the
above-discussed commodity murabaha transactions/tawarruq transactions,
the practice of choosing English law appears appropriate. According to mar-
ket practice, the commodities trades underlying such transactions are exe-
cuted at the London Metal Stock Exchange (LME).

Besides its location in a well-functioning jurisdiction, this exchange
offers various advantages for transaction-intensive, shari‘a-compliant struc-
tures. Firstly, LME commodities are fully shari‘a-compliant even for trading
under a deferred-payment scenario. In short, LME traded commodities do
not fall into the category of ribawi goods. Goods considered ribawi (e.g.,
gold) would not be admissible for a deferred payment structure such as
murabaha. A sale on ribawi goods would be considered a form of riba al
nasi’a. A second reason for such preference is the fact that LME trades are
tax-neutral since the commodities are stored in bonded warehouses outside
the European Union. This avoids triggering EU taxes on sale transactions.

For market practice, operational reasons and requirements emanating
from recent landmark judgments, English law appears an appropriate
choice of law. Even though shari‘a is at the core of any Islamic finance trans-
action, it will preferably be expressed through the structure and the parties’
rights and obligations in the body of the agreement. 
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Accurate Documentation of Shari‘a-specific Transactional Requirements
Regarding the discussed commodity murabaha/ tawarruq transactions,
AAOIFI shari‘a Standard No. (30) (4/6) provides a practical example of con-
crete practical relevance:

The contract for purchasing the commodity on deferred payment
basis, and the contract for selling it for a spot price should not be
linked together in such a way that the client looses his right to receive
the commodity. Such linking of the two contracts is prohibited
whether it is made through stipulation in the documents, acceptance
as a normal tradition, or incorporation in the procedures.

From a legal draftsperson’s point of view the problem lies in contradicting
requirements from a shari‘a perspective on the one hand and the financial
institution’s risk considerations on the other hand. Whereas shari‘a obvi-
ously requires the draftsperson to clearly stipulate the client’s right to effec-
tively receive the commodity upon request, any financial institution
involved in such transaction would prefer not to be exposed to a client’s
potential request of physical delivery. Firstly, this is because physical delivery
may be operationally cumbersome and thus beyond pricing considerations
on which a specific transaction was based. Secondly, the brokers involved,
though specialized in facilitating the implementation of commodity
murabaha transactions, may not necessarily be experts in international
commodity shipping and delivery. 

The above operational considerations show that there are numerous
implications to be taken into account when drafting a specific transaction
agreement. Eventually, such considerations cannot blur the goal of obtain-
ing a set of documents in line with precise shari‘a requirements, here
AAOIFI shari‘a Standard No. (30) (4/6). Similar considerations will guide
a legal draftsperson in the implementation of other requirements of AAOIFI
shari‘a Standard No. (30), which would be beyond the scope of this paper.

The precise documentation of all operational requirements is vital to
ensure full shari‘a compliance. A general reference of submitting an agree-
ment to the “principles of shari‘a,” as in the case of Shamil Bank of Bahrain
vs. Beximco Pharmaceuticals Ltc., will not replace such detailed drafting. It
will essentially be the role of the involved shari‘a boards to effectively mon-
itor the requirements and ask for their strict implementation, a point that
will be expanded upon later.

The Investment’s Use for Hedging or Speculation: A Case for Niyyah (Intention)
Despite the shari‘a ban on speculation and excessive risk taking, notably by
reason of contravening the prescriptions of gharar, qimar and maysar, the
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case of derivatives, conventional and shari‘a-compliant, shows that their
markets rely heavily on participants aiming solely on speculation. This is
supported already by the fact that without a majority of speculators in
derivatives markets, these markets would lack essential liquidity. Technically,
as derivatives always entail win-lose distribution of pay-offs between the
parties involved in a specific transaction, and given the rarity of fully com-
plementary hedging needs, the equation of “hedging party” vs. “speculating
party” appears to remain a cornerstone of the vast majority of hedging
transactions in the market.

As argued earlier in this paper, it does not seem possible to apply an
objective measure or a mathematical formula to distinguish between a
financial transaction’s purpose for hedging or for speculation. However, in
the interest of material shari‘a-compliance one cannot suggest that trans-
acting for addressing “genuine hedging”39 shall be allowed, without elabo-
rating further on how such ‘genuine hedging’ could be identified. It has been
argued that, in the absence of an objective measure pertaining to the dis-
tinction of hedging from speculation, the essential difference could validly
be established by taking into account the parties’ intention (niyyah).

Intention in shari‘a is a prominent concept in the field of ‘ibadat (rules
pertaining to worship and ritual matters) as well as in the field of mu‘amalat
(rules pertaining to social and economic matters including trade). In the
field of Islamic contract law, there are several concepts of intent, and a thor-
ough discussion would be beyond the scope and focus of this paper.40 The
goal of this paper is not to re-assess fiqhi theory regarding the formation of
commercial contracts and the role of intent in this framework. The goal is
much more practical: to find, from a draftsperson perspective under English
law, a practical proposition on how to document a party’s intention to enter
into a transaction for hedging purposes rather than for speculation.

Several considerations must be observed in such legal drafting: no party
can validly assess nor guarantee a counterparty’s intention to enter into a
transaction for speculation or for hedging purposes; in the case of fraudu-
lent or deliberately untrue statements it will not affect the validity of the
contract but rather trigger the obligation upon the misrepresenting party
to purify amounts obtained from such speculative activity.

In a contractual framework under English law, such commitment most
suitably would be inserted in the representations and warranties section
and could be worded as follows:

The Client represents and warrants to the Bank that it has entered
into this Agreement and any other documentation relating to this
Agreement to which it is a party solely with the intention of hedging
in compliance with shari‘a principles.



The Client confirms to the Bank that it will monitor the existence of
such hedging purpose over the lifetime of this Agreement. Further,
the Client commits to purify amounts obtained from any speculative
purpose in the framework if this Agreement as being advised upon
by the Client’s shari‘a supervisory board.

This clause being drafted as self-commitment of the Client will not be
invocable by the Bank and thus will only work in the direction of ensuring
enhanced shari‘a compliance without granting a right to the counterparty
to assess any misrepresentation in this respect or raise an objection on these
grounds.

Obviously, such stipulation will work perfectly in the case of two coun-
terparties displaying complementary hedging needs. In case such comple-
mentary hedging needs do not exist, such drafting could result in a party
deliberately lying about their intention—without any effect. Admittedly this
is an inherent drawback of self-committing clauses, their non-invocability
by a third party, i.e., by any counterparty to a transaction. However, also a
mere self-commitment is likely to put pressure on the parties engaged in a
hedging transaction. Therefore, the respective parties’ shari‘a board’s work
is crucial in guaranteeing effective adherence to shari‘a principles.

The Role of Shari‘a Boards
AAOIFI in its 2008 Sukuk statement is very clear about depth and duration
of certification and monitoring tasks to be accomplished by a shari‘a board
of a financial institution. In contrast, AAOIFI defines the scope of work for
its own shari‘a board as follows:

(1) Achieving harmonization and convergence in the concepts and
application among the shari‘a supervisory boards of Islamic finan-
cial institutions to avoid contradiction or inconsistency between
the fatwas and applications by these institutions, thereby providing
a pro-active role for the shari‘a supervisory boards of Islamic finan-
cial institutions and central banks.

(2) Helping in the development of shari‘a approved instruments,
thereby enabling Islamic financial institutions to cope with the
developments taking place in instruments and formulas in fields
of finance, investment and other banking services.

(3) Examining any inquiries referred to the shari‘a board from Islamic
financial institutions or from their shari‘a supervisory boards,
either to give the shari‘a opinion in matters requiring collective ijti-
had (reasoning), or to settle divergent points of view, or to act as
an arbitrator.
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(4) Reviewing the standards that AAOIFI issues in accounting, auditing
and code of ethics and related statements throughout the various
stages of the due process, to ensure that these issues are in compli-
ance with the rules and principles of Islamic shari‘a.41

Obviously, the scope of required monitoring is dependent on the activ-
ities of an organization. To date there is no binding description available of
which tasks a shari‘a board must assume, nor which madhhab it has to fol-
low. However, AAOIFI, as one of the most prominent standardization
organizations in Islamic finance, certainly is a voice to be heard in the inter-
national financial markets. AAOIFI took the stance to require that the
shari‘a board of a financial institution ensure ongoing and in-depth mon-
itoring and full review of transactions and product documentation in order
to safeguard the adherence to shari‘a in form and substance:

Shari‘a supervisory boards must not consider their responsibility to
be over when they issue a fatwa on the structure of sukuk. Rather,
they must review all contracts and documentation related to the
actual transaction, and then oversee the ways that these are imple-
mented in order to be certain that the operation complies at every
stage with shari‘a guidelines and requirements as specified in the
shari‘a Standards, and that the investment of sukuk proceeds and
what those proceeds are converted to takes place in accordance with
one [or another] of the approved shari‘a methods of investment as
stated in shari‘a Standard (17) on the subject of Investment Sukuk,
Article (5/1/8/5).42

The required depth and duration of certification and monitoring reflects
the current status of Islamic finance where, on the one hand, standardiza-
tion already exists in the form of acknowledged standards (e.g., the AAOIFI
shari‘a Standards), but where, on the other hand, an internationally
accepted shari‘a judiciary is beyond imagination. 

In the absence of comprehensive standardization and in view of the
absence of an internationally accepted shari‘a judiciary, the shari‘a boards
still benefit from a significant amount of discretion. Moreover, the lack of
an internationally accepted shari‘a judiciary means that the parties of the
transaction and the respective shari‘a boards involved are the ones who
must assess whether a transaction, its documentation and its operational
implementation satisfy shari‘a requirements over its entire lifetime. 

Certainly the burden of AAOIFI’s Sukuk statement is huge, considering
the already immense workload of shari‘a boards of international financial
institutions. Adding the duty of in-depth monitoring to the task of thorough
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assessment upon certification may not be practical without putting in place
appropriate mechanisms of shari‘a compliance similar to what exists in con-
ventional finance under the terms of Legal and Compliance. The standards
are there but human resourcing and appropriate procedures must be con-
ceptualized and implemented so that the practice does not return to the way
it was before the February 2008 AAOIFI statement. In this context, shari‘a
boards of counterparties in a financial transaction may also benefit from one
another in receiving each other’s input on the shari‘a-compliance of a certain
structure. Transacting parties and their shari‘a boards should take their tasks
seriously and thoroughly scrutinize the documents, flow charts, test trades,
fatwas, etc., presented to them. The fact that under current Islamic finance
transactions the obligation of in-depth shari‘a-compliance will be more of
a self-binding representation rather than a warranty by the counterparty (see
above) shall not lead the parties to refrain from scrutinizing the transactions
into which they intend to venture.

Particularly with respect to the current, ongoing crisis, the players
involved must be familiar with all details of a transaction, including the
structure and its legal and economic implications, to avoid the legal and
economic disasters that befell the conventional finance market.

Conclusion

Natural hedges and risk pooling arrangements, though preferable over a
stricter shari‘a perspective, do not seem to fit the purposes of most players
in international financial markets. Therefore, more flexible solutions in the
form of risk-shifting arrangements have been recently developed. These
heavily engineered financial solutions use classical fiqhi contracts and
instruments (i.e., arbun, bay‘ al-salam, khiyar ash-shart or wa’ad). These
solutions in their very nature serve genuine hedging needs and speculation
alike; it has been argued that in the absence of a mathematical formula a
legal draftsperson has to resort to the parties’ intention (niyyah).43

From a shari‘a perspective, such engineered solutions are further put
under scrutiny as they help circumvent general shari‘a principles (gharar,
maysar, etc.) and aheavily rely on commodity murabaha/tawarruq transac-
tions for modeling the payment streams upon maturity. Recent landmark
statements by shari‘a standard setting bodies have tackled these issues,
notably the April 2009 OIC Fiqh Academy Resolution 179 (19/5) and the
February 2008 AAOIFI Sukuk Statement. These statements can be inter-
preted as a new approach on shari‘a-compliance, notably by calling for doc-
umentation-wise and operational implementation of shari‘a precepts in
substance rather than only formally, in line with the maqasid al shari‘a, as
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well as enhanced scrutiny in terms of certification and monitoring of shari‘a
over the entire life of an investment.

The transfer of the above findings in the process of legal documentation
is, as far as current international financial market transactions are con-
cerned, largely a matter of English law due to its customary use in such
transactions and trading practice in the underlying commodity trades. In
terms of governing law, recourse to the principles of the shari‘a appears not
to be a viable choice in an English forum due to applicable case law (e.g.,
Shamil Bank of Bahrain vs. Beximco Pharmaceuticals Ltd., 2004). Instead,
transactional shari‘a requirements have to be interwoven in the fine print
of the documentation wherever necessary in order to ensure shari‘a-com-
pliance in substance.

With respect to murabaha/tawarruq transactions occurring under engi-
neered risk-shifting arrangements, the strict observance of OIC and AAOIFI
shari‘a Standards, notably AAOIFI shari‘a Standard No. (30), must be
ensured in its various aspects (e.g., real asset transfer, operational require-
ments, de-linking of contracts). Other parameters still may need further
discussion (e.g., regarding the exceptionality of tawarruq transactions
according to AAOIFI shari‘a Standard No. (30) (5/1)). Regarding the equa-
tion of speculation and hedging, and in the absence of a objective measure,
a legal draftsperson may resort to the parties’ intentions (niyyah) by insert-
ing appropriate legal language in the representations and warranties, as sug-
gested further above. Given the early stage of drafting hedging arrangements
under shari‘a, this suggestion is a mere proposal. Eventually, the wording
and use of such clauses may and will evolve before a market practice will
be established.

Legal documentation is always bound by its subject matter. Documenting
a party’s intention presents the challenge of legally documenting what is ulti-
mately beyond control from the draftsperson’s perspective (and any coun-
terparty’s perspective to a transaction). For this reason the shari‘a supervisory
boards will henceforth play an even more vital role in ensuring that a trans-
action and the institutions involved comply to shari‘a requirements. 

The recently cited statements of leading shari‘a standard setting bodies
put a double burden on the shari‘a supervisory boards: first, the obligation
of scrutinizing a transaction thoroughly according to the full set of legal
and transactional documents as well as per its effective implementation over
the entire life of the investment; secondly, the obligation to apply the same
level of scrutiny to the institution supervised and its economic goals pur-
sued—some sort of shari‘a self-regulation or permanent shari‘a self-control.
Such self-regulation may rely on approved standards. Recent landmark



statements have greatly impacted the question of how to align market prac-
tice with core shari‘a principles and have proven that standardization is
already a reality. What is lacking is strict implementation in substance rather
than in mere form and the means and procedures to thoroughly accomplish
this task.

Until shari‘a compliance procedures are implemented in order to take
the immense workload off shari‘a supervisory boards, markets are likely to
receive reminders by shari‘a standard setting bodies to what has been laid
down as their benchmark. Likewise, until such shari‘a compliance proce-
dures are common practice, a legal draftsperson will have to do piecemeal
work in order to ensure in-depth transactional shari‘a compliance through
the fine print of the transaction documents.

An effective documentary distinction between speculation and hedging
entails a commitment by the parties to uphold the goals of shari‘a and to
refrain from pursuing what has—for valid reasons in light of the current
crisis—been discussed.
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Part III: 

Social Responsibility 





Empowering CSR, SRI and SE 
in Islamic Finance

Mohamad Akram Laldin

Introduction

The financial crisis of 2008 affected lives across the globe, and showed that
reexamination of current practices is essential. The crisis highlighted the
dangers resulting from excessive leveraging, involvement in speculative and
risky financial instruments, and lack of due diligence before undertaking
business activity. These concerns, in turn, point to underlying issues within
the financial sector: the lack of transparency and ethics, the risk of moral
hazard in financial practices and the lack of social responsibility and gov-
ernance in the management of financial institutions. All of these concerns
were further exacerbated by shortfalls in governmental supervision.1

However, Islamic finance, which has only experienced rapid develop-
ment during the last 30 years, was able to avoid the full impact of the recent
financial crisis, although it did experience lesser effects. This is in part
because Islamic finance operates on the basis of shari‘a principles, which
prohibit interest-based transactions and speculative activities.2 The assets
of the top 500 Islamic banks expanded 28.6 percent to a total of US$822
billion by year-end 2009, with bright prospects for future growth.3 However,
the current practices of Islamic finance are not devoid of criticism; the pro-
ponents of Islamic economics and many shari‘a scholars have proposed that
Islamic finance should also serve more socio-economic goals, which are
another part of the true objectives of Islamic financial institutions, and are
among the expectations of their various stakeholders.4 Therefore, the cur-
rent practices of Islamic finance can be further improved and strengthened
by empowering the noble and virtuous concepts of Corporate Social
Responsibility (CSR), Socially Responsible Investment (SRI) and Social
Entrepreneurship (SE), as long as they are in line with shari‘a principles.
This will assist Islamic financial institutions to meet their true objectives
and their stakeholders’ expectations, as well as maximizing the institutions’
benefit to society. 
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This paper will discuss how the three concepts of CSR, SRI and SE can
be implemented in Islamic finance. The paper will begin by outlining the
concepts of CSR, SRI and SE from various Western perspectives, followed
by a discussion of such parallel concepts and practices in Islam. Then the
paper will explore these concepts within the maqasid paradigm and, finally,
discuss the opportunities and challenges in applying them to the current
domain of Islamic finance. 

The Western Perspective on CSR, SRI and SE

CSR, SRI and SE are concepts that are targeted at addressing the continual
discontent among the business community with the self-interest and self-
indulgence that seem to underpin the Western economic worldview.5 This
discontent has been exacerbated in part by an increasing number of business
scandals involving fraud, breaches of trust, misrepresentation and other forms
of unethical behavior on the part of large corporations such as Barings, Enron,
Arthur Anderson, WorldCom and a number of others.6 In addition, unethical
investment has also led to calls for the reexamination of how businesses and
investments are conducted. These concepts have also started to figure promi-
nently in public debate regarding social problems such as poverty, unemploy-
ment, pollution, and racial, gender-based and religious discrimination. 

Corporate Social Responsibility (CSR)
CSR does not have a unified definition, but the European Commission
defines it as “a concept whereby companies integrate social and environ-
mental concerns in their business operations and in their interaction with
their stakeholders on a voluntary basis.”7 Thus, CSR can be defined as cor-
porate activities beyond profit generation, and it may involve protecting the
environment, conducting business in an ethical manner and making other
significant contributions to society.

CSR requires an institution to be responsible to its stakeholders and
address all their interests.8Those stakeholders comprise internal and external
stakeholders: employees and customers, competitors, public authorities, the
communities in which the firm operates and others who could be directly
or indirectly affected by the institution’s actions. CSR also represents a built-
in governance framework that guides the corporation to realize social good
and sustainable development. However, subscription to and implementa-
tion of CSR is voluntary unless it is part of the corporation’s policy or law.
CSR requires the corporation to balance the financial and social values of
its activities.

Although CSR has its own proponents, it is not without opposition.9

Some critics point out that CSR may be misused to disguise a corporation’s
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real activities in order to gain public support.10 Other opponents consider
CSR contrary to the purpose of a business corporation—generating
profit—and this would make it, in their view, an unlawful use of sharehold-
ers’ resources. Moreover, the legal definition of a corporation does not entail
obligation toward society; only obligations toward its shareholders and the
laws of the government.11 Thus, getting corporations engaged in sustainable
development may not be possible. 

On the other hand, the proponents of CSR argue that a corporation is
responsible to society and therefore has to be socially responsible and
accountable for all its actions.12 They also argue that CSR does not deny the
corporation’s prime objective of generating profit, but requires the corpo-
ration to be responsible in doing so.

Full implementation of CSR programs entails reform in a corporation’s
human capital management, investment options, corporate governance,
business practices and other activities to ensure that the interest of its stake-
holders continues to be safeguarded as well. For instance, regarding human
capital management, the corporation must commit itself to a better and
safer workplace, fair treatment of workers, provision of enhancement train-
ing, etc. 

Despite wide global acceptance of CSR, its adoption differs from place to
place, since local conditions and authority support differ; therefore, its imple-
mentation must overcome or accommodate local problems and issues.13

Socially Responsible Investment (SRI)
SRI is an investment strategy that makes social good the main consideration
in undertaking investments; it is, in part, the incorporation of CSR in invest-
ment decisions. There is no single definition for SRI, but it is generally
understood to be the practice of incorporating social, ethical and environ-
mental (SEE) factors in investment decisions. Thus, investors who subscribe
to SRI would not participate in any investments deemed harmful to society.
From the shari‘a perspective, that would include investments in production
or processing of tobacco, unauthorized weapons, military projects and other
activities that directly or indirectly injure the society, including development
projects that degrade the environment and factories that produce ozone-
depleting chemicals.14

SRI initiatives are growing in number and are being promoted by vari-
ous religious and ethical groups and individual investors. Previously, SRI
was limited to select religious groups who aimed at achieving certain social
goals or complying with and promoting their religious beliefs. SRI is now
becoming more widespread as it is regarded as an initiative that supports
CSR and general ethical concerns. Current SRI initiatives include thematic
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screening, community or cause-based investing and promoting SRI to
shareholders. Regulators of companies conduct screening in order to deter-
mine the companies whose stocks are worthy of investment due to the com-
pany’s involvement in positive business and sustainable development.
Various indexes have been developed to meet specific SRI criteria, such as
the Dow Jones Sustainability Index, Domini 400 Social Index, Corporate
Responsibility Index, FTSE4Good Index, and others. Many studies have
been done on the performance of ethical investment portfolios, and the
findings show that the return of SRI investment portfolios is competitive
with other socially neutral portfolios.15

Social Entrepreneurship (SE)
SE is a great initiative to bring social good to society and solve real social
and economic problems. There is no unified definition for SE, but it is nor-
mally defined as the work of a social entrepreneur who acts as an agent of
social change by transforming a problem into an opportunity. Martin,
Roger and Osberg characterized social entrepreneurship as having “the fol-
lowing three components: (1) identifying a stable but inherently unjust
equilibrium that causes the exclusion, marginalization, or suffering of a seg-
ment of humanity that lacks the financial means or political clout to achieve
any transformative benefit on its own; (2) identifying an opportunity in
this unjust equilibrium, developing a social value proposition, and bringing
to bear inspiration, creativity, direct action, courage, and fortitude, thereby
challenging the stable state’s hegemony; and (3) forging a new, stable equi-
librium that releases trapped potential or alleviates the suffering of the tar-
geted group and, through imitation or the creation of a stable ecosystem
around the new equilibrium, ensures a better future for the targeted group
and even society at large.”16 Individuals or enterprises that utilize effort, tal-
ent, creativity and nominal capital to reform the society via entrepreneurial
principles and tools are good examples of the empowerment potential of
SE. For instance, the Grameen Bank microfinance facility does not merely
provide a financial facility but also guides its clients in financial matters,
maximizing the social good. Thus, it has assisted its clients and given them
tools to better their living conditions.17

There are many SE initiatives throughout history, but they are outnum-
bered by the vast number of socio-economic problems that exist in the
world. In addition, SE requires endless commitment and action before its
fruits become evident. It requires the social entrepreneur to identify the core
of the problem, come up with ways to solve it, monitor the process, as well
as support the clients, without hoping for a huge short-term return on all
the capital, energy and time invested. The main aim is to make a positive
impact on society, especially with regards to improving living conditions.
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All of these concepts bring good to the society through economic instru-
ments. CSR requires business corporations to strike a balance between busi-
ness and social benefits, and it acts as a check and balance for the
corporation’s stakeholders. SRI, on the other hand, provides investors with
criteria of social good to guide their investment options, while SE mobilizes
the investment of an individual’s or a group’s capital, energy, time and talents
in order to maximize social good. Although various challenges remain, these
concepts remain promising. Many parties, individuals and corporate bodies
have committed to these initiatives, leading to a larger impact in society.

It should be clear that these strategies depend upon the willingness and
initiative of individuals and corporations. This willingness is dependent
upon conviction, conscience and a sense of responsibility to the society.
They are all voluntary in nature unless made mandatory through legal and
regulatory mechanisms. 

CSR, SRI and SE from an Islamic Perspective

Having understood the noble concepts of CSR, SRI and SE from various
Western perspectives, it is pertinent to understand the Islamic position on
such concepts and recognize parallel concepts and applications in the
shari‘a. The following discussion will examine the parallels between con-
cepts in the shari‘a and the concepts of CSR, SRI and SE discussed earlier.

Corporate Social Responsibility (CSR)
The concept of CSR is not alien to Islam, as numerous Islamic principles
support its implementation and achievement. However, it is considered as
part and parcel of the human role of khalifah (vicegerent) and servant of
God, whereby humans are charged with the duty of managing the earth and
its inhabitants according to the rules of God (shari‘a). Shari‘a entails human
compliance to the Islamic system of belief, morality and dealings, which all
support CSR principles and permissible initiatives. Thus, the Islamic view
on CSR is more comprehensive and holistic, since Islam encourages
humankind to pursue worldly gains and social good as well as rewards from
God, namely success in the worldly life and the hereafter. 

The Shari‘a Basis Of CSR
Broadly speaking, in Islam CSR is closely related to the concept of tawhid
(Unity of God), from which the important concepts of vicegerency (khi-
lafah) and justice or equilibrium (al-‘adl wal ihsan) are derived. The Quran18

emphasizes this when it says:

Those who remember God standing, sitting and lying down, who
reflect deeply on the creation of the heavens and the earth, (saying):
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‘Our Lord! You have not created (all) this without purpose�You are
far above that!�so protect us from the torment of the Fire.’ (3:191)

The above verse provides a fundamental principle of responsibility and
governance, implying that everything created by God has a purpose, and
that human beings are created to be the world’s vicegerents (khalifah). The
concept of khalifah is stated in the Quranic verse that says:

And (remember) when your Lord said to the angels: ‘Verily, I am
going to place khalifah (vicegerent) on earth.’ (2:30) 

Having entrusted humankind as vicegerent, God constantly monitors
and is involved in human affairs, and He is aware of everything at all times.
In addition, this divine monitoring system will act as the check and balance
to ensure that every human being is discharging his or her duties as pre-
scribed by God. 

In another verse God emphasis the important of doing good, which is
part of the CSR. He in effect says: 

So whosoever does good equal to the weight of an atom shall see it.
(99:7) 

The principle of tawhidmakes it clear that God knows everything and that
all mankind is answerable to Him and required to do good; this principle
is the foundation of the CSR model in Islam. In addition to the above verses,
many other verses have a direct or indirect relationship with the issue of
CSR. Among them:

And help one another in goodness and piety . . . (5:2)

O you believers! Do not betray God and the Messenger, or knowingly
betray your trusts. (8:27)

O you who believe! Fulfill [your] obligations. (5:1)

Essential Ingredients of Corporate Governance
Broadly speaking and as defined above, CSR is closely related to corporate
governance, a concept that was developed as a result of increasing awareness
of the importance of protecting the rights of all stakeholders, including
minority shareholders. There are four essential ingredients of corporate
governance: transparency, accountability, disclosure and fairness.19 None of
these four ingredients are new to Islam, as they are articulated either in the
Quran, the Sunna or in principles embedded in Islamic law.

Transparency means timely and accurate disclosure on all material mat-
ters, such as financial situation, performance and ownership. The Quran
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has explained at length the importance of transparency in carrying out a
transaction. For instance, verses 282 and 283 of Surah al-Baqarah detail a
step-by-step process to be undertaken when carrying out a transaction
involving debt:

O you who believe! When you contract a debt for a fixed period,
write it down. Let a scribe write it down in justice between you. No
scribe should refuse to write: let him write as God has taught him.
Let the debtor dictate, and let him fear God, his Lord, and not dimin-
ish anything of what he owes. But if the debtor is of poor under-
standing, or weak, or is unable himself to dictate, then let his
guardian dictate in justice. And get two witnesses from among your
own men. And if there are not two men (available), then a man and
two women, such as you agree for witnesses, so that if one of (the
two women) errs, the other can remind her. And the witnesses
should not refuse when they are called on (for evidence). Do not dis-
dain to write the debt down, whether it be small or big, for its fixed
term: that is more equitable in God’s sight, more reliable as evidence,
and more convenient to prevent doubts among yourselves. But if the
merchandise is present and you hand it over, then there is no sin on
you if you do not write it down. But take witnesses whenever you
make a commercial contract. Let neither scribe nor witness suffer
any harm, but if you do (such harm), it would be a crime on your
part. Be mindful of God, and He will teach you. And God is the All-
Knower of each and everything. 

And if you are on a journey and cannot find a scribe, something
should be handed over as security, but if one of you entrusts the
other, let the one who is entrusted discharge his trust (faithfully),
and let him be mindful of God, his Lord. Do not conceal evidence:
whoever does so has a sinful heart. And God is All-Knower of what
you do. (2:282–3)

The passage above highlights the importance of proper recordkeeping in
debt transactions, so that no party involved suffers injustice. The message
of these verses can be extended by analogy to all other transactions and gen-
eralized as a management ethic: the principle of transparency and disclosure
in an organization shall not be compromised.20

The second ingredient of corporate governance is accountability, which
means ensuring that management is accountable to the board and the board
is accountable to shareholders. When discussing the basis of corporate gov-
ernance, the verses cited above are sufficient to address the importance of
accountability in Islamic teachings. In addition, Prophet Muhammad was
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reported in one hadith to have said, “Each one of you is a guardian, and
each guardian is accountable for everything under his care.”21

In the contemporary context, this tradition implies that all persons
involved in an organization are indeed accountable for all their actions. The
level and scope of accountability are determined by the respective organi-
zational chart.

As for the third ingredient—disclosure—the rules of contracts in Islam
emphasize the importance of full disclosure by the contracting parties. One
of the pillars of the contract in Islam is the existence of the subject matter
of the contract, and a condition for the subject matter is that the contracting
parties must know all the details related to it. For instance, if a person is
entering into a sales transaction, the contracting parties must know the
object of sale and all its particulars or the contract may be void. This
requirement is clear evidence of disclosure as a necessity of Islamic financial
transactions. This ingredient can also be extended to organizational man-
agement. At an organizational level, all dealings must be disclosed in detail
to the relevant authority, such as the board of directors or regulators. The
absence of such practice can be considered a violation of shari‘a require-
ments and as such is considered a sin.

The last ingredient is fairness, which is inclusive of the protection of
shareholders’ rights, treating all shareholders�including minorities�equitably,
and providing effective redress for violations. In this respect, the Quran
clearly emphasizes the principles of fairness and justice, even against one’s
enemy, when it says: 

O you who believe! Stand out firmly for God and be just witnesses,
and let not the enmity and hatred of others make you avoid
justice. Be just: that is nearer to piety, and fear God. Verily, God is
Well Acquainted with what you do. (5:8)

Thus, a balance must be established between financial profit and public
good. The responsibility to promote and implement CSR is not merely a
responsibility to society; it is, in fact, a fundamental shari‘a obligation.22

Therefore, the responsibility to promote and apply CSR is not discretionary
but, to a certain degree, compulsory, so long as the CSR principles are in line
with the shari‘a. The taqwa (God-consciousness) paradigm will motivate
prioritization of social good and prevention of harm, even if financial gains
need to be compromised.23

The currently instituted shari‘a advisory and supervisory bodies should
play the role of promoting CSR application in the Islamic finance industry
(IFI). Members ought to focus not only on meeting shari‘a legal require-
ments but also on upholding the noble values and objectives of shari‘a, such
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as those invested in CSR concepts. Only then can it be said that an act or
policy is fully shari‘a compliant. Thus, the shari‘a board should have a wider
shari‘a governance function in the IFI. 

Support for CSR implementation in Islamic finance is evident in
AAOIFI’s newly introduced Governance Standard on Corporate Social
Responsibility Conduct and Disclosure for Islamic Financial Institutions,
which imposes the implementation of CSR and the duty of disclosure on
Islamic financial institutions and provides various guidelines for the imple-
mentation mechanism.24 The guideline prescribes mandatory and recom-
mended actions that are to be undertaken by financial institutions in
relation to policies on CSR and their disclosure. The mandatory actions for
financial institutions include installing, implementing and disclosing poli-
cies for screening clients, policies for responsible dealings with clients, poli-
cies on earnings and expenditures prohibited by shari‘a, policies on
employee welfare and policies on zakat. The recommended actions include
installing, implementing and disclosing policies for qard hasan (benevolent
loan), policies for reduction of adverse impact on the environment, policies
on investment quotas based on social, developmental and environmental
criteria, policies on par excellence customer service, policies for micro and
small business and social savings and investments, policies for charitable
activities and policies for waqfmanagement.

The call for CSR implementation is also supported by the survey con-
ducted by Dar Al Istithmar and Dinar Standard with the support of AAOIFI
on application of CSR by Islamic financial institutions. The survey shows that
IFIs have made some efforts and display a certain amount of commitment to
realizing CSR, although there is great room for further improvement.25

Among the key findings of the survey were that all respondents (Islamic finan-
cial institutions) affirm having a policy to screen prospective clients. Most of
them also affirm having an organizational policy that deals with client respon-
sibility. Most respondents similarly affirm having policies on various aspects
of employee welfare. A majority of institutions also have policies for charitable
activities. However, only 55 percent of all respondents affirm having some
policy for investment quotas on social, developmental and environmentally
orientated investments, with environmental investment quotas receiving the
least attention. Lastly, it was found that not many respondents have a policy
to manage waqf properties and zakat on behalf of their clients.

Socially Responsible Investment (SRI)
The concept of SRI is actually an integral part of Islamic economics, which
is based on the principle that wealth is an amanah (trust) from God and as
such it has to be managed according to the guiding principles provided by
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the Quran and Sunna. Islam emphasizes fair distribution of wealth, achieve-
ment of social justice and welfare-enhancing activities. SRI initiatives such
as thematic investment, shareholders’ advocacy and community investment
are not contrary to shari‘a; they are considered noble acts that assist in
shared prosperity and the practice of socially responsible finance.

Various shari‘a texts support encouragement to perform SRI in order
to achieve social welfare and fair distribution of wealth. The Quran states:

Whatever gains God turned over to His Messenger from the people
of the townships belong to God, to the Messenger, and to kindred,
orphans, the needy and the traveler in need�this is so that they do
not just circulate among those of you who are rich . . . (59:7)

God commands justice, the doing of good, and generosity toward
relatives, and He forbids what is shameful, blameworthy and oppres-
sive. He instructs you so that you take heed. (16:90)

Give relatives their due, and the needy, and travelers; do not, squan-
der your wealth wastefully. (17:26)

Prophet Muhammad also said:

None of you truly believes until he likes for his brother what he likes
for himself.26

You see the believers in their mutual mercy, love and kindness resem-
bling one body; if any part of the body is not well then the whole
body shares with it in sleeplessness and fever.27

As for the duty of ensuring that wealth is invested in a manner compliant
with shari‘a requirements, stocks are subjected to a screening process to
determine whether or not the activities of a company comply with shari‘a
requirements. In the current practice of Islamic finance, stocks and com-
panies’ activities have to undergo strict screening before they are endorsed
for a shari‘a-compliant investment portfolio. The screening requires
prospective investment avenues to pass the religious, social and moral filters;
thus, it is stricter than the requirements placed under generic SRI.28

The following are examples of the necessary steps before a stock is
approved as shari‘a compliant:

Dow Jones Islamic Market Indexes Screening Process29

DJIM’s screening process involves two stages:
1. Screens for Acceptable Business Activities
In this stage, companies whose primary activities are impermissible shall be
excluded from the index. Among those activities are conventional financial
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services (banking, insurance, etc.), the production or sale of alcohol, pork-
related products, entertainment (hotels, casinos or gambling, cinema,
pornography, music, etc.), arms, defense, tobacco and any other activity dis-
couraged under Islam.

2. Screens for Acceptable Financial Ratio
After eliminating companies that profit from unacceptable business activ-
ities, Dow Jones Indexes evaluates remaining companies using several finan-
cial screens, or ratios. These ratios are established by the Shari‘a Board to
exclude companies that have unacceptable levels of debt or earn impure
interest income.

According to the financial ratios, each of the following amounts must
be less than 33 percent: 

• Total debt divided by trailing 24-month average market capitalization
• The sum of a company’s cash and interest-bearing securities divided
by trailing 24-month average market capitalization

• Accounts receivables divided by trailing 24-month average market
capitalization

Companies that pass these screenings are included in the Dow Jones Islamic
Market Index Universe.

The Malaysian Screening Methodology30

The Securities Commission of Malaysia applied standard criteria to the
activities of the companies listed on Bursa Malaysia. Subject to certain con-
ditions, companies whose activities are not contrary to shari‘a principles
are classified as shari‘a compliant. On the other hand, companies are clas-
sified as shari‘a noncompliant if they are involved in the following core
activities: 

a. Financial services based on riba (interest); 
b. Gambling and gaming; 
c. Manufacture or sale of non-halal products or related products; 
d. Conventional insurance; 
e. Entertainment activities that are impermissible according to shari‘a; 
f. Manufacture or sale of tobacco-based products or related products; 
g. Stock broking or share trading in shari‘a-noncompliant securities;
and 

h. Other activities deemed impermissible according to shari‘a. 

The screening process also takes into account the amount of interest
income received by the company from conventional fixed deposits or other
interest-bearing financial instruments. In addition, dividends received from
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investment in shari‘a-noncompliant securities are also considered in the
analysis. The percentage of noncompliant activities contributing to the
company will be analyzed against the following benchmarks:

1. Five percent for clearly prohibited income, e.g., riba-based compa-
nies, gambling, liquor and pork;

2. Ten percent for prohibited elements that affect most people and are
difficult to avoid, e.g., tobacco-related activities; 

3. Twenty-five percent for the generally permissible elements that still
involve non-halal that are not easily identifiable, e.g., hotels, resorts,
share trading and stock broking.

If the company’s involvement or its contributions from these activities
supersedes the above benchmarks, the stock of the company shall not be
considered shari‘a compliant.

For companies with activities comprising both permissible and imper-
missible elements, two additional criteria are considered: 

a. The public perception or image of the company must be good; and 
b. The core activities of the company should be important and benefi-
cial to the nation and the country, while the impermissible elements
are a very small proportion and involve matters such as umum al-
balwa (common plight and difficult to avoid), urf (custom) and the
rights of the non-Muslim community which are accepted by Islam. 

Therefore, the different activities of the company will undergo both
quantitative as well as qualitative screening before the final decision is made
as to whether it is shari‘a compliant.

Having said that, although such a filter is in place, most of the invest-
ment vehicles endorsed are just those related to responsible and safe invest-
ments. Not many investment vehicles are aimed at fulfilling the needs of
the society, serving social welfare or engaging in environmentally friendly
activities. Therefore, there is a need to expand the considerations of the
stock screening process beyond screening haram activities. If a company is
known to engage in activities detrimental to the society at large or the com-
pany is not environmentally friendly, it should be excluded from the com-
pliant list. 

Social Entrepreneurship (SE) 
The Islamic call for humans to perform good deeds (‘amal salih) and to
assist fellow human beings supports the concept of social entrepreneurship
(SE). An individual or group’s SE initiative is a great contribution to the
society, as it brings prolonged benefits to the society as well as addressing
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core problems and basic needs. This is supported by various shari‘a texts.
The Quran states:

Help one another in righteousness and piety, but do not help one
another in sin and rancor. (5:2)

Be quick in the race for forgiveness from your Lord and for a Garden
whose expanse is that (of the whole) of the heavens and of the earth,
prepared for the righteous, those who spend (freely) whether in pros-
perity or in adversity; who restrain anger and pardon (all) men; for
God loves those who do good. (3:133–134)

It is not righteousness that you turn your faces toward East or West;
but it is righteousness to believe in God and the Last Day and the
Angels and the Book and the Messengers; to spend of your substance
out of love for Him, for your kin, for orphans, for the needy, for the
wayfarer, for those who ask, and for the ransom of slaves; to be stead-
fast in prayer and practice regular charity; to fulfill the contracts
which you have made; and to be firm and patient in pain (or suffer-
ing) and adversity and throughout all periods of panic. Such are the
people of truth, the God-fearing. (2:177)

Those who recite the Book of God, establish regular Prayer, and give
secretly and openly from what We have provided for them, may hope
for a commerce that will never fail: for He will repay them in full and
give them extra from His bounty. He is Oft-Forgiving Most Appre-
ciative. (35:29–30)

Prophet Muhammad also said:

A Muslim is a brother of another Muslim, so he should not oppress
him nor should he hand him over to an oppressor. Whoever fulfills
the needs of his brother, God will fulfill his needs; whoever brings
his (Muslim) brother out of a discomfort, God will bring him out of
the discomforts of the Day of Resurrection, and whoever screens a
Muslim, God will screen him on the Day of Resurrection.31

In the Islamic finance sphere, various shari‘a partnership contracts sup-
port SE initiatives. They allow the sharing of existing resources to be mobi-
lized or invested to obtain shared returns. Partnership ventures (shirka) in
Islam can exist with the capital of monetary contribution (mal), assets (milk),
labour (‘amal), reputation (wujuh) or a combination of monetary contri-
bution and labor, such as in mudaraba. For instance, the mudaraba contract
allows for the combination of the entrepreneur’s labor with monetary capital
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to create a business venture for profit, to be shared between the capital
provider and the entrepreneur according to their agreement. Sharikah al-
wujuh is a partnership based on the creditworthiness of the partners without
any monetary capital injection. Therefore, via existing resources or capital,
not necessarily monetary, an enterprise may be created to acquire more gains
and to spread the benefit of these gains to the shareholders. 

SE can also be initiated when an Islamic financial institution receives a
viable project proposal from a potential entrepreneur. It can venture into a
mudaraba contract in which the IFI provides the startup capital for the
enterprise. This will allow the Islamic financial institution to participate in
the creation of new business and job opportunities. In addition, an IFI may
invest in a social enterprise and fund its activities as part of its philanthropic
initiatives or social obligations. This can be in the form of capital injection
as part of a partnership, or by a voluntary donation, or the IFI may provide
a qard hasan (benevolent loan) to the social enterprise. 

Notwithstanding Islamic financial institutions’ contributions and par-
ticipation, there are other Islamic sectors that may assist in the development
of SE initiatives. Achievement of social justice and welfare is also part of the
Islamic state’s responsibility, as it is the guardian of all Muslims, particularly
the poor and the needy. Traditionally, the responsibility of the state is exe-
cuted through the Baitul Mal (Islamic Treasury), which assists in distribut-
ing state resources and zakat to those in need. At present, the challenge to
the Baitul Mal is to ensure that the assistance, whether monetary or other,
reaches all deserving recipients. 

Another important institution in Islam, waqf (charitable endowment),
can assist in SE initiatives by mobilizing waqf property so that the social
entrepreneur can utilize it to achieve social good and to ensure the maxi-
mum benefit out of the waqf property. There are actually many ways to
empower waqf, and many potentials of waqf can be explored.32 These
include developing waqf assets through SE initiatives. 

In addition, the takaful industry may be empowered to assist in provid-
ing better health and education to the poor. However, the takaful contribu-
tion or premium must be affordable to the poor or the government should
introduce incentives to assist the needy to obtain takaful coverage. 

Voluntary donations in the form of sadaqa (donation), hibah (gift) and
other forms of tabarru’ (charity) may be channeled via social enterprises
apart from the common practice of delivering them directly to the needy. 

CSR, SRI, SE: The Maqasid Paradigm

Understanding how these concepts (CSR, SRI and SE) fit into the objectives
(maqasid) paradigm requires an understanding of the maqasid al-shari‘a
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and their underlying principles, which are realizing benefit (maslaha) and
repelling harm (mafsadah). 

Maqasid al-shari‘a (The Objectives of the Shari‘a)
There are inherent objectives behind the revelation of shari‘a, which were
explained by Muslim scholars who analyzed and examined shari‘a rules and
the texts of the Quran and the Sunna.33 Various texts of the Quran and the
Sunna indicate direct and indirect purposes of shari‘a rulings. The scholars’
findings are not complete, as they involve the wisdom and secrets behind
God’s rules, but the main objectives of shari‘a are securing benefit for the
people and protecting them against corruption and evil. 

Scholars of the objectives of shari‘a provided many definitions of
maqasid. Ibn ‘Ashur defined maqasid as the purpose and wisdom behind
the enactment of all or most of the shari‘a rulings.34 ‘Allal al-Fasi defined
maqasid as “the end sought behind the enactment of each of the rulings of
the shari‘a and the secrets involved.”35 Imam al-Ghazali detailed the Maqasid
al-shari‘a as follows: “The objective of the shari‘a is to promote the well-
being of all mankind, which lies in safeguarding their faith, lives, intellect,
posterity and wealth. Whatever ensures the safeguarding of these five serves
public interest and is desirable.”36

These definitions explain that the objectives of the shari‘a are the ends
sought by each of the rulings of the shari‘a and the wisdom behind such
rulings. The comprehensive ends include development of the world and
preservation of a system of co-existence and maintenance of good on earth
through the betterment of people, who are obliged to live their lives justly
and virtuously and to act and think for the good of the world. 

Thus, scholars need to consider the maqasid of shari‘a when deriving
legal rules and providing guidelines for people to conduct their lives accord-
ing to shari‘a. It is essential that the legal rulings be consistent with the
maqasid of shari‘a, that is, the intended purposes behind its laws, especially
because the maqasid allow flexibility in application of shari‘a and highlight
shari‘a’s dynamism. 

Classification of Maqasid al-shari‘a
The different injunctions of shari‘a aim at protecting the interests of mankind
(masalih) and repelling harm (darar). These objectives of shari‘a can be
divided into three categories, namely, the essentials (daruriyyah), the com-
plementary (hajiyat) and the embellishments (tahsiniyyah).37 All the different
injunctions of shari‘a aim at realization of one or more of these objectives.38

1. The Essentials (al-Daruriyat)
The essentials are those matters on which the religious and worldly affairs
of the people depend; their neglect will lead to total disruption and disorder
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and could lead to an evil ending. These must be protected, whether by the
individual or by government authorities. These values including the five
fundamental matters in life, namely upholding and protecting religion (al-
din), life (al-nafs), dignity or lineage (al-‘ird), intellect (al-‘aql) and property
(al-mal).

2. The Complementary (Al-Hajiyyaat) 
The complementary interests, or al-hajiyyaat, are a supplement to the five
fundamental matters. They are interests whose neglect leads to hardship for
the individual or community, although it does not lead to the total disrup-
tion of normal life. Examples of such interests in mu’amalat include the
permissibility of trading and other kinds of transactions such as leases
(ijara), mudaraba, etc.39

3. The Embellishments (Al-Tahsiniyyaat) 
The embellishments, or al-tahsiniyyaat, are interests whose realization leads
to improvement and the attainment of that which is desirable. The disap-
pearance of tahsiniyyaatwould not interrupt normal life; however, it might
lead to discomfort. Examples of such application in mu’amalat include the
prohibitions against selling items that have no material value and the pro-
hibitions against selling public properties.

Scholars have agreed that the essential interests (daruriyat) shall take
priority over other interests. They are followed by the complementary inter-
ests and lastly by embellishments. This is because the basic and essential
interests of human beings need to be addressed first before attempting to
attain higher facilities or luxuries in life. 

Underlying Principles of Maqasid al-shari‘a
The aim of shari‘a is to realize the well-being of humankind, which involves
attaining public good or interest (Maslaha) and preventing harm or evil
(darar). Therefore, it is essential to discuss these two concepts as outlined
by the shari‘a.

I. Maslaha (Public Interest)
Maslaha is a legal concept used in Islamic jurisprudence to promote public
benefit and prevent evil. Imam al-Ghazali defined it as the consideration that
secures a benefit or prevents harm and is harmonious with the aims and
objectives of shari‘a.40 Thus, what constitutes Maslaha (pl. masalih) or public
interest cannot be determined by the unaided human intellect; it must be
with the guidance of shari‘a. The legal texts of the Quran and Sunna have
identified certain masalih that are approved or disapproved by shari‘a, and
shari‘a scholars are allowed to make efforts to identify other masalih which
may be acceptable so long as they are not in contradiction with shari‘a.41
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The maqasid paradigm has categorized maslaha into three categories to
be achieved according to their priority: essentials, complementaries and
embellishments. This means that even upon achievement of the third-level
maslaha, efforts to maintain the first- and second-level maslaha need to be
continued and given emphasis. This principle can help in corporate deci-
sion-making, regarding which objectives should be given priority in a cer-
tain situation or moment. It provides an ethical filter in the face of
conflicting interests, helping to determine which interest should take pri-
ority, as the different degrees of maslaha outline their levels of importance.
It also assists decision-making in CSR, SRI and SE initiatives regarding
which sector is to be given preference. 

Maqasidmay require Islamic financial institutions to support activities
that bring benefit and good to the society although this may sometimes
involve sacrificing some of their resources and profits. It also calls for the
inclusion of positive investment portfolios or those that support the SE
cause in investment choices, which may include investments in sectors such
as education and health care.

The promotion of maslaha is further guided by a variety of legal max-
ims,42 for example:

1. Al-mashaqqah tajlibu al-taysir: “Hardship calls for facility.”

2. Dar’u al-mafasid awla min jalb al-manafi: “Repelling harm is preferred
to the attainment of benefits.”

II. Darar (Prevention of Harm)
Similar to maslaha, what constitutes darar must follow shari‘a guidelines.
As a matter of fact, shari‘a has outlined various rules on dealing with situ-
ations of darar. They have been summarized in the following maxims:43

1. La darara wa la dirar: “Harm shall not be inflicted nor reciprocated.” 
2. Al-dararu yuzal: “Harm should be removed.” 
3. Al-dararu yudfa‘u bi qadr al-imkan: “Harm should be repelled as far
as possible.”

4. Al-dararu la yakunu qadiman: “Harm must not be sustained.”
5. Al-dararu la yuzalu bi mithlihi: “Harm cannot be displaced with its
like.”

6. Yutahammal al-dharar al-khas li daf ’ al-dharar al-”am: “To repel a
public harm, private damage is tolerated.” 

7. Dar’u al-mafasid awla min jalb al-masalih: “Repelling harm is pre-
ferred to the attainment of benefits.”

These maxims show that shari‘a places great emphasis on the prevention
of harm and achievement of maslaha. The principles of maqasid, maslaha



and prevention of darar also provide guidelines to CSR, SRI and SE practi-
tioners in decision-making as well as in conflict resolution. Thus, whenever
a subject matter gives rise to benefits and harm at the same time, the pre-
vention of harm is to be given priority over attainment of benefit. In CSR,
these principles serve as guidelines for decision-making and should be part
of an institution’s governance policy. They also support the practice of
excluding negative, harmful and illegal investment portfolios as well as the
practice of community investing in SRI. Similarly, they encourage the ini-
tiation of SE projects and social welfare centers that aim to alleviate the
problems of disadvantaged members of society. Therefore, both principles
strongly encourage the implementation of CSR, SRI and SE.

CSR, SRI, SE and Maqasid al-shari‘a in Islamic Finance
This section will discuss the concepts of CSR, SRI and SE from the maqasid
dimension. It will shed light on how the maqasid can guide these concepts
and their application in Islamic finance. 

CSR: The Maqasidic Dimension
The objectives (maqasid) of shari‘a allow flexibility, dynamism and creativ-
ity in social policy. In the context of CSR, realization of maslaha, which is
the foundation of maqasid al-shari‘a, has to be seen as a consideration of
public interests rather than merely individual interests. It provides a frame-
work for making decisions and a mechanism for adapting to change, espe-
cially for corporations willing to commit to CSR. In propagating the concept
of CSR, the three categories of maqasid, as prescribed by the scholars and
explained earlier, can be the guiding principles, particularly in giving pri-
ority to the areas related to CSR that should be emphasized. The division
of maqasid into daruriyat, hajiyyaat and tahsiniyyaat creates a framework
and a general ethical filter, providing administrators with three levels of pri-
ority to resolve the ethical conflicts that inadvertently emerge when applying
CSR programs and initiatives. The levels also reflect the different degrees
of importance in terms of fulfillment of responsibility. The essentials con-
stitute the most fundamental responsibilities to be fulfilled, as compared to
the complementary and the embellishment categories. Therefore, as the pri-
orities move from the level of essentials to embellishments, the impact of
decision-making and the implementation of adequate processes will be less
fundamental, albeit more virtuous, so as to attain social good and well-
being. It is assumed that individuals and corporations will strive for the
next level of priorities as soon as the prior level goals have been fulfilled.

In order to illustrate the above argument, we shall analyze the different
levels of the decision-making process based on the above priorities. On the
first level of priority (the essentials), managers are expected to strive to 
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preserve their stakeholders’ essential needs and the public good in general.
For example, under the CSR precept, IFIs must protect their employees’ basic
needs by providing adequate remuneration and safeguarding their safety and
health in the workplace as well as providing adequate facilities for them to
practice their religious requirements. This will reflect their responsibility to
safeguard the values of life and religion. In addition, they must confine their
operations to those that safeguard the above-mentioned essential values.
Accordingly, corporations have a moral and social responsibility to avoid
activities that may cause disruption and chaos in people’s lives, even though
such activities might bring higher profits to the organization.

After fulfilling this level of responsibilities, the priority will move to the
second level, the complementary. Here, it is deemed beneficial to remove
difficulties that may not pose a threat to the survival of the normal order.
For example, managers may want to extend their commitment to social
responsibility by offering continuous training and programs for their
employees. The latter is not essential per se, for neglecting it does not
threaten the employees’ continued existence. However, assuming such a
responsibility fulfills the complementary interest of advancing the workers’
intellectual capability. In some cases, such an effort may be considered one
of the essentials, particularly if neglecting such an effort might lead to the
disruption of the core function of the organization. For example, Islamic
banks must provide their employees adequate shari‘a training concerning
the products offered in order to ensure that stakeholders are satisfied with
the “Islamicity” of the products.

The final level of priority is fulfilling the embellishments. Corporations
are expected to engage in activities or programs that improve public life.
Donating to the needy, offering scholarships to poor students, and providing
correct and clear information regarding all products are some of the exam-
ples of CSR commitment with respect to realizing the goals of this level.

SRI: The Maqasidic Dimension
The maqasid would require Islamic financial institutions to approach
Islamic investment from a perspective wider than the legal contractual rela-
tions of fiqh al-mu‘amalat. The maqasid approach would look into all
aspects of shari‘a investments and prioritize investments in relation to the
plethora of public interest (maslaha) for the specified time and place. It
would promote investment strategies that are not driven solely by profits
but also by ethical or religious motives.

For instance, economic or sociological experts may decide that invest-
ments in education, food supply and health care should be prioritized for
a certain country, as these are necessities (daruriyat) of the people of the
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respective places. On the other hand, investment in housing might be of
complimentary status, while investment in recreation and tourism would
have less priority, as they are considered embellishments (tahsiniyyaat).
With or without government encouragement, Islamic financial institutions
should make significant investments in priority areas. This will create new
jobs, business projects and wealth, as well as foster entrepreneurship. The
other example worth mentioning here is in the area of fund raising through
instruments such as sukuk. At present, most of the sukuk issued are used to
fund mega-projects, such as tourism resorts, which may not necessarily ben-
efit large segments of society.44 Furthermore, the current trend tends to
focus on investing funds in well-to-do countries rather than assisting less
fortunate countries. This is partly because the likelihood of good return
may be higher in wealthier countries, and investment strategy is often heav-
ily weighed toward returns rather than need. Such strategy must be
reviewed, as shari‘a should serve the public interest in investment rather
than merely focusing on the return factor. 

SE: The Maqasidic Dimension
The maqasid dimension helps enhance the current SE frameworks by pro-
viding guidelines on how SE will best contribute to the society. It assists in
identifying the critical areas that should take priority and the relevant SE
that need to be established in certain areas at specified times and situations.
The various categories of maqasid, namely daruriyat, hajiyyaat and
tahsiniyyaat, shall be the main guidelines. For instance, these can indicate
the areas that need to be the main focus of social entrepreneurs. Although
food supply, living conditions and health care may be identified as areas that
should take priority, the maqasid dimension will guide social entrepreneurs
in providing education as well so the underprivileged will be able to them-
selves work for better living conditions. For example, although individuals
may be provided with food in the initial stage, they may also be taught ways
to plant and produce food or obtain microcredit to embark on small busi-
nesses. They will hopefully then climb the ladder from the stage of necessity
to the complementary stage, if not the embellishment stage. Therefore,
Islamic financial institutions should not only give financial assistance to the
poor but also come up with a structured plan or strategy to assist them to
achieve better living conditions.

Opportunities and Challenges

The effort to implement CSR, SRI and SE using the maqasid of shari‘a in
the Islamic financial sphere will expose the industry to new challenges, as
some reform will be necessary. Notwithstanding that, various opportunities,
some of which are discussed below, will also open for the industry.
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Enhancing the CSR, SRI and SE initiatives would distinguish Islamic
financial institutions as providers of ethical banking and deflect the criti-
cism against them. It would help Islamic financial institutions promote and
practice the maqasid of shari‘a in a strategized and structured way. The
Islamic finance industry would serve its true purpose of achieving socio-
economic objectives and responsible and ethical finance. Although financial
institutions are commercial entities, they would also assume social respon-
sibility and promote the agenda of social welfare and social justice. 

Furthermore, it would also demonstrate that Islamic financial institu-
tions have a comprehensive governance framework that encompasses ethics
and social responsibility apart from a corporate and shari‘a governance
framework. All of these are actually part of Islamic financial institutions’
duties as prescribed by the shari‘a. The objectives of shari‘a, as well as the
Islamic system of belief, morality and law of dealings, should be the main
reference in the governance structure, thus creating a holistic and compre-
hensive governance framework.

Islamic financial institutions would be recognized as agents of change
in the society, playing vital roles in socio-economic and social welfare sec-
tors. It is time for Islamic financial institutions to transcend the function
of financial intermediaries and become real contributors to socio-economic
agendas.

One crucial element for realizing the Islamic finance industry’s initial
promise is the challenge of developing Islamic microfinance. Its conspicu-
ous absence or underdevelopment highlights the IF industry’s distance from
its supposed social role, as Islamic financial institutions should not only be
involved in philanthropic activities but should also should be active in pro-
viding microfinance to the public. Without microfinance services, Islamic
finance will be deemed incomplete. Some have suggested that a new form
of Islamic bank needs to be established: Islamic social banking.45 A number
of studies have been conducted, in which researchers have proposed various
models to implement Islamic microfinance; indeed, it is high time that the
viability of these models be assessed and serious effort be made to introduce
viable Islamic microfinance services.46 Offering Islamic microfinance is not
impossible, for the early history of the Islamic finance industry witnessed
the initiative of Mit Ghamr Bank in Egypt, which provided Islamic micro-
finance services to its customers.

Apart from that, Islamic finance must be wary of bad corporate gover-
nance. We have already seen examples of governance failure in IFI, the
Dubai Islamic Bank (DIB) cases being ready examples.47 Islamic financial
institutions need to instill both a strong shari‘a governance framework as
well as a CSR framework within their structures. The incorporation of CSR
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with Islamic specifications should assist in ensuring good governance of
Islamic financial institutions. Understanding and internalizing the taqwa
paradigm would restrain IFI staff from transgressing Islamic law or its code
of ethics. 

It has been emphasized on many occasions that shari‘a advisory and
supervisory bodies will need to play a central and significant role in imple-
menting the noble objectives of shari‘a, the concepts of CSR, SRI and SE,
as well as the governance of Islamic financial institutions. In considering a
product’s endorsement, they should examine the social impact of the prod-
uct, not merely the economic impact or its legal status under the shari‘a.
They also need to use their utmost diligence to assess and uphold the
maslaha that they think needs to be given priority when confronted with
conflicting and competing interests.48 They also have a responsibility to
guide Islamic financial institutions to fulfill the true spirit and objectives of
shari‘a and not to merely comply with the letter of Islamic law. Thus, there
is a need for a paradigm shift and change in the practice of the shari‘a advi-
sory and supervisory bodies. IFI’s delivery of services also should be
enhanced. It will require the members of shari‘a boards and advisory serv-
ices to give more time and attention to Islamic financial institutions and to
play more proactive roles. It is worth considering the appointment of per-
manent shari‘a members who will dedicate their full time and thinking to
supervising and shaping the institutions to fulfill the true functions the
shari‘a demands of them.

Conclusion

The above discussion illustrates that there is a close link between CSR, SRI
and SE and Islamic finance, as the former can assist Islamic financial insti-
tutions in serving their real functions as outlined by shari‘a. This assistance
corresponds with the opinions of proponents of Islamic economics. How-
ever, the concepts of CSR, SRI and SE require some modifications to comply
completely with shari‘a; in fact, shari‘a has a more holistic overview of these
concepts, considering them as part of Muslims’ religious obligations and
not merely of social utility. Therefore, there is a vital need to implement
and give credence to these concepts in current Islamic financial practices
and systems. Many benefits are anticipated from this shift, financially,
socially and economically. The implementation will not be without obsta-
cles, but it also has the potential to provide IFI with many positive oppor-
tunities and bright prospects.
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Investment Evaluation Framework
for Socially Responsible Investing 

and Islamic Finance
Sajjad H. Shah

Most modern investment decisions involve maximizing return for the level
of risk an investor is willing to take. This is because such decisions primarily
involve the consideration of return and risk, which are germane to the prof-
itability of the business. There is the general assumption that investors are
averse to risk but seek to maximize profits.1 Finding equilibrium between
return and risk has been a major challenge for finance experts.2 The efficient
portfolio theory not only provides the theoretical foundation for modern
portfolio management but also provides a concrete and precise relationship
between financial risk and return, which enables one to determine the min-
imum expected return of an investment asset commensurate with the risk
inherent in it. 

Though it seems too general to model the risk/reward aspects of an
investment asset, all the assets in investment must be viewed solely within
the two-dimensional world of financial risk and return. The newly emerging
financial fields of Socially Responsible Investing (SRI) and Islamic Finance
(IF) are concerned with more than the financial risk and return aspects of
an asset. An equally, if not more, important aspect of an investment is the
degree of social benefit/religious compliance, which an asset must provide
to merit inclusion in a portfolio. This paper first looks at efficient portfolio
theory as it is used in conventional asset management and then assesses its
applicability to SRI and IF. 

Efficient Portfolio Theory

Efficient Frontier
Markowitz’s efficient portfolio theory is based on expected return on invest-
ment (function of securities’ returns constituting the portfolio) as well as
the expected portfolio risk (variability in the returns of the portfolio that is
measured as a standard deviation of the portfolio’s returns over a period of
time). The expected portfolio risk is also a function of the risks of underlying
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securities, although this is not a linear function due to the risk correlation
among different securities resulting in diversification.3

Given the different combinations of securities in the market, different
investment portfolios can provide a certain expected portfolio return. For
the same level of expected return, multiple portfolios might be formed that
differ in only the measures of risk. Two such portfolios are shown below as
portfolio A and portfolio B in Figure 1. Efficient Frontier. Both portfolios
offer almost the same level of return but differ in the risk. Assuming the
investors are rational and prefer lower risk for return, portfolio B is pre-
ferred over portfolio A, as it offers the same return with lower risk. 

If all the possible portfolios are plotted, there will be one unique port-
folio for each level of return, which offers the least amount of risk. In effi-
cient portfolio theory, such a portfolio is termed an efficient portfolio.
Plotting all such efficient portfolios in the return and risk space provides a
hyperbola as shown below by the “Efficient Frontier” curve of the
Markowitz efficient frontier in the diagram below. 

Capital Market/Allocation Line (CML/CAL) and Capital Asset Pricing
Model (CAPM) 

Using the efficient frontier concepts, the Capital Asset Pricing Model
(CAPM) was developed and is extensively used in finance to determine a
theoretically required rate of return for an asset. There are numerous appli-
cations of CAPM. Using CAPM, an investment asset’s return rates can be
calculated, including discounting the cash flows of the asset and thus assess-
ing its suitability for inclusion in a portfolio.5

CAPM uses the concept of Capital Market/Allocation Line (CML/CAL)
by forming a portfolio with two asset classes: a risk-less asset (cash or fixed
income bond asset) and a risky portfolio from the efficient frontier. The

Figure 1. Efficient Frontier4
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risky portfolio is at the intersection of the efficient frontier and the tangent
drawn from the risk-free rate to Markowitz’s frontier, shown as “Tangency
Portfolio” in Figure 1. Efficient Frontier. Almost infinite combinations of
the risky portfolio and risk-less assets can be derived by varying the pro-
portions of each asset class. The risk-free asset proportion can even go
beyond 0 (negative) by assuming that such an asset (cash or fixed income
bond) can be borrowed to purchase the risky assets, such that the overall
portfolio has a proportion of risky assets that exceeds 100 percent. The tan-
gency line joining the risk-free asset to tangent on the efficient frontier is
known as CML/CAL. The tangency portfolio is known as the market port-
folio or super-efficient portfolio as it provides the highest Sharpe ratio (a
measure of the amount of return above the risk-free rate that a portfolio
provides for each unit of risk it carries). Any combination of the portfolio
and the risk-free asset will produce a return above the efficient frontier, thus
providing a larger return for a given amount of risk than a portfolio of risky
assets alone on the frontier.

Based on this understanding, CAPM uses the concept of the market
portfolio and the asset’s risk relative to the market portfolio risk, as meas-
ured beta (�). The plot of the return of each security against � (asset risk
dependent on the market or systematic risk) gives the familiar SML diagram
an alternate representation as in Figure 2. Security Market Line. 

Figure 2. Security Market Line6
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Using this line to calculate the expected return of a certain asset is a sim-
ple exercise of the application of line equation. The familiar CAPM formula
from this line is: 

E(Ri) – Rf
= E(Rm) – Rf�i



Where
§ E(Ri) is the expected excess return on the asset; 

§ Rf is the risk-free rate of interest such as interest arising from gov-
ernment bonds; 

§ �i (the beta coefficient) is the sensitivity of the expected excess asset
returns to the expected excess market returns;

§ E(Rm) is the expected excess return of the market, sometimes known
as the market premium or risk premium (the difference between the
expected market rate of return and the risk-free rate of return).

A more common form of the CAPM formula provides a way of calcu-
lating the expected/required return of an asset:

E(Ri) = Rf + �i (E(Rm) – Rf)

Investment Evaluation Decisions Within IF and SRI Arenas

Investment decisions for SRI and specifically for IF need additional param-
eters beyond the traditional concepts of risk and return.7 The compliance
with shari‘a constraints is as important, if not more so, during the invest-
ment selection and evaluation process as the concepts of risk and return.
There is similar variable for SRI to capture the social benefit of an invest-
ment asset beyond risk and return.8 Currently, different investors might use
different factors, some qualitative and some quantitative, to capture this
additional attribute for these investment assets; however, there is no indus-
try-wide common model/definition to accommodate this. Despite this, the
additional factors of SRI or IF are still taken into consideration while select-
ing an asset for a portfolio. Various players see these factors as an integral
part of their internal calculations in assessing the suitability of an asset even
if they do not externally communicate these factors.9 The remainder of this
chapter will look at one possible way to incorporate factors beyond financial
risk and return within SRI and IF.

The Impact of Compliance Constraints on Efficient Frontier
SRI and IF introduce another concern regarding investments: the benefit of
an investment to the society. Because of this benefit, SRI and IF limit the num-
ber of possible assets and portfolios, as illustrated in the diagram for con-
structing Markowitz’s efficient frontier. It is possible that some of these
portfolios/assets lie on the efficient frontier and with these investment vehicles
unavailable to investors, the frontier is pushed inward. For instance, some of
the less optimal portfolios from the original universe are optimal under the
new constrained investment universe, which is a subset of the original set. 
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The parabolic shape of the efficient frontier is the result of different
assets in various portfolios, and due to the subset of permissible investments
in IF, new diagram for the efficient frontier will most likely be a parabola
but with reduced width. One such depiction is drawn below in Figure 3.
Efficient Frontier Under Constraints of IF or SRI, with respect to the orig-
inal efficient frontier. The broken curve line is represented in deep black
color. This logic is based on a qualitative argument as opposed to strict
mathematical rationale, which might be investigated in future work. 

Figure 3. Efficient Frontier Under Constraints of IF or SRI 
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Based on the new frontier, the market portfolio has also shifted to the
right and downward, as indicated by the point of tangency between the new
frontier and the line passing through the origin of the graph. The case of a
line passing through the origin, as opposed to risk-free rate, is more appli-
cable to Islamic finance and not related to SRI. In the case of IF, as there is
no place for fixed interest or a risk-free rate, a portfolio consisting of risky
and risk-less assets within the IF world consists of pure cash, although after
adjusting for inflation it would have a negative rate of return, and risky
investment of market portfolio. In this case, the optimal overall portfolio
consists of different proportions of these two asset classes (some holdings
of cash and some assets comprising the market portfolio) and CML/CAL
is the line from the origin to the market portfolio on efficient frontier. In
the case of SRI, the line will extend from the risk-free rate to the new market
portfolio. Due to this difference between cash assets and risk-free assets
within IF and SRI, all the portfolios on CML/CAL with risks lower than
that of the market portfolio have lower expected returns for IF portfolios
as compared to SRI. This is the result of no return for a cash asset in IF ver-
sus the risk-free asset of SRI. 



In the case of Islamic finance, the benefits offered by a risk-free asset,
such as cash, are primarily the risk reduction with no return earning oppor-
tunities; hence, the CML line is quite steep. However, there are few impli-
cations of this fact, which might not be as important in traditional
Markowitz portfolio theory.10 There is an assumption in original theory
that investors can lend and borrow in an unlimited fashion, but this has
limited applicability in the real world because the CML/CAL line goes well
beyond market portfolio (as in the case of the market portfolio point
investor who borrowed funds to purchase more than 100 percent of the
risky asset). In the case of IF, this assumption of unlimited borrowing is
even less accurate as there are no return opportunities for liquid assets.
Therefore, there is even less possibility of portfolios further away on the
upper side of the market portfolio. Even portfolios heavily concentrated in
liquid assets, such as cash, will be less attractive due to the limited role of
cash, and the fact of risk reduction without the upside potential of return.
For IF, the more realistic portfolios on CML/CAL are the ones lying on the
left of the market portfolio. 

Compliance Constraints Costs
As is clear in Figure 3, both the efficient frontier and CML/CAL have shifted
down and to the right for IF and SRI investment options due to the addi-
tional constraints of compliance with shari‘a or other social objectives. This
shift can be termed a financial cost of this additional constraint.11 The extent
of this cost is dependent upon the number of investments left out during
the compliance stage and upside potential of those investments. The greater
the number and the higher the potential of these investments, the higher
the costs for compliance will be to these markets. The cost can be either in
terms of smaller returns or lack of risk-reduction vehicles available to the
investor. However, a significant part of the concern is the smaller return
expectation, as risk can be reduced by replacing some of these unavailable
securities with other compliant securities to enhance diversification for
reducing risk. This is particularly true as the number of assets needed for a
reasonably well-diversified portfolio is not very large—usually less than 50
such assets are sufficient due to the lack of correlation among these assets.

One model to measure or estimate such costs of investment opportuni-
ties with lower potential returns and/or limited risk-reduction opportuni-
ties involves using the historical data over sufficient time periods. As a first
step, one must find the differences between the historical returns on the
market portfolio (on may use proxy from market indices like the S&P 500)
and on a comparable compliant index (like KLD for SRI, Dow Jones Islamic
Market Titans 100 Index for IF, etc.). The average of such difference over
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sufficient time periods can be a good proxy for the cost of compliance. The
other part is the long-term fixed income security, risk-free asset returns, as
this represents lost opportunity when cash is held in compliant portfolios
instead of the fixed income risk-free asset.

The forward-looking estimation of such costs based on the more tradi-
tional, fundamental factors (like inflation, term structure, etc.) can also be
derived by using the regression and historical costs as described in the pre-
vious paragraph.12 If one regresses the historical cost on the historical values
of fundamental economic variables (inflation expectations, term structures,
etc.), the resulting regression model could predict the future costs of these
compliant investments above and behind the usual risk/return profile pro-
vided by efficient frontier and CAPM concepts. Such a model can provide
a basis for calculating the expected return from an investment opportunity
within SRI/IF and enables one to assess the relative attractiveness of differ-
ent investments.

CAPM Model Implications

CAPM model relates the expected/required return rate with the relative
riskiness of an asset to market portfolio. For IF and SRI, the additional con-
straint of compliance might result in a reduction in expected return or an
increase in the riskiness of a portfolio. There can be two ways to incorporate
this additional factor in the CAPM formula depending on whether the mar-
ket portfolio and its premium are for the conventional market or if they are
based on the market index specific to IF/SRI.

CAPM model using the market portfolio from unconstrained investment space
If the calculation is based on a market portfolio from the conventional
unconstrained practice, where there is no constraint of adherence to one’s
moral or religious values, (such as the S&P 500 for the U.S. market), then
the costs of additional compliance constraints can be included in the tradi-
tional CAPM formula to calculate the required rate of return from certain
compliant investment as follows:

E(Ri) = Rf + �i (E(Rm) – Rf) + (dc � CC)

Where the additional terms in the CAPM equation are as follows:
§ dc is the degree of compliance, a coefficient varying from 0 to 1 with

0 for non-compliant assets, 1 for compliant and other values for par-
tially compliant. The actual values in the range (0–1) can also vary
from IF and SRI as IF might have stricter criterion for compliance
with less room for partial-compliance scenarios, whereas within SRI
some investment opportunity might be offered to partially achieve
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social/moral objectives. The 0 end of the range will cause the above
equation to make the required rate of return from an asset the same
as from the conventional financial world. 

§ CC is the cost of the compliance, which might be pooled across asset
classes. One way of estimating such costs is described above from the
historical data analysis. Although the above method provides a single
value of the cost across all compliant assets/portfolios, the same pro-
cedure can be applied to either asset classes (assets with similar char-
acteristics) or even to individual assets, especially if the asset has
enough history and a comparable non-compliant asset in the mar-
ketplace. In this way, CC can be thought of like �, which is also usu-
ally calculated by looking at the historical returns of the asset and
then regressed over the corresponding market index. 

Hence, this updated version of CAPM can be used to calculate the
expected or required return from a compliant asset as long as the coefficient
of compliance (dc) and cost of compliance can be determined. The coeffi-
cient of compliance is a subjective value assigned by the relevant screening
mechanisms (shari‘a board in the case of IF) of the investment processes.
However, certain objective rules can be devised to calculate a value of dc
for a new investment. For IF, such rules can be based on factors such as the
degree of involvement in forbidden activities, speculation, hedging, etc.
Some of these factors can be obtained from the financial statements of the
company. 

Although the CC can be based on the historical performance of invest-
ment or similar investments, the predicted CC values, like any other pre-
diction model based on the historical data, might not reflect the true cost
incurred going forward. 

CAPM model using the market portfolio from IF/SRI investment universe
This second method uses the market portfolio from the IF/SRI and includes
the market premium of such a portfolio in the CAPM equation.13 So the
CAPM formula remains similar to the conventional form: 

E(Ri) = Rf + �i(E(Rm) – Rf)

However, the market risk premium (E(Rm) – Rf) is for the market port-
folio specific to IF/SRI. This is the new tangency point in Figure 3, between
the updated CML/CAL line and new frontier, which is shown as a green line.
This formula is even further simplified for IF, in which the line passes
through the origin, as there is no fixed interest rate asset (risk-less) in IF. So
the updated equation for IF using this second method is further reduced to: 
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E(Ri) = �i
� E(Rm)

This shows that the return contribution to the overall portfolio (con-
sisting of cash and risky portfolio) comes from the risky portfolio with no
contribution from the cash portion of the portfolio. Furthermore, this con-
tribution is filtered by the beta (�i) of the risky portfolio.

Limitations of the Updated Efficient Frontier and CAPM Model for IF and SRI
The above rationale for looking at the efficient frontier as constrained by
the IF and SRI is mainly based on qualitative observation and analysis as
opposed to mathematical foundation. There is a need to look at the updated
frontier using more rigorous and mathematical bases that may comprise a
good topic for future study. Another weak assumption of the updated model
might be the shape of the updated frontier, which may not form an exact
parabola, though it will be close to it. A mathematical model for such a
shape may present a challenge during future work. Given the fact that the
Markowitz model lacks some basic investment assumptions that are based
on IF principles, the updated model might not be comparable to our tradi-
tional understanding and application of the efficient frontier model. 

The updated CAPM model needs the consideration of two new con-
cepts: coefficient of compliance (dc) and cost of compliance (CC). The value
for dc is quite subjective, whereas the value of CC is dependent on historical
data. This data either may not be available for relatively newer investments
or may not reflect the actual situation going forward. Despite these chal-
lenges, the proposed model can provide a realistic and straightforward
framework for calculating the expected returns from different investment
opportunities within SRI and IF.14

Conclusion

It is necessary to extend the concepts of efficient frontier and risk-return
tradeoffs that are the tenets central to the conventional investment evalua-
tion and selection process. The emerging fields of SRI and IF necessitate
looking beyond the financial risk and return of Markowitz’s paradigm to
evaluate optimal investment decisions. SRI and IF incorporate additional
elements, like degree of values, shari‘a compliance and the extent of com-
munal benefits. 

Due to these additional considerations, one model proposed here is to
extend the conventional model to include SRI- and IF-compliant assets.
This additional benefit comes with costs in terms of reducing the expected
return from the compliant asset. Combining all these concepts results in
the extended version of CAPM. However, there is need for a more rigorous
mathematical treatment of an extended version of CAPM, as presented
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above, as well as testing with the real-world data to assess the applicability
of the extended concepts of compliance and cost of compliance.
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Money and Morality: Pathways
Toward a Civic Stewardship Ethic

Marcy Murninghan

Introduction

The worst may be over on Wall Street, but the hope remains that the crisis
in global finance—what many called the second-worst financial crisis in the
history of the world— will move issues of ethics and values to the forefront
of public concern and, presumably, decision-making and practice. That still
hasn’t happened, but there are signs that serious consideration of the nor-
mative side of economic decision making—and even the purpose of capi-
talism—may take place in 2012.1

Until recently, discussions of ethics and values have remained well in the
background, as politicians, finance ministers, regulators, policymakers, law-
makers, corporations and institutional investors, and the media worked to
remedy and restore capital markets to a healthy state. What is disturbing
about their efforts is that much of what has taken place since the 9th Har-
vard Forum failed to deliver on the promise of restoring trust and integrity
to the marketplace. Within the U.S., unemployment remains high (hovering
at 9 percent, although trending down to 8.5 percent in December 2011),2

companies and CEOs continue to reap high rewards,3 and ties between Con-
gress and Wall Street are tighter than ever, enabled in part by a Supreme
Court ruling allowing unlimited corporate political campaign spending.4

At the time this paper was presented, in March 2010, the global eco-
nomic crisis was underway and continued to worsen, but the massive insta-
bilities were yet to come. Beginning in late 2010 with a fruit seller in Tunisia,
a ripple of protest turned into a flood. The recession continued its damp-
ening effect (now extended to the Eurozone), authoritarian governments
throughout the Arab world were toppled, and those who play by their own
self-serving rules were confronted by collective outrage. The peoples’ cry of
“Enough!” produced regime change in places where political conflicts pre-
viously were muffled by fear and brute force. (Whether or not the new
regimes are any better is another question, as we’re seeing in Iraq and Egypt;
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perhaps counter-revolution is part of the yin yang force found in physics
and nature.) In other places, such as Spain, Greece, Israel, France, Britain,
Russia, China and Syria, protesters sick of economic disparities and cor-
ruption called for reform. 

In late 2011, these political and economic events combined to drive the
emergence of the global Occupy Wall Street movement, particularly within
the United States where street protests of this kind hadn’t been seen since
the civil rights movement or the Vietnam War. At issue: how financial engi-
neering has split society into pieces, with vast wealth, privileges and status
accorded to the top 1 percent and the felt entrapment and struggles of
everyone else. Occupy Wall Street protestors turned out in droves through-
out the world, while those who stayed home continued to wonder why
cheaters and lawbreakers never get punished, despite the collateral damage. 

So where are we now? In this essay, I argue that efforts to reform our
financial systems should also involve the broader goal of restoring an ethical
and civic moral dimension to economic life. This can happen through
reframing and re-visioning what capitalism and economic activity is sup-
posed to do, to generate meaning and value in our lives. I draw upon the
principles of world religions, theology, and humanist philosophy in thinking
about implications for professional practice. I posit that the corporate
responsibility and ethical investing movements, as well as Islamic finance,
have much to contribute to this renewed consciousness of the moral pur-
pose of capitalism, of values in public life, because they stem from a set of
guiding concepts and vocabulary with civic moral meaning. 

At a deeper level, these ideas and words are rooted in world religious,
theological and humanist traditions regarding the civic moral obligations
of wealth. Yet this dimension remains neglected by policymakers, financial
professionals, the media, and even corporate social responsibility (CSR) and
sustainability practitioners who often are preoccupied with “measuring
what matters” and fighting climate change—itself a moral prerogative—
rather than keeping in mind and engaging in dialogue about larger civic
moral meaning and purpose. Islamic finance has much to offer in stimu-
lating this dialogue and frame change about economic stewardship as it
seeks to apply shari‘a law to its transactions. 

A suggested vehicle for getting started: establishment of a series of “com-
munities of inquiry and practice,” along with broader public dialogue, that
take advantage of enabling technologies such as social media and other dig-
ital interactive tools, so that professionals and everyday citizens may deepen
their understanding and improve performance regarding the practice of
civic stewardship in modern economic life. We desperately need this kind
of conversation, which should include citizens as well as practitioners. These
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initiatives, coupled with others, might help revive a more ethically informed
marketplace less impoverished along moral lines, and more suited to sus-
tainable prosperity and justice, for all. 

Our Current State
Within the United States, we are slowly emerging from the worst economic
circumstance since the Great Depression, affecting not only major institu-
tions and sectors—banks and other financial services, the housing and auto-
motive sector, for example—but also individuals and families. Amidst public
resentment toward bailouts and bonuses, Congress and the executive branch
continue to grapple with legislation and rulemaking that alter regulatory sys-
tem, affording greater consumer, investor, and taxpayer protection. These
changes in financial regulations place new responsibilities on institutional
investors, requiring new forms of engagement, education and behavior.
Meanwhile, investigations into the causes and culprits behind the disaster
continue apace, although whether anyone gets punished remains to be seen.5

On the regulatory side, in the summer of 2010 the U.S. Congress passed
what has been called the most sweeping piece of financial legislation since
the Great Depression. Named after its two key proponents, Rep. Barney
Frank (D-MA) and then-Sen. Christopher Dodd (D-CT), the Dodd-Frank
Wall Street Reform and Consumer Protection Act was signed into law by
President Obama on July 21, 2010. 6 Among its provisions: an end to “too-
big-to-fail” bank bailouts; an advance warning system on systemic risks;
greater transparency and accountability on “exotic” investments (such as
derivatives and credit default swaps); stronger regulatory oversight and
more aggressive investigation into financial fraud, conflicts of interests and
manipulation of the system; and greater consumer protection. Also included
are corporate governance provisions for “say on pay” votes and majority
voting in board elections, as well as authorization for the Securities and
Exchange Commission to adopt a proxy access rule. Overall, Dodd-Frank
requires regulators to create 243 new rules, many of which fall under the
watch of the SEC.7

More than 1,400 pages long, Dodd-Frank remains controversial for a
host of reasons, ranging from perceptions that it is too unwieldy and will
thus undermine capital efficiency and competitiveness, to beliefs that it is
deeply flawed and fails to eliminate the problems that caused the crisis.8 The
most glaring omission in the law is what to do about Fannie Mae and Fred-
die Mac, two quasi-public agencies responsible for generating massive losses
in the housing market, and costing the U.S. Treasury taxpayers $153 billion,
a bailout tab that continues to grow, with no one able to predict how much
it will ultimately cost.9

Money and Morality 171



Worldwide, calls for reform continue, leading to passage of similar poli-
cies and guidance on what it means to be a trustee.10 One such reform is
the United Kingdom’s Stewardship Code, which the Financial Times called
“the first of its type in the world” and noted is “designed to sit side by side
with the UK’s code on corporate governance.”11 The Stewardship Code
comprises seven core principles—including public disclosure of steward-
ship policy and approach to voting proxies, active engagement with port-
folio companies and collective action with other investors—to which
institutional investors would voluntarily comply, or explain why they
would not. 

Despite these measures, public ferment concerning trust in capital mar-
kets will continue to boil until there is a broader belief that duty, honesty,
integrity, fairness and transparency are given primacy of place. This is a
mighty challenge, given the prominent role of financial services in the mod-
ern economy and the failure of reforms to address the moral dimension of
economic decision making.12 Unlike manufacturing or retail, the social,
environmental, and governance imprints of the money business is hard to
measure. It is an industry that creates value for a limited number of peo-
ple—primarily its own employees—rather than creating vast numbers of
good jobs, improving the quality of life or conducting scientific break-
throughs. Profits do not create true value that accrues to a community and
can inflict tremendous damage. Massive income and wealth inequalities
remain in the U.S.13 and elsewhere,14 which can lead to political instability,
violence and even regime change, as events in the Arab states demonstrated
throughout the late winter and spring of 2011.

The financial services sector now dominates the U.S. economy and con-
tinues to grow; Gretchen Morgenson, New York Times assistant business and
financial editor, told a Kennedy School gathering in April 2011 that since
the crisis began in 2008, the U.S. banking sector has grown seven times faster
than the U.S. GDP. Making matters worse, she said: Dodd-Frank does noth-
ing to eliminate the threat of institutions that are too big and politically
connected to be allowed to fail, despite their direct responsibility for the
financial panic and attendant woes. On top of that, no high-profile partic-
ipants in the disaster have been prosecuted or punished.15 Yet in January
and April 2011, two major reports—one from a ten-member Financial Cri-
sis Inquiry Commission, the other from the U.S. Senate Investigations Sub-
committee—were released, presenting both causes of and culprits in the
crisis, and finding systematic breaches in accountability and ethics at all lev-
els. Both reports had the same message: the financial crisis was caused by
human actions, inactions and misjudgments—warning signs that were
ignored.16 Only time will tell if justice prevails and trust is restored. 
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These values, and others, lie at the heart of the fiduciary ethic, rightly
understood, which was eclipsed by the race to achieve profits at any cost,
with whatever risk. Within a context where risk is diluted to virtually noth-
ing—meaning one faces no fines, penalties or other punishment for the
results of one’s actions, only rewards that enrich at the expense of others,
most of whom are innocent bystanders with little knowledge of what has
happened—our economic system has failed to deliver on its promise: that
the playing field is open to those who chose to engage, and that the game is
not rigged in favor of a few.

While there are many good reasons to criticize those who have deceived
to gain success, there also is a case to be made for our own failure to build
a broader consensus for the change we seek to make. As we demand badly
needed reform and condemn Wall Street buccaneers, I suggest that those
of us who have called for the integration of social responsibility criteria
into economic decision-making reflect among ourselves about another
insidious possibility: that we are at risk of losing our moral vocabulary and
direction, our quest for values beyond meaningless generalities or quan-
tifiable metrics. As Robert Wuthnow, Princeton professor and director of
its Center for the Study of Religion, writes in Poor Richard’s Principle,
“Much of the Problem our society faces today in trying to bring its eco-
nomic commitments back into alignment is rooted in the way we think,
that is, in the moral frameworks we use in ordering our priorities and
deciding how to lead our lives.”17

We have become complacent in our respective niches, as a seismic shift
has occurred in business thinking. As more companies, investors, regulators
and intermediaries incorporate social and environmental factors into their
decision making, we scramble for clients and subscribers, rather than create
outlets for discussing what the moral roots of these matters and how we
can do better. We have commercialized our commitments, without culti-
vating or converting them into public policy, public awareness or public
education. We have failed to develop a critical consciousness that examines
the ways and means of doing business in a globalized world of limited
resources, while reducing inequities and increasing opportunities for living
a good life. 

We have splintered into stakeholder groups and issue camps, our battles
for legitimacy won but our battle for capitalism’s soul lost—for now. We
have polished our rhetoric and expertise in narrowly defined terms and
communicate only with each other, rather than opening up the conversation
to a more diverse group of participants, keeping our eyes on that larger
prize: a vision of the public interest, the common good affecting all people,
and our responsibilities for fulfilling it.
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We have focused on tactics and strategies, on key performance indicators
and other metrics, often to the exclusion of the larger ideals, hopes and aspi-
rations—Iincluding justice, fairness, dignity and respect—that originally
inspired so many of us to action. Rather than sequestered, they should co-
exist, perhaps in tension but enriching discourse and decision making. At
stake is no less than the future of civilization and community well-being,
rather than whether or not one group’s metrics are better or worse than
another’s, or one company’s reporting format and story is better than
another’s, or one group’s investment fund is better than another’s. Put
another way, economic rationality and its many applications exist in service
to civic moral aims, just as economic behavior needs to be restrained by
moral considerations—an idea that got lost in recent history, which landed
us this mess. 

Nota bene: Within the CSR realm, this realization surfaced again in
March 2010, with two separate announcements of the “best” ethical or CSR
companies made by two entities, Corporate Responsibility Magazine, and
a group called the Ethisphere Institute. In both instances, questionable
methodologies were used to determine what firms made the list. In the case
of Corporate Responsibility Magazine’s “100 Best Corporate Citizens,” a
number of highly regarded companies with long-term commitments to
CSR were not included. After checking into why, longtime CSR journalist
Marc Gunther wrote on his blog, “So what’s wrong? Essentially, the list takes
a mechanistic approach that rewards structure and transparency—enacting
policies, reporting and measuring data and publishing all of that on a web-
site—at the expense of substance.” 

As for the Ethisphere Institute, Slate magazine reporter Will Evans dis-
covered that their list had validity and credibility problems. The Ethisphere
Institute describes itself as “a leading international think-tank dedicated to
the creation, advancement and sharing of best practices in business ethics,
corporate social responsibility, anti-corruption, and sustainability.” In real-
ity, it is a for-profit company, with an “advisory panel” of ethicists. Accord-
ing to Slate, several former members say they have had little, if anything, to
do with it. Finally, “the Institute and an affiliated company sell services to
and collect fees from some of the same companies Ethisphere extols.”18

A Call to Action: The Need to Reassert Meaning and Public Engagement
Rather than take advantage of this sea change in business thinking to artic-
ulate its significance and value to a wider public, we have remained within
the rarefied air of our own institutions, talking to each other within our
cohort circles, seemingly unable or unwilling to explain our actions, share
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our beliefs, engage in public debate or mobilize support for building the
kind of capitalism we want, and describing the vision it serves. We remain
comfortable in our own moral rectitude, unwilling to form necessary
alliances to combat suffering, injustice, inequality, ignorance and other
forces that poison public life around us. 

My sense is that we have moved from flesh-and-blood activism to dis-
passionate and depersonalized, even parochial, professionalism. As CSR,
SRI and now the term “sustainability” has evolved, so too has its routiniza-
tion and insularity. Where once you could gather in one room those leaders
and practitioners who built a movement, now there are literally thousands
of providers and products from which to choose. Rather than focus on a
vision embracing purpose, they focus on atomistic building blocks: how to
write a sustainability report, how to communicate with stakeholders, how
to vote your proxies. 

Now that more companies issue sustainability reports (at last count,
roughly 1,000 use the Global Reporting Initiative framework,19 yet thou-
sands more do not see the value in it), there is a danger that the spotlight
will fixate on company numbers and narratives, rather than on norms and
values that affect the broader system of which companies are but one part.
The paradox of this progress is that as sensitivities to the environmental,
social and governance (“ESG”) dimensions of capital and corporate man-
agement grow, there seems to be less awareness of the greater good, the
larger vision of sustainable prosperity and justice to which all this effort
presumably is aimed. 

Despite its sprawling infrastructure,20 as demand for ESG services has
increased, so, too, has the consolidation of the fledgling “industry.” Once
there were a number of specialized firms, including one co-founded by
Steve Lydenberg called Kinder, Lydenberg and Domini (this was later
known as KLD Research & Analytics, and recently sold to RiskMetrics,
which financial index and investment services firm MSCI bought for
roughly $1.55 billion in 2010). These specialized firms offered services to
clients in ways that promoted public understanding, but now there is a
low-key oligarchy, where oftentimes publicly-available knowledge is hard
to get.21 This is especially ironic in an open-source era, with Internet search
engines providing timely information on unlimited topics. Gaining access
to ESG information and shareholder resolutions, and their implications
for a wider public, remains problematic unless you are looking for a spe-
cific issue covered by many websites (e.g., climate change or bonus
pay/executive compensation) or are willing to provide private information
for potential business purposes. 
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Three Propositions
In this paper, I will advance three propositions, all aimed at reinvigorating
critical thinking and deliberation over why we do what we do, and inviting
colleagues from other rooms in God’s mansion to join us as we move along.

First, I briefly shall review the history of the CSR/SRI movement and its
evolution into what we now call “sustainability,” not from the standpoint
of what has happened—historians can do a far better job of that than I—
but from the standpoint of some of the key normative values, and their
source that informed it. I shall also touch upon the evolution of corporate
governance and reporting, in the broader context of accountability,
although not with the attention it deserves. This history is rich in insights,
made more exciting by current movement toward integrating financial and
non-financial information into one unified report, as argued by Bob Eccles
and Mike Krzus in their new book, One Report: Integrated Reporting for a
Sustainable Society.22

My sense is that current practitioners may have forgotten these civic
moral values, or lack a language for talking about them. They may be
unaware of the rich traditions that guided those who pioneered this field,
and may not comprehend the social compact, the spiritual resonance, that
elevated the desire for human and ecological well being beyond the limits
of self-interest, politics and markets.

Second, I shall argue that now is a propitious time to collaborate with
those working in the field of Islamic finance, because we all can benefit from
a deeper understanding of those religious, theological and ethical ideas that
animate our practice. I will provide a small sampler of what I have learned
and taught here, with respect to a vocabulary of values, certain faith tradi-
tions and their teachings about the obligations of wealth. Indeed, I am reluc-
tant to say much about Islam because I know so very little; I want to learn
more about the values Islam brings to economic enterprise, and the impli-
cations for the work that we do. As for theological reflection—here, too, I
am a novice, but know of rich repositories of related information—typically
falling under the rubric “social ethics,” from which we can draw, if we are
willing. Indeed, our colleagues at ICCR are in a perfect position to help us
with this, as well as participate.

Third, as a way of getting started, I shall propose the creation of a “com-
munity of inquiry and practice” that enables an ongoing process of dialogue
and exchange. Relying upon virtual and face-to-face engagement, this com-
munity of inquiry and practice can help us achieve a broader and better
appreciation for these values and their roots, as well as enable future possi-
bilities for collaboration, education and innovation. 
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Laying the Foundation for Building the Bridge

Any current discussion of corporate social responsibility (CSR) and socially
responsible investing (SRI)—as well as the related realms of social enter-
prise, venture philanthropy, sustainable business, the integration of envi-
ronmental, social, and governance (ESG) concerns into economic decision
making and accountability—must begin with a recognition that we are in
a very different place than when the modern “money and morality” move-
ment began, some 40 years ago, here in the United States. Before turning to
a discussion of bridges between this movement and Islamic finance, let us
recall the evolution of the CSR/SRI movement—later to be joined by calls
for better corporate governance and more disclosure and reporting, and
more recent regulatory developments—so that a sturdier foundation might
be laid, upon which that bridge can be built. 

The Civic Moral Context: Controversy, Confrontation + The Common Good
Within the United States, beginning in the mid-1960s, social turmoil, not
economic turmoil, dominated the public policy landscape.

Back then, there was public concern about “equity,” but of a very differ-
ent kind. I shall refer later to the semantic roots of this term, and how it
directly relates to the social justice meaning given here.

Back then, there were affirmative action pressures to open up board-
rooms and civil rights pressures to open up ballot boxes. Blacks and women
refused to be relegated to the sidelines, and made their voices heard in ways
that were to affect all institutions and organizations, opening up pathways
for others also harmed by discrimination, non-English speaking immi-
grants, the disabled, gays, lesbians and transgendered people, to follow. 

Back then, there was public opposition to an unpopular war as well as
weapons of mass destruction. Antiwar demonstrators calling for peace and
justice put the military industrial complex on notice, demanding greater
transparency and, as in the case of nuclear power plants, that they be shut
down. 

Back then, thanks in large measure to Rachel Carson’s Silent Spring, there
was recognition that unless we changed our ways, we might find ourselves
living amidst environmental devastation.23 In a bygone climate of civic
engagement and bipartisanship, the belief that clean water and clean air are
rights, not privileges; that endangered species and wilderness lands are to
be protected, not bought and sold; and that certain pesticides and toxic
waste were a menace to humankind, met with widespread support and the
passage of new laws.

Back then, few worried that sometimes product malfunctions might
injure people. Ralph Nader helped changed this way of thinking with the
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publication of Unsafe at Any Speed: The Designed-In Dangers of the American
Automobile, ever more appropriate these days in light of Toyota’s problems.24

From then on, consumer protection and product quality and safety were
viewed as legitimate matters. 

Finally, back then, these respective movements—affecting civil rights,
peace and justice, women’s liberation, environmental stewardship and con-
sumer protection—were nourished by the religious and moral ideas, lan-
guage and symbols that constitute the beating heart of the American civic
tradition. They existed within an ethos that recognized diverse perspectives
while providing common ground. 

Nowadays, the appeal is more instrumental: that one can do the right
thing, and profit, without having to concede any losses. Nowadays, even
with the CSR overlay, the profit motive governs the direction of financial
services and marketplace activity, rather than being in service to something
larger, grander and far more enduring.

Since the birth of our Republic—a genealogical product of Enlighten-
ment and religious traditions—these ideas, vocabularies and symbols have
enriched the soil on which Americans found common ground, enabling
personally held moral and religious convictions to find expression in how
citizenship was defined. Even as there were carefully constructed divisions
between “church” and “state,” notions of a “good society,” a “common good”
and a “commonwealth”were extensions of moral and religious beliefs, medi-
ated by adherence to public reason, the rule of law and a commitment to
mutual honor and respect.

Notions of justice, liberty and fairness; of pluralism and diversity; of
equity, “standing” and trust; of independence, vision and innovation; of free-
dom, self-governance and self-determination; of political stability, safety and
security, were embedded in our social, cultural and political life. These
virtues helped define integrity—meaning, both literally and figuratively,
their integration into the fabric of community, institutional and individual
life. They served as building blocks for our constitutional system of repre-
sentative governance, enlivened by participation and public accountability.
They were predicates, too, for our economic arrangements, because business
was essentially about community. 

Beginning in the late 1960s and early 1970s with FIGHT Kodak,25 Cam-
paign GM,26 Dow Chemical’s production of Agent Orange27 and the Epis-
copal Church,28 there were enormous social pressures on companies and
institutional investors to eliminate discriminatory practices and promote
equal opportunity for all. In 1971, the Interfaith Center for Corporate
Responsibility (ICCR) was formed, now comprising 275 faith-based insti-
tutional investors.29 Borrowing from the civil rights movement, the public
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actions taken during this period were accompanied by appeals to a civic
moral consciousness that radiated Judeo-Christian religious themes, but
were not restricted to them, including beliefs that: 

• an all-knowing God, not mammon or the market, supersedes all
authorities; 

• we humans are called to an ethic of service, justice and responsibility,
especially in our professional and public life—a covenant, if you will,
with God and for each other;

• human rights, a belief that each of us is made in the image of God,
are a fundamental part of this covenant, thus enabling us to fight
against oppression and the diminution of human dignity;

• a pluralist, democratic society provides the free space—governed by
the rule of just laws, subjected to ongoing critical assessment and revi-
sion—in which we respectfully work out our differences, in service to
the common good;

• we are freely able to form associations—in addition to our member-
ship in groups based on family ties, race, class or jurisdiction—and
that these incorporated entities, or “corporations,” would be overseen
by trustees who were accountable to the public interest obligations; 

• as individuals and in communities, the covenant includes stewardship
over the earthly realm of nature and her resources, another form of
trusteeship that takes the long view of history; and

• our role in history is a tiny part of a longer journey toward a future
destination, a New Jerusalem where life is transformed, that “city on
a hill” to which John Winthrop referred when speaking of the found-
ing of Boston.30

We have, of course, a long journey ahead of us before truly fulfilling
these ideals, and I would be the first to say that we have made many horrible
mistakes along the way. Democracy is a messy, unfolding project, and we
still have much to learn, both within our own tradition and through insights
gained from others, about how to do a better job. 

But however imperfect and limited our progress, the “money and moral-
ity” movement that began more than 40 years ago sprang from many of the
same religious, theological and ethical convictions that our forbears brought
to public life. The idea was to make the American dream a reality and the
country a better nation, with prosperity, liberty and justice for all. 

Sadly, this “rootedness” in historic civic moral traditions is lacking today,
despite the advances that have been made in integrating social responsibility,
environmental and governance concerns across the range of economic deci-
sion making. While we can celebrate these tangible achievements—again,
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those of us of a certain age never dreamed we would come so far, in what
feels like a short time—we should be alarmed by the fact that they appear
untethered to a paradigm or ethos or set of big ideas that can help us inter-
nalize a vision to help guide and assess our actions. You could argue that
we have become a victim of our success, and that “the movement” is in dan-
ger of losing its soul. We need to dust off our moral compass and keep it in
plain sight. 

In addition to this depleted spiritual vessel, we suffer from a vocabulary
that is impoverished. It is difficult to stir people’s souls with terms such as
“social enterprise,” “sustainability,” “ESG,” “social venture,” or even that
workhorse of a word, “responsibility.”While perfectly appropriate for busi-
ness cards, websites or office doorways, there is no firepower in those words,
no poetry, no spiritual resonance or call to action. This is in contrast to
terms evoking image and emotion, such as “justice,” “truth,” “trust,” “equity,”
(there’s that word again!), “duty,” “sacrifice,” “liberty.”

I shall return to this linguistic part momentarily, to show that there are
historic precedents blending moral and economic meaning into one,
reminding us that economic activity, rightly understood, is socially situated
because it affects the life and well-being of people, of community—as well
as the environment.31

From Confrontation to Collaboration: Stakeholders, CSR, Governance +
Reporting
During the late 20th century, the “money and morality” movement was led,
appropriately, by institutions devoted to cultivating the mind and spirit.
Churches, colleges and universities advanced the proposition that companies
and institutional investors had ethical obligations, beyond the bottom line.32

Today, these arguments are being advanced primarily by NGOs and private
sector, niche market organizations that have a stake in changing the system
for the better, but tend to concentrate on their immediate goals and objec-
tives, rather than visibly and verbally connecting them to their larger vision. 

Beginning with concerns about racial justice, urban unrest and equal
opportunity, early on the CSR/SRI movement also addressed contentious
issues of nuclear and military weapons, environmental degradation and
consumer protection. The primary force, however, driving advocacy and
reform throughout the late 1970s until the early 1990s was apartheid in
South Africa, as questions about divestiture (e.g., the sale of equity holdings
with South African ties) and disinvestment (e.g., a corporate decision to
withdraw subsidiary operations from South Africa) reigned supreme.33 In
short order, this was followed by similar pressures directed to institutions
with economic ties to Northern Ireland and Burma.34
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After Nelson Mandela’s release from prison in 1994, the CSR/SRI move-
ment returned to the cause of environmentalism, now revitalized with the
Exxon Valdez oil spill, which led to the creation of a coalition now known
as Ceres.35 Ceres borrowed from the South Africa playbook (which involved
corporate agreements to abide by a set of fair labor standards called the Sul-
livan Principles, named after civil rights advocate Rev. Leon Sullivan, the
first black board member of General Motors) and established a code for
environmental stewardship. Shareholder resolutions became, as with the
Sullivan Principles, the primary instrument for persuading companies to
sign the Ceres Principles, along with corporate dialogue. 

Stakeholder theory
By the 1980s, the idea of external parties advocating for corporate change
continued to gain popularity, particularly among college students and faith-
based groups. Meanwhile, other actors emerged, called “stakeholders.” The
term “stakeholder” was first used in an internal memo at the Stanford
Research Institute (now SRI International) in 1963 to describe “those groups
without whose support the organization would cease to exist.” According
to R. Edward Freeman and David R. Reed, they included “shareowners,
employees, customers, suppliers, lenders, and society.”36 Eventually, this def-
inition would be widely accepted, including other groups such as NGOs,
advocacy groups and legislative and regulatory bodies. 

The emergence of stakeholder theory represented the admirable real-
izations of a company’s role that stretch its vision and values beyond imme-
diate self-interest. The problem, however, with the stakeholder approach
to corporate (and investor) civic responsibility is the same sort of problem
that bedevils contemporary political life: it reduces the corporate role to a
series of bargains and trade-offs negotiated with particular special interest
groups, absent the connective tissue of a philosophy, ethic or mechanism
that mobilizes moral and physical energy in pursuit of a broader public
good. “Stakeholder responsibility” becomes “special interest group respon-
sibility” and, ipso facto, atomistic and episodic. Often missing is an over-
riding vision of the greater good and the civic ideal, described in both
financial and non-financial terms, which give life to corporate activity in
the first place.

CSR and business strategy
With respect to CSR, activists eventually found that they could make
inroads with companies by carefully designed strategies and arguments.
Companies, too, would find that it was in their interest to listen to stake-
holders, because doing so might well improve business operations. Over
time, this “Path to Corporate Responsibility,” as Simon Zadek, a long-time
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leader on the corporate accountability front, puts it, would become less a
matter of external pressure and confrontation and more a question of orga-
nizational adaptation and dialogue with various external stakeholders. In
2004, Zadek presented a five-stage typology of organizational growth
toward greater accountability through stakeholder engagement.37

Table 1: Path to Corporate Accountability

Defensive Deny practices, outcomes, or responsibilities
(“It’s not our job to fix that”)

Compliant Adopt a policy-based compliance approach as a cost of doing business 
(“We’ll do just as much as we have to”)

Managerial Embed the societal issue in their core management processes 
(“It’s the business, stupid”)

Strategic Integrate the societal issue in their core business strategies 
(“It gives us a competitive edge”)

Civil Promote broad industry participation in corporate responsibility 
(“We need to make sure everybody does it”)

Source: Zadek 2004

As firms become less defensive and more strategic, they recognize the
multiple benefits that can accrue by asserting leadership in “best practices,”
which Nike learned after being targeted by activists in the 1990s due to egre-
gious worker conditions throughout its supply chains. Even though it
remains a business accountable to its shareholders, Nike “has taken signif-
icant steps in evolving a strategy and practice that shifts it from being an
object of civil activism to a key participant in civil society initiatives and
processes,” Zadek writes.38

Corporate governance reform 
Up until the early 1990s, shareholder engagement was hampered because
institutional shareholders were prohibited from communicating with each
other, and therefore could not form alliances. A decision made by the Secu-
rities and Exchange Commission (SEC) in October 1992 changed this, mak-
ing it easier for large shareholder groups to talk among themselves and take
collective action.39

Another reform measure at that time pertained to corporate governance.
Historically, the corporate governance and social responsibility movements
were populated by different people, up until the late 1990s. Even nowadays,
these realms—both of which pertain to corporate power and accountabil-
ity—remain distinct, despite their shared underlying values and concerns.
A common goal for both groups was a desire for greater corporate disclosure
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and transparency. In the early 1990s, though, in a nod to mounting share-
holder concerns about excess pay, the SEC required that corporations
increase their disclosure of executive compensation packages. This facilitated
greater shareholder scrutiny of pay schemes, a contentious topic in 2010.40

Nowadays, bonus pay and executive compensation remain on the reform
agenda as part of a broader policy commitment to greater transparency,
accountability and shareholder engagement. 

During the 2000s, as stakeholder activism continued on a number of
social and environmental issues, perhaps the most prominent efforts were
directed to corporate governance concerns and greater corporate disclosure
and voluntary reporting. By 2010, a myriad of legislative and regulatory
proposals characterize the current corporate governance reform move-
ment—some involving sustainability factors—and include measures before
Congress, the SEC, various states and the New York Stock Exchange, as well
as proxy resolutions.41 Most of them call for better transparency and share-
holder engagement. 

Since President Obama took office in 2009, the SEC has taken major steps
to revive its role as shareholder advocate, including consideration of envi-
ronmental, social and governance factors. In June 2009, the new SEC Chair-
man Mary L. Schapiro created an Investor Advisory Committee (IAC) to
give investors a greater voice in the SEC’s work, and appointed a diverse and
prominent group of 18 experts to it.42 By late summer, the IAC identified
three areas of work on which subcommittees would concentrate, including
investor education, investor as purchaser and investor as shareholder.43

On February 22, 2010, the IAC met to review these subcommittees’ pre-
liminary recommendations. With respect to proxy voting transparency, the
Investor as Owner subcommittee recommended that the SEC staff, as part
of its review of the U.S. proxy voting system, study the costs and benefits of
mandating a standardized tag-data format for certain proxy and proxy vot-
ing filings to make public search and access easier.44 The IAC also discussed
the formulation of an ESG Disclosure work plan; financial reform legisla-
tion and its implications for the SEC; a national survey of financial capa-
bility; and other investor education initiatives. 

More than at any point in its history, the SEC has taken steps to integrate
environmental, social and governance (ESG) concerns into its corporate dis-
closure requirements. In December 2009 the SEC adopted a set of new proxy
disclosure rules, which took effect February 28, 2010. These rules, primarily
aimed at boards of directors, expanded ways in which material risk could be
defined, including its application to executive compensation policies and
practices; qualifications and experiences of board members and board nom-
inees; interlocking board relationships; diversity in the board nomination

Money and Morality 183



process; board leadership structure; board role in risk management; potential
conflicts of interest; and more timely voting results.45

The biggest area of corporate governance reform, however, involves
opening the board election process to make it more consistent with our
American tradition of self-governance and representative democracy, which
is called “proxy access.”46 In theory, shareholders elect corporate directors
to represent their interests; in practice, shareholders elect board candidates
who are nominated by companies, not shareholders. Shareholder nomina-
tion of board candidates is an issue that has been around for a long time
(at least 80 years), but in the future, there likely will be more activity regard-
ing the provisions of Rule 14a-11 of the Securities Exchange Act of 1934.
Rule 14a-11 is the shareholder proposal rule, which the SEC viewed as an
impediment to the exercise of shareholders’ rights, particularly with respect
to board elections and shareholder nomination of candidates to corporate
boards of directors. Its proposed changes to Rule 14a-11 granted investor
groups owning at least 3 percent of the voting power of a company’s stock
for at least three years the power to nominate candidates for a corporate
board; it also would let these nominations be included in the company’s
proxy materials, mailed to shareholders at the company’s expense. Generally
referred to as “access to the proxy” or “proxy access,” this issue remained
stalled until July 22, 2011, when the Court of Appeals for the District of
Columbia struck down the SEC’s proposed change to Rule 14a-11.

Here’s the background on the battle for proxy access, which in some ways
resembles the battle for self-governance and the voting rights efforts of the
civil rights movement in the mid-20th century, albeit without violence.47 In
December 2009, the SEC reopened the public comment period for about a
month on its modifications to Rule 14a-11,48 first proposed in June 2009.49

On Aug. 25, 2010, the SEC made its decision on proxy access,50 which was
challenged by the U.S. Chamber of Commerce and the Business Roundtable,
who filed suit51 on Sept. 29, 2010, in the DC Circuit Court of Appeals, to
block its enactment, on the grounds that it “empowers unions and special
interests at the expense of shareholders.”52 On Oct. 4, 2010, the SEC granted
a stay on the effectiveness of its proxy access rule.53 Oral arguments were held
on April 7, 2011, before three judges, who questioned the SEC’s assessment
of the costs and benefits of the proposed rule, and whether it would empower
labor and public pension funds at the expense of other investors.54

The measure was slated for adoption in November 2011, and would give
shareholders the authority nominate directors on corporate boards through
a federal proxy access right and include shareholder proposals in company
proxy materials. This means that, under certain circumstances, a company
would have to include in the company’s proxy materials a shareholder’s, or
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group of shareholders’, nominees for director. Normally, this is a prohibi-
tively expensive cost for shareholders to incur, so the change will help
democratize the process; so, too, will the use of Web 2.0 technologies to con-
duct public communication on director campaigns.

But on July 22, 2011, the DC Circuit Court of Appeals overturned the
SEC’s proxy access rule (14a-11), claiming that the S.E.C. “acted arbitrarily
and capriciously” in failing to adequately consider the rule’s effect on “effi-
ciency, competition and capital formation.” 55

“Here the commission inconsistently and opportunistically framed the
costs and benefits of the rule; failed adequately to quantify the certain costs
or to explain why those costs could not be quantified; neglected to support
its predictive judgments; contradicted itself; and failed to respond to sub-
stantial problems raised by commenters,” the court said, in a unanimous
decision written by Judge Douglas H. Ginsburg.56 The court also expressed
concern about the union and state pension funds might use the rule for
their own purposes, at the expense of other shareholders. 

Meanwhile, SEC proposed amendments to Rule 14a-8 remained intact,
which lets shareholders owning at least $2,000 in stock for a year to submit
proposals. This means that individual shareholders may continue to submit
proposals asking companies to specify under what conditions they may
nominate candidates for boards of directors, in fulfillment of Rule 14a-8,
which took effect on September 20, 2011.57 This is similar to conditions
prior to the 1965 Voting Rights Act, when, absent a universal law protecting
suffrage, civil rights attorneys had to go county by county to demonstrate
that the constitutional rights of African Americans were being violated.58

By early 2012, a number of companies and grassroots groups such as the
United States Proxy Exchange base their efforts on this, while seeking to open
up corporate governance and accountability more broadly.59 (Further infor-
mation on the proxy access debate is available online at the Harvard Law
School Forum on Corporate Governance and Financial Regulation, includ-
ing its proceedings of the HLS Proxy Access Roundtable.60) 

On the environmental front, in January 2010, the SEC released what
many consider to be a landmark guidance on disclosure related to climate
change.61 Taking effect in February 2010, the guidance clarifies existing rules
requiring companies to disclose material risks related to climate change,
such as projected impacts of new legislation and international treaties cap-
ping carbon emissions. 

On social fronts, pressure continues to mount on Congress and compa-
nies to address the role of corporate money in political campaigns, in the
wake of the recent Supreme Court decision in the Citizens United v. Federal
Election Commission case, which considerably expanded corporate political
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contribution rights.62 At the end of March 2011, the SEC made an important
decision to allow a shareholder resolution seeking a say on political spend-
ing at Home Depot, for consideration during the 2011 season.63 Sharehold-
ers used a variety of approaches in their proposals to increase a firm’s
transparency and accountability of its political spending—including floor
motions and votes at annual meetings questioning a firm’s association with
the Chamber of Commerce. 

Meanwhile, in August 2010 the SEC proposed new rules for greater dis-
closure and engagement between boards and shareholders, as well as for
board diversity.64 And by June 2011, the United Nations will ratify Guiding
Principles for the Implementation of the U.N. ‘Protect, Respect and Remedy’
Framework, affecting business and human rights. This concludes a global
consultation process begun in 2005 by John Ruggie, Special Representative
of the United Nations Secretary-General for business and human rights. 65

Corporate disclosure + reporting
As with the notion of corporate social responsibility, within business circles
the idea of corporate reporting covering both financial and non-financial
areas is not new. Going back at least 80 years, academics, accountants, pol-
icymakers and practitioners in the United States, Canada and Great Britain
have tackled the interrelated topics of “social auditing” and “social account-
ing” as a means of measuring and appraising corporate social responsibility
in addition to economic performance. In doing so, they have wrestled with
the scale and scope of definitions and with comparable forms of
assessment.66 Some of these efforts set the stage for normative accounting
methods as a complement to financial metrics. In the meantime, many
companies in the Netherlands, Sweden, Germany and India also reported
on their social, environmental and economic performance, which supple-
mented their annual reports, but were not integrated into corporate deci-
sion making.67

The late Howard Bowen is credited with coining the term “corporate
social responsibility” and “social audit” (which he argued should be con-
ducted every five years by an independent agent) with the publication of
Social Responsibilities of the Businessman in 1953.68 Yet, as Eccles and Krzus
point out in their book One Report, Bowen was not the only one thinking
along these lines:

Varying discussions on business’s responsibility to and role in soci-
ety had appeared even earlier, including Harvard Business School
Dean Wallace B. Donham’s Harvard Business Review article “The
Social Significance of Business” in 1927. Donham claimed that “the
development, strengthening, and multiplication of socially minded
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business men is the central problem of business’ and expressed the
concern that ‘unless more of our business leaders learn to exercise
their powers and responsibilities with a definitely increased sense
of responsibility toward other groups in the community . . . our civ-
ilization may well head for one of its periods of decline.” Although
Donham did not use the term “stakeholder,” which appeared much
later, he was clearly referring to them in his reference to “other
groups in the community.”69

By the early 1970s, the Boston consulting firm of Abt Associates created a
social accounting instrument that combined qualitative and quantitative
criteria, based on Clark C. Abt’s work described in The Social Audit for Man-
agement.70 Because the book was published during the height of social
unrest, particularly directed to issues of military contracting and racial jus-
tice, companies were reluctant to reveal potentially controversial informa-
tion to outsiders, and thus become vulnerable to boycotting or other forms
of sanctions.

During the 1980s, a different reporting approach emerged, which
involved comparative rating schemes that addressed broad areas of concern,
such as equality and labor standards, or environmental stewardship. As
mentioned earlier, the success of the Sullivan Principles in the 1970s and
1980s, pertaining to labor conditions in South Africa, served as the proto-
type for subsequent ratings models, including the McBride Principles
(regarding corporate activity in Northern Ireland), and the Valdez Principles
(named after the 1989 Exxon tanker Valdez oil spill in Alaska’s Prince
William Sound, and directed to environmental responsibility). 

By the early 1990s, as Steve Lydenberg and his co-author Karen Paul
wrote about in 1992, four basic types of CSR rating systems were in place:
single company, single issue; single company, multiple issue; multiple com-
pany, single issue; and multiple company, multiple issue.71

Since then, the notion of CSR rating has expanded greatly (as has the
realm of corporate social responsibility reporting), driven by a combination
of: wider acceptance of the legitimacy of integrating sustainability concerns
into business practices; more sophisticated stakeholder strategies and tac-
tics; and changes in the public policy environment that raise public expec-
tations while placing business under greater scrutiny. 

In addition, the proliferation of innovative digital tools for the produc-
tion of accurate, verifiable information make it possible for real-time, loca-
tion-specific, widely accessible distribution to virtually anyone who wants
it, even though few companies currently avail themselves of such options.
Finally, recent calls for the integration of financial and non-financial data
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into one unified corporate report are taken more seriously, in recognition
of both the materiality of environmental, social, and governance consider-
ations to overall business success, and the urgency of a longer-term sustain-
ability vision to overall planetary well being.72

Since 1997, the Global Reporting Initiative (GRI) has played a crucial
role in driving acceptance of reporting on social, environmental and eco-
nomic performance. In 1997, the GRI was created by Allen White and
Robert Kinloch Massie, who believed there ought to be a publicly verifiable
disclosure framework for corporate environmental, social and governance
reporting. Following a period of global consultation involving hundreds of
stakeholders, in 2000, the GRI’s first Sustainability Guidelines were issued,
with 50 organizations releasing reports based upon them.73 By 2008, the
global number of companies issuing CSR reports had reached an all-time
high, with more than 1,000 relying upon the G3 Guidelines, the latest gen-
eration of guidelines, issued in 2006.74

The G3 Guidelines generally are perceived as the world’s most authori-
tative framework for sustainability reporting, in part due to the highly par-
ticipatory nature of their origins. In the Commission Guidance Regarding
Disclosure Related to Climate Change issued in January 2010, the SEC cited
GRI as a “widely used sustainability reporting framework.”75 At the February
meeting of the SEC’s new Investor Advisory committee (installed by Chair-
man Mary Schapiro in July 2009), the Investor as Owner subcommittee pro-
posed a work plan to examine the value of environmental, social and
governance (ESG) disclosure based on GRI and Carbon Disclosure Project
frameworks.76 Sweden already requires all state-owned companies to pub-
lish annual GRI-based sustainability reports, and other countries, including
Denmark, Norway and China, are developing similar policies. 

The GRI has added its voice to this call. In the March 2009 Amsterdam
Declaration on Transparency and Reporting, the GRI urged all the world’s
governments “to extend and strengthen the global regime of sustainability
reporting. In particular, assumptions about the adequacy of voluntary
reporting must be reexamined.”77

The Role of Religion and Ethics in Public Life

Earlier this month, the Kennedy School’s John F. Kennedy Jr. Forum hosted
a panel discussion on the role of faith in the marketplace, and ways in which
organized religion can be an important force for financial reform. According
to the scholars who took part in a panel entitled “From Wall Street to Main
Street: The Search for a New Moral Compass for the New Economy,” the
current economic crisis is not only structural, but spiritual. “We have to
address both,” said panel member Jim Wallis, an evangelical minister as well
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as president and CEO of Sojourners, an evangelical Christian organization.
He described unwarranted high corporate salaries and bonuses “a symptom
of societal erosion.” According to a report on this discussion in the Harvard
Gazette, Wallis called for a new national ethic, one that “focuses on helping
one another and that considers the repercussions of current actions on
future generations.”78 Echoing the impetus that led to the formation of
ICCR, panelists claimed that church and social justice organizations have
an important role to play in pressing for reform, and holding policy makers
and organizations accountable.

The moral responsibility of institutions is an important part of this
effort, said Fr. J. Bryan Hehir, a former colleague of mine at the Harvard
Divinity School and Parker Gilbert Montgomery Professor of the Practice
of Religion and Public Life at the Kennedy School. Fr. Hehir is a distin-
guished thought leader in the realm of religion, social policy, and interna-
tional affairs, particularly with respect to the Catholic Church. At the faith
and finance forum, Fr. Hehir pointed out that the Catholic Church is “fairly
institutional,” and therefore well suited to address “what institutions need
to do.” Using that type of institutional framework, people can “then open
up into other aspects of civil society,” he said,79 a perspective very much akin
to the animating mission of this 9th Forum. 

Fr. Hehir and Rev. Wallis were acknowledging an essential truth: that
economic enterprise is not value-free. Embedded within their structures and
operations are assumptions about what is considered “good” and “right,”
“right” or “wrong,” assumptions that become more coherent and fully devel-
oped as the institution or industry cultivates its specific culture and char-
acter. These assumptions, clouded as they may be by the language of
financial accounting and quarterly reports, serve as the compass that guides
institutional decision making and communication. Behind the numbers lie
certain first-order principles or values—a company’s moral sense, if you
will—that need to be made more explicit, more transparent, as many
thoughtful observers have recognized.80

A Values Vocabulary

Semantic similarity
Let us ponder: A striking example of the connection between economic
activity and the moral realm is the semantic similarity of financial and reli-
gious vocabularies. Terms such as “good,” “equity,” “value,” “trust,” “denom-
ination,” “capital,” “vest” and “invest,” “redemption” and “redeem,” “debt,”
“futures,” and “dispensation” are examples of words with double meaning.
In fact, the word “economy” comes from the Greek “oikonomia,” which
means “management of the household,” with the household connected to
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the production, distribution and consumption of life’s necessities. Oikonomia
is a multifaceted word that sometimes is translated as “stewardship,” itself a
first cousin of “fiduciary,” which means a designated agent occupying a spe-
cial relation of trust, confidence or responsibility in obligation to others.

As theologian John Reumann, who began studying and writing about
the concept more than 50 years ago, put it, the term oikonomia “has an
amazing host of established meanings in many areas of life. It [is] a word
capable of new applications, a ‘word field’ of expanding horizons.”81 Put
another way, the oikos (household) is the root of economy, representing a
community of interdependent persons possessing a shared purpose, the
locus of shared survival, its members immersed in a set of moral and polit-
ical beliefs and seeking “the good life” as they understand it. The household
becomes, in McGill University political scientist William James Booth’s
words, “the institution in which we labor to provision ourselves in the things
necessary for life; but it is also where we seek to emancipate ourselves, as
far as we are able, from the drudgery that is our estate . . . [It] is the means
by which we secure such freedom as is possible from the poverty of our con-
dition and in which we avoid a freedom-robbing dependence on others.”82

In the language of some Christian theologians, the metaphor of “econ-
omist” is applied to God’s work, because He brings into being and seeks to
maintain the household of Israel and the church, the household of all
nations and, ultimately, the household of all creation; thus, whole
economies can be referred to as households, constantly threatened by chaos,
sin, evil and death.83

Fiduciary obligation
We hear the word “fiduciary” often, but do we know what it really means,
and how it is interpreted? Once again, there are deep roots in virtue lan-
guage and moral philosophy, even as the idea of fiduciary is subject to legal
and regulatory interpretation.

Notions of “fiduciary responsibility” are not absolute; they are relativistic
concepts that have evolved over time. The idea of a fiduciary relationship
to a fund of money is rooted in English common law but the legal concept
of the “prudent man” was expressed in a case involving Harvard College
180 years ago.84 The scope of fiduciary responsibility as applied to institu-
tional investors is subject to definition by federal and state agencies under
existing laws. These agencies include the private pension system subject to
the Employee Retirement Income Security Act of 1974 (“ERISA”) and the
Department of Labor; investment companies subject to the 1940 Invest-
ment Act and the Securities and Exchange Commission; bank trusts subject
to the Federal Reserve, the FDIC and the Comptroller of the Currency; and

190 building bridges across financial communities



public pension funds, charities and endowments subject to the Internal Rev-
enue Service, as well as state laws and the offices of attorneys general.

Under the laws pertaining to the fiduciary role, board members have
three duties to consider in maintaining a trustee’s standard of care. The first
is to act as a prudent person might act in similar circumstances. The second
is to avoid conflicts of interest. The third is to assure that the organization
operates consistently, in keeping with the rules and laws governing its for-
mulation, and in accordance with its bylaws and mission. Generally speak-
ing, these duties entail full exercise of the legal rights of ownership, which
includes the purchase and sale of assets, voting proxies, conveying concerns
to corporate boards and management, submitting proposals for shareholder
action at annual meetings, convening shareholder meetings or joining forces
with other investors and interested parties on issues of mutual interest, tak-
ing legal action, conducting equity research, hiring outside specialized
agents and so on. 

Thanks to the efforts of corporate governance activists, governance con-
cerns are now considered a significant part of the fiduciary role, even
though the focus is on companies rather than on an investor’s own gover-
nance regime or that of stakeholders. This is where significant room remains
for addressing fiduciary leadership and governance. 

Similarly, there is room for addressing the “consistency” standard, mean-
ing the extent to which an organization’s investment policy and practices
integrate the ideals, values, and principles embedded in its mission state-
ment. The challenge of aligning investment decisions with institutional mis-
sion has yet fully to be met. Certain beneficial fiduciaries, including a
handful of foundations, socially responsible investment funds, many reli-
gious investors and a number of prominent pension funds have broken
important new ground in this territory and serve as models for others to
emulate. One such organization is the Initiative for Responsible Investment,
the brainchild of Steve Lydenberg, now based at Kennedy School’s Hauser
Center for Nonprofit Organizations.85

In addition to the meaning of “fiduciary,” we also need to be clear about
what “economy” is and what it is not. “Economics” is an array of analytic tools
that apply to diverse situations. It is not a rigid set of universal principles, nor
is it a roadmap for how we should live our lives. What oikonomia and eco-
nomics both have in common is recognition, since the time of the ancient
Greeks, that there was no sharp boundary between economic matters and
those having to do with social status, politics, and ethics. The “natural” econ-
omy of the household and the world of the market, as Aristotle taught us,
could either advance or undermine the good life, freedom, and community.86
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We have come a long way from Aristotle, but the essential truths remain
the same. Nowadays, although it may provide a glimpse, the marketplace is
not a good gauge of the moral sense of society, or of its institutions. It can-
not help us understand what kind of world we want to live in, what our
aspirations are or how things might be better. In fact, the marketplace does
little to help us maintain our civic moral bearing. It does little to preserve
basic fairness, justice or truth telling. It does little to help us aspire to great-
ness, the stuff of which our democratic way of life is made. In fact, within
the globalized consumer economy, these values and democratic ideals have
become corroded, with civic virtue giving way to crass commercialism and
a consumer ethic of unbridled consumption.

The financial crisis is a painful reminder that corporate profitability and
stock price value provide only a distorted picture of society’s well being, or
of the extent to which human dignity or freedom are honored. After the
meltdown, we are reminded that commercialism and consumerism are not
enough, that some goods cannot be bought and sold, and that we have a
long way to go before our dynamic global economy can produce a decent
global life.

The call for a new breed of capitalism seeks to strengthen capital markets
and corporate enterprise by promoting religious, theological and ethically
situated civic moral principles, standards, procedures and trustee knowledge
and competence. The goal is to help corporate directors and institutional
investors fulfill their fiduciary obligation in a manner that balances long-
term financial prosperity with the common good, a noble idea with ancient
roots and enshrined within our democratic ideals.

Equity culture
Another word with multiple meaning that is used by so many of us every
day is “equity.” Taken literally, equity means “standing,” that one has a stake
in an entity, whether it be a company (e.g., stock ownership), a society (e.g.,
fair treatment or social justice) or a relationship (e.g., an equitable right or
claim). As British historian Anthony Everitt tells us in his superb biography
of Cicero, in ancient Roman society the notion of equites referred to a class
of citizens having commercial concerns. Equites were the landed gentry,
businessmen and merchants who tended to avoid national politics. Origi-
nally a military class, equites meant “knights” whose wealth enabled them
to buy a horse for military campaigns. Within the Roman social hierarchy,
equites ranked below the aristocracy, yet were above the plebs (the urban
masses, including shopkeepers, artisans and landless farm workers) as well
as, at the very bottom, the slaves.87

Thus in many ways, “equity” denotes “citizenship.” The late Harvard gov-
ernment professor Judith Shklar provided a contemporary notion of equity.
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She referred to equity as social standing—meaning inclusion and respect—
symbolized by the opportunity to vote and to earn a living, as well as par-
ticipation, accountability and representation in the polity. One can only
speculate as to how much we would have gained, had she lived to enlighten
us, by hearing her tackle the question of citizenship as applied to corporate
directors or shareholders, particularly institutional investors.88

With regard to human endeavors, “equity” takes on special importance
because it suggests a capacity to be involved, to participate, to be in a posi-
tion to chart one’s course, to be engaged in a process of self-governance. As
applied to social capital, “equity” is a cornerstone of democratic civil society.
As applied to human capital, “equity” is a tenant of nondiscriminatory labor
policies. As applied to financial capital, “equity” is a fundamental fixture of
open markets and effective capitalism. 

Whatever the capital domain, whether social, human or financial,
“equity culture” relies on certain virtues or else it faces collapse. The most
basic of these is trust, so that decisions can be made based upon truthful
and reliable information, that these decisions are guided by principles of
ethics and fairness and that “access to equity” is not just a right but a respon-
sibility for strengthening equity culture for generations to come. Another
requirement for equity culture is knowledge, so that one’s stake in an entity
can be managed in a way that promotes growth and development, prosper-
ity and well being. A third is sustainability, so that this growth and devel-
opment can continue, without inflicting injury or falling victim to the
dangers of greed, ignorance or hubris.

As the past several years have shown, however, economic enterprise
sometimes undermines the very virtues and values it is supposed to uphold.
We should remember that not everything can be bought and sold, that
intangible goods such as honor, trust, honesty and integrity are the connec-
tive tissue that holds together the body politic, capital markets, equity cul-
ture and civil society. Yet equity culture has been hijacked by those who have
scorned these intangible goods, violated their fiduciary duties, made a
mockery of our financial system and, in the process, inflicted damage on
countless investors, pension beneficiaries, homeowners and innocent
bystanders.

Theological Reflections and Religious Teachings on the Moral Obligations 
of Wealth
There is much to be learned from the world’s faith traditions with respect
to the moral obligations of wealth, and this forum provides one important
outlet. Let us briefly review what the Christian, Jewish, Muslim and Bud-
dhist traditions have to offer, a point of departure for a far deeper exchange,
as we think about the implications for our professional practice. 
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Christian traditions
In the late 1980s and early 1990s, various Christian groups and individuals
issued a number of publications that specifically address the integration of
civic moral concerns into economic decision making; generally left out of
these, however, is the manner in which this might become manifest in cor-
porate governance and ownership responsibilities. In 1986 the National
Council of Catholic Bishops produced a pastoral letter entitled Economic
Justice for All, a comprehensive and sophisticated work drawing upon scrip-
ture and Catholic social teaching as well as extensive consultation with lay
people and economic, political and social science experts.89 The bishops
firmly stated that “economic decisions have human consequences and moral
content; they help or hurt people, strengthen or weaken family life, advance
or diminish the quality of justice in our land.”90 Moreover, they elaborated
on the idea of a “preferential option for the poor,” particularly as applied to
U.S. relations with developing nations. Here they stressed the importance
of understanding the interplay among three main sets of actors: individual
nations; multilateral institutions, which channel money, power, ideas and
influence; and transnational corporations and banks, which have grown
dramatically in number, size, scope and strength since World War II.91

Overall, the bishops suggested that the time has come for a “New Amer-
ican Experiment” involving the implementation of economic rights, the
expansion of economic power sharing and economic decision making that
is more accountable to the common good. Essential to this is “an imaginative
vision of the future that can help shape economic arrangements in creative
new ways” and “new forms of cooperation and partnership among those
whose daily work is the source of the prosperity and justice of the nation.”

The United States prides itself on both its competitive sense of ini-
tiative and its spirit of teamwork. Today a greater spirit of partnership
and teamwork is needed; competition alone will not do the job. It has
too many negative consequences for family life, the economically vul-
nerable, and the environment. Only a renewed commitment by all to
the common good can deal creatively with the realities of interna-
tional interdependence and economic dislocations in the domestic
economy. The virtues of good citizenship require a lively sense of par-
ticipation in the commonwealth and of having obligations as well as
rights within it. The nation’s economic health depends on strength-
ening those virtues among all its people, and the development of
institutional arrangements supportive of these virtues.92

Included in these new arrangements and partnerships were references to
greater employee/labor participation in business, more local and regional
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cooperation with special emphasis on community development corpora-
tions, public/private efforts aimed at the formation of national economic
policies, and the formation of new international partnerships, particularly
within developing countries, “based on mutual respect, cooperation, and a
dedication to fundamental justice.”93 They lightly touched upon the topic
of the corporate manager/shareholder relationship, claiming that “the parts
played by managers and shareholders in U.S. corporations also need careful
examination” and that this relationship be governed by broader criteria than
simply return on investment. They said: 

Most shareholders today exercise relatively little power in corporate
governance. Although shareholders can and should vote on the selec-
tion of corporate directors and on investment questions and other
policy matters, it appears that return on investment is the governing
criterion in the relation between them and management. We do not
believe this is an adequate rationale for shareholder decisions. The
question of how to relate the rights and responsibilities of sharehold-
ers to those of the other people and communities affected by corpo-
rate decisions is complex and insufficiently understood. We,
therefore, urge serious, long-term research and experimentation in
this area. More effective ways of dealing with these questions are
essential to enable firms to serve the common good.94

In 1991, Pope John Paul II’s encyclical Centesimus Annus (“The Hundredth
Year”) examined the economic and moral questions raised, among other
things, by the upheaval in Eastern Europe in 1989; the 25,000-word docu-
ment represented the most comprehensive treatment in any papal document
of the role of the free market in the economy.95Centesimus Annuswas issued
to mark the 100th anniversary of Rerum Novarum (“Of New Things”), an
encyclical by Pope Leo XII that marked the beginning of the modern era of
Catholic social teaching. While Rerum Novarum dealt with the impoverished
conditions of the industrial working class in the late 19th century, Centesimus
Annus stated that “the free market” is the most efficient instrument for uti-
lizing resources and responding to needs” but it exists within a moral frame-
work limited by three realities: (1) “there are many human needs which find
no place on the market”; (2) there are whole groups of people without the
resources to gain access to the market; and (3) there are goods that “cannot
and must not be sold.” “It is a strict duty of justice and truth not to allow
fundamental human needs to remain unsatisfied, and not to allow those bur-
dened by such needs to perish. . . . Even prior to the logic of a fair exchange
of goods and the forms of justice appropriate to it, there exists something
which is due to man because he is man, by reason of his lofty dignity.”96
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John Paul acknowledged “the legitimate role of profit as an indication
that a business is functioning well” but claimed that this is not the only cri-
terion. He wrote, “other human and moral factors must also be considered
which, in the long term, are at least equally important for the life of a busi-
ness.”97 These are the elements to be found in what he called “the new cap-
italism,” a capitalism that exists in service to human freedom, the core of
which is ethical and religious.98 Within this core are to be found a number
of important economic virtues, including “diligence, industriousness, pru-
dence in understanding reasonable risks, reliability and fidelity in interper-
sonal relationships, as well as courage in carrying out decisions which are
difficult and painful but necessary, both for the overall working of a business
and in meeting possible set-backs.”99

While insisting that economic development and the production of
wealth are key to economic justice, the Pope also asserted the need to
include labor and management in a “community of work” and “circle of
exchange,” thereby reinforcing the view that business is a “community of
persons” or “society of persons” in which people participate in different
ways and with specific responsibilities. He writes: 

It is not wrong to want to live better. [W]hat is wrong is a style of
life which is presumed to be better when it is directed toward “hav-
ing” rather than “being,” and which wants to have more, not in order
to be more but in order to spend life in enjoyment as an end in itself.
It is therefore necessary to create life-styles in which the quest for
truth, beauty, goodness, and communion with others for the sake of
common growth are the factors which determine consumer choices,
savings and investments. In this regard, it is not a matter of the duty
of charity alone, that is, the duty to give from one’s “abundance,” and
sometimes even out of one’s needs, in order to provide what is essen-
tial for the life of a poor person. I am referring to the fact that even
the decision to invest in one place rather than another, in one pro-
ductive sector rather than another, is always a moral and cultural
choice.Given the utter necessity of certain economic conditions and
of political stability, the decision to invest, that is, to offer people an
opportunity to make good use of their own labor, is also determined
by an attitude of human sympathy and trust in Providence, which
reveal the human quality of the person making such decisions.100

John Paul went on to argue for the inclusion of poor nations in the world
economy’s “community of persons” and for increased attention paid to eco-
logical and environmental questions, which accompany the problems of pro-
duction and consumerism. He also addresses the need to place the market
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economy in the broader context of state and society, noting the interconnec-
tions between faith and religious life and major political, social and economic
developments, particularly the internationalization of the economy. Admit-
ting that the “Church has no models to present” because “models that are
really and truly effective can only arise within the framework of different
historical situations, through the efforts of all those who responsibly confront
concrete problems in all their social, economic, political and cultural aspects
as these interact with each other,” he cites the Church’s social teaching as pro-
viding “an indispensable and ideal orientation which recognizes the positive
value of the market and of enterprise,” but also points out that “these need
to be oriented toward the common good.”101

Insofar as ownership is concerned, the Pope did not specifically discuss
the issues of corporate stock ownership or institutional investing yet his
pronouncements could be applied to this indirect form of ownership. He
continually reiterated the theme of “the relationship between individual or
private property and the universal destination of material wealth.”102 In his
view, ownership “morally justifies itself in the creation, at the proper time
and in the proper way, of opportunities for work and human growth for
all.”103 This “universal destination of material wealth” well could be inter-
preted as one call of the covenant, offering access to a better life to those
traditionally excluded from economic enterprise.

In 1987, the United Church of Christ (UCC) issued its comprehensive
Christian Faith and Economic Life to promote reflection and discussion of
the relationship between faith and economic justice issues within the
denomination. The paper was the product of the UCC’s Economics and
Theology Covenant Group and addressed a wide range of issues, including
economic democracy, environmental hazards and militarization; it focused
on both domestic and global aspects of what it terms a “public theology of
economics” and calls upon the church for public advocacy and economic
transformation.104 In its section concerning the corporation, Christian Faith
and Economic Life referred to the need to address the relationship between
corporations and the political and social order. Without offering specifics,
the document stated:

. . . the Christian principles of economic justice offer the basis for
beginning to consider corporate roles, ownership patterns, and
modes of operation in relationship to the wider society. The goals of
such a reformation would be to assure the preservation of pluralism
and the productivity of the corporation while promoting greater
responsibility and accountability to the community, broader partic-
ipation in corporate decision-making, and greater justice in the
impact of the corporation on the wider community.105
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The application of ethical imperatives to economic enterprise is as old as
civilization itself. Moreover, the contribution of organized religion to ques-
tions about the public moral responsibilities associated with the accumu-
lation of wealth is not wholly restricted to Christianity but can be found in
at least three other of the world’s great religions. And, the origin of the term
“covenant” is found in Biblical times but is not restricted to them. 

Jewish tradition 
Within the Torah, certain “laws of the household” are put forward as part
of the covenantal relationship with the people of Israel (the Book of the
Covenant, Exodus 20:22–23:33), with special emphasis on the needs of the
poor. “The future is guaranteed not by I-thou contract but by the binding
agreement of the community,” writes M. Douglas Meeks, a theologian (and
co-chair of the UCC Economics and Theology Covenant Group) who has
written extensively about the relationship between Christian/Judaic doc-
trine and the political economy. “What is required for promise-keeping is
that all put each other under obligation, [with] the multiple relationships
of the community [serving as] the guarantor of all expectations within the
community.”106 These guidelines for household management enabled the
Israelites to live faithfully to God and responsibly to the community; the
Torah places limits on cultivating, collecting, buying and selling and empha-
sizes the subordination of economic activity to fulfillment of the covenantal
relationships. Those who have no standing in the community are to be
included as full participants in the promise of the covenant, including the
poor (Exodus 23:6, Deuteronomy 15:7–11), the stranger (Exodus 21:21–24),
the sojourner (Deuteronomy 10:19) and the widow and the orphan
(Deuteronomy 24:19–22). The Torah respects the integrity of all of creation;
land is to be included in the covenant with the faith community and not
merely at the disposal of human beings (Exodus 23:11; Leviticus 25:1–7).

Extending from the covenant, other Torah laws have implications for
our time, such as the issue of interest on loans. “If you lend money to any
of my people with you who is poor, you shall not be to him a creditor, and
you shall not extract interest from him” (Exodus 22:25; cf. Deuteronomy
23:19–20). Israel condemned interest because it led to poverty and certain
forms of slavery; even with the introduction of a market economy, the Torah
provided strict laws on surety, such as prohibiting the taking of collateral if
it were to destroy a person’s access to livelihood (Exodus 22:26–27; cf.
Deuteronomy 24:6, 10–13; 15:7–11). Another Torah law concerned the giv-
ing of tithes. The law of the tithe was intended to grant the poor access to a
livelihood (Deuteronomy 14:22–29) and as a reminder that prior to the
covenant the Israelites were slaves in Egypt (Deuteronomy 24:18, 22). Hos-
pitality, too, is a form of inclusion for all those (the stranger and sojourner,
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the widow, the orphan and servants) who were excluded from the benefits
of the economic order; indeed, true hospitality was considered a form of
worship, because it consisted of inviting in all those who were excluded or
denied God’s gifts for life.107

Finally, the Torah made provisions for special mechanisms that con-
fronted squarely disparities in wealth and class. During the Sabbatical year,
every seventh year, the land was to remain fallow (Exodus 23:11; Leviticus
25:1–7); so, too, were debts to be released (except those held by foreigners)
every seventh year (Deuteronomy 15:1–11). The Jubilee Year was to occur
every fifty years (the year following seven times seven), during which liberty
was proclaimed throughout the land: property was to be restored to its orig-
inal owners, slaves were to be freed, debts were to be canceled and the land
was to lie fallow (Leviticus 25:8–17; 23–24). While there is disagreement as
to whether or not the Jubilee Year was ever practiced, its images provide a
powerful statement of the subordination of everything to the One Creator:
that no one is given special status to take or withhold from others what they
need to contribute to community, that there exists mutual respect among
people and that the oppressed need to be released from bondage.108 Put
another way, this release from bondage occurs through the lifting of eco-
nomic sanctions.

Islamic tradition 
The idea of moral obligation as applied to economic life also can be found
in Islam, with God speaking through the Quran. Believers were expected to
have total obedience. The covenantal relationship between God and the fol-
lowers consisted of obedience to divine rules in exchange for divine favors,
the faithful being called the umma, or community of Muslim believers. The
Prophet Muhammad communicated a moral basis for society, with com-
passion, goodness and piety as central virtues; extending from this is a spe-
cific way of life as determined through an elaborate system of rules for social
behavior. 

Insofar as wealth is concerned, one of the pillars of virtue in Islam is
almsgiving; the Quran treats wealth (and children) as subordinate to deeds
of lasting merit in service to the Lord. A sampler of these teachings:

• Let those who hoard the wealth which God has bestowed on them out
of His bounty never think it good for them: it is nothing but evil. 

• Believers, many are the clerics and the monks who defraud men of
their possessions and debar them from the path of God. To those that
hoard up gold and silver and do not spend it in God’s cause, proclaim
a woeful punishment. The day will surely come when their treasures
shall be heated in the fire of Hell, and their foreheads, sides, and backs
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branded with them. They will be told: “These are the riches which you
hoarded. Taste then what you were hoarding.”

• You shall not barter God’s covenant for a trifling price. His reward is
better than all your gain, if you but knew it. Your worldly riches are
transitory, but God’s reward is everlasting. We shall reward the stead-
fast according to their noblest deeds. Be they men or women, those
that embrace the Faith and do what is right. We will surely grant a
happy life. We shall reward them according to their noblest deeds.

• And what cause have you not to believe in God, when the Apostle calls
on you to have faith in your Lord, who has made a covenant with you,
if you are true believers? Those of you that gave their wealth before
the victory, and took part in the fighting, shall receive greater honour
than the others who gave and fought thereafter. Yet God has promised
you all a good reward; God has knowledge of all your actions. Who
will give a generous loan to God? He will pay him back twofold and
he shall receive a rich reward.

• God does not love the haughty, the vainglorious; nor those who, being
niggardly themselves, enjoin others to be niggardly also.109

There are many rich contributions that Muslims can make in bringing
moral values to bear on economic institutions, particularly transnational
ones, in this globalized, interdependent world. As this Harvard Islamic
Finance Forum demonstrates, we have much to learn and share with respect
to Islamic economic and financial principles and the moral obligations of
wealth, not just in the Muslim world but our own. Shari‘a perspectives, prin-
ciples and rules are especially relevant, given the horrific impact of financial
buchaneering on community and environmental well-being.

Buddhist tradition 
The philosophical insights of Buddhism can be connected to the all-
embracing nature of the covenant, particularly the foundational principle
of Paticcasamuppada, or “dependent co-origination.” Paticcasamuppada rep-
resents a radical form of interdependence and recognizes no independent
causation of any circumstance: Everything is the result of everything else.
According to Buddhist scripture:110

That being thus this comes to be;
from the coming to be of that, this arises;
that being absent, this does not happen;
from the cessation of that, this ceases.111

In contrast to the Judeo-Christian tradition of seeking divine guidance in
moral decision making, Buddhism, which continues to evolve depending
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upon the different contexts in which it is practiced, offers certain moral
guidelines by which monks and lay people are to live. A basic tenet is that
“all conditional things” share three features called the Three Characteristics
of Existence, which can contribute to an understanding of the covenant and
its implications for the accumulation of wealth. The first characteristic, or
“mark” (lakshana), is annica, which means “all mental and physical phe-
nomena are impermanent.” The second mark is duhkha, which means “all
mental and physical phenomena are painful.” The third is anattä, meaning
“all things are without self.” The idea of impermanence contributes to a
sense of non-attachment to material things; the idea of no self contributes
to a sense of social engagement because the ego does not get in the way. 

Taken together, the ideas of non-attachment and no self, along with the
foundational principle of Paticcasamuppada, can enable the shareholder,
for example, to look at the impact of investing beyond immediate share-
holder value or rate of return. Because of the reigning Buddhist philosophy
that nothing is independent or value-free, justification can be found for
understanding the impact an owner can have on a company and the recip-
rocal relationship that the company has with both society at large and the
greater good. 

Because enlightenment is defined within an individual context, “tradi-
tional” forms of Buddhism are far less oriented to social action than are
other world religions. In part because of this, Buddhism is popularly viewed
as an ascetic religion, which is misleading. The Buddha, who was an Indian
prince before he attained enlightenment, was not overly concerned with
issues of wealth. In fact, he rejected the extremes of both wealth and poverty
and settled on a middle path that accepted prosperity, a condition of the
social era in which he lived. Even though Buddhist monks were not allowed
to own property—in Burma, they are not even allowed to touch money—
wealth was not considered intrinsically “bad.” In some cases, it was seen as
a manifestation of one’s virtue in past lives.112 The ultimate value of wealth
was the way it was used and whether its use conformed with the Buddhist
moral path. 

Over the past few decades, a movement composed of Buddhist activists
has evolved that combines a Judeo-Christian emphasis on social justice with
Buddhist insights concerning the relationships among self, other and soci-
ety. A prominent proponent of this socially engaged Buddhism is a Viet-
namese monk, now living in France, named Thich Nhat Hanh, who
founded the Tiep Hien Order in 1964 in direct response to the war in Viet-
nam. “Tiep Hien” means “to be in touch with,” “to continue,” “to realize”
and “to make it here and now.” Evolving from this order are the Tiep Hien
Precepts, 14 maxims that are rooted in nonviolence and serve as guides to
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social action; the fifth of the 14 states, “Do not accumulate wealth while
millions are hungry. Do not take as the aim of your life fame, profit, wealth,
or sensual pleasure. Live simply and share time, energy, and material
resources with those who are in need.”113

Another Buddhist seeking to connect Buddhist teachings to economic
activity, particularly economic development, is Sulak Sivaraksa, a Thai
thinker and writer. A co-founder of the International Network of Engaged
Buddhists, Sivaraksa’s work represents an attempt to develop a brand of
Buddhist economic activism that incorporates the idea of service and cer-
tain moral teachings.114

Cultivating Communities of Inquiry and Practice 

I began this paper with the observation, shared by most people, that the
financial crisis provides an opportunity for those of us in the “money and
morality” movement to reexamine what we do, why we do it and how we can
improve our performance by deepening our understanding of the funda-
mental values and principles that, presumably, guide us. This is important
because the growth of the overlapping fields of corporate social responsiblity,
socially responsible investing, corporate governance and responsible owner-
ship have created an industry that exceeds at the mechanics of accountability
and transparency, without adequate attention to underlying values, purpose
and substance. This is true of the related fields of organized philanthropy
and program related investing, social entrepreneurialism and sustainable
enterprise as well. Even the vocabulary that is used reflects this mechanistic
modality, with terms like “sustainability,” “social responsibility,” “metrics,”
“KPIs,” “ESG,” and so on dominating our discourse. These are mundane
words that belie their noble intent. Yet they reflect the reality that we are pre-
occupied with the trees, so to speak, and cannot see the forest, or the stars. 

This is a disturbing development. I believe the time has come for those
of us committed to integrating ethical and civic values in business practice
to reappropriate the values that lie at the heart of our work, to develop a
renewed and reinvigorated vocabulary for communicating why we do what
we do. We can do this by engaging in an ongoing process of reflection, col-
laborative education, assessment and evaluation, so that we might deepen
our understanding of these “first order principles” and how they apply in a
globalized, interdependent world of rapid change. 

How are we to do so? I think that this Forum is a good start. As stated
in the materials we were given, the Harvard University Forum on Islamic
Finance “provides a venue for the critical and objective examination of the
purposes, theory, practice, structure, and institutions of the rapidly devel-
oping field of Islamic finance.” The whole purpose of this 9th Forum is
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“Building Bridges across Financial Communities.” Islamic Finance Director
Nazim Ali put it eloquently when he said:

Dialogue among [faith-based, socially responsible, and corporate
financial communities] will no doubt go far in determining the
shape of the fields’ future expansions, and the degree to which they
become part of the financial mainstream. . . . Part of this global dis-
cussion on the need for greater or improved ethics, values, and social
responsibility in modern finance includes a discussion on how reli-
gious principles and moral teachings can assist in defining this post
crisis world.115

While this Forum has provided an excellent platform and structure for
conducting such a discussion, it need not end here. Before turning to my
thoughts on what we might consider, let us take a moment to think about
who we are as professionals, engaged in this quest.

Implications for practice 
What are the implications for recovering the ethical and civic moral para-
digm for economic enterprise as we go about our professional practice?
Many years ago, I asked Dr. Max L. Stackhouse this question. Stackhouse is
an esteemed theologian, professor of Christian ethics emeritus at Princeton
Theological Seminary and a member of the UCC Economics and Theology
Covenant Group. He has spent his professional life studying the interplay
between Christian ethics and the political economy. At the time we spoke,
I was writing and teaching about the application of the idea of “covenant”
to corporate equity ownership and investing.116

Professionals are people, he said, who not only have specialized knowl-
edge but also “are supposed to be custodians of a resource for the whole com-
monwealth.” The professional has a sense of calling. “We need that quality in
the business world, where people are the responsible custodians, under first
principles of right and wrong, for the creation and maintenance of wealth
for the peoples of the world,” he told me. “I think there’s a higher calling in
business than is often recognized, even by themselves.” Connected to calling
is accountability (“Professionals have got to call one another to account when
they don’t live up to the calling”) and the idea of stewardship:

[The investment manager is] a steward of these resources, not only
for me but for the well-being of the larger community, in the whole
covenantal sense of to whom we are responsible. A serious business
ethic not only has to have first principles and a sense of responsibility
to the context, but also a vision and ultimate sense of the future.
That’s a sense of carrying on the human enterprise into the long
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range. The practical people engaged in business are building an
openness that doesn’t close down the future . . .117

As we think about our work as a “calling,” what are the sources of inspi-
ration that keep us on track? How do we prevent ourselves from falling vic-
tim to the encumbrances of the day-to-day, to a false sense of superiority,
to the comfort of our routines, to the company of our cohorts, rather than
maintaining a holistic view and extending ourselves into the world as agents
of change and exchange? 

Communities of inquiry and practice
Generally speaking, members of communities of inquiry and practice are
professionals, practitioners who “develop a shared repertoire of resources:
experiences, stories, tools, ways of addressing recurring problems—in short
a shared practice. This takes time and sustained interaction.”118 The idea is
rooted in ancient guild relationships, where practitioners learn from those
who have mastered their craft; it is modernized by interactive tools, which
tend to flatten hierarchical relationships, sometimes enabling “amateurs”
to be “experts,” too.

For our purposes, there are multiple forms this might take, including
communities of practice devoted to issues specific to institutional investors,
companies, financial service providers, professional associations, profes-
sional roles or stakeholders. Communities of practice also could address
certain ideas, issues or topics such as the role of religious, theological and
ethical ideas in economic enterprise, human rights, regulatory reform, fidu-
ciary obligation, climate change or corporate governance. There are endless
possibilities. 

In a handful of cases, smaller communities of practice are supported by
existing platforms such as LinkedIn, Facebook and Twitter, through various
member-initiated discussion groups. Meanwhile, communities of inquiry
and practice emphasize mutual engagement in applied learning, and shared
responsibility for knowledge creation as well as presentation. The formation
of communities of inquiry and practice, populated by a select group of indi-
viduals who are seasoned in their respective fields, can deepen understand-
ing, incubate knowledge creation, contribute to improved professional
performance and help to set standards in areas that have yet to be recog-
nized and formalized. Ably supported, designed and facilitated, and drawing
upon decades of experience within the field of online education, commu-
nities of inquiry and practice hold the promise of truly “building value” in
a globalized, networked world, and restore our sense of true professionalism
in the process.
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Blended engagement 
If we were to form a community of inquiry and practice, we would want to
use Web 2.0 technologies to enable what is called “blended engagement.”
Blended engagement involves a mix of face-to-face (f2f, or synchronous) and
virtual (geographically distributed and atemporal, or asynchronous) com-
munication and exchange. 

• Blended engagement offers a means by which an ongoing immersion
into this relatively uncharted area can happen, without introducing
too much disruption in people’s busy lives and schedules. 

• Blended engagement is longitudinal and unfolds over a designated
period. 

• Blended engagement permits attention to context, which often is miss-
ing in one-off face-to-face meetings or online social media or blog
postings related to complex issues. 

• Blended engagement allows for a process of sorting, where partici-
pants can choose where they would like to “show up,” and what they
wish to know about based on what they consider important. 

• Blended engagement also enables multiple entry points to a topic, so
people can examine it from different perspectives and with different
cognitive styles. 

• Blended engagement creates a permanent record: videos and podcasts
can be replayed, for example, or conversation threads read over several
times, whereas a face-to-face meeting may not be as easily “remem-
bered” or archived. 

• Blended engagement promotes constructive use of “in between” times,
say, between biannual conferences, quarterly meetings, or other regu-
larly scheduled events, or, conversely, with face-to-face meet-ups, to
supplement online interactions. 

• Blended engagement affords the opportunity to combine informal,
spontaneous, even unconventional, exchanges with more formal, dis-
ciplined, ritualized ones. 

• Finally, blended engagement can provide participants with the oppor-
tunity for serious and sustained exploration of a complex problem or
issue—generating new knowledge and insights as to how such prob-
lems could be addressed.

The Consultation on Sustainability and Transparency in the United
States, known as COST US, is an example of a blended community of
inquiry and practice, still in very primitive stages of development. COST
US comprises 134 members, all of whom are leaders in the overlapping
fields of corporate and investor responsibility, sustainability business report-
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ing and development, corporate governance, public policy, pension fund
management, financial services, academe and so forth. The group was
founded by Bob Massie, with my assistance, in late summer 2008, right at
the time the financial crisis broke into public view. Both Laura Berry and
Steve Lydenberg, who are respondents on this panel, are charter members.

Since its founding in August 2008, COST US has convened two meet-
ings—one at Tufts University, the other at Boston University School of Man-
agement—while maintaining a virtual presence through a Google Group.
Members can communicate with each other as a group or individually, and
draw upon each other’s ideas and wisdom. 

Although much more can be done to enhance the ability of COST US
to create and share knowledge, the group does represent how Web 2.0 tools
can help a geographically distributed community of experts work together
in common cause. COST US also contains dimensions critical to what Chris
Dede, educational technology leader and Timothy E. Wirth Professor in
Learning Technologies at Harvard’s Graduate School of Education, told me
is a “community of wisdom.”119 They include:

1. A cognitive dimension involving rich understanding of a variety of
intellectual disciplines and fields;

2. A practical-experiential dimension of sophisticated, pragmatic com-
prehension about how to act, given the unresolvable questions, philo-
sophic issues and unavoidable problems (such as personal mortality)
associated with everday life;

3. An interpersonal dimension of insightfully appreciating the interac-
tions and contributions of diverse groups, cultures and societies in
shaping civilization;

4. An ethical dimension encompassing what the ancient Greeks meant
by “knowing and doing the good”;

5. A metacognitive dimension of reflective judgments, awareness of the
limitations of knowing and of how these limitations affect the reso-
lution of ill-defined problems. 

Conclusion

This essay is based on more than 30 years of experience with how institu-
tions can be governed, organized and managed in ways that promote high
performance while fulfilling public interest and civic moral obligations,
whatever sector (private, nonprofit, public) they occupy. My premise is,
and remains, that organizations did not spring from Adam’s rib; they are
made with human hands, and therefore socially situated and capable of
being changed. In our American democratic tradition of representative
self-governance, the corporate form was deliberately designed to enable
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deliberation, participation and representation. In theory, this was because
of a recognition that power, unwatched, can rapidly accrue to those whose
interest are self-serving, at the expense of everyone else. The idea was that
a free society required checks and balances to offset the darker side of
human nature, thus enabling its citizens to cultivate a good and decent life.

As for ethics and values, before this most recent financial crisis began,
critics often argued that morality had no legitimate role in economic deci-
sion making, particularly portfolio management, because it might weaken
financial acumen or interfere with positive rates of return. Before the most
recent financial crisis, they claimed that equity investments should be
judged on the basis of financial performance alone because investors have
only financial equity at risk, and that this equity—indeed, the corporation
itself—is a persona ficta, lacking a soul. (One wonders how the Citizens
United decision, in which a majority of the Supreme Court declared that
the corporation should be accorded the rights of a person, would answer
that one: Just what is a corporation’s soul?)

Before this most recent financial crisis, critics argued that the best judge
of corporate responsibility and character lie within either the marketplace
or the legal-regulatory system, and that “do-gooders” should leave well
enough alone. As we have seen, theirs was not a valid argument. As we have
come to recognize painfully, there is a great deal of “free space” between
society’s laws and the behavior of the market, free space in which corpora-
tions and capital act, sometimes to the detriment of those very owners
whose equity is at stake, not to mention innocent bystanders with little or
no standing in the game. Moreover, neither the marketplace nor the law is
adequate to the task of protecting society from the damages that can be
inflicted by excessive speculation, potential monopolies or oligopolies cre-
ated by mergers and acquisitions, or the widening gap between the haves
and the have-nots. 

Yet most of the time, financial criteria, rather than non-financial criteria,
are the template that most corporate owners use to measure the value of
their investments and the performance of corporate managers. They do not
consider the moral location of the economy and therefore do not view cor-
porate institutions as reflecting moral and political norms. They view the
corporation and its performance as separate from politics and ethics rather
than embedded in it. So, too, do they see themselves as separate from a polit-
ical and ethical regime, even if their primary missions have distinct social
or charitable or political qualities.

This is a misleading perspective because corporations and industrial sec-
tors are not value-free. They are situated within a socio-political context,
informed by history and experience. Those of us who have worked a long
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time in this area of corporate social responsibility, investing and governance
know this. We were “called” to this work, for a host of reasons—just as, I
presume, many here at this 9th Forum are called to it, and others who have
joined the vast numbers of people in this sprawling CSR/SRI/sustainability
ecosystem.

But we need to renew our vows, so to speak, and rededicate ourselves to
those truths we hold self-evident, those guiding lights by which we abide.
We need to recommit ourselves, and in doing so, tell our stories, talk about
what is important, make an effort to formulate new words and phrases and
vocabulary and language with which we might inspire each other, and those
who follow, to more public action. 

Like the world of organized philanthropy, we are at risk of becoming a
vast industry with many moving parts, holding tremendous moral and
financial power but unable to leverage it in ways that go beyond the next
customer, client or grantee. We have become too insular, too complacent,
too preoccupied with justifying our role in reforming capital markets to
those who have demonstrated their utter inability to live up to their own
commitments—and should be ashamed of themselves.

As we look to the future, we will benefit from opening our minds and
hearts to a broader conception of what we are trying to do, what purpose
we are seeking to achieve. This is a profoundly theological question: To what
aim are our efforts directed, and how shall we get there? 

Our world needs definitions of civic virtue and the common good, or
better yet, valid processes for arriving at such definitions, which can be used
as the basis for coherent institutional and individual behavior, especially
within the realm of economic enterprise. Our public discourse needs to
include what is important to us, what values we hold dear, as defined within
a pluralist context marked by different racial, cultural, ethnic, religious and
economic traditions.

In many societies, the elders were responsible for helping to keep the
values, commitments and traditions alive, through storytelling and inter-
action with strangers and newcomers. Those of us in the “money and
morality” movement who can now be considered “elders” have this obliga-
tion, too. Our ability to include and learn from other practitioners, such as
those represented here at this Forum, along with others with shared aspi-
rations and goals, will go a long way toward bringing about the change we
seek. In that way, we will have succeeded, beyond our wildest dreams.
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Faith and Finance 





Is Faith a Luxury for the Rich? 
Examining the Influence of 

Religious Beliefs on Individual 
Financial Choices

Ayesha Khalid Khan

Introduction 

The influence of religion on economic behavior has generated a steady
stream of scholarly discourse over the past decade. However, the academic
roots of this discussion extend even further back to Adam Smith’s discussion
of the market structure of religious institutions in The Wealth of Nations
and Max Weber’s work on the existence of a “protestant ethic” as the source
of modern capitalism. More recently, as religion has continued to exert a
significant impact on economic outcomes, there has been a resurgence of
interest in the economic analysis of religious beliefs, preferences and insti-
tutions.1 This chapter aims to add to this growing body of literature by pro-
viding some unique evidence for the influence of religious beliefs on
individual financial choices within the context of the rapidly growing
Islamic banking industry. 

We look at the individual decision to select a basic savings account and
examine various reasons for the substantially higher demand for these
accounts at a small, newly established Islamic bank in comparison to a
larger, well-established conventional bank located in the same area and
offering similar returns with lower risk. We test various reasons for the pop-
ularity of the Islamic bank in our sample including a lack of awareness of
alternative options, lower financial literacy, private information on man-
agement and the expectation of better services. None of these factors seems
to explain why the religious accounts are chosen twice as often as conven-
tional bank accounts over the same time period and why Islamic religious
account holders tend to maintain significantly higher balances in those
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accounts than individuals holding similar accounts at comparable conven-
tional banks.  

Our proposed explanation of the existence of a nonmonetary “faith pre-
mium,” where more religious people derive greater benefits from opening
religious bank accounts, provides one way to understand the selection of
religiously prescribed bank accounts. The existence of this faith premium,
along with the existence of decreasing absolute risk aversion with wealth,
may explain the growing popularity of religious accounts and the Islamic
banking industry. 

The chapter is organized in five sections. Section 1 provides some back-
ground on the economics impact of religion and describes the core prohi-
bitions that underpin the Islamic banking industry. Section 2 presents a
simple portfolio choice model with private religious benefits that can be
used to examine the risk-return tradeoffs involved in the selection of an
Islamic bank account. Section 3 describes the dataset and methodology. Sec-
tion 4 presents the results from various tests of the data and Section 5 con-
cludes with a discussion of the findings and their limitations.

Background

Religion does not seem to be fading away anytime soon. Rather, in contrast
to the predictions of a secularization thesis that viewed religious beliefs as
primitive, irrational quirks that were doomed to disappear in a modern era
of science, technology and enlightenment,2 religiosity has experienced a
strong revival in many parts of the world.3 Evangelical Christianity has been
resurgent in the United States, Protestantism has expanded through Latin
America and Africa, religious affiliation has rapidly escalated in the former
Eastern Bloc and more fundamentalist strains of Islam have gained popu-
larity throughout the Muslim world.4

In recent years, a growing body of literature has emerged to examine the
relationship between religion and economics at various levels. At the macro-
economic level various economists have examined the connection between
religion, institutional forms and economic development. Using data from
the World Values Survey—a cross national survey based analysis of various
countries—Guiso et al find that average religious beliefs are associated with
attitudes that are conducive to higher per capita income and growth, and
Christianity is more positively associated with these positive attitudes than
other religions.5 Barro and McCleary look at church attendance and reli-
gious beliefs in the U.S. to find that economic development is positively cor-
related with belief—not church attendance.6 This leads them to conclude
that growth depends on believing rather than belonging.

At the social and institutional level, various papers have explored the
role of religion in shaping institutional forms and group values. Certain
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types of social behavior—such as criminal activity, drug/alcohol consump-
tion, marriage, fertility and divorce—are often influenced by religious
beliefs and have economic significance. Freeman finds that African Amer-
icans attending church are less likely to smoke, drink or engage in drug
usage.7 Gruber finds that increased religious participation leads to higher
education and income, less reliance on social insurance programs and
higher rates of marriage in the U.S.8 However, it is important to note that
while it is possible that there is a causal link between religious beliefs and
socio-economic behaviors, it is also possible that a different set of underly-
ing characteristics shapes both religious and individual behaviors such that
“good” people may be more likely to go to church and stay away from drugs,
crime and alcohol.9

At the household level, neoclassical models of utility optimizing choice
behavior have traditionally remained silent on the role of religion in deter-
mining individual preferences. Formal research in this area began with Azzi
and Ehrenberg, who used Becker’s model of household consumption10 to
develop a model of church attendance that included the concept of afterlife
utility associated with religious activities. Greeley et al extended this model
by defining faith as a type of human capital and religious choice as the result
of expected utility maximization. In all these models, individuals allocate
their resources so as to maximize the overall utility derived from religious
and secular commodities. 

While religious activities can be incorporated into a household utility
function in terms of preferences, it is interesting to consider the case where
adherence to a set of religious beliefs requires behaviors that constrain indi-
vidual utility maximization and lead to a deviation from first best choices.11

Iannaccone and others have used the model of club goods12 and agency the-
ory to explain such religious restrictions and costly rituals as optimal
responses to the inherent free rider problem faced by religious institutions
providing a public service. According to this model, since religious affiliation
provides certain material and social benefits, religious groups impose costly
behavioral restrictions on members to signal group commitments, enhance
intra-group trust and facilitate collective action. For example, Berman finds
that Israeli Ultra-Orthodox men continue to study full time in yeshiva—a
religious seminary that provides virtually no practical training—until their
forties because yeshiva attendance signals commitment to the community,
which in turn provides mutual insurance to its members.

Similarly, Carr explains religiously mandated dietary restrictions such
as those prohibiting Roman Catholics from eating meat on Fridays, Mus-
lims from eating pork and drinking alcohol and Jews from deviating from
an entire set of strict dietary laws known as the kashrut as a way to build
group trust and identify outsiders. While viewing religious organizations
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as clubs can explain certain religious actions from a maximization perspec-
tive, it fails to explain cases where religiously motivated actions—such as
donating to churches or investing in religious funds—are performed in pri-
vate and do not accrue social and material benefits via signaling group com-
mitment. This chapter focuses on the latter case and uses a unique dataset
of customer level data to understand the demand for Islamic banking prod-
ucts through the existence of a private, utility-augmenting faith premium
associated with the selection of these products. 

The Islamic Banking Industry

Those who charge usury are in the same position as those controlled by
the devil’s influence . . . those who persist in usury, they incur Hell,
wherein they abide forever.

(The Quran, Al-Baqarah 2:275)

Since the 1970s, increasing religiosity across the Muslim world fueled by
increasing oil revenues has transformed the world of Islamic banking from
a handful of local banks to an increasingly sophisticated, global industry
with an estimated market size of over $1 trillion.13While this is still relatively
small in comparison to other sectors of the financial industry (about half
the size of Citibank in 2010), the substantial growth rates in this sector—as
much as 20 percent a year since 2003—make it a significant force in global
finance. Furthermore, the industry taps into a large and increasingly captive
market of 1.6 billion Muslims around the world. Currently, over 56 percent
of the Islamic Finance market is located in the Middle East, 20 percent in
Asia and about 14 percent in Europe.14

At its core, Islamic banking is a prohibition-based industry emerging
from shari‘a (Islamic law) restrictions on riba (interest), gharar (transac-
tions involving uncertainty or speculation such as derivative trading and
insurance) and businesses associated with particular immoral sectors such
as alcohol, pornography or gambling.15 The core prohibitions on interest
are an outcome of the general belief that it is unjust to earn income without
assuming risk.16 So, according to shari‘a rules, unless a depositor assumes
some of the risk inherent in investing her funds, she is not entitled to a
return on her money. Given that the payment of a fixed rate of interest is
strictly prohibited in this model, all financing is based on the principle of
buying and selling tangible assets. 

In order to make sure that Islamic banks conform to strict Islamic prin-
ciples of banking, a “shari‘a board” composed of various religious scholars
is used to supervise the development and creation of all financing products
and services offered by the bank. This board usually ranks above the Board
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of Directors within the organizational structure of an Islamic bank and is
empowered to issue fatwas (legal pronouncements) on any matter proposed
to it by different business units of the bank. 

According to the shari‘a model of finance, Islamic bank deposits are
based on the principles of profit and loss sharing (PLS) where the depositor
enters into an equity type relationship with the bank. Instead of receiving
a pre specified rate of interest on their accounts (as they would at a conven-
tional bank) depositors at an Islamic bank receive profit shares that tend to
fluctuate over time. In practice, these fluctuations usually follow the move-
ments of ordinary interest rates since Islamic banks in turn often invest their
deposits into bonds and other interest bearing instruments. As Kuran points
out, “employees of the Islamic banks often unofficially promise potential
depositors returns no lower than the prevailing interest rate. . .in countries
where Islamic banks compete with conventional banks, the ostensibly inter-
est-free returns of the former essentially match the explicitly interest-based
returns of the latter.”17

However, despite being closely matched to conventional bank returns
in practice, the profit rate based Islamic bank returns are not guaranteed in
advance and are supposed to be entirely dependent on bank performance.
Depositors are required to specifically acknowledge the risk that if the bank
makes a loss, they will earn no returns and may even lose their principal.
So at least as far as the specific financial contracts are concerned, the PLS
shari‘a-compliant deposits are inherently riskier than conventional bank
deposits that guarantee a fixed rate of return. Mainstream banks guarantee
a specific return to their account holders even if the bank is making a loss.
In the worst-case scenario of a bank failure in the absence of FDIC type
depositor insurance, account holders at conventional banks are preferred
residual claimants and have some legal rights to recovering their deposits.
On the other hand, if an Islamic bank suffers a loss, depositors suffer.
Depending on the magnitude of the loss, depositors may not only lose their
returns but they may also lose their principal. And in case the bank fails,
since Islamic account holders are considered risk-sharing investors in the
bank, they have the same rights as bank shareholders and are obliged to
share the losses. 

Furthermore, given that depositors do not have the ability to control or
monitor bank investment activities, there is an additional risk of moral haz-
ard since banks can pass on any losses to their account holders. In fact, this
information asymmetry led to the spectacular failure of Islamic Money
Management Companies (IMMCs) in Egypt during the late 1980s. Millions
of Egyptians lost their savings to these Islamic institutions that functioned
as giant pyramid schemes under the cloak of religious investment houses.
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Their collapse damaged the reputation of Islamic banks in Egypt to such
an extent that today, despite being one of the most populous Muslim
nations, Egypt only has a few Islamic banks that operate on the margins of
the state dominated conventional banking system. More recently in 2001,
the Ihlas Finance House (IFH)—the largest of the six Islamic banks in
Turkey with over 40 percent of the sector deposits—collapsed after illegally
appropriating almost its entire $1 billion deposit base. When the IFH was
liquidated, the misappropriation of funds was so large that the bank was
unable to pay back its depositors.18 As seen in these cases, the risk associated
with investing in an Islamic financial institution is certainly not reduced if
it happens to be located in a Muslim country. 

A Portfolio Choice Model of Religious Asset Consumption

We propose a simple model of portfolio choice based on the mean variance
analysis of Markovitz (1952) and as described by Campbell and Viciera to
describe the decision to allocate wealth (savings) towards Islamic banking
products.19

We assume that the individual at time t faces a wealth allocation decision
between two different types of accounts. One is a riskless, conventional bank
account offering entirely deterministic returns, rt+1 from time t to time t+1,
while the other is a risky Islamic bank account offering a return of �t+1 from
time t to time t+1 with a conditional mean Et�t+1 and conditional variance
	 2

t . The individual allocates a proportion �t of her initial wealth, Wt to the
Islamic asset. At time, t + 1 her accumulated wealth is:

Wt+1 = �tWt(1+Et�t+1) + (1 – �t)Wt(1 + rt+1) (1)

(1) can also be written in terms of the total returns on her portfolio as:

Wt+1 = (1 + R�)Wt (2.1)

where E1R� = rt+1 + (Et�t+1 – rt+1)�t and Var(R�) = 	
2
t �

2
t (2.2)

The individual chooses �t to maximize her total utility and solve for:

Max
�t

U(EtWt+1(�t),�t(�t)) (3)

where EtWt+1(�t) is the utility she derives from maximizing expected wealth
at the end of the period and �t(�t) is the non-monetary utility or faith pre-
mium she derives from allocating �t toward a religious asset. �t is the indi-
cator of individual religiosity such that 
U�
�t = 0 for non-religious people
who derive no additional non-monetary benefits from the allocation of �t

toward a religious asset. 
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Assuming additive and separable utility, (3) can be rewritten as:

Max
�t

U(EtWt+1) + U(�t(�t)) (4)

In order to solve (4), we further assume a power utility function with respect
to wealth such � that is the coefficient of relative risk aversion and—the
returns on the Islamic banking asset �—are lognormally distributed.20

U(EtWt+1) = Et �W
1–�
t+1

1 – �
� (5)

For all � < 1 we can ignore the scale factor since it is positive and does not
affect the solution of the maximization problem. Converting (5) to log form
we get:

Et �W
1–�
t+1

1 – �
� = (1 – �)logEtWt+1 (6)

Using the general result for any lognormal random variable X:

logEt Xt+1 = EtlogXt+1 + ½VartlogXt+1 (7)

We can write (6) as:

(1 – �)logEtWt+1 = (1 – �)Et logWt+1 + ½(1 – �)2Vart logWt+1 (8)

dividing by (1 – �) we get

Et logWt+1 + ½(1 – �)Vart logWt+1 (9)

We can rewrite the budget constraint (2.1) in log form as:

logWt+1 = log(1 + R�) + logWt (10)

Replacing (10) into (9) and simplifying, we get the first part of the objective
function as:

Et log(1 + R�) + ½(1 – �)	 2
t �

2
t (11)

To convert (11) from portfolio returns to the individual underlying asset
returns, we can use apply the Taylor approximation of the nonlinear func-
tion relating log individual asset returns to log portfolio returns:21

log(1 + R�) – logrt+1 � �t(Et log�t+1 – logrt+1) + ½�t(1 – �t)	
2
t (12)

Which allows us to write (11) as:

U(EtWt+1) = �t(Et logrt+1 – logrt+1) + ½�t(1 – �t)	
2
t + ½(1 – �)	 2

t �
2
t (13)
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And assuming  U�t(�t)) = �t�t (14)

We can rewrite the utility maximization problem (4) as:

Max
�t

�t (Et log�t+1 – logrt+1) + ½�t(1 – �t)	
2
t + ½(1 – �)	 2

t �
2
t + �t�t (15)

Such that:

��
t = 

Et log�t+1 – logrt+1 +	 2
t �2 + �t

(16)�	 2
t

As expected, ��
t —the optimal allocation to the religious bank account

increases if the expected returns on the religious account increase relative
to the returns offered by the conventional bank. ��

t also increases if �twhich
is the faith premium associated with the allocation �t increases. This makes
intuitive sense since more religious people realize higher faith premiums
and therefore hold higher ��

t as an optimal allocation. 
��
t decreases if the coefficient of relative risk aversion goes up. This

implies that the more risk averse an individual is, the less likely she is to
invest her savings in an Islamic bank account. By extension, since � is a con-
stant which implies decreasing absolute levels of risk aversion, if our model
is correctly specified then by assumption as the level of wealth goes up, the
optimal amount of savings invested in an Islamic asset, ��

tWt will also go
up. When individuals are wealthier, they have lower levels of absolute risk
aversion and are more likely to consume the riskier Islamic banking assets.
The assumption of decreasing absolute risk aversion (DARA) is consistent
with most experimental and empirical evidence and makes intuitive sense
since a billionaire is far less likely to worry about a $100 loss than a graduate
student on a stipend.

In the following section we use the empirical results from our survey to
test some of the implications of our empirical model of portfolio choice
with private faith premium benefits. 

Data, Context and Methodology

The Banking Industry in Pakistan
Pakistan, with a population of close to 180 million and a per capita GDP of
$2,600 (2008, PPP) has recently been singled out as one of the most turbulent
regions in the world. However, it is also the fifth largest emerging market by
population and faces many of the same challenges of development and
growth being confronted by other developing countries around the world.
Like various emerging markets, the level of financial exclusion in Pakistan is
very high. Only about 17 percent of the population (30 million) has a bank
account while less than 4 percent (5.5 million) has access to formal credit. 

234 building bridges across financial communities



Pakistan’s total financial assets are primarily determined by the banking
industry, which holds about 95 percent of the total $175 billion (110 percent
of GDP) in the system. Bank shares also constitute 40 percent of total stock
market capitalization. The banking sector consists of three main groups (see
Table 1 in Appendix). The first group is made up of the five largest banks in
the country that cumulatively account for 53 percent of total banking assets.22

These banks were nationalized in 1974 in an effort to expand credit distri-
bution. Subsequently, under the more recent process of financial restructur-
ing, all but one of them was privatized between 1991 and 2002. The second
group consists of smaller, local banks that were allowed to operate in the pri-
vate sector from 1991 onwards and are primarily based in the most densely
populated, urban areas. This group includes the recently popular Islamic
banks. The third group is made up of various foreign, multinational banks
that until very recently were only allowed to operate through a limited num-
ber of branches. Although some of these restrictions have now been
removed, the central bank must approve of all new branch openings. 

Until 1991, the five nationalized banks made up the entire banking sec-
tor. Since that time they have continued to enjoy significant market power.
The real rate of return on deposits has invariably been negative and banking
spreads have remained very high. This reflects the generally inelastic deposit
supply, interest insensitivity and long-term structural excess liquidity in the
banking system that has allowed large banks to keep their funding costs
down and generate substantial profits that have made Pakistan’s banking
sector the second most profitable in the world after Colombia.23

In an effort to reduce the banking spreads, the Central Bank (SBP) intro-
duced a minimum deposit rate of 5 percent on all savings deposits in June
2008 (which was a significant change from the average rate of 2 percent paid
by banks up until that time). The survey component of our research was
conducted shortly after this change, over a period of three months between
December 2008 and February 2009. However, the vast majority of our
respondents—over 95 percent—were entirely unaware of the returns on
their savings account. 

Islamic Banking in Pakistan
Given that Islam was the raison d’être for the creation of Pakistan in 1947 as
a separate and independent country within the British-ruled Indian sub-
continent, it is not surprising to find Islamic banking in Pakistan. However,
it was not until General Zia-ul-Haq seized control of the country after a mil-
itary coup in 1977 that efforts to “Islamize” the economy and convert the
financial sector to a shari‘a compliant mode took off in earnest. While it was
not entirely clear if Zia’s religious motivations emerged from personal con-
viction or political strategy, but in accordance with his mission to propagate
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religious values in the public space, he mandated a conversion of the existing
conventional banking system to an Islamic model over a period of three
years. Unsurprisingly, given the abrupt and ad-hoc nature of the intended
switch, the exercise was a complete failure and conventional banks simply
continued doing business as usual after making a few cosmetic changes—
such as renaming savings accounts as profit and loss sharing (PLS) accounts
without changing any of the underlying structures. 

Around 2002, the State Bank of Pakistan (SBP) adopted a more nuanced
approach to Islamic banking. Instead of mandating a conversion of the
entire system, the SBP issued licenses for new Islamic banks. These new,
religious banks would co-exist with existing conventional banks and form
what is now known as a dual financial system where customers had the
option to select a shari‘a compliant Islamic bank or a standard, conventional
bank. The existence of a dual financial system is very typical of the Islamic
finance industry in general where almost every country that has an Islamic
banking presence also has a substantially larger and better-established con-
ventional banking sector. The market share of Islamic banking varies from
a high of around 15 percent of total deposits in Malaysia and the UAE, 11
percent in Bahrain, about 2 percent in Indonesia and an insignificant
amount in other places like Singapore and the UK. 

The first stand-alone Islamic bank in Pakistan was set up in 2003. By
2010, six out of the thirty-two banks in Pakistan were fully Islamic while
twelve additional conventional banks had licenses to operate dedicated
Islamic banking branches. At present the Islamic banking industry accounts
for a market share of 4.5 percent of total banking industry assets.24 Islamic
banks had over 330 branches in 2009 and were present in all the major
urban cities as well as some other smaller towns (see Table 2, Appendix). 

The specific case of Pakistan—a country that has been rocked by suc-
cessive periods of intense political and sectarian violence since its incep-
tion—also provides an interesting context for exploring the impact of
environmental uncertainty on individual religiosity. On the one hand, if
violence, uncertainty and political instability lead to increased religiosity,
we should expect more people to gravitate towards Islamic assets. Alterna-
tively, if uncertainty leads individuals to move toward better-established,
lower-risk financial alternatives then we should expect them to place their
assets in a conventional banking system. 

We leave a more detailed discussion of this theme for subsequent work
but it should be noted that Islamic banking did not emerge during a par-
ticularly violent phase in Pakistan’s history. Instead, these banks grew most
rapidly over a five-year period during the relatively stable and economically
prosperous era of military dictatorship under General Pervez Musharraf. 
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Dataset—Description and Survey Methodology
Data on Islamic banking customers and their conventional banking coun-
terparts were collected over a period of six months from the leading Islamic
Bank in Pakistan and a comparable leading conventional bank. Meezan
Bank, the Islamic bank in our study (henceforth referred to as IB), was
established in 2003 with a single branch and currently has over 150 branches
located in major cities and urban centers. The bank has assets of PKR 20
billion ($0.28 billion) accounting for about 42 percent of the total Islamic
banking industry. In contrast, Habib Bank Limited, the conventional bank
in our study (henceforth referred to as CB) was founded in 1941. The CB
is one of the largest banks in Pakistan and has maintained a dominant mar-
ket position through almost three decades of nationalization induced
monopoly power during which time it expanded across the entire country
via a network of over 1500 branches.25 As a result, the CB enjoys particularly
strong local brand recognition and was recently ranked as the most recog-
nizable banking brand in Pakistan.26 The CB has an asset base of PKR 488
billion ($6.8 billion).

In contrast to foreign, multinational banks that cater to a wealthier,
upper middle class set of customers, the CB and the IB attract a similar,
middle-income class demographic and are generally regarded as compara-
ble banks in terms of customer profiles and brand positioning. Both banks
regard each other as competitors, though given the substantial differences
in size and market penetration, the CB is more likely to identify larger banks
as more direct competitors. In recent years, despite the size, market power
and brand recognition advantages enjoyed by the CB, its moderate 10–15
percent per year deposit growth has been eclipsed by the IB’s significantly
higher 40–100 percent per year rate of deposit expansion. This chapter
attempts to explore reasons behind this substantial difference in popularity
between the two banks. 

Data on customers was collected from the IB and the CB based on a
number of exclusionary criteria. We examined basic, customer-level data
on the IB in October 2008. Given that the IB has most of its branches (35)
located in Karachi, the survey responses were limited to retail banking cus-
tomers in that city.27 Fifteen IB branches located in different sectors of the
city were selected. The sector stratification was based on residential income
levels and specific branches were selected on the basis of age—with prefer-
ence given to IB branches that had been opened earlier and were better
established.28 The 15 IB branches were matched with 15 CB branches
located in the same locality to create 15 bank clusters with matched pairs
of IB and CB branches (see Table 3 in the Appendix for a map of the branch
cluster locations and associated residential income levels). 
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The branch matching process itself was fairly straightforward. After the
selection of the initial 15 IB branches based on stratification by location and
branch age, the CB staff was approached to identify the closest CB branch
to each of the 15 IB branches that had been selected. Since the CB had over
150 branches in the city and the smaller IB had branches that were located
in the most densely populated areas, it was easy to find a matched pair. In
the case that more than one CB branch matched up with an IB branch, the
IB branch managers were contacted for their opinion on the CB branch that
they considered the closest competitor to their branch. To make sure that we
had the comparison right, we consulted branch managers at both banks to
confirm that each co-located pair of IB and CB was matched appropriately.
At the end of the matching process, in nine of the clusters the IB and the CB
were located within a mile of each other, in two cases they were located right
next to each other or in the same building while in the remaining four cases,
they were located within a two mile radius. 

At each of the 30 branches within the 15 clusters, customer level data
was collected for new accounts opened at the bank between January 2007
and May 2008. We looked at simple savings accounts offering low, non-zero
rate of returns on deposits. These accounts are particularly relevant for a
country like Pakistan, where capital markets are inadequately developed
and there are very few alternative investment opportunities. Depositors
placing their money in these accounts are typically small account holders
who cannot predict their future liquidity needs and need a bank account
for safety and transactionary purposes. These basic savings accounts rep-
resent the bulk of all interest-bearing consumer banking accounts in Pak-
istan and are easy to compare between banks because they offer similar
returns and provide very few services in addition to the basic ability to with-
draw money without penalties.29

We also limit our focus to basic interest (or profit) bearing savings
accounts because checking accounts do not pay any interest to their cus-
tomers and as such are permissible according to shari‘a rules regardless of
whether they are based at the CB or the IB. More sophisticated savings prod-
ucts and time deposits were also excluded because the rates and services
associated with these products were difficult to compare across the banks. 

The time frame was selected in order to find customers who were mak-
ing a banking choice between the religious and non-religious options. As
such, we exclude long-term CB customers who had been with the bank
before the IB option (most of their branches were opened after 2005) was
available in their preferred location. These customers may well have
(weakly) preferred the IB to the CB but may not have switched due to inertia
and/or above zero switching costs. 
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The initial data collection from 30 branches in 15 location clusters
yielded a set of 9,078 customers out of which 2,802 had opened accounts
at the CB and 6,276 had opened accounts at the IB. Given that we were look-
ing at all new customers opening a basic savings account at either bank
within a specific timeframe of January 2007–May 2008, the substantially
greater number of IB customers in our sample supports the general trend
of higher growth rate being experienced by Islamic banks in comparison to
conventional banks.

As discussed earlier, in comparison to conventional bank accounts, reli-
gious savings accounts are inherently riskier since neither the actual returns
nor the principal is guaranteed. The IB in our sample has a significantly
smaller branch networks and offers a narrower product portfolio than the
CB. It is also very new, and as such may be considered less stable than the
CB, particularly in the context of a turbulent country like Pakistan where
in the absence of any FDIC type depositor guarantee borrowers are forced
to rely on the stability of a particular banking institution as the ultimate
guarantee of the safety of their funds. Yet, despite the higher risk of investing
in a new bank that offers uncertain returns in a turbulent environment, as
seen in Table 1,more accounts were opened at the IB in every location and
the average balances in these accounts were higher than those being held at
the CB.

One possible explanation for the popularity of saving deposits at the IB
may be because these banks offer a limited set of products in comparison
to the CB. It is possible that the IB customers selected the basic savings
account because they did not have many product choices at their preferred
religious bank, while the CB customers were able to choose from a more
diverse portfolio and selected other, more sophisticated accounts. However,
while differences in product range may explain why the IB accounts held
higher average balances than the comparable CB accounts, but they do not
explain why the IB was chosen in the first place. 

Alternatively, given that there are relatively few options for someone who
wants to open a religious bank account aside from the IB, it is possible that
the CB was unable to attract customers because the market for conventional
bank accounts is more competitive. A wealthy person who is not motivated
by religious sentiments can choose his bank from a wide array of options
that includes, but is not limited to the CB. On the other hand, a religiously
motivated person cannot really do much better than the IB. This explana-
tion can explain why more customers are demanding religious banks but
does not address why their average balances are higher at the IB. 
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It is possible that Islamic banking customers are simply unaware of the
conventional banking option available to them. However, this explanation
is also difficult to support because until 2003 the only type of banks operat-
ing in Pakistan were mainstream, conventional banks. Even now 95 percent
of the total banking sector operates on a conventional basis so it is difficult
to imagine that IB customers would be unaware of conventional banks. Also,
given that our sample was drawn from an urban population in the most cos-
mopolitan city in the country with the highest financial penetration rates, it
is even more unlikely that people were not aware of the dual banking system.
Furthermore, we based our analysis on clusters of co-located banks where
the CB was physically close to the IB making it even more difficult to argue
that IB customers were simply unaware of the CB option.

Given the predictions of our theoretical model and the higher risk asso-
ciated with IB accounts, it is possible that the IB customers were less edu-
cated and financially savvy than those who selected the conventional bank.
So even if they were aware of the existence of a CB alternative, we may
believe that they were not able to comprehend the risk-return calculation
unlike customers who selected the CB. On the other hand, despite the fact
that the IB was new and less established, perhaps IB customers knew some-
thing about the management of the Islamic bank that others did not know
and were able to trust it more than the CB. Also, perhaps despite the uncer-
tainty associated with IB returns,  E(�) > i, the IB customers actually
expected higher net returns on their accounts than those being offered by
the conventional banks. Finally, it is also possible, as predicted by our model,
that customers were willing to pay a “faith premium” for Islamic banking
assets, �t > 0 and even if there was no significant difference between
expected profits on the IB accounts and the interest rate paid on the CB
accounts, IB account holders derived a positive faith premium from select-
ing these assets. We use the results from our survey to test the validity of
each of these predictions. 

Sample Selection and Survey Design
From the initial list of 9,078 customers in our sample, a target of 50 cus-
tomers from each of the 30 branches in our sample was set up. These cus-
tomers were to be randomly picked from the larger sample of all customers
who had opened a new bank account between Jan 2007 and May 2008 at a
particular branch and were asked to respond to a survey questionnaire
designed to examine individual religiosity and criteria for bank selection
(see Table 4 in the Appendix for a summary of the survey). 

In developing the questionnaire, a set of various factors that are consid-
ered relevant for bank selection was derived from existing literature on the

Is Faith a Luxury for the Rich? 241



subject.30 For example, Kaufman and others looked at bank selection deci-
sions in the U.S. and found that the most influential factor reported by
households was convenient location.31 Various subsequent studies con-
ducted in different countries have further corroborated the importance of
branch location on bank selection. Ross finds that the influence of friends
and low service charges matter.32 Laroche et al surveyed households in
Canada and found that the friendliness of staff plays a major role in the
bank selection decision process, followed by hours of operations, size of
waiting lines and convenience of location.33 Kaynak surveyed bank cus-
tomers in Finland and found that the main determinants of bank selection
were reception at the bank, efficient services and lower service charge while
Mylonakis et al. studied bank selection decisions in Greece and found that
the most important selection factors were location and the quality of serv-
ice.34 All of these potentially relevant bank selection factors were used to
develop the initial questionnaire used in the survey. Local banking officials
were also consulted to make sure that we had identified a relevant list.

Indicators to test individual religiosity were determined through detailed
discussion with religious experts in the region and verified through more
informal discussions with members of the local population. In order to
make sure that the survey was generating the right responses, we pilot tested
it with 100 randomly chosen respondents who held bank accounts outside
our sample space and adjusted the initial questionnaire for relevance and
clarity. In its final form, after pilot testing adjustments, the survey was con-
ducted over the phone in Urdu and had a final response rate of approxi-
mately 30 percent. Out of every 10 people called from the banks’ list of
customers, in approximately 3 cases the account holder was available on the
phone and in almost every case agreed to participate in the survey. The rea-
son for the common willingness to talk was possibly due to the fact that
phone based surveys are very uncommon in Pakistan and the recipients
were not paying for the call.35 Almost all of the non-responses in our sample
were due to an inability to contact the customers because their phone num-
bers had changed or because they did not respond to the call.36

Surveys were administered through five research assistants who had been
trained to follow a specific survey script and methodology. In order to make
sure that there was no “interviewer effect” in the results, the branches were
randomly assigned across clusters between the research assistants and no
single research assistant was interviewing customers from both the IB and
the CB branch in one cluster. 

Sampling Robustness Checks
Out of the total sample of 9,078 we called 5,133 (3,629 from the IB and
1,504 from the CB) customers by alphabetically arranging customer lists by
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branch and selecting every second customer on the list.37 In comparison to
the total sample where average balances for all customers was PKR 138,181
(PKR 162,924 for IB and of PKR 82,761 for CB), those who were called had
an average balance of PKR 98,606 (PKR 127,498 for IB and PKR 72,184 for
CB) since it was difficult to reach high balance customers on the phone.
Finally, the survey respondents in the sample had average balances of PKR
92,974 (PKR 102,045 for the IB and PKR 83,338 for CB).38

While the sampling population is generally comparable to the total pop-
ulation of new customer at the 30 IB and CB branches, it is important to
note that our sample is biased away from customers that were holding the
highest account balances and response rates were lower in higher income
areas. This is due to the fact that it was more difficult to reach high
income/high balance customers on the phone and they were less likely to
respond to survey questions than the general population. Given that we
have the same bias for both the IB and the CB customers, this should not
change the general validity of our conclusions. If average balances are cor-
related with education it is possible that our sample does not include the
most educated and financially savvy end of the spectrum. However, we don’t
see this correlation in our data where average balances are not a significant
predictor of education. 

Given population limitations at some of the clusters, the final sample of
survey responses was also weighed more heavily towards the IB. Table 2
describes summary statistics from the survey sample. The total sample of
1,480 survey responses was used to test various predictions from the model
described earlier. The results from this analysis are described in the next
section.

Results from Survey Analysis

The results from the survey enable a more nuanced description of individ-
uals who are choosing Islamic banking products. Contrary to the hypothesis
that the IB customers may be less financially savvy than their CB counter-
parts, our results show that IB customers are actually more educated than
their CB customers. They are also older and have traveled more than CB
customers. As such, if there is any difference between the two groups, the
IB customers may be expected to know more about alternative financial
options available to them than the CB customers.39

Furthermore, in selecting the Islamic bank, more customers seem to have
switched from another bank than to have newly entered the formal banking
sector from the previously unbanked population. This further contradicts
the possibility that Islamic banking customers may not be aware of other
options. It also negates the view that customers selecting an Islamic bank
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were the previously unbanked and had remained outside the conventional
banking sector because it was not in accordance with their religious beliefs. 

We also find that the desire to open Islamic bank accounts is not
explained by a lack of trust or satisfaction with the CB relative to the IB
because levels of reported trust and satisfaction are similar at both banks.
In fact, relative to the IB, the level of trust in a CB is more skewed towards
higher levels, which is not surprising given the fact that the CB is an old,
well-established bank and the IB is very new and relatively unfamiliar. It
does not, however, explain why more customers in our sample select an IB
versus a CB.

Interestingly, given the higher risk associated with holding IB products,
we find that IB account holders are almost twice as likely as CB account
holders to maintain additional accounts in other banks. Moreover, in almost
every case, these bank accounts are not being opened at multinational banks
or specialized banking institutions offering specific products that are not
available at the IB. Rather, these additional bank accounts are opened at
comparable conventional banks that provide very similar products to those
being offered at the IB. Both the expected profit on an IB account Et�t+1 and
the returns on the CB, rt+1 seem to be very weak motivators for selecting a
bank account. Over 94 percent of the customers being surveyed did not
know the profit /interest rate they were earning on their savings accounts.
While this is not entirely surprising since our sample is constrained to look
at basic savings accounts and these accounts may not be the most profit
sensitive portion of an individual financial portfolio, it also reduces the rel-
evance of the profit motive in choosing an IB. 

Furthermore, it is interesting to note that in comparison to CB cus-
tomers, relatively more Islamic bank account holders claimed to know the
profit rates on their accounts and that on average, they expected lower
expected profit/returns than CB customers (Table 2). While this finding
needs to be interpreted with caution since only 5 percent of the respondents
reported knowing the returns they earned, it further refutes the profit
motive Et�t+1 > rt+1 for selecting an Islamic bank account.

40

Given these results, if we go back to our portfolio selection model and
assume that Et�t+1 = rt+1, which in effect eliminates the profit motive, we
find that:

��
tWt = �1�2� + 

�t��	 2
t �Wt (5)

According to (5), the optimal investment in the IB depends on (i) the degree
of risk aversion, (ii) the level of individual religiosity and (iii) wealth. 

While it is difficult to find empirical evidence of risk aversion, we can
use the various dimensions of individual religious practices measured in
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our survey to generate an indicator for individual religiosity and examine
if this indicator is correlated with a preference for the IB. Similarly, while
we do not have access to data on individual wealth, we can use the infor-
mation we have from our survey responses to find some reasonable indica-
tors for household income and see if they are correlated with the selection
of the IB. 

The Impact of Religiosity and Wealth on IB selection
When survey respondents were asked about bank selection criteria, the vast
majority (62 percent) of the IB customers said that they chose the IB
because it offered shari‘a compliant, Islamic products. This was followed in
a distant second by salary accounts,41 where 13 percent of the respondents
were using the IB because their employer directly deposited funds into their
accounts at that bank while 10 percent of the IB customers chose their bank
primarily due to its location and 8 percent came to the bank on someone’s
recommendation. In contrast, branch location seemed to be the most
important selection criteria for 44 percent of the CB customers. This was
followed by 16 percent who maintained salary accounts at the CB, 12 per-
cent were attracted by the banks service and image, another 12 percent
picked the CB because another member of their family already banked there
and 9 percent came to the CB on someone’s recommendation. Table 3 sum-
marizes general religiosity trends for customers at the CB and the IB. 

We also find that IB customers are more religious than CB customers—
even in a context where most people appear to be fairly religious. The vari-
ables that are most strongly related to individual religiosity—memorizing
the Quran, growing a beard, praying five times (or more) every day, attend-
ing religious classes and going to Saudi Arabia on a religious pilgrimage—
are all higher for IB customers and the differences are statistically significant.

We used a weighted average of different religiosity indicators to con-
struct a composite religiosity variable that is used to test for the impact of
religiosity on the likelihood of selecting the IB. The religiosity indicator was
constructed from sections of the survey described in Table 3 indicating
whether the respondent had performed a Hajj pilgrimage, if they had mem-
orized the Quran, if anyone else in their family had memorized the Quran,
if they prayed five times a day, went to religious classes, if the men in their
family had a beard, if the women in the household covered their head when
they went out or if they watched religious TV regularly. 

Given the different levels of individual religiosity associated with these
indicators and their distribution within our sample, we weighed the per-
formance of Hajj, self memorizing the Quran, praying five times a day and
attending religious classes twice as much as the other indicators that were
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somewhat weaker indicators of personal religiosity and may have been more
vulnerable to a positive response bias. For example, over 80 percent of the
respondents in our sample reported that the women in their households
covered their heads when they went out, a majority of the men had beards
and over 64 percent watched religious TV on a regular basis. As such, these
indicators were weighed less than other indicators that were more strongly
correlated with individual religiosity, such as self memorizing the Quran—
something that was only done by less than 5 percent of our respondents.
The composite religiosity indicator had an average inter-item covariance of
0.072 and a Cronbach’s alpha of 0.48. Table 4 shows the results from various
logit models for the selection of an Islamic bank using the composite reli-
giosity indicator. 

In terms of our portfolio choice model, the results shown in Table 4
show that IB customers extract a positive faith premium from allocating
their savings to Islamic assets and �t > 0. These results are robust to adding
other explanatory factors for the choice of an IB and religiosity remains a
significant predictor of IB selection even after controlling for various demo-
graphic factors. IB customers are more educated than CB customers. They
have also traveled more (and as such are likely to have had more financial
exposure) than the CB group. 

Table 4 also describes the results of various robustness checks using
alternative specifications. We find that religiosity remains significant as a
predictor of IB selection, even when we constrain the sample to only look
at individuals who have switched from conventional banks to the IB (3) and
individuals who have additional, conventional banking accounts in addition
to their account at the IB (4). We do find, however, that individuals who
maintain dual bank accounts are more educated than those that only bank
at the IB or the CB and that these individuals tend to have traveled more
internationally. We also restrict our model to cases where the IB is located
very close to the CB (less than a mile apart) (5) and find that religiosity
matters even more when the IB is chosen over a proximate CB. Finally in
(6) we also look at the effect of environmental uncertainty and constrain
the sample to banks located in areas with a higher than average level of vio-
lence. And while we find that in more violent areas, religiosity matters more
than it does in the full sample, we also find that education levels of these
customers are somewhat lower. However, since violent areas are also nega-
tively related to residential income levels and the survey was conducted dur-
ing a period of relatively low local violence, the results of this model should
be interpreted with caution.

As predicted by our theoretical model, religiosity appears to be the most
significant predictor of selecting an IB. However, if we examine the propensity
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Table 4: Logit Models for the Selection of an Islamic Bank

Coefficients in all specifications are estimated by using maximum likelihood and are reported in
exponential terms as odds-ratios. All regressions include a constant. Standard errors are in brackets
and have been adjusted for clustering by the fifteen branch location groups. Coefficients that are
significant at the 1 percent, 5 percent and 10 percent levels are indicated by ***, **, and *, respec-
tively. (1) and (2) test the entire sample of customers in the survey who have selected an IB. (3) is
restricted to customers who switched into the IB from a conventional bank (i.e., customers who
have had prior [conventional] banking experience and were not part of the unbanked population).
(4) is restricted to IB customers who also have another conventional bank account. (5) only looks
at clusters where the IB and the CB are located within a one mile radius of each other while (6) is
restricted to customers at IB and CB branches that are located in areas with high levels of violence.
RELIGIOSITY is a composite indicator of individual religiosity. LOGBALANCE is the natural log of
average balances, GENDER is an indicator variable that is equal to 1 if the respondent if female.
HHDSIZE shows the household size, EDUCATION categorizes education levels on an increasing five
point scale where no schooling = 0, some school = 1, junior high = 2, high school = 3, bachelors
= 4, masters and higher = 5. CREDIT is an indicator variable that is equal to one if the respondent
has accessed credit from a bank. AGE is age. INTLTRAVEL shows the number of countries the respon-
dent has visited outside Pakistan. INCOMEGROUP shows the residential income levels of the location
where the respondent opened his bank and ranges from 1 = low income to 4 = high income.

(1) (2) (3) (4) (5) (6)

IB IB SWITCHERS IBANDCB IB IB
Adj Branch Violent

RELIGIOSITY 5.488*** 5.542*** 5.571*** 5.052*** 6.524*** 6.475***
(1.722) (1.288) (1.220) (1.548) (1.743) (1.391) 

LOGBALANCE 0.972 1.035 1.018 0.963 0.924 
(0.061) (0.073) (0.089) (0.071) (0.075) 

GENDER 0.891 0.695 0.665 1.112 0.911 
(0.274) (0.202) (0.214) (0.357) (0.350) 

HHDSIZE 0.933* 0.909** 0.919** 0.946 0.960 
(0.035) (0.035) (0.036) (0.043) (0.046) 

EDUCATION 1.334*** 1.466*** 1.589*** 1.366*** 1.245***
(0.107) (0.138) (0.132) (0.136) (0.096) 

CREDIT 0.554 0.752 0.598* 0.418** 0.483** 
(0.200) (0.276) (0.186) (0.146) (0.142) 

AGE 1.020*** 1.028*** 1.029*** 1.023*** 1.018***
(0.006) (0.007) (0.008) (0.006) (0.006) 

INTLTRAVEL 1.557** 1.795*** 1.602** 1.221 1.245 
(0.351) (0.406) (0.350) (0.254) (0.275) 

INCOMEGROUP 0.692* 0.681** 0.784 0.716 0.857 
(0.135) (0.123) (0.167) (0.311) (0.167) 

OBSERVATIONS 1435 1131 882 826 861 839 
PSEUDO R2 0.07 0.1453 0.194 0.186 0.155 0.123 



to choose Islamic banks in terms of specific types of religious behavior and
characteristics, we find that the single most important predictor of the like-
lihood to invest in Islamic bank account is the performance of Hajj—a reli-
gious pilgrimage to Mecca that is obligatory only on Muslims who can afford
the journey. Table 5 shows the results of various logit models for the selection
of an Islamic bank using disaggregated religiosity indicators. 

The most stable predictor of selecting an Islamic bank appears to be the
performance of the Hajj. Our results are robust to alternative specifications
in (3) and where we restrict the model to only look at customers who had
switched from a conventional bank to the IB and (4) where we look at IB
customers who also maintain additional bank accounts at conventional
banks. In every case, and particularly in the case where IB account holders
also have conventional bank accounts, the performance of Hajj is a signifi-
cant predictor of the selection of the IB.

However, it is important to note that with an average cost of over $2,000
in 2006—roughly two and half times Pakistan’s per capita GDP for the same
period according to Clingingsmith—the Hajj is a significant expenditure
for most households in the country. It is not just an indicator of religiosity
but it is also an indicator of wealth. In fact, unlike the other “pillars” (arkan)
or fundamental duties of Islam, such as regular prayers, fasting, charity, etc.,
the Hajj pilgrimage is not mandatory unless individuals have enough
resources to finance the pilgrimage after they have adequately fulfilled all
other basic financial needs. As such, it is not surprising that the performance
of Hajj in our sample is also correlated with higher average bank balances.42

Furthermore, as seen in Table 2, IB customers are more educated and have
traveled to more countries and are more likely to hold multiple bank
accounts than CB customers—all of which point toward the possibility of
higher income levels.

The fact that wealthier individuals are more likely to choose an IB
account and hold higher average balances in those accounts also fits the pre-
dictions of our model where if Wt increases, then given � as a constant level
of relative risk aversion, ��

tWt also increases and the individual is more likely
to allocate funds to an Islamic bank account. 

Discussion

Our results point toward the existence of a positive and significant non-
monetary benefit associated with the consumption of religious goods. This
benefit, which we term a faith premium, is the primary determinant of con-
sumer demand for an asset that may otherwise have very limited value in a
competitive financial market. Contrary to any expectations of individuals
choosing religious assets due to a lack of information or knowledge, we find
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that customers choosing to hold their savings in Islamic banks are more
educated and better informed than their counterparts at conventional
banks. However, we also find that religious account holders are also far more
likely to diversify their savings across different bank types and the wealthier
they are, the more willing they are to accept the higher risk associated with
holding an Islamic bank account. 

We find that religiosity is far more complex than a simple indicator vari-
able that makes the more religious people choose religious options while
less religious ones do not. Rather, in this case, it appears that investing in
Islamic banking products is a luxury where those who can afford to indulge
their religious preferences do so, and they do so within a context that often
does not exclude the simultaneous consumption of “non-religious” con-
ventional alternatives to balance and support the consumption of their pre-
ferred religious good.

As with all studies conducted within a particular environment, there are
several reasons to generalize these results with caution. First of all, there are
some concerns about external validity. We conducted our surveys in the
context of a deeply religious country that has sustained frequent bouts of
political and economic crises that may have further entrenched religious
sentiments within the population. Even in the context of a globally resur-
gent Islam, it is not clear that we will find similar religious attitudes outside
Pakistan. However, as Islamic banking continues to gain popularity in var-
ious parts of the world, including in the U.S. where smaller community
banks like the Devon Bank in Chicago are offering Islamic financial prod-
ucts to their customers, it is clear that even outside Pakistan, individual reli-
giosity influences economic decisions. 

So while our conclusions may be sensitive to specific context, they are
likely to remain broadly applicable in a more general framework. In addi-
tion to restricting our investigation to a particular country, we also restricted
our analysis to basic savings accounts that are easiest to compare across
bank types. It is possible that the profit motive we find irrelevant in our
survey could actually be increasingly relevant as we move toward more
sophisticated financial products where individuals who are more interested
in optimizing the return on their savings are likely to place their money.
Since the substantial growth experienced by Islamic banks is not limited to
basic savings accounts, a natural extension of our work would examine the
determinants of demand for various types of religiously motivated financial
products to see if our conclusions hold for less liquid assets with higher
expected returns. 

Our work has various practical implications for managers of financial
institutions. Given the presence of a positive faith premium associated with
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Islamic accounts, managers of conventional banks operating in countries
with a significant, religiously motivated Muslim population should pay
close attention to the growth of their Islamic banking counterparts and con-
sider offering shari‘a-compliant banking products that can leverage their
existing expertise in offering financial products and enable the bank to earn
higher returns and diversify risk without incurring any significant startup
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Table 5: Logit Models for the Selection of an Islamic Bank 
Using Disaggregated Religiosity Indicators

Coefficients in all specifications are estimated by using maximum likelihood and are reported in
exponential terms as odds-ratios. All regressions include a constant. Standard errors are in brackets
and have been adjusted for clustering by the fifteen branch location groups. Coefficients that are
significant at the 1 percent, 5 percent and 10 percent levels are indicated by ***, **, and *, respec-
tively. (1) and (2) test the entire sample of customers in the survey who have selected an IB. (3) is
restricted to customers who switched into the IB from a conventional bank (i.e., customers who
have had prior [conventional] banking experience and were not part of the unbanked population).
(4) is restricted to IB customers who also have another conventional bank account. 

(1) (2) (3) (4)

IB IB SWITCHERS IBANDCB

HAJJ 3.799*** 3.112*** 3.042*** 3.278***
(0.913) (0.489) (0.569) (0.845) 

HAFIZ 2.299* 2.519* 1.305 1.853 
(1.112) (1.247) (0.827) (1.200) 

RELIGIONCLASS 1.825*** 2.117*** 2.311*** 2.134***
(0.383) (0.388) (0.395) (0.412) 

BEARDS 1.243 1.408* 1.387* 1.446* 
(0.225) (0.251) (0.267) (0.305) 

LOGBALANCE 0.965 1.040 1.018 
(0.059) (0.071) (0.088) 

GENDER 0.918 0.707 0.669 
(0.271) (0.199) (0.201) 

HHDSIZE 0.937* 0.912*** 0.926** 
(0.032) (0.032) (0.035) 

EDUCATION 1.302*** 1.433*** 1.565***
(0.103) (0.135) (0.122) 

CREDIT 0.564* 0.770 0.654 
(0.193) (0.277) (0.180) 

AGE 1.017*** 1.026*** 1.026***
(0.006) (0.008) (0.007) 

INTLTRAVEL 1.286 1.433* 1.221 
(0.291) (0.283) (0.243) 

INCOMEGROUP 0.642** 0.635** 0.716 
(0.129) (0.113) (0.160) 

OBSERVATIONS 1449 1139 888 832
PSEUDO R2 0.095 0.160 0.209 0.210 



costs. In fact, this is already happening as most conventional banks, includ-
ing Citibank, Standard Chartered, HSBC and almost every local bank in a
Muslim majority country, have jumped on the Islamic banking bandwagon
by opening up special Islamic banking “windows” and branches. For the
managers of existing Islamic banks, it is important to note that the most
significant source of demand for their products comes from the faith pre-
mium that is generated by the individual belief that Islamic banking prod-
ucts are religiously appropriate and necessary. As such, as Islamic banks
continue to grow, they should take extreme care to remain within the
boundaries of strict shari‘a interpretations. In fact, Islamic banks should
actively signal their religious commitments to their customers by employing
the most credible religious scholars on their boards and adopting the most
stringent, voluntarily transparent product structuring and operating
processes. Furthermore, given that Islamic banking customers are more
than twice as likely to have additional bank accounts, managers at Islamic
banks should focus on expanding their product range and finding ways to
signal bank stability to their customers. 

Beyond the direct application of our findings to the financial industry,
our framework and empirical results may have more general implications
for future research on the economics of individual choices where there are
positive non-monetary benefits associated with the consumption of specific
preferred goods and services. Outside the field of religiously motivated eco-
nomic choices and the faith premium associated with these choices, our
findings connect to a growing body of work that has examined the nature
of private non-monetary surpluses associated with socially responsible and
ethical investments. For example, Hiscox and Smyth find that in the context
of an upscale home furnishing store in New York, sales of particular items
increased if they were labeled as being made under good labor standards—
even when their prices increased by 10–20 percent.43 In another context,
Stern looks at the relationship between wages and the scientific orientation
of R&D organizations that allowed researchers to publish and pursue indi-
vidual research agendas.44 He finds that conditional on scientific ability, sci-
entists pay to the tune of a 25 percent wage discount for the privilege of
being associated with a science friendly organization. In these and many
others cases, we see that individuals generate private benefits from the con-
sumption of particular goods that impact utility optimizing choices even
though they do not have a monetary impact.

Our findings on the demand for Islamic banking confirm that as long
as individuals derive positive benefits from behaving in accordance with
their religious, ethical or social beliefs, they may be willing to compromise
on the profit motive. Religion matters and in the context of Islamic banking
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it matters a lot. Moreover, within the religiously motivated population, we
find that income also matters and wealthier, more educated individuals are
more likely to consume Islamic banking assets than those who are not as
well off. At least in the context of opening an Islamic bank account, it
appears that faith is a luxury that is easier to afford for the wealthy.
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Table 2: Islamic Banks in Pakistan

Table 3: Income Levels and Location of Bank Clusters Used for Sampling
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Description Dec. 03 Dec. 04 Dec. 05 Dec. 06 Dec. 07

Total Assets 13 44 71 119 206

% of Banking Industry 0.5% 1.5% 2.0% 2.8% 4.0%

Deposits 8 30 50 84 147

% of Banking Industry 0.4% 1.3% 1.8% 2.6% 3.8%

Financing & Investment 10 30 48 73 138

% of Banking Industry 0.5% 1.3% 1.7% 2.3% 3.5%

Full Fledged Islamic Banks (IBs) 1 2 2 4 6

Branches of IBs 10 23 37 93 186

Conventional Banks with IBBs 3 9 9 12 12

Branches of CBs 7 25 33 57 103

Total Islamic Banking Institutions 4 11 11 16 18

Total No. of Branches 17 48 70 150 289



Table 4: Survey Questionnaire 
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Gender 0 = Male, 1 = Female

Name/Branch Name/Month of Birth

Type of work? 1 = salary, 2 = own business, 3 = other, 
4 = salary and business

Household size

Education
Some school = 1, Junior high school = 2, High school = 3,
Bachelors equivalent = 4, Masters plus = 5

Educational Institute where the last degree was obtained

Account opening year

Criteria for bank selection (ask for a reason without prompting but
if asked, suggest options from the list)

1 =  location, 2 = recommendation, 3 = family relationship,
4 = good service/image, 5 = better rates/profit, 
6 = lower fee, 7 = product range, 8 = Islamic products, 
9 = incentive/gift, 10 = salary account, 11 = other

Do you know the profit /return being offered by the bank on your
savings account?

0 = No, 1 = Yes

If yes, how is this profit on an annual basis?

Did you switch to this bank from another bank? 0 = No, 1 = Yes

If yes, what was the name of the Bank you switched from?

Do you maintain accounts at other banks? 0 = No, 1 = Yes

If yes, what are the names of the bank(s) at which you hold
additional accounts?

Have you ever taken out a bank loan? 0 = No, 1 = Yes

If so, what type of loan did you take out? 1 = Car, 2 = Home, 3 = Personal, 4 = Business

Which bank did you take this loan from?

Have you performed Hajj? 0 = No, 1 = Yes

Other countries visited?
0 = zero, 1 = one other country, 2 = between one and three,
3 = three or more

Do you watch QTV or Peace TV (dedicated religious TV channels)? 0 = Not at all, 1 = Sometimes, 2 = A lot

Have you memorized the Quran? 0 = No, 1 = Yes

Has someone in your immediate family memorized the Quran? 0 = No, 1 = Yes

What is the frequency of your daily prayers? 0 = Less than five times, 1 = Five times (or more)

So you participate in religious classes? 0 = No, 1 = Yes

Do the women in your household wear a wear a veil/purdah outside? 0 = No, 1 = Yes

Do the men in your household have beards? 0 = No, 1 = Yes

How much trust do you have in your bank?
0 = None at all, 1 = A little, 2 = somewhat/average, 
3 = Above average, 4 = A lot/exceptional

Are you satisfied with bank service? 0 = No, 1 = Yes
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Faith and Finance: 
A Catholic Consideration

Séamus P. Finn

Introduction

Faith traditions are grounded on their respective understandings of God that
have been informed and nourished through a number of revelatory events.
These revelations take place in and through the historical experience of com-
munities and individuals and have been recorded in sacred books; through
the grandeur and order of creation itself, and through the deepening and
ongoing understanding that emerges from the lived experience of commu-
nities and believers across the world. The specific wisdom, teachings and
truths that are constitutive of each tradition have as a horizon of reference
the human-divine, the human-human and the human-earth relationships.

It is also important to acknowledge, from the outset, that the historical
and scientific developments and perspectives on how the earth life systems
upon which all activities depend have evolved—the big picture—do inform
any reflection on faith and finance. The understanding that has emerged
from scientific exploration about the origins and destiny of the earth as a
living organism has important implications for both religion and ethics and
can serve to interrogate any understanding of the principles that emerge
from the sacred teaching and tradition of religion.1 This approach, of
course, may seem more obvious within religious traditions that see creation
as God’s first language and a primary source of revelation and a place where
we can encounter the truth that God wants to reveal to us.2

The process whereby goods and services are exchanged, the workings of
the financial system and the economic activities that constitute the system
take place within the context of a particular world vision and the role of
human agency in these relationships. The vision and teachings of a faith
tradition provide both the principles and the moral compass to evaluate
the value and virtuousness of the system and the morality of the specific
decisions and instruments that constitute specific economic models. One
often will find a significant level of agreement among the faith traditions
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about the vision and the set of universal principles that might be employed
to evaluate the political, financial and commercial systems that are found
in different parts of the world. Honesty, trust, truth, justice, mercy, sincerity,
accountability, responsibility, transparency and do unto others as you would
have them do unto you, immediately come to mind. 

With these introductory remarks as background, let me turn to the wis-
dom and teaching of the Roman Catholic tradition and review both the
vision and the principles that it provides to organize and evaluate our finan-
cial systems and order the activities of our economic life. This review will
hopefully also identify some of the challenges that the contemporary finan-
cial reality brings to that tradition.

The Foundation of Catholic Social Teaching

Catholic Social Teaching is rooted in the dynamic interplay between the
teaching of the scriptures, the lived tradition of the church that includes a
positive evaluation of the contribution of human reason, and the active
presence of the Holy Spirit in the leadership of the church and the lives of
the faithful. We will in turn review each of these diverse sources and briefly
review the teaching that emerges.

Hebrew Scriptures
In the early books of the scriptures we read that God created human beings
in his image and likeness, that God created the whole world (Genesis
14:19–22; Isaiah 40:28; 45:18) and that God looked on everything that he
had created and saw that it was “very good” (Genesis 1:31). One theme that
flows from this theology of creation is the belief that no aspect of human
life is outside of God’s care and concern. God remains always present to cre-
ation, and creative engagement with what God has made is itself reverence
for God. 

Human beings are called to share in the creative activity of God and,
according to the Book of Wisdom, they are “to govern the world in holiness
and justice, and to render judgment in integrity of heart” (Wisdom 9:3).
They are therefore considered to be co-creators, cooperating in the work of
the creator. They did, however, turn away from God and gave to creation
the obedience due to God alone. The Bible castigates both the worship of
idols and the manifestations of idolatry, such as the search for unrestrained
power and the desire for great wealth (Isaiah 40:12–20, 44:1–20; Wisdom
13:1–14:31; Colossians 3:5, “the greed that is idolatry”). 

Throughout the history of the people of Israel, the Covenant that God
makes with his people is captured in the different commandments and laws
that are found throughout the biblical tradition (Exodus 20:1–17; Exodus
20:22–23:33). It includes God’s steadfast promise of love (hesed) and fidelity
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(‘emeth) and the promise by the people to fulfill their side of the covenant
by worshipping God and directing their lives according to His will. 

Laws such as that for the Sabbath year when the land was left fallow
(Exodus 23:11; Leviticus 25:1–7) and for the year of release of debts
(Deuteronomy 15:1–11) summoned people to respect the land as God’s gift
and reminded Israel that as a people liberated by God from bondage in
Egypt, they were to be concerned for one another, especially the poor and
oppressed in their midst. Every fiftieth year a jubilee was to be proclaimed
as a year of “liberty throughout the land” and property was to be restored
to its original owners (Leviticus 25:8–17, cf. Isaiah 61:1–2; Luke 4:18–19).
The norms of the covenant: reciprocal responsibility, mercy and truthful-
ness were reflected in the codes of Israel. 

The core of the prophetic tradition is proclaimed by the prophet Micah:
“to do justice, and to love kindness, and to walk humbly with your God”
(Micah 6:8, RSV). Biblical faith in general and prophetic faith especially,
insists that fidelity to the covenant joins obedience to God with reverence
and concern for the neighbor. The biblical terms that best summarize this
double dimension of Israel’s faith are sedaqah (justice also translated as
righteousness) and mishpat (right judgment or justice embodied in a con-
crete act or deed). The biblical understanding of justice gives a fundamental
perspective to our reflections on social and economic justice. 

God demands justice from the whole people (Deuteronomy, 16:20) and
executes justice for the needy (Psalms 140:13). A key focus of the biblical
understanding of justice is that the justice of a community is evaluated by
its treatment of the powerless in society, the non-Israelites in the land. The
Law, the Prophets and the Wisdom literature of the Old Testament all show
deep concern for the proper treatment of such people. What these groups
of people have in common is their vulnerability and lack of power. They
are often neglected and without a protector or advocate. Therefore, it is God
who hears their cries (Psalms 109:21, 113:7), and the king who is God’s
anointed is commanded to have special concern for them.

Christian Scriptures
Jesus enters human history to announce the reign of God and its initiation
in his life and teaching. He calls his followers to seek out ways in which
God’s revelation of the dignity and destiny of all of creation might become
incarnate in history. He warns against attempts to “lay up treasures on
earth” (Matthew 6:19) and exhorts his followers not to be anxious about
material goods but rather to seek first God’s reign and God’s justice
(Matthew 6:25–33) and all things will be given to them. 

When asked what was the greatest commandment, Jesus quoted the age-
old Jewish affirmation of faith that God alone is One and to be loved with
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the whole heart, mind and soul (Deuteronomy 6:4–5) and immediately
adds: “You shall love your neighbor as yourself ” (Leviticus 19:18; Mark
12:28–34). 

Jesus offered a very clear picture of the last judgment (Matthew
25:31–46) when the nations of the earth will be assembled and will be
divided into those blessed and welcomed into God’s kingdom or those
cursed and condemned to eternal punishment. The blessed are those who
fed the hungry, welcomed the stranger, visited the sick and imprisoned; the
cursed are those who ignored the cries of the abandoned and neglected. 

Jesus called his followers to a discipleship (Mark 1:14–15; Matthew 11:29)
that involves a change of heart and imitating the pattern of Jesus’ life by
openness to the will of God through the service of others (Mark 10:42–45).
It is a model for those who suffer persecution for the sake of justice (Matthew
5:10). Nor did the death of Jesus mark the end of the disciples’ union with
him. After the post-resurrection appearances and the gift of the Spirit (Acts
2:1–12), they became apostles of the good news to the entire world. 

In the Gospel of Luke we are presented with a blueprint for Christian
life that remains relevant today. Mary, the mother of Jesus, in the Magnificat
prayer, rejoices in a God who scatters the proud in heart, brings down the
mighty and raises up the lowly (Luke 1:51–53). The first public words of
Jesus as he reads from the scroll of the prophet Isaiah are, “The Spirit of the
Lord is upon me, because he has anointed me to preach the good news to
the poor” (Luke 4:18; cf. Isaiah 61:1–2). Attached to this blessing of the poor,
a warning is also issued: “Woe to you who are rich, for you have received
your consolation” (Luke, 6:24). He warns his disciples about greed and the
accumulation of abundant possessions and underlines this teaching by the
parable of the man whose life is snatched away at the time he tries to secure
his wealth (Luke 12:13–21). 

This vision of creation, covenant and community, as well as the call to
discipleship that demands a special concern for the poor and marginalized,
which are articulated in the scripture, unfolds under the tension between
the promise made by God and the ongoing work of creation. God’s king-
dom has already been inaugurated but not fully realized and awaits com-
plete realization under God’s providence.3

The Tradition 
Early Christianity saw the poor as an object of God’s special love, but it did
not canonize material poverty or accepted deprivation as inevitable. Few
early Christians possessed wealth or power (1 Corinthians 1:26–28; James
2:5), though some were well off (Acts 16:14, 18:8). The early community at
Jerusalem continued the concern that Jesus demonstrated for the poor by
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distributing its possessions so that “there was no needy person among them”
and held “all things in common”—a phrase that suggests shared material
possessions, in the context of friendship and mutual concern among all its
members (Acts 4:32–34, 2:44). Christians were a small minority in a hostile
society in the beginning and cared for one another through generous alms-
giving and sharing. The church fathers consistently reminded the early
church that the goods of the earth were created by God for the benefit of
all without exception and that all have special duties toward those in need.4

As followers of Christ strove to fulfill his teaching, they did so in very
different historical and cultural contexts. Each century presented different
challenges but there is probably no older or sharper dispute than that of the
ethics of interest in the tradition. It is clear that there was a prohibition on
the charging of interest on loans to the poor and the amassing of great
wealth in the scriptures, but with the passage of time new interpretations
of that teaching emerged. The early scholastics, like Aristotle, condemned
the practice of interest on money because of the “sterile nature of money.”
They nevertheless found that though it should be condemned intrinsically,
it might be acceptable for extrinsic reasons. An example of the latter would
be the loss sustained or the opportunity of profit foregone because of
money that was out on loan. 

Two key developments that spread rapidly across Europe in the late Mid-
dle Ages served to expand and intensify the already robust debate about
debt and interest that had attracted great intellectual interest in the sixteenth
and seventeenth centuries. The first was the growing acceptance of the idea
that reasonable interest on a monetary loan under certain circumstances
did not amount to illicit profit. This shift in mentality facilitated the growth
and expansion of the banking system and therefore brought additional
attention to the discussions about interest and usury. The second key devel-
opment was the establishment and recognition of the limited liability cor-
poration (LLC) as a separate “person,” a creation that presented a new set
of questions and challenges about the responsibility and obligation of indi-
viduals to repay their debts. When we consider that the practice of charging
interest had been strictly circumscribed in most of its forms for hundreds
of years, these developments brought additional complexity and urgency
to the debate. 

While the church through the centuries condemned various practices
concerning interest, it does not make the practice under all conditions a
violation of justice. In Benedict XIV’s encyclical to the bishops of Italy, Vix
Pervenit, in 1745, the practice of the later scholastics, which justified inter-
est on intrinsic as well as extrinsic grounds, was deemed acceptable. The
former notion, interest on intrinsic grounds, from their perspective, was
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considered acceptable by distinguishing loans for production and those
for consumption and seeing money loaned for production as productive
or fertile. The encyclical “was extended to the universal Church by a decree
of the Holy Office5 of July 28th1835. . . . It is the last ex professo statement
of usury by a pope. It is an espousal of the central scholastic position. It
leaves a great deal unsaid.”6

Finally, in a series of decisions between 1822 and 1836, the Holy Office
“ends all doubts and practical difficulties by publicly decreeing that the
interest allowed by law may be taken by everyone.”7 These pronouncements
settled the practical problem, without defining what a moderate rate of
interest might be, but clearly left the theoretical question unresolved. This
development and others in both the organizational structuring of ecclesi-
astical institutions and the financial system have led over time to the com-
mon practice of church institutions and organizations placing their
financial assets in interest bearing accounts in banks and other deposit-tak-
ing institutions. This has also evolved into their availing themselves of the
many other dividend producing investment vehicles and products that cor-
respond to their operational needs and match their appetite for risk and
sound management.

Guided by the teaching of the tradition, the writing of philosophers, the-
ologians and the evolving natural law process, the church has continuously
wrestled with the management of the temporal affairs of her institutions
and organizations within financial systems that is built on the practice of
deposits, credit and interest. She is also charged with the responsibility to
articulate the basic principles in this arena for the good practice for disci-
pleship, personal virtue and justice in society. Over the last 120 years, begin-
ning with encyclical letter of Leo XIII, Rerum Novarum (1891), down to the
writings and speeches of Benedict XVI, the popes and conferences of bish-
ops have addressed more systematically in a series of letters and social
encyclicals the rapid changes occurring in modern societies as a result of
the Industrial Revolution, including those precipitated by the financial sys-
tems and economic models that have been established. These writings and
the documents of the Second Vatican Council, which was held in the 1960s,
are therefore especially significant for any consideration of and reflection
on financial systems, economic life and how the faithful should participate
in them.

Principles that have Emerged in the Tradition

Any reflection on the financial system and economic life today, from the
Roman Catholic perspective, is therefore rooted in the biblical vision that
we have inherited and is shaped by the rich and complex tradition of
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Catholic experience and thought. The teachings and the principles in the
area of finance and economics that have emerged in the tradition are offered
for both the benefit and guidance of individual Catholics, catholic institu-
tions and organizations and other actors in society, especially governments
and more recently private corporations. These general principles may be
enumerated as follows.

The Human Person in Community
Every human person is created as an image of God and the denial of dignity
to any person is a blot on this image. The same God who came to the aid of
an oppressed people and formed them into a covenant community contin-
ues to hear the cries of the oppressed and calls them to community that is
grounded in His word. The “common good,” which means “the sum total
of social conditions which allow people, either as groups or as individuals,
to reach their fulfillment more fully and more easily,”8 is the expression of
this belief. How we organize our societies in every sector—in economics
and politics, in commerce and law and policy—directly affects human dig-
nity and the capacity of individuals to grow in community. Economic life
should enhance not threaten our life together as a community.

The Human Person and the Earth
To stand before God as the Creator is to respect God’s creation, both the
world of nature and of human history. From the patristic period to the pres-
ent, the Church has affirmed that misuse of the world’s resources or appro-
priation of them by a minority of the world’s population betrays the gift of
creation, which is destined for and bestowed on all God’s people. The
Church’s principle of the universal destination of goods is a clear and consis-
tent reminder to all of the origin and purpose of the goods of the earth whose
distribution is to be governed by the principles of fairness and solidarity.

Pope Benedict also reaffirms this principle when he writes:

At the same time we must recognize our grave duty to hand the earth
on to future generations in such a condition that they too can
worthily inhabit it and continue to cultivate it. This means being
committed to making joint decisions after pondering responsibly the
road to be taken, decisions aimed at strengthening that covenant
between human beings and the environment, which should mirror
the creative love of God, from whom we come and towards whom
we are journeying.9

How we acknowledge our inherent dependence on the natural world and how
we account for the use and depletion of natural resources within the financial
system is critical for any comprehensive long-term sustainability planning. 
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Subsidiarity
This is among the most constant and characteristic principles in Catholic
Social Teaching and refers to the human network of relationships and asso-
ciations to which people belong and where they are free to develop and act.
All people have a right to freely participate in the economic life of society
through private initiative, through collaborative efforts, with the right bal-
ance between the public and private spheres and without the dominance of
a centralized top-down authority. There is therefore an inherent preference
that the freedom to legislate and decide about issues is the prerogative of
local communities and as elected intermediary institutions they are deserv-
ing of protection and respect.

Solidarity
All members of society have a special obligation to the poor and vulnerable.
“The exercise of solidarity within each society is valid when its members
recognize one another as persons. Those who are more influential, because
they have a greater share of goods and common services, should feel respon-
sible for the weak and be ready to share with them all they possess. Those
who are weaker, for their part, in the same spirit of solidarity, should not
adopt a purely passive attitude or one that is destructive of the social fabric,
but, while claiming their legitimate rights, should do what they can for the
good of all.”10

The quality of the justice and goodness in a society is to be judged by the
treatment of the poor, the widow and the orphan. This was also true of the
justice that was constitutive of God’s covenant with Israel. It was measured
by how the poor and unprotected—the widow, the orphan and the
stranger—were treated. The kingdom that Jesus inaugurated and preached
in his word and ministry excludes no one. The poor, throughout Israel’s his-
tory and in early Christianity, were the agents of God’s transforming power. 

The Tradition and Financial Systems

At the systemic level, the tradition therefore offers a number of principles
and criteria to serve as a compass to evaluate whatever financial system or
economic model is operative. The 1986 pastoral letter on the economy by
the United States Conference of Catholic Bishops is a good example of how
these principles could work. They proposed the following questions for con-
sideration and guidance as they began their reflection on the U.S. economy:
“What does the economy do for people? What does it do to people? And how
do people participate in it?”11 An additional question that follows along the
same lines and might appropriately be added today would be about the
impact of economic activities and business models on the environment and
on both local and global ecologies. 
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The universal principles of the faith that are available to examine and
evaluate financial systems and economic models are grounded in the belief
that God is the source of all creation and the construction, operation and
regulation of all systems within that creation must be consistent with the
fulfillment of the divine will. A prominent principle in the Catholic tradi-
tion is the protection and promotion of human dignity by respecting and
loving one another and giving expression to this belief. Care and reverence
for the earth, for instance, is another and this would resonate with many
traditions, especially those who see the earth as a living system that is created
by God as a blessing for all and must therefore be respected and safeguarded
in all activities.

In order to serve the needs of all, especially the people living in poverty
and the marginalized, and be based on a process that takes into account the
earth as a living organism, financial systems must function honestly and
equitably, be stable, transparent, accountable and be subservient to lawful
political authorities who have a special responsibility for the common good.
This could, in some instances, for example, justify the adoption of capital
controls, temporary suspension of lending by banks and the placement of
limits on the use of commodity markets for a speculative reason. 

The Current Crisis
The wisdom of the tradition, especially as it is summarized in “Caritas in
Veritate,” the recent encyclical from the Holy Father, is instructive and pre-
scriptive in a number of different ways about the financial meltdown of
2008. These teachings can be divided according to the audience that is
addressed and specific objectives but one must always keep in mind the
coherency that exists between them. The encyclical takes for granted in its
perspective the existing global financial system but also acknowledges that
a number of unique tools, models of commerce and trading arrangements
may exist on the periphery of the system or in communities or societies that
are bound together by a common culture, set of values or beliefs.

It is important to reiterate from the outset both the dynamic conversa-
tion between faith and reason that exists in the tradition and the prominent
place that reason and the intellect are given in the development and under-
standing of specific teachings and principles. There exists therefore open-
ness to the various areas of learning and understanding that have been
developed through the centuries and a commitment to allow those discov-
eries and principles to inform and enhance the understanding of the Holy
Scriptures, the lived experience of the church and their application to mod-
ern life. An in-depth study, for instance, of the acceptance of interest and
the prohibition against usury that has developed over time would be a clear
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example of this approach. One could also look at the evolution of the
Church’s teaching on religious liberty or the acceptance of the concept of
the democratic state as other examples of the evolution in the tradition over
the past 200 years. 

While there does not appear to be any reconsideration of the Church’s
position on the separation of church and state in response to the current
financial crisis and the establishment of a financial system based only on
the teachings of the tradition, there is a clear call for the engineers and reg-
ulators of the financial system to revisit some of the teaching and wisdom
of the faith traditions as they work to reform and reduce the instability that
emerged during the current crisis. The practice of excessive and highly spec-
ulative risk taking, especially in as much as they are of such a scale that they
increase the level of systemic risk, must be examined and monitored in
terms of their potential impacts on the common good. In the same way the
impacts of the use of derivatives, credit default swaps and other activities
such as short selling on the stability and soundness of the financial system
and therefore the well being of communities across the world must be mon-
itored and evaluated. 

We have already reviewed a number of specific teachings and principles
that are relevant to both the analysis and understanding of the current finan-
cial crisis but let me summarize them as we find them in the encyclical. I will
examine consecutively the role and responsibility of government; the pur-
pose and rules of financial activity; the responsibility of the institutions and
investors who invest in the capital markets, the code of conduct for those
who work in the financial services arena and the behavior of individuals.

Role of Government
The role and responsibility of the political community for the pursuit of
the common good and therefore the governance of the financial system is
articulated clearly by Pope Benedict when he writes, “Economic activity
cannot solve all social problems through the simple application of commer-
cial logic. This needs to be directed towards the pursuit of the common good,
for which the political community in particular must also take responsibil-
ity.”12 The establishment of the rules and regulations whereby economic
activity is directed to the achievement of a specific social purpose is a par-
ticular responsibility for the political community. The specific role of gov-
ernment is further elaborated in response to the “grave imbalances” that
“are produced when economic action, conceived merely as an engine for
wealth creation, is detached from political action, conceived as a means for
pursuing justice through redistribution.”13 Regulation and appropriate
penalties for reckless speculation, undisclosed liabilities and risk taking that
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can lead to a system-wide meltdown must be enforced and monitored by
government authorities if the common good is to be served and protected.

Another set of questions emerges when one considers the global finan-
cial system as it exists today and is utilized by many global corporations as
an operating platform. This reality presents government with a unique set
of challenges to act collectively in such bodies as the G8, the G20 and the
G77 or at the United Nations to provide a framework for both the smooth
and fair functioning of financial markets and the service of their respective
citizenry and at the same time addressing the great inequities that exist
between countries and regions across the world. Pope Benedict in his
encyclical reiterates the call of Pope John XXIII nearly 50 years earlier of
the need for “a true world political authority” to manage the global economy
and “to seek to establish the common good, and to make a commitment to
securing authentic integral human development.”14

The encyclical goes on to recognize that the very existence of a global
financial system with many global corporations operating from that plat-
form presents some very unique challenges to this principle. It therefore
goes on to point out the need for a global authority, not government, to
regulate, monitor and revive local and regional economies. 

Economic Activity
Among the operating elements, challenges and tools that constitute a func-
tioning financial system are liquidity, stability, transparency, savings, capital
adequacy, accountability, regulation, monitoring, taxation, systemic and
credit risk management and innovation. The role of tools like credit default
swaps that are mechanisms used to transfer risk and hedge exposure also
come to mind. These and many other activities and tools are constitutive
of the functioning of the system and the operation of economies at the
country, regional and global levels. Overnight, they can have rapid signifi-
cant positive or negative impacts on the lives of people in different corners
of the world. 

The church understands its role in monitoring and evaluating these activ-
ities and instruments not in themselves, but especially in how they are used
by individuals, by public and private institutions and through the optic of
their impact on the poor and marginalized. The encyclical clearly reminds
us that, “Efforts are needed—and it is essential to say this—not only to create
‘ethical’ sectors or segments of the economy or the world of finance, but to
ensure that the whole economy—the whole of finance—is ethical, not merely
by virtue of an external label, but by its respect for requirements intrinsic to
its very nature.”15 In addition, the church teaches “that justice must be applied
to every phase of economic activity, because this is always concerned with man
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and his needs. Locating resources, financing, production, consumption and
all the other phases in the economic cycle inevitably have moral implications.
Thus every economic decision has a moral consequence.”16

It may therefore be asserted that economic decisions that fail to take into
account the social and ecological consequences of the activities that they
facilitate are not consistent with the teaching of the church. It is important
also to recognize the level of congruence between this teaching and the
direction of the socially responsible investment movement. The movement
has now developed a body of research and analysis to measure some of the
social and ecological impacts of economic activities and to also demonstrate
that the impact of such considerations on expected return is negligible. 

Responsibility of Investors
The teaching of the tradition is available to inform and guide the activities
and decisions of all investors. It strives to promote a sense of stewardship
over ownership, a reasonable balance between risk and return and between
fiduciary responsibility and the promotion of the common good. The teach-
ing of the Ten Commandments, as found in the scripture, is the source for
the customary prohibitions on greed, cheating, fraud, robbery and deceit.
Many of these are already enshrined in the laws of different societies even
those that are made up of citizens who follow different religious beliefs and
traditions. Many other faith traditions share these commandments and they
may be identified in most countries as the virtues and customs that most
societies rely on to function. 

In addition to the commandments, the virtues of prudence, justice, sol-
idarity and mercy are also a part of the framework that is provided for those
responsible for investment decisions. The tradition also recommends the
use of many of the tools that have been developed more recently to both
avoid investments that are inconsistent with the teachings of the faith and
to seek out positive social impact investments that contribute to the pro-
motion of the common good. In many situations these approaches will be
pushing against the standard practices of the financial sector that operates
primarily from the maximization of profit principle and has resisted efforts
to introduce social and ecological consideration into the investment process.

The same response is expected from catholic institutions and organiza-
tions as they navigate their presence in different societies around the world.
They are expected to follow the laws and regulations that are enacted for
the good of society as a whole, but in addition, to integrate into their activ-
ities and practices the additional standards and principles that are consistent
with the teaching and practice of the faith tradition. For example, to sustain
their extensive operations, religious organizations and institutions have
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become active participants in the financial system and financial markets;
they are expected to do this within the parameters and guidance of princi-
ples that are consistent with the faith tradition. This includes evaluating
and monitoring the institutions with whom they do business and having a
more active ownership of the positions they hold in corporations and finan-
cial institutions.

The use of specific tools, instruments and practices that are part of the
financial markets and the market economy today are expected to be evalu-
ated according to the same criteria. Hedge fund practices and private equity
operations need to be evaluated not only according to their objectives and
business models but also in terms of the amount of risk that they may be
introducing into the system as a whole that can negatively impact the
broader community. Securitization practices, excessive leveraging, short
selling and any highly speculative activities, especially purely speculating
on commodity prices, also deserve special scrutiny. Investing in life-sustain-
ing commodities for purely speculative reasons should be avoided because
of the disastrous impact such activities can have on the price of staple food
prices, wages and safety for workers and the future of local communities,
all of which are integral to the support of the common good. 

Responsibility of Financial Managers and Businesses
While referring specifically to the responsibility of those in the financial
sector and taking into account their roles in the financial meltdown, Pope
Benedict writes that “Financiers must rediscover the genuinely ethical foun-
dation of their activity, so as not to abuse the sophisticated instruments
which can serve to betray the interests of savers.” The demands that are
intrinsic to an ethical framework are not inconsistent with the achievement
of positive financial results.

Turning his attention to the responsibilities of corporations in societies,
the Holy Father reminds all that “the entire financial system has to be aimed
at sustaining true development. Above all, the intention to do good must not
be considered incompatible with the effective capacity to produce goods.”17

The social responsibility of corporations includes the interests and well-being
of all stakeholders who contribute to the success of the enterprise, and this
includes the local communities where they are located and operate.

The “short term” thinking that often drives businesses to meet specific
stock market and shareholder expectations is judged inappropriate because
of the negative impact such activity can have on social and ecological con-
cerns and responsibilities. “What should be avoided is a speculative use of
financial resources that yields to the temptation of seeking only short-term
profit, without regard for the long-term sustainability of the enterprise.”18
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Alternative Faith Based Models

Followers of particular faiths have created many different economic models
and practices. One immediately thinks of cooperatives, microfinance
schemes and credit unions. These models have, for the most part, operated
on the margins of the prevailing financial systems though they may at times
avail themselves of some of the credit mechanisms and services that the sys-
tem offers. One example is the Mondragon system that was created in Spain.
From its origins 40 years ago as an employee-owned cooperative manufac-
turing paraffin stoves, Mondragon has grown to 160 employee-owned
cooperatives, involving 23,000 member owners, with sales grossing $3 bil-
lion dollars U.S. in 1991. Statistics show the Mondragon cooperatives to be
twice as profitable as the average corporation in Spain with employee pro-
ductivity surpassing any other Spanish organization. It has its own bank, a
research institute, an entrepreneurial division, insurance and social security
institutions, schools, a college, a health maintenance system and a health
insurance cooperative. It is focused on relational cooperatives dedicated to
the common good. 

On the margins and the edges of the formal and dominant financial sec-
tor, one finds a variety of models of financing and economic activity that
were initiated and shaped by both the beliefs and values of the individuals,
communities and the institutions that use and participate in them. Many
place limits on some of the usual practices that operate in the market place
in favor of those activities that support a more communitarian risk sharing
approach. These models and activities are grounded on the virtues of jus-
tice, community, solidarity, love and sharing.

Pope Benedict XVI encourages these types of activities and develop-
ments by suggesting that “space also needs to be created within the market
for economic activity carried out by subjects who freely choose to act
according to principles other than those of pure profit, without sacrificing
the production of economic value in the process. The many economic enti-
ties that draw their origin from religious and lay initiatives demonstrate
that this is concretely possible.”19

New and creative prospects for investment in local initiatives and com-
munities continue to emerge and provide opportunities to the faith inspired
or responsible investor. Many of these are at a fixed rate of interest that is
below the market rate but are connected to local communities and created
to promote and sustain strong local neighborhoods and communities.
These community development loan funds and institutions provide an
excellent opportunity for believers to make investments that are consistent
with their faith and active participation in local community development. 
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The shari‘a-compliant funds that have been established by followers of
Islam who seek to integrate the principles of their faith into the manage-
ment of their financial assets, are clear examples of answers to the call by
the Holy Father to create alternative faith based funds and practices for
believers. These exist and operate both parallel to and on the margins of
the dominant financial system, and are grounded on the practice of faith
and founded on a vision of community well-being that is consistent with
the Islamic tradition.

Conclusion

This review of the teaching of the Roman Catholic tradition as it relates to
finance and financial systems and their activities set out to explore the con-
tribution of the tradition and how that living tradition continues to inform
and evaluate contemporary economic activities and financial systems and
guide the decisions and behavior of investors. This included an elaboration
of the set of principles that are grounded in the scripture and the lived expe-
rience of the community and a consideration of how these principles oper-
ate as a moral compass to evaluate a financial system in terms of its
contribution to the well-being and future of both people and planet. 

It furthermore presented the teaching and universal principles that the
tradition offers about the responsibilities of governments to create a legal
foundation, establish a regulatory framework for the financial system and
develop a reliable structure to monitor the different aspects of economic
activity. In reviewing the tradition and the most recent encyclical of Pope
Benedict XVI, the chapter highlights the specific analysis and observations
on the causes of recent financial crisis as well as the guidance that is offered
about the responsibilities of different constituencies to ensure that the
financial system functions in the service of the common good. The chapter
also looked briefly at some of the specific small-scale projects, initiatives
and models that faith communities have established as an alternative to pre-
vailing financial models and practices. 

We have seen, in this brief excursus through the teaching and reflection
of the Catholic tradition on financial activities and practices and on the
specific practice of lending at interest, that the intersection of the teaching
with the lived experience of the community across the European continent
was the source of vigorous debate and resulted in a doctrine that evolved
over time. A salient feature of that process was the way in which teachers
and thinkers drew on the broad currents of civil, legal, political and theo-
logical developments of the period to formulate the principles they devel-
oped to guide behavior in the market place.
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This practice was most evident during the scholastic period where
thinkers, philosophers and legal scholars, who were looking for a broader
natural law foundation for the theological revealed teaching of the tradition,
participated actively in the dialogue that was emerging because of the new
and innovative practices in the commercial sector. This was entirely con-
sistent with the broader conversation between faith and reason that both
intrigued and fueled the centers of learning during of the time. The presence
of the supreme teaching authority of the papacy to define acceptable prac-
tices at different periods was also an essential ingredient in the evolution of
the teaching and understanding.

These unique developments, from within the Catholic tradition, could
prove to be a fertile field for study and dialogue with the Islamic tradition as
they each continue to reflect on their participation and relationship with the
assumptions and practices of the dominant contemporary financial system.
Can the traditions working together be a source of critique and analysis of
the benefits and social purpose of specific economic activities and financial
institutions that are part of the dominant financial system? With the stream
of new products and innovative services that the financial sector continues
to uncover and create, the combined wisdom, experience and insights of the
traditions may be invaluable in both guiding the practitioners of the respec-
tive faiths and engaging the constantly evolving world of finance. 
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Faith and Finance: 
Value-Guided Pursuit of Interests

Mohammad Nejatullah Siddiqi

Introduction 

From time immemorial, there has existed an important relationship
between faith and finance among different civilizations Although contem-
porary conventional wisdom separates faith and finance, this division has
not served modern society well.1 Faith impacts finance through motivation
and value-orientation, which, in turn, influences wealth creation as well as
the use of wealth for enhancing wellbeing. 

All wealth is jointly produced by both natural and man-made elements.
Natural inputs such as land, air, water, minerals, sunlight and other forms
of energy need to be combined with human resources, such as ideas, accu-
mulated knowledge, new skills, trust, hope and sympathy for a sustainable
wealth creation. Some forms of wealth creation, such as partnerships, neces-
sitate sharing wealth among those involved in its creation. Product-sharing,
profit-sharing, renting and wage contracts all involve a distribution of
wealth, although renting and wage contracts are more vulnerable to dispar-
ity among the parties involved. The rules regarding sharing joint products
are usually put in place by regulators. The regulators are called upon to
ensure fairness in sharing joint products through dedicated legislations and
periodically issued guidelines to streamline market practices. The regulation
of business practices is a well-established tradition dating back to the earliest
periods of history. Its earliest forms were the obligation to fulfill promises
and tell the truth. Not tampering with socially approved weights and meas-
ures and not indulging in clipping metallic coins soon followed.2

Natural elements, which include faith-inspired values, reflect morality
in human relationships. In the absence of faith, moral values have to be
anchored to pragmatism, depriving morality of the strength needed to pre-
vent predatory practices. To assert that these values reflect the evolutionary
necessity to preserve and promote vital interests ensuring survival does not
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contradict their essentially moral nature. There need be no conflict between
morality and the pursuit of survival. Faith provides the trust needed to
remove any fear of dissonance between life-enhancing values and survival
interests. By increasing trust, morality reduces transaction costs and
increases efficiency.

Therefore, this chapter examines the dynamics of value-guided pursuit
of interests through the relationship between faith and finance. It makes a
case for the inextricability of faith and finance in this pursuit, as the ethical
dimensions of business is becoming more prominent than ever in the mod-
ern world. Thus, it is argued that faith has the strong potential to positively
influence financial markets. Such efforts toward molding the human behav-
ior in accordance with moral values would positively impact the global
financial markets in the long run. These efforts would ultimately address
the faltering ethical standards in global business.3

The Islamic Tradition

Though there are other worldviews on how faith positively impacts finance,
this chapter primarily focuses on the Islamic tradition. According to Islamic
teaching, since the beginning of time, God has recommended guarding our
nature against excessive desire. God gave mankind the essential teaching of
tawhid, the exclusive oneness and omnipotence of God, along with basic
moral guidelines to foster a moderate and peaceful society. Among the
teachings of the prophets, who relayed this message, was the recommenda-
tion for societies to behave justly in all economic interactions. In the Quran,
God relates the story of Prophet Shu’aib who said: 

O my people! Worship God! You have no other Ilah (god) but Him.
Verily, a clear proof (sign) from your Lord has come unto you; so
give full measure and full weight and wrong not men in their things,
and do not do mischief on the earth after it has been set in order.
That will be better for you, if you are (true) believers (7:85).4

Prophet Shu’aib’s advice is repeated in a later chapter, a sign of its importance: 

O my people! Worship God, you have no other ilah (god) but Him,
and give not short measure or weight. I see you in prosperity and
verily I fear for you the torment of a Day encompassing. / And O my
people! Give full measure and weight in justice and reduce not the
things that are due to the people, and do not commit mischief in the
land, causing corruption. / That which is left by God for you (after
giving the rights of the people) is better for you, if you are believers.
And I am not a guardian over you. (11: 84, 85, 86)

282 building bridges across financial communities



First, it is important to note that the guideline for economic justice
immediately follows the call to belief; its juxtaposition indicates that eco-
nomic justice is largely based on belief from the Islamic perspective. This
belief includes fear, love and respect for God that, in turn, necessitates that
one respects the rights, including economic rights, of fellow human beings.
Second, Prophet Shu’aib notes that his people may enjoy temporary pros-
perity from unethical economic practices, yet this delusion can lead to social
disequilibrium and corruption if they refuse to adhere to God’s tenets. He
points to the essence of faith and notes that people have the responsibility
to protect others from allowing this profit to delude them. In another note-
worthy example in the Quran, Surah Al-Mutaffifun (The Chapter of the
Defrauders) focuses on economic justice and harmony:

Woe to Al-Mutaffifun (those who give less in measure and weight).
/ Those who, when they have to receive by measure from men,
demand full measure, / And when they have to give by measure or
weight to (other) men, give less than due. (83: 1, 2, 3)

This example points to another symptom of greed—selective applica-
tion of rules. It is often human nature to accept ethical rules, but to apply
them only when it benefits the individual. The above verses clearly suggest
that these divinely legislated economic guidelines must be interpreted and
applied holistically and impartially. Some of the greatest social ills have
arisen from certain individuals getting more than their due and denying
others their rights, or exempting themselves from ethical rules of justice.
The Islamic conception of justice prevents such unequal treatment.That is
not to say that Islamic principles are meant to curb financial practices
through these rules; rather, faith and economics promote financial success
in a way that is healthy for the individual and society. The infusion of moral-
ity into economics enables this healthy financial activity. We saw this exam-
ple through the life of the Prophet Muhammad, a merchant known as
Al-Amin, the honest, even before his prophethood. His wife Khadijah, one
of the wealthiest traders in Mecca, was also known for her just dealings, as
were many Companions of the Prophet, such as Abdur Rahman bin Auf,
who achieved financial success while adhering to Islamic principles. Even
some later Islamic empires followed this faith-finance unity. For instance,
the earliest Muslims came to India as traders, in a shari‘a-guided financial
system that stretched through parts of Asia, Africa and Europe.5

In the 19th, 20th and 21st centuries, however, there has been a gap
between faith and politics due to the separation of church and state mostly
in western countries.6 Faith has often been replaced by interest in impressive
growth in a society where there is disparity in wealth distribution. Today’s
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mega-cities, divided into luxurious living quarters with shiny suburbs on
one side and dark, dilapidated slums lacking basic amenities such as clean
drinking water and schools on the other side, are largely a product of eco-
nomics that has purged faith and morality. Despite the claim that these eco-
nomic principles are guided by reason, modern economic ideologies have
led to a most unreasonable scenario—what is aptly called the global village. 

Flowing from the traditional understanding of faith and finance in the
Islamic tradition, there has been some revival in emphasizing the ethical
values of financial transactions.7 This is what is now known as Islamic
finance.8 The revival of Islamic finance did not occur until the 1960s and it
is important as we discuss the future of Islamic finance that we understand
its basic purpose as a value-guided pursuit of interests. In other words, while
Islamic finance legitimizes profit-making, it reinforces such practice with
moral values. This is a confluence between money and morality. 

Faith impacts finance through answers to questions such as why produce
and for whom to produce. In Islam, it is believed that the strength of one’s
faith is reflected in the intensity of one’s efforts to produce. It is also reflected
in what one does with one’s earnings. The nature of our faith determines
where we stand in the broad spectrum from exclusive pursuit of self interest
to reaching out to all humanity. Faith broadens the scope of and widens the
horizon for these productive efforts. The realistic middle ground (to which
most of us stick) is to avoid harming others while serving one’s self-interest,
and to aspire to do good to others if and when circumstances call for it.
Faith does this through generating a moral obligation toward others. Such
moral obligation is a cardinal part of modern business ethics.9

However, all societies have not generated this moral obligation. Though
there are large corporations across the world that are philanthropic and
indeed donate part of their wealth to charity, the pursuit of self interest as
a means to social well-being has practically disentangled the nexus between
faith and finance. The natural tendency of faith to generate morality is rup-
tured by false notions about the efficacy of amoral behavior in delivering
social good. The overriding focus on shareholder value maximization has
disregarded other stakeholders such as customers, employees and society at
large. A moral approach to finance has the potential to take a stakeholder
approach, to be focused on the long-term, and to address the issue of com-
pensation based on fairness and equity. Faith emphasizes inclusive growth
while vested interests care only about impressive growth.10

The cause of affliction lies in a moral deficit in the contemporary struc-
ture of social, political and economic edifice. This moral deficit lies in the
lack of concern for the good of others, which sometimes degenerates further
into exploiting others in pursuit of one’s own gain. The moral deficit itself
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is caused by the absence of faith; sometimes a weak faith or a faith diluted
by confusing worldviews produces the same result: impotent faith inca-
pable of moral uplifting. A robust faith brings into focus the oneness of
mankind as owing existence to the same Creator. Brotherhood, equality in
dignity, and respect for God-given resources of the environment and of
human relations, all belong to this focus and are sustained by it. Regaining
this focus is imperative. 

Ground Reality and Desired State of the World 

Going forward one needs to explore two parallel concepts: the actual con-
ditions pertaining to faith-finance relations in contemporary society and
the potential of faith to correct finance’s current course. I begin with the
latter, the potential of faith to ameliorate the contemporary economic crisis.
The nature of finance is too complex to issue a simple list of “dos” and
“don’ts” in the name of faith. Its ever-changing nature defies any list of pro-
hibitions and obligations to function well in all places and times. However,
the crucial values that promise to help secure fairness in changing condi-
tions are: the concern for others’ well-being, the will to abstain from harm-
ing others even at the cost of personal sacrifice, and the willingness to
submit to enacted social regulations. Most of the recent adversity in finan-
cial markets is rooted in the absence of these values.11 For example, the
Chicago school, which has been influential since the early 1980s, openly
warns against firms and individuals trying to care for others. The ruling
dogma is that one best serves society by serving oneself.12 No wonder the
other two values, the will to abstain from harming others and a willingness
to abide by rules, also evaporated under the encouragement of unlimited
self-interest. Given this environment, who would not twist rules to make
them serve one’s own interest? 

The answer necessitates pondering over the quest for fairness in financial
systems. In the absence of regulations capable of ensuring fairness, it is an
understanding of morals that matters. People who want to behave will find
ways to do so, if not straight away then through experimentation. They may
even find ways to constrain deviants and minimize the loss of social harm
due to individual perfidy. Much has been made of lack of full information
to economic decision-makers in debunking the idea of caring for social
good.13 The reality is that there is no way to have full information about
future values. The falsity of the assumption that market mechanisms can
somehow solve this human predicament has been exposed by a succession
of crises. Man must try to compensate for the inevitable information deficit
by experimentation, pooling of available information and sharing the con-
sequences of ill-informed decisions. One can do this at the individual level
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as he or she has been doing at the societal level. Faith is a positive aid insofar
as it creates an incentive to cooperate for the social good. 

People of faith have learned some lessons in the past during the quest
for fairness. These lessons deserve to be our starting point in a similar quest
today. As I proceed to summarize them, I beseech you not to quibble over
the variety of interpretations and controversies surrounding the circum-
stances in which they are applicable. I would also like to underline the fact
that these constitute the first steps to be taken in man’s search for a just and
fair financial system, and by no means are sufficient to usher in a wholly
just society. 

Pillars of Fair Finance 

The prerequisites of fairness in finance include the prohibition of interest,
fraud (in its myriad forms), gambling and transactions involving excessive
uncertainty (gharar). These prohibitions should be viewed from the per-
spective of private ownership, freedom of enterprise and the supervisory
role of the state as guardian of the poor and weak. Faith encourages chari-
table giving, which includes lending to the needy and expecting to receive
no more than what was given. Regarding business loans, shifting all risk
onto the borrower is repugnant to faith; encouraging partnership and profit
sharing suits faith. Gambling is playing with chance. Financial transactions
that thrive on trade involving excessive risk are examples of gambling. Some
activities are surrounded by excessive uncertainties to an extent that con-
tractual relationships built around them are problematic. Such contracts
are not transparent in offering the same information to all concerned, and
because just sharing is missing, it is better to avoid these contracts. 

In Islam the jurists have worked hard to translate the three principles
listed above—prohibition of interest, prohibition of gambling and mini-
mization of gharar—into rules governing business relationships. But the
ever-changing nature of these relationships, which are largely shaped by
changing technologies, makes it impossible to use an unchanging net of
rigid rules. Innovation in ways of doing business necessitates making new
rules, thus the process of rule-making must go on! 

Protecting the weak from the strong and the poor from the rich neces-
sitates some socially imposed restraints to human freedom, including free-
dom of enterprise. Securing fairness would, however, need more than
imposing restraints. That is where the values mentioned above—concern
for others, readiness to limit one’s potential gains and following democrat-
ically enacted laws—become relevant. We need to harness human ingenuity
to positively enhance justice and equity, not only to prevent injustice. Faith
is capable of doing so.14
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Faith Versus Cult 

Faith knows no land, race, language or culture. But people of faith some-
times develop strong attachments to one or more of these to the extent that
they identify their religion with a particular land, race, language or culture.
As a result, faith loses its power to generate moral values overriding nar-
rower interests. This provides an answer to the second query made above:
the actual condition relating to the faith-finance nexus. In today’s world,
faith has had little influence on finance since faith has been made a tool of
national, racial and other social ambitions.15 Religion is the expression of
faith, translating faith’s demands into individual rules of conduct. Over time
these rules have often been twisted to suit particular interests. 

The rejuvenation of faith necessary to transform the current financial
system would first involve the disentangling of faith from other narrower
loyalties such as state or citizenship. Faith in its purest form—that is faith
detached from state, citizenship, etc.—has the capability to cut across all ide-
ologies and promote morality. By creating positive sympathetic relationships
with others, faith would make men accountable and responsible to each
other. But faith in its current state—faith that is made subservient to nation-
alism or imperialism—fails to do so. Impure faith creates an artificial dis-
tinction between morality and faith. Loyalty to a nation or race, for example,
can dictate certain ethics and priorities that are generally in conflict with
those of another nation or race. Faith cannot impact finance unless and until
barriers, including the major barrier of human greed, are removed.   

Islam’s contribution to universalizing faith-generated morality lies in
pushing back these barriers to their proper secondary positions. The best
periods of Islamic history were the early periods when tribal or racial loy-
alties were kept in check and morality reigned supreme.16 Conversely, the
worst period occurred when tribal and racial identities surpassed morality
in the creation and sharing of wealth. The resilience of the Islamic morality
suggests the need to review the financial system in light of Islamic ideals of
justice and equity (adl and ihsan). The 50-year-old movement of Islamic
banking and finance is a recent example. 

Diluting Faith’s Mandate 

The original position of people of faith was that charging interest on con-
sumption loans to the needy was considered immoral, while charging interest
on commercial loans was considered unfair as it amounted to shifting risk
to the borrower. As is well known, this position was later modified by many
faith groups to allow moderate rates of interest on commercial loans.17

The distinction made between loans for consumption purposes (which
do not result in anything marketable) and loans for productive purposes
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has no basis in the texts to which these faith groups adhere. This was sup-
posedly done on pragmatic grounds to facilitate financial transactions
between owners of money capital and users of money capital for creating
additional wealth. It was argued that interest payment was needed to com-
pensate for the lender’s loss of opportunity to profitably employ their cap-
ital, ignoring the fact that no opportunity for guaranteed profit existed.18

Man’s environment is characterized by uncertainty of future value produc-
tivity of capital, as Frank Knight demonstrated in his 1921 book Risk, Uncer-
tainty and Profit.19 Furthermore, any legitimacy accorded to interest in one
sector permeates throughout the economy with the passage of time.20 Islam
eliminated that possibility by declaring excess payment above the initial
amount lent as prohibited riba. As the Quran says: 

Believers! Have fear of God and give up all outstanding interest if
you do truly believe. But if you fail to do so then be warned of war
from God and His Messenger. If you repent even now, you have the
right of the return of your capital; neither will you do wrong nor will
you be wronged. (2: 278–80)

The Quran does not recognize the distinction between low and high rates
of interest or between loans for business and loans for need-fulfillment. The
presumption that commercial loans were not prevalent at that time has no
basis in history.21 On the contrary, riba in seventh century Arabia was over-
whelmingly common in commerce. This is underlined by the declaration
made by the Prophet Muhammad in his last Hajj sermon canceling all inter-
est owed to his uncle, Abbas bin Abdul Muttalib. Abbas advanced money
capital to date growers in Medinah as well as to grape growers in Taif. Failure
to pay at the time the loan was due then justified an increase in the amount
to be repaid. 

Some have tried to grant legitimacy to interest arguing that it is anal-
ogous to rent. Unlike money, which must first be spent to acquire real
goods and services, rented goods like machines and real estate are useable
right away. Islam, like other religions, allowed people to charge rent as a
price for usufruct. Jurists often absolve the lessee from the obligation to
pay rent should the rented property lose its ability to provide the expected
usufruct. 

Legitimacy of profit and rent is hedged with the provisions directed
against monopoly and hoarding in order to maintain fair competition. The
rest is largely left to the market functioning under the watchful eyes of the
social authority. Abu Bakr, the first ruler succeeding the Prophet Muham-
mad, described the ruler’s duty as protecting the weak from the strong.22
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Speculation in financial markets often takes the form of betting on the
uncertainty of the outcome of future events. Regulators must realize that
such trading in risk is no more than gambling and serves no legitimate
financial purpose. As such, regulators should prohibit such trades and they
should closely examine all associated financial instruments, such as deriv-
atives, for characteristics of uncertainty.         

Conclusion 

Faith has the potential to influence financial markets by molding human
behavior in accordance with moral values. Thus, people of faith have
devised institutions to realize the ideal of a just society, through means such
as the Islamic finance framework and other faith-based initiatives intro-
duced in the Christian world. Rapid technological changes necessitate
adapting these institutions in order to realize social goals while the institu-
tions continue to innovate in financial markets. These rapid changes con-
stantly present new challenges for regulators, so the quest for fairness in
finance becomes a continuous process. 
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Glossary

‘adl – justice and fairness. It means to give every party what he or she
deserves at the appropriate time.

‘ain – determinate property in Islamic law or the material substance of an
asset. This term is often used in respect of real assets.

‘amal – work; labor or conduct; any work performed including any valuable
service rendered by a person, which may or may not attract a consideration
in the form of wages. 

amana – trust. The status or duty of a trusted person (amin); one of two
basic relationships toward property, which entails absence of liability for
loss except in breach of duty; compare daman, other entities do not have
this quality.

arbun – a down payment with revocation option akin to a call option in
the conventional sense. However, the contract is a sale of a good for which
the down payment is part of the price, while the option is about the right
to purchase and the price for this right is lost. In classical fiqh it is contro-
versial, but accepted at the Hanbali School of Islamic law.

bait al-mal – the treasury of the Muslim community (umma); historically,
the bait al-mal as an institution was developed by the early caliphs that soon
fell into disrepair. The bait al-mal contained funds meant to be spent on
the needs of the umma, e.g., supporting the needy.

bay ‘ al-salam – purchase with deferred delivery.

darar – harm; the dire state of hardship, which the law is meant to prevent
in all situations. 

daruriyat – (sing. darurat) basic needs, necessities or the essentials. These
are the things or activities that are absolutely necessary for the preservation
of the five foundations of the social life of an individual—llife, religion,
intellect, family lineage and wealth. 

fatwa/fatawa – (pl. fatawa) a formal judgment or ruling issued by a Muslim
jurist (faqih) called a mufti, in response to a question relating to Islamic law
(shari‘a).
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fiqh – Islamic jurisprudence. The fuqaha (sing. faqih) or Muslim jurists are
those whose rulings constitute the entire body of fiqh.

gharar – lit., peril, risk, uncertainty. In the juristic sense, gharar means a
sale of probable commodity, which has an uncertain or risky nature as a
result of its inexistence or speculative tendencies. 

hajiyyat – (pl. hajiyyaat) needs or exigencies; legitimate interests that are
complementary to the essentials (daruriyat), but not as crucial. Absence of
the hajiyyat leads to hardship, though short of severe disruption. This is the
second level of public interest or welfare (maslaha); lower than daruriyat
but higher than tahsiniyyaat.

halal – permissible, lawful; said of a deed that is not prohibited in Islam.
Opp. haram.

haram – impermissible, illegal, unlawful. Opp. halal.

hiba – contract of gift.

hiyal – (sing. hila) legal artifices or stratagems to circumvent or avoid legal
principles and rigid constructs.

‘ibadat – rules pertaining to worship and ritual matters. 

ihsan – perfection in worship or to do good. It involves sincerity in acts of
worship and doing good to others in human interaction.

ijara – operating leasing (lit. “letting to lease”).

ijma‘ – lit. consensus. The unanimous consensus of the umma on a given
issue, usually represented by the agreement of the jurists. Ijma‘ has tradi-
tionally been recognized as an independent source of law, alongside the
Quran, sunna and qiyas (analogical deduction).

ijtihad – lit. effort, exertion, diligence. The process by which a qualified
Islamic jurist (called a mujtahid) endeavors to arrive at the correct ruling
on a given issue by reflecting on source texts from the fundamental sources
of the shari‘a: the Quran and the sunna.

istisna‘ – contract providing for the manufacture and purchase of a speci-
fied item.

Khalifah – man’s trusteeship and stewardship of earth; most basic theory
of the caliphate; flora and fauna as sacred trust; accountability to God for
harms to nature, failure to actively care and maintain. Three specific ways
in which khalifa is manifested in Muslim practice are: the creation of haram



Glossary 293

to protect water, hima to protect other species (including those useful to
man), and resistance to infidel domination over Muslim lands, in jihad.

khiyar ash-shart – an option to rescind a sale contract based on the condi-
tions stipulated by either of the parties. When one of the parties to a sale
contract stipulates an option and such is mutually agreed, and the other
party fails to fulfill the condition, the stipulating party has the right to
rescind the contract within a given period. 

khulta – lexically “mix”; in fiqh, a mix of properties that belong to two or
more parties, such as when four sheep owned by Zayd and five owned by
‘Amr are allowed to mingle in one flock.

mafsada – (pl. mafasid) harm. Removing harm or ill effects of a phenom-
enon is one of the twin objectives of Islamic law.

mal – wealth, money, property; any valuable thing that can be possessed.

maqasid al- shari‘a – lit. the objectives of the shari‘a. The term maqasid al-
shari‘a refers to a juristic-philosophical concept developed by the later gen-
erations of the classical fuqaha, who attempted to formulate the goals and
purposes of the shari‘a in a comprehensive manner to help investigate new
cases and organize previous existing rulings.

maslaha – (pl. masalih) benefit. This term also means public interest. 

maysir – gambling, a game of chance. Originally a game of chance played
by the Arabs in the jahiliyya, maysar came to refer to any game of chance.

milk – lit. possession or property. Tangible or non-tangible asset that
belongs to a person. Such asset is usually under someone’s possession as
opposed to commonly owned properties.

mishpat (n.b. this is a Jewish term) – right judgment or justice embodied
in a concrete act or deed.

mu‘amalat – dealings or transactions among human beings; compare 
’ibadat.

mudaraba – (also called qirad) a form of partnership to which some of the
partners contribute only capital and the other partners only labor (some
schools do not treat it as a partnership but as a contract sui generis).

murabaha – sale at a percentage markup; one of the sales (bay‘) in which
the price is stated in terms of the sale object’s cost to the seller, the others
being sale at cost (tawliya) and sale at discount (wadi‘a).
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mustawriq – person seeking tawarruq.

niyyah – intention.

qard – a loan. A transaction where X lends Y some wealth (e.g., money) to
be repaid after a specified period of time elapses.

qard hasan – goodwill short term loans with no compensation whatsoever.

qimar – (syn. maysir) a type of prohibited arrangement where the acquisi-
tion of property depends on the occurrence of an uncertain event, as in the
case of gambling. 

rabb al-mal – lit., the owner of the property; a partner who contributes
capital.

riba – usury as forbidden in the Quran; interpreted in classical fiqh as
including interest and various other forms of gain in contract.

riba al nasi‘a – postponement riba. Along with riba al-fadl, riba al-nasi‘a
is one of the two categories into which riba (see entry) is often divided by
the fuqaha. Riba al-nasi’a takes place when two ribawi substances are
exchanged, one immediately and the other after a delay. An example of riba
al-nasi’a: two parties agree to exchange 10 kilos of gold for 2 kilos of silver
such that the former is handed over immediately and the latter is to be deliv-
ered two weeks from the date the contract is signed. Another example: two
traders exchange one metric ton of wheat for two metric tons of barley such
that the latter is delivered after one year.

ribawi – (adj. of the term riba) any goods that exhibit one of the attributes
or efficient causes that invoke the application of the riba rules. Therefore,
the term is sometimes used as “Ribawi goods,” which implies goods that
exhibit on the efficient causes that occasion the application of the riba rules. 

sadaqa – (pl. sadaqat) charitable giving.

salam – a type of sale where the full price of the goods is paid in advance
and the goods are delivered at a specified date in the future.

sedaqah (n.b. this is a Jewish term typically transliterated as tzedakah) –
justice; also translated as righteousness.

shari‘a – Islamic law, based on the Quran and sunna.

sharik – partner in a contract.

sharika al-wujuh – partnership on the basis of credit-worthiness of each
of the partners where the ratio of profit and loss is determined by the lia-
bility borne by the partners respectively. 
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shirka – (syn. Musharaka) any contract between two or more persons who
agree to jointly enter a financial enterprise whose profits will be divided
between them. 

sukuk – (sing. sakk) Islamic bonds and certificates.

sukuk al-mudaraba – a bond whose underlying activity is based on
mudaraba.

sukuk al-musharaka – a bond whose underlying activity is based on
musharaka.

sunna – the Prophet Muhammad’s normative example, as known from the
ahadith; one of the four roots (usul) of fiqh.

tabarru‘ – contribution, donation (voluntary contribution).

tahsiniyyah – (pl. tahsiniyyaat) “embellishments,” legitimate interests that
are beneficial, and enhance the quality and refinement of life, yet whose
absence leads neither to severe disruption or to hardship. This is the third
level of public interest or welfare (maslaha); lower than the daruriyat and
hajiyyat.

takaful – lit. mutual support. Islamic insurance; based on the concept of
mutual financial support, an Islamically acceptable alternative to conven-
tional commercial insurance.

taqwa – fear of God. The concept of Taqwa in Islam is generally interpreted
to mean God’s consciousness, which includes piety, love for God, obedience
to God and self-restraint.

Tawarruq – a practice by which a needy person buys something on credit
and at once sells it for cash to a third party in a separate transaction.

tawhid – in Arabic it means attributing Oneness to God and describing Him
as being One and Unique, with no partner or peer in His Essence and
Attributes. Strictly singular; reference to One God. 

umma – the Muslim community.

‘umum al-balwa – a form of public affliction or common plight that is con-
sistently rampant and extremely difficult to avoid in a given place, whose
prohibition will bring hardship to the people. 

‘urf – custom. Common usage and established practice. Urf is one of the
secondary sources of the Islamic law as long as it does not contradict the
primary sources, i.e., the Quran and the Sunna.
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usul al-fiqh – principles of legal reasoning in Islamic jurisprudence.

wa‘ad (wa‘d) – promise.

waqf – (pl. awqaf) lit. cessation. A standard Islamic transaction where one
“freezes” one’s property such that it is considered to have been arrested in
perpetuity and can neither be sold, inherited nor donated. The term waqf
frequently refers to the property itself. The use of a waqf (e.g., a park) is
often reserved for the relief of the poor, for the public at large or for other
charitable ends.

wujuh – (sing. wajh) reputation. This is a metaphor for someone’s reputa-
tion or honor. 

zakat – (Var. zakah or zaka) the third pillar of Islam; obligatory alms-giving
that every well-off Muslim is required to relinquish to the Islamic authority
for distribution to the poor and needy. In the absence of an Islamic author-
ity, well-off Muslims must themselves distribute their alms among the poor
and needy, as prescribed by the shari‘a. The payment of zakat is prescribed
for all persons having wealth above an exemption limit (nisab), as described
in the sunna.
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Ali, S. Nazim, Director, Islamic Finance Project, and Acting Executive
Director, ILSP, Harvard Law School, Harvard University

Nazim Ali is the founding director of the Islamic Finance Project (IFP),
Harvard Law School, which was first established as the Harvard Islamic
Finance Information Program in 1995 at the Center for Middle Eastern
Studies, Harvard University. For the last 20 years, Ali’s research and profes-
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noteworthy among his contributions to the field are the IFP DataBank (first
launched as a CD-ROM in 1997, now available online) and the Harvard
University Forum on Islamic Finance, with the proceedings compiled under
his supervision. The most recently published title of this series is “Integrat-
ing Islamic Finance into the Mainstream.” As IFP director, Ali has been
actively involved with several government agencies, most notably the U.S.
Treasury, the Federal Reserve Bank of New York and several central banks
in various countries, to create better understanding of Islamic finance and
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Ph.D. from the University of Strathclyde, Glasgow, United Kingdom.

Dawood, Majid, Chief Executive Officer, Yasaar Limited, Dubai, United
Arab Emirates

Dawood is an experienced financial services professional. He has been a key
individual in the establishment of Yasaar Limited, the first shari‘a compli-
ance services company. In his capacity as chief executive of Yasaar, Dawood
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financing structures around the globe. He is a director of BRR Investments,
set up in the early 1980s as the first and largest Islamic leasing company in
Pakistan. Prior to setting up Yasaar, Dawood held the position of country
representative for Credit Lyonnais Securities (Asia) Ltd. as well as capital
markets consultant to Credit Lyonnais and Jardine Fleming, advising on
privatisation and capital market issues. Dawood has spoken on the subjects
of Islamic finance and shari‘a extensively and has authored numerous arti-
cles for industry journals and chapters for books. In 2004, Dawood was pre-
sented the Deloitte & Touche award for the most innovative Islamic finance
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product for the Caravan 1 Sukuk. In December 2007 and again in January
2009, under Dawood’s leadership and guidance, Yasaar was voted “The Best
Islamic Finance Advisory Firm” by the readers of Islamic Business and
Finance magazine. Dawood also established Yasaar Media. Yasaar Human
Capital, the Islamic finance executive search and recruitment division, was
launched in 2009. Dawood holds a B.A. in Economics from the University
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Khan is a Doctoral Candidate in Strategy at the Harvard Business School.
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completed a master’s program in international economic development from
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undergraduate degree in economics from Princeton University. Khan has
previously worked as a management consultant in the New York office of
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Islamic finance with Elite Horizon economic consultancy, where his role
includes structuring, endorsing and advising on shari‘a-compliant products
with particular experience in capital and stock market products; consulting
the central bank on regulating and establishing Islamic banking systems;
and conducting comprehensive due-diligences for potential investment
opportunities. He was a shari‘a board member in 1997 with bank Al-Baraka,
the first Islamic bank in the UK, and is now serving as a shari‘a board mem-
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It has long been said that Islamic Finance

needs its own innovative blueprints to

follow the pulse of the industry.

Discussions on Islamic Finance as an alternative

to conventional finance or a competitor have

reached a new milestone: recognition of their

cooperation. As the field of Islamic Finance

expands and diversifies, so does its ability to

cross new venues and cultivate partnerships.

The Ninth Harvard University Forum, enti-

tled “Building Bridges Across Financial

Communities,” sought to explore these

opportunities: What lessons on social respon-

sibility can organizations find in Islamic

Finance and other faith traditions? What can

conventional banks and Islamic Finance insti-

tutions learn from each other, particularly

after the financial crisis?

This volume, a selection of 11 papers presented

at the Ninth Forum sponsored by the Islamic

Finance Project at Harvard Law School, inves-

tigates these questions through original

research on best practices across and between

industries and faith traditions. Essays consider

diverse topics ranging from the influence of

religion on corporate social responsibility and

individual financial choices to the parameters

of hedging and portfolio diversification. 

As our writers suggest, there is reason to be

optimistic about the future of cooperation

among financial communities; intellectual

inquiry is just a first step along this bridge. 
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