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Under a joint initiative of the Islamic 
Development Bank Group and the 
World Bank Group, the inaugural 

Global Report on Islamic Finance has been 
prepared with a focus on the widening dispar-
ity of global wealth and how Islamic finance 
can help in enhancing shared prosperity. 
This Report is timely, as world leaders have 
adopted the 2030 Agenda for Sustainable 
Development, which includes a set of Sustain-
able Development Goals (SDGs) to end pov-
erty, fight inequality and injustice, and tackle 
climate change by 2030. The Islamic Devel-
opment Bank Group, in its 2016–25 Strategic 
Plan, gives priority to inclusive and sustainable 
socioeconomic development among member-
countries within its role in advancing Islamic 
finance globally.

Besides imposing social and environmen-
tal costs, severe inequality adversely affects 
economic growth and wealth creation. The 
question that needs to be addressed is how to 
minimize the disparity in wealth and enhance 
shared prosperity. Given its potential role in 
economic development, Islamic finance can 
contribute toward achieving these objectives. 
Accordingly, the joint initiative of the Islamic 
Development Bank Group and the World 
Bank Group provides detailed research under 
the general theme “Islamic Finance: A Cata-
lyst for Shared Prosperity.”

The Global Report provides a comprehen-
sive overview of the existing status of various 
Islamic finance sectors and identifies major 
challenges hindering the growth of Islamic 
finance. It also identifies policy interventions 
and tools for policymakers to leverage the 
principles of Islamic finance in an effort to 
eradicate extreme poverty and work toward 
a more equitable distribution of wealth. The 
main message of the Report is that Islamic 
finance, built on a foundation of social and 
economic justice, can contribute to shared 
prosperity through the principles of inclusive 
participation and risk sharing.

The experts from both institutions who 
helped creating this Report come with vast 
experience and technical knowledge and pro-
vide dual perspectives on finance, enabling 
readers to connect with the Islamic perspec-
tive of finance. The joint initiative highlights 
that there is a lot that we can learn from one 
another. We hope that this Report will be the 
beginning of a fruitful and productive collab-
oration among international and multilateral 
institutions to serve our global community.

Dr. Ahmed Mohamed Ali
President, Islamic Development  

Bank Group
September 2016
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There is broad consensus that the objec-
tive of economic development is not 
only to boost economic growth but 

also to share prosperity with all segments 
of society through equitable distribution 
of income and wealth. The trickle-down 
approach asserts that higher productivity 
and industrial advancement lead to higher 
gross domestic product (GDP) growth, which 
will improve the well-being of all segments 
of the society, including the poorest and 
most marginalized in a country. However, 
recent experience has shown that the imme-
diate impact of such a growth-led policy can 
be an undesirable concentration of wealth in 
the hands of a few, while the growth benefits 
trickle down to the extremely poor only over 
a relatively long period of time. Inequality 
increased considerably in the aftermath of 
financial crisis of 2007–08. The seriousness 
of the problem is highlighted by a few strik-
ing facts:

·	 Almost half of the world’s wealth is now 
owned by just 1 percent of the population 
(Working for the Few 2014).

·	 The richest 10 percent of the world’s popu-
lation hold 86 percent of the world’s wealth, 
and the top 1 percent alone account for 46 
percent of global assets (Credit Suisse 2013).

·	 In the United States, the wealthiest 1 per-
cent has captured 95 percent of growth 
since 2009, while the bottom 90 percent has 
become poorer (Working for the Few 2014).

There is growing realization that despite 
good intentions, development policies have 
led to an undesirable imbalance in income 
and wealth distribution. Given the significant 
evidence of growing inequality, its adverse 
effects on economic growth, and its social 
costs, among other wide-ranging negative 
impacts, there is an ongoing debate as how 
to minimize extreme inequality and enhance 
shared prosperity. Much has been said about 
the damages of high inequality of income 
and wealth to society. It erodes trust, creates 
barriers to social mobility for current and 
future generations, increases social resent-
ment, undermines effective governance, cre-
ates a “winner-take-all” society, and breaks 
down social solidarity. While income and 
wealth inequality undermine economic per-
formance, shared prosperity and economic 
performance support each other; there is no 
trade-off.

In this regard, several global agencies, 
including the United Nations, place an empha-
sis on inclusive and sustainable development 
rather than mere economic development. 

Overview

  1
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sharing and entrepreneurship; and financial 
and social inclusion for all, promoting devel-
opment, growth, and shared prosperity. The 
risk-sharing and asset-based financing nature 
of Islamic finance and its potential contribu-
tion to growth and inclusive prosperity have 
considerable merit, particularly in light of 
the mounting evidence of the negative effects 
of debt and leverage on the economy. For 
example, two recent seminal works by Mian 
and Sufi (2014) and Turner (2015) document 
the strong relationship of household leverage 
to financial crisis and instability, and their 
adverse effect on economic growth.

Islamic finance, through its core principles, 
advocates for the just, fair, and equitable dis-
tribution of income and wealth during the 
production cycle and provides mechanisms 
for redistribution to address any imbalances 
that may occur. Islamic finance’s approach to 
redistribution is based on a balanced blend of 
income-based redistribution through redis-
tributive instruments and asset-based redis-
tribution through the notion of risk sharing 
(dispersion of ownership). The income-based 
redistribution approach offers only a partial 
solution because it takes the current income 
distribution as given and aims at fairer dis-
tribution of future GDP. By contrast, asset-
based redistribution is basically a risk-sharing 
approach; it empowers equity participation 
by the lower-income groups in the society. 
Rewards are shared, but so is risk. By mak-
ing the poor direct holders of real assets in 
the real sector of the economy, it reduces their 
aversion to risk. It also creates positive incen-
tives for behavioral factors that enhance pro-
ductivity (such as trust, truth telling, and hard 
work) through the design of contracts that 
reduce or eliminate the difference between 
principles and agents and are conducive to the 
advancement of the interests of all parties to a 
contract (Mirakhor 2015).

Islamic finance is very relevant to the Sus-
tainable Development Goals (SDGs), the 
global development agenda for 2015–30, 
which requires unprecedented mobilization 
of resources to support their implementation. 
Because of the transformative and sustain-
able nature of the new development agenda, 

The World Bank Group has revised its mis-
sion for the first time in 30 years and has 
included promotion of share prosperity one 
of the two goals, in addition to reducing the 
number of people living in extreme poverty.1 
Similarly, the new 10-Year Strategy of the 
Islamic Development Bank Group (IDBG) 
(2016–25) also aims at promoting inclusive 
and sustainable socioeconomic development 
among member countries by providing a 
leadership role in promoting Islamic finance 
globally.

Although, the development community’s 
concern about growing inequality and the 
imbalance in distribution of wealth has led 
to a realization that equitable sharing of 
prosperity is essential, there is difference of 
opinion as to the approaches to achieve this 
goal. Islamic economics and finance provide 
an alternative perspective and solution to the 
development challenges mentioned. Given the 
potential role of Islamic finance in economic 
development, the World Bank Group and 
IDBG decided to focus on the topic of “Islamic 
Finance and Shared Prosperity” as the general 
theme for the inaugural edition of the Global 
Report on Islamic Finance (GRIF). This 
Report has three main objectives:

·	 Develop understanding of the theoretical 
foundation of Islamic finance and shared 
prosperity

·	 Review recent development and trends in 
various sectors of Islamic finance, such 
as banking, capital markets, and social 
finance

·	 Identify policy interventions and tools for 
policy makers to leverage Islamic finance 
to eradicate extreme poverty and ensure 
equitable distribution of wealth.

The Report develops a theoretical frame-
work to analyze the progress of Islamic eco-
nomics and finance based on four fundamen-
tal pillars: an institutional framework and 
public policy oriented to the objectives of sus-
tainable development and shared prosperity 
in line with the broader objectives of Islam; 
prudent governance and accountable leader-
ship; promotion of an economy based on risk 
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decades, accumulating nearly $1.9 trillion in 
assets and spreading across 50 Muslim and 
non-Muslim countries around the world.

Financial intermediation through risk-
sharing contracts, as well as financial inclu-
sion by Islamic banks, could contribute to 
shared prosperity—provided that Islamic 
banks pursue risk-sharing intermedia-
tion and increase the allocation of credit to 
the micro, small, and medium enterprises 
(MSME) sector. Islamic banking is not typi-
cal conventional banking; rather, it is mode 
of financial intermediation offering bank-
ing and asset management services. Current 
practices are restraining its full potential 
because of attempts to replicate conventional 
banking.

To live up to the ideals of Islamic finance, 
Islamic banks face many challenges, rang-
ing from the gap between the prevalence of 
debt-based instruments and the aspirations 
of financing predominantly through equity 
and risk sharing, to the need for increased 
social capital, and the challenges of creating 
an enabling regulatory framework. To con-
tribute to shared prosperity, the Islamic bank-
ing sector should focus on six key areas of 
improvement, and adopt best practices. These 
include:

1. Creating an enabling regulatory environ-
ment by supporting consistent regulations; 
ensuring consistent implementation of the 
Basel III and Islamic Financial Services 
Board (IFSB) frameworks; ensuring that 
systemic risks in dual banking systems 
(conventional and Islamic) are addressed; 
and implementing cross-border supervision

2. Introducing innovative risk-sharing prod-
ucts and services, rather than replicating 
conventional risk-transfer products

3. Harmonizing sharī‘ah governance through 
efforts to unify cross-country sharī‘ah rul-
ings about Islamic finance, which would 
help accelerate the growth of the industry

4. Enhancing the scale and access to Islamic 
finance to include low-income earners

5. Improving liquidity and ensuring stability
6. Bolstering human capital and literacy in 

Islamic finance.

all possible resources must be mobilized if 
the world is to succeed in meeting its tar-
gets. Given the principles of Islamic finance 
that support socially inclusive and develop-
ment promoting activities, the Islamic finan-
cial sector has the potential to contribute to 
the achievement of the SDGs. Particularly 
in member-countries of the Organisation of 
Islamic Cooperation (OIC), where policy mak-
ers are challenged with high levels of inequal-
ity and highly indebted households, firms, 
and sovereigns, a solution provided by Islamic 
finance could lead to sustainable development 
and enhanced shared prosperity. Mobilization 
of Islamic financial institutions, capital mar-
kets, and the social sector in promoting strong 
growth, enhanced financial inclusion, and 
intermediation, reducing risks and vulnerabil-
ity of the poor, and more broadly contribut-
ing to financial stability and development will 
be pivotal in achieving the SDGs in countries 
with a serious commitment to Islamic finance.

Despite encouraging developments and a 
rich theoretical foundation, there are a num-
ber of aspects where policy interventions 
or improvements in policy effectiveness are 
needed to develop Islamic finance to boost 
shared prosperity. These include enhanc-
ing the harmonization, implementation, and 
enforcement of regulations; creating institu-
tions that provide credit and other informa-
tion, which in turn support the provision of 
equity-based finance, particularly to small 
and medium enterprises (SMEs) and microen-
terprises; development of capital markets and 
ṣukūk (Islamic bond) products to help finance 
large infrastructure projects; and regulatory 
recognition of products from other jurisdic-
tions to expand the markets through cross-
border transactions.

To overcome challenges and to realize the 
full potential of Islamic finance, a serious and 
consorted effort by stakeholders is required. 
A summary of findings of the Report follows.

Going Beyond Banking

The Islamic banking sector is the dominant 
component of the Islamic finance industry. 
It has grown exponentially in the last two 



underdeveloped and underutilized in Islamic 
finance, and therefore should be given prior-
ity by policy makers.

A good place to start is with Islamic insur-
ance. Besides providing protection against 
risk and uncertainty, takāful could play a 
critical role in enhancing financial inclusion, 
reducing poverty, achieving inclusive eco-
nomic growth, and boosting shared prosper-
ity. Takāful can provide important benefits to 
households and firms. Greater access to finan-
cial services for both households and firms 
may help reduce income inequality and accel-
erate economic growth. Protection against 
unexpected shocks to income and enhanced 
productivity through better health for the 
poor and the vulnerable segment of the soci-
ety through microtakāful could become an 
effective tool for combating poverty. With the 
growth of Islamic microfinance, especially 
in member-countries of the Organisation for 
Islamic Cooperation (OIC), there is need to 
develop the microtakāful industry to provide 
protection against uncertain events and loss 
of income.

To attain a robust Islamic financial NBFI 
sector that will promote inclusive economic 
development and shared prosperity, certain 
requirements must be met, including support-
ive institutions and public policy; responsible 
governance and leadership; promotion of risk 
sharing and entrepreneurship; and a sound 
regulatory and supervisory framework. Seri-
ous supply- and demand-side and legal chal-
lenges must be overcome. Increasing the num-
ber and diversity of Islamic NBFIs, together 
with increasing the range of products offered 
to various segments, are two major challenges 
on the supply side. On the demand side, low 
levels of financial literacy about the prod-
ucts and services offered by Islamic NBFIs; 
cultural, social, and physical barriers; insuf-
ficient consumer protection practices; and 
reputation- and credibility-related challenges 
are the biggest obstacles hindering further 
improvement of Islamic NBFIs. A balanced 
and enabling regulatory and taxation frame-
work that also fosters cross-border invest-
ments in the Islamic NBFI sector is also 
needed.

Developing Vibrant Capital Markets

Capital markets through equity- and asset-
based finance could play a critical role in 
reducing poverty by providing opportunities 
for poor to build assets. Islamic capital mar-
kets are relatively young, but are second larg-
est segment of the Islamic finance sector, after 
banking. The ṣukūk (Islamic bond) market 
has grown considerably over the last decade. 
Şukūk offer great potential for promoting 
shared prosperity because of their suitability 
for financing infrastructure, raising funds for 
new businesses, encouraging entrepreneur-
ship, and supporting economic development. 
Unlike other asset classes, they offer a hybrid 
profile between pure equity and debt, and 
are thus attractive to a wide range of inves-
tors and finance seekers, again with a positive 
potential for shared prosperity.

Development of vibrant capital markets is 
the essential ingredient for Islamic finance. 
There is the need for incentives to encourage 
risk sharing, particularly through the devel-
opment of markets for equity trading. This is 
hindered by the perverse tax treatment that 
classifies interest as a tax-deductible expense. 
In order to create a level playing field for debt 
and equity, there is a need to eliminate the 
tax shelter on interest payments. Tax neu-
trality for ṣukūk issuers and investors could 
further boost the market. The use of ṣukūk 
by governments and governmental agencies’ 
to mobilize financing is essential to develop 
a long-term yield curve and to develop a 
corporate ṣukūk market, as well as to pro-
mote transparency and efficiency of the asset 
pricing.

Promoting the Nonbank Financial 
Institutions Sector

International financial systems are realizing 
the growing importance of nonbank financial 
institutions (NBFIs) such as housing finance, 
leasing, and asset management, especially 
their potential contribution to economic 
development. The risk-sharing and asset-
backed nature of Islamic finance products 
is more suitable for providing financial ser-
vices through NBFIs. This sector is currently 
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play the role of a catalyst. Despite recent 
encouraging developments and the growth of 
Islamic finance, there are a number of areas 
in which policy interventions or improve-
ments in policy effectiveness are needed to 
further develop Islamic finance and boost 
shared prosperity. Lower-income countries 
are lagging behind higher-income countries 
in terms of developing Islamic finance to 
enhance shared prosperity. The significance 
of timely and effective policy cannot be 
overemphasized.

This Report identifies areas in different 
sectors that could guide policy makers in 
formulating policy interventions to meet the 
objective of leveraging Islamic finance to alle-
viate poverty and enhance shared prosperity. 
These include enhancing implementation and 
enforcement of regulations; creating institu-
tions that provide credit and information that 
in turn support the provision of equity-based 
finance, particularly to SMEs and microenter-
prises; developing capital markets and ṣukūk 
products to help finance large infrastructure 
projects; harmonizing regulations; and regu-
latory recognition of products from other 
jurisdictions to expand the markets through 
cross-border transactions.

The process of identifying policy interven-
tions and areas to focus has been going on for 
more than a decade. Notably, the IDBG and 
IFSB jointly prepared a Ten-Year Framework 
Document and Mid-Term Review (MTR). 
These and other initiatives emphasize incor-
porating the use of Islamic finance in national 
development plans, as well as building mas-
ter plans to develop the Islamic finance sec-
tor domestically. Recently, the G-20 has made 
similar recommendations to better integrate 
Islamic finance with global financial systems. 
This Report identifies additional areas for 
policy recommendations.

Table O.1 summarizes recommendations 
and policy measures for each sector with 
respect to each pillar of the development 
framework for Islamic finance discussed in 
this Report. Without the right enabling envi-
ronment, Islamic finance may not be able to 
attain the potential expected from it. How-
ever, with adequate policy interventions and 

Alleviating Poverty and Sharing 
Prosperity through Islamic Social 
Finance

Islamic social finance advocating a sharing 
economy and promoting redistribution could 
play a significant role in helping achieve 
the twin development objectives of end-
ing extreme poverty globally by 2030 and 
promoting shared prosperity by raising the 
incomes of the bottom 40 percent of the pop-
ulation. The institutions and instruments of 
Islamic social finance are rooted in redistri-
bution and philanthropy. Such interventions, 
involving qard hasan, zakat, and ṣadaqāt,2 
can potentially address the basic needs of the 
extremely poor and the destitute and create 
a social safety net. The instrument of awqāf 
(Islamic endowments or trusts) is ideal for 
the creation and preservation of assets that 
can ensure a flow of resources to support 
the provision of education, health care, and 
other social goods. These Islamic institu-
tions can play a critical role in the realization 
of the global vision of generating sufficient 
income-earning opportunities; investing in 
people’s development prospects by improv-
ing the coverage and quality of education, 
health, and sanitation; and protecting the 
poor and vulnerable against sudden risks 
of unemployment, hunger, illness, drought, 
and other calamities. These measures would 
greatly boost shared prosperity, improving 
the welfare of the least well-off.

The role of Islamic social finance has great 
significance in countries with high levels of 
exclusion and deprivation. This Report esti-
mates that for most countries in South and 
Southeast Asia and Sub-Saharan Africa, the 
resource needs to alleviate deprivation could 
be met adequately if the potential of institu-
tions of zakāt and waqf were realized, even if 
only in part.

Public Policy Interventions

In an environment of constrained sources of 
development financing, timely public policy 
interventions are the need of the hour. Islamic 
finance, with its rich theoretical promise to 
fight poverty and enhance prosperity, could 
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The third pillar is the distribution chan-
nel; it works at both the individual and orga-
nizational level. One of the central features 
is the advocacy of risk sharing and promo-
tion of entrepreneurship. This is one of the 
most important aspects of Islamic finance, 
which differentiates it from the conventional 
approach of overreliance on debt-dominated 
instruments that shift or transfer risk. Shar-
ing the risks of economic and financial trans-
actions also ensures the stability of the finan-
cial system. In addition, risk sharing with 
equitable sharing mechanisms encourages 
entrepreneurship and innovation because 
counterparties receive their fair share in the 
investment. This in turn will increase the allo-
cation of resources to the real sector, rather 
than channeling excessive financial flows to 
the financial sector, leading to overfinancial-
ization of economy.

An important component of risk shar-
ing in Islamic economics is risk sharing 
through Islamic instruments of redistribu-
tion. Without this channel, certain segments 
of the society could easily be left out of the 
system, which would marginalize them and 
decrease the full productive potential and 
social harmony of society. This redistribution 
of income and wealth is not charity; rather, 
it is an endowment that would enable them 
to conduct their lives honorably and have an 
equal opportunity to contribute productively 
to society.

The fourth pillar aims to ensure that the 
fruits of higher growth are distributed to 
every segment of the society inclusively, either 
through participation in the economic growth 
or through Islam’s instruments of redistribu-
tion. Since member-countries of the Organi-
zation of Islamic Cooperation (OIC) have pre-
dominantly Muslim populations—for whom 
certain methods of conventional finance 
could contradict their faith and thus exclude 
them from the financial system—using a 
new framework of economic development 
and finance could help increase financial and 
social inclusion, which could facilitate equal 
opportunity.

Chapter 2 presents a snapshot of the cur-
rent state of the extreme poverty and income 

an enabling financial infrastructure, Islamic 
finance could become a catalyst for alleviating 
poverty and promoting inclusive prosperity.

Brief Overview of Chapters

Chapter 1 lays the theoretical framework 
of the role of Islamic economics and finance 
in promoting development, growth, and 
shared prosperity. This framework is based 
on four fundamental pillars: an institutional 
framework and public policy oriented to the 
objectives of sustainable development and 
shared prosperity in line with the broader 
objectives of Islam; prudent governance and 
accountable leadership; promotion of an 
economy based on risk sharing and entre-
preneurship; and financial and social inclu-
sion for all.

The first pillar is crucial because having a 
sound institutional framework and appropri-
ate public policies are the foundation upon 
which the other pillars must rest and can func-
tion optimally. Institutions play a critical role 
in this framework, as they implement the rules 
prescribed by the tenets of Islam. The institu-
tions also adhere to the core objectives of Islam 
(commonly known as maqāṣid al-sharī‘ah, or 
Objectives of Sharī‘ah) that lay the foundation 
to formulate the policies promoting economic 
and social justice, preservation of human 
rights, dignity, health, and the intergenera-
tional wealth of the society.

The second pillar focuses on developing 
a governance mechanism and accompanying 
compliance system based on the objectives 
and institutions prescribed by the first pil-
lar. The ethically based governance, leader-
ship, and compliance system helps increase 
the transparency and accountability in the 
public, private, and social sector institutions 
of the overall economic system, and hence 
strengthens trust in the system. Trustworthy 
and capable leadership can ensure protec-
tion of rights of the vulnerable or those who 
could be vulnerable (as in future generations). 
Increased trust and better governance in 
turn strengthen the institutional framework, 
which enables better implementation of better 
public policies.
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better risk-sharing environment than non-
OIC countries. The capital market could be a 
better proxy for entrepreneurship. However, 
stock markets are not established in most 
lower-middle and lower-income countries. 
The development of capital markets with 
wider access to the public under a strong legal 
and governance framework is desirable to 
promote shared prosperity in countries where 
poverty is still prevalent. In terms of social 
and financial inclusion, OIC countries tend to 
borrow less from formal financial institutions, 
which may indicate self- exclusion due to reli-
gious reasons. Developing the Islamic finance 
sector may enhance financial inclusion.

In summary, chapter 2 presents the state 
of affairs with respect to trends in poverty 
alleviation and income distribution, which 
can be used by policy makers to formulate 
policy interventions and to identify areas to 
strengthen, keeping in mind the objective of 
leveraging Islamic finance for alleviating pov-
erty and enhancing shared prosperity.

Chapter 3 focuses on the Islamic bank-
ing sector, which is the dominant component 
of the Islamic finance industry, accounting 
for more than three-quarters of the indus-
try’s assets. Islamic banking is based on key 
Islamic principles of prohibiting exploita-
tion, emphasizing ethical standards, promot-
ing moral and social values, and rewarding 
 enterprise (linking risk and reward). The 
aspiration of Islamic banking is the cre-
ation, equitable distribution, and circula-
tion of wealth in order to promote economic 
and social justice and to satisfy customers’ 
needs for sharī‘ah-compliant investments and 
financing opportunities. This wealth creation 
and its fair distribution ensure shared pros-
perity. Islamic banking contributes to shared 
prosperity through its impact on economic 
growth, as a provider of capital for economic 
activities, and through the risk-sharing char-
acteristics of its products.

The key features of risk-sharing contracts, 
and financial inclusion through increased 
banking options, contribute to shared pros-
perity. Islamic banking can have a posi-
tive impact on financial intermediation by 
the poor, which ultimately should boost the 

disparity globally and compares it with the 
OIC countries. A brief analysis of the histori-
cal trend in several metrics with respect to 
select benchmarks against the framework of 
economic development developed in chapter 1 
is provided as well. Finding and discussing 
the root causes of the disparities between OIC 
and non-OIC countries is beyond the scope of 
this Report and is left for future research.

Extreme poverty has been reduced con-
siderably around the world in the past two 
decades—although at a slower pace within 
the group of OIC countries than globally. 
OIC countries are very diverse in terms of 
income group, geography, and culture, and 
are tied only by religion. The rate of poverty 
alleviation among the extreme lower-middle-
income and lower-income countries is higher 
for OIC member-countries than for the non-
OIC group. Among the regional differences, 
in Sub-Saharan Africa, OIC countries have 
exhibited higher poverty reduction than the 
non-OIC countries in the same region. How-
ever, OIC countries have lagged behind non-
OIC countries in terms of poverty reduction 
in East Asia and South Asia. In terms of the 
income disparity, there is no significant dif-
ference between OIC and non-OIC countries. 
In both groups of countries, the top decile 
receive the major share of the income.

To assess the state of shared prosperity, 
various indexes are used as a proxy for each 
pillar of shared prosperity, as discussed in 
chapter 1. In terms of the institutional frame-
work and public policy, the rule of law index 
score is negative for all groups of countries 
except for the high-income group, clearly 
highlighting the need to strengthen the legal 
system in order to break out of the poverty 
cycle. The Government Effectiveness Index 
indicates a similar trend for governance and 
leadership; on average, countries from the 
lower and lower-middle income groups trail 
behind the high-income group, highlighting 
the importance of governance and leadership 
in enhancing shared prosperity.

As an admittedly imperfect proxy for 
risk sharing, this Report uses the inverse of 
the correlation between consumption and 
income. OIC countries on average have a 
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corporate and sovereign entities. The ṣukūk 
market recovered quickly after the global 
financial crisis and peaked in 2012. Issuance 
declined somewhat in 2014 and 2015, but it 
is still considerably higher than its precrisis 
level. Ṣukūk offer great potential for promot-
ing shared prosperity due to their suitability 
for financing infrastructure, raising funds for 
business, and supporting economic develop-
ment. Unlike other asset classes, they offer a 
hybrid profile between pure equity and debt, 
and are thus attractive to a wide range of 
investors and finance seekers, again with a 
positive potential for shared prosperity.

A MTR of the Islamic financial services 
industry jointly prepared by the Islamic 
Research and Training Institute (IRTI) of the 
Islamic Development Bank and the IFSB high-
lights some of the major challenges hindering 
the development of Islamic capital markets. 
First is the need for incentives to encourage 
risk sharing: in particular, through the devel-
opment of markets for equity trading. This is 
hampered by the perverse tax treatment that 
classifies interest as a tax-deductible expense. 
In order to create a level playing field for debt 
and equity, there is a need to eliminate the tax 
shelter on interest payments. Second, because 
asset-backed ṣukūk could be more costly to 
structure than conventional securities, there 
is a case for allowing these expenses to be tax 
deductible. In addition, provision should be 
made for tax exemption on the asset trans-
ferred in sale-based structures because such 
transfers are a precondition for sharī‘ah com-
pliance. The authorities may wish to extend 
the favorable treatment of ṣukūk further by 
exempting investors from income and capital 
gains tax. This could apply where ṣukūk are 
used to fund specific development projects, 
rather than for unspecified government or 
corporate expenditures.

The MTR highlights the lack of a uniform 
approach to Islamic capital market regulation 
and governance. It is important for Islamic 
capital markets to be seen as incorporating 
higher ethical standards through transpar-
ent governance mechanisms and robust regu-
latory frameworks. It would also be helpful 
for market confidence and perceptions of 

mobilization of savings and prosperity. In 
addition, Islamic banks have a social respon-
sibility that transcends the maximization of 
profits.

Chapter 4 addresses how capital markets 
can contribute to enhancing shared pros-
perity by facilitating long-term financing 
through tradable instruments that enable 
easy market entry and exit. In a pure equity-
based and risk-sharing framework, Islamic 
capital markets can serve the real sector of 
economy more effectively in an equitable and 
sustainable manner than conventional capital 
markets. The main requirements to facilitate 
the development of Islamic capital markets 
are similar to those for conventional capital 
markets: notably, protecting property rights, 
controlling market manipulation and fraudu-
lent practices, maintaining fair pricing, and 
supporting the rule of law. However, there 
are additional requirements for the sound 
development of Islamic capital markets: par-
ticularly the promotion of risk-sharing and 
asset-based finance in light of the prohibition 
of debt-based finance.

At present, there is no organized stock 
exchange that is operating in full compliance 
with sharī‘ah principles. Any investor in the 
Islamic equity market invests in the shares of 
sharī‘ah-compliant companies or in a publicly 
offered portfolio consisting of these equities 
offered through unit trusts, mutual funds, or 
exchange traded funds (ETFs). There are sev-
eral prevailing standards for screening equi-
ties, including screens offered by major index 
provider companies such as the Financial 
Times Stock Exchange (FTSE), Standard and 
Poor’s (S&P), Dow Jones, and Morgan Stan-
ley Capital International (MSCI). The empiri-
cal evidence provided in the Report suggests 
that Islamic equity indexes based on the 
S&P’s sharī‘ah screening standard perform at 
least as well on average as their conventional 
counterparts—despite lower diversification, 
due to the exclusion of financial products 
and stocks backing activities prohibited by 
sharī‘ah.

The ṣukūk (Islamic bond) market has 
grown considerably over the last decade. 
Sukūk are now used for financing by 
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investment opportunities are lacking in many 
jurisdictions; thus the operators do not have 
adequate venues for long-term and stable 
investments offering desirable risk and return 
profiles. As a result, takāful operators lack 
access to adequate portfolio and risk manage-
ment instruments to adequately match and 
hedge their liabilities. Development of Islamic 
capital markets, particularly sukūk, is essen-
tial for further development of the takāful 
industry.

Chapter 6 discusses the growing impor-
tance of NBFIs and highlights the important 
linkages of the products and services offered 
by NBFIs to shared prosperity. The chapter 
covers Islamic asset management, housing 
finance, and some specialized NBFIs, such as 
muḍārabah (risk-sharing partnerships) and 
ijārah (leasing) financing companies. The 
chapter argues that NBFIs in an economy add 
to the development of a diverse financial sec-
tor that expands the menu of products to bet-
ter serve dynamic needs of the society.

A diverse financial sector also increases the 
stability of the financial system. NBFIs can 
serve as back-up institutions that may help 
stabilize the financial sector when negative 
shocks adversely affect the dominant finan-
cial institutions, notably banks. Moreover, a 
well-developed NBFI sector can provide ser-
vices to those segments of the society that are 
not adequately served by the formal banking 
sector. In this way, NBFIs have great potential 
to promote shared prosperity more effectively.

Despite the low levels of development in 
most of countries with a high Muslim popu-
lation, Islamic NBFIs have gained momentum 
since the global financial crisis, especially 
on the asset-management side. Assets under 
management of Islamic funds exceeded $60 
billion as of 2014, with an average annual 
growth of 13.5 percent between 2008 and 
2014. A case can be made to exploit the syn-
ergies between socially responsible invest-
ments and sukūk as an alternative tool for 
mobilizing financing that could attract 
Islamic and socially responsible investors to 
make a visible contribution to sustainable 
development. Advocating for the potential of 
Islamic NBFIs for SMEs, chapter 6 presents a 

financial product integrity if sharī‘ah gov-
ernance standards were harmonized. This 
would facilitate cross-border activities in both 
primary and secondary markets, and the 
acceptance of contracts across regions and 
across schools of thought and markets. The 
MTR urges the adoption of the sharī‘ah stan-
dards proposed by the Accounting and Audit-
ing Organization for Islamic Financial Insti-
tutions (AAOIFI) and the IFSB, with sharī‘ah 
boards taking full responsibility for the capi-
tal market products they approve.

The chapter also cites liquidity constrains 
as an impediment: notably the lack of depth 
in the secondary market in ṣukūk, reflecting 
limited issuance and the preference of inves-
tors to hold ṣukūk to maturity rather than 
trade. Greater pricing transparency and faster 
settlement procedures are recommended to 
encourage ṣukūk trading. Revaluation of the 
underlying assets may also be justified for the 
resolution of disputes and investor protection. 
A high level of financial literacy is needed by 
those investing and trading in Islamic finan-
cial markets, especially with respect to legal 
and sharī‘ah safeguards and the nature of the 
risks shared rather than transferred.

Chapter 5 focuses on takāful, the Islamic 
counterpart of conventional insurance. The 
scheme is similar to a mutual insurance con-
cept, but complies with Islamic Law, and is 
based on concepts of mutual solidarity and 
risk sharing. A group of participants agree to 
support one another jointly for the losses aris-
ing from specified risks. The scheme is man-
aged on the participants’ behalf by a takāful 
operator. The takāful industry has two 
unique characteristics: mutual risk sharing 
and sharī‘ah compliance. In order to make it 
feasible, viable, and accessible to all segments 
of the society, there should be a globally 
acceptable takāful business model.

Takāful, as an infant industry, faces many 
challenges. Sound public policy is needed to 
balance protection for participants’ rights 
with the requisite for effective pricing, greater 
solvency, operators’ financial sustainability, 
good business conduct, and relevant dis-
closures. One of the major challenges for 
takāful operators is that sharī‘ah-compliant 
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muḍārabah and mushārakah for alternative 
investments.

At the same time, it must be recognized 
that those involved in alternative invest-
ments are typically sophisticated investors 
who do not need protection in the same way 
as retail investors. Many analysts urge so-
called “light touch” regulation for alternative 
investments, as this reduces transaction costs, 
which ultimately get passed on to the inves-
tors. The European Union and the United 
Kingdom have relatively liberal directives on 
alternative investments. Nevertheless, in the 
case of Islamic investment, the sharī‘ah over-
sight should not be “light touch”: otherwise 
this might undermine the credibility of the 
investments for the pious. There would be 
reputational risks to the financial institutions 
offering such investments, and potential repu-
tational damage to the scholars involved in 
approving the investments.

Sharī‘ah scholars working on Islamic 
finance need to address the issue of the per-
missibly of alternative asset classes more com-
prehensively. At the international level, this 
includes the OIC Fiqh Academy, which has 
issued fatāwá (religious opinions) on many 
Islamic financing contracts, but not specifi-
cally on alternative investments. The sharī‘ah 
scholars advising securities regulators also 
have a role to play, although at present only 
the Securities Commission in Kuala Lumpur 
has a formal shari‘ah board. It has produced 
a joint report on Islamic capital markets in 
collaboration with another Kuala Lumpur-
based institution, the International Sharī‘ah 
Research Academy (ISRA). A similar joint ini-
tiative in the field of Islamic alternative asset 
classes would be welcomed by the world-wide 
Islamic finance community.

Chapter 8 advocates that Islamic social 
finance could play a significant role in help-
ing achieve the twin development objectives 
of ending extreme poverty globally by 2030 
and promoting shared prosperity by raising 
the incomes of the bottom 40 percent of the 
population. The institutions and instruments 
of Islamic social finance are rooted in redis-
tribution and philanthropy. Such interven-
tion, involving zakāt and ṣadaqāt (charity), 

case study of novel sharī‘ah-compliant crowd-
funding to demonstrate how Islamic finance 
can be deployed to enhance SMEs’ access to 
finance. The chapter also includes some high-
lights and cases on Islamic house financing, 
muḍārabah, and ijārah companies that when 
properly implemented have the potential 
to improve financial inclusion in most OIC 
developing markets.

Chapter 7 provides an overview of alter-
native asset classes in Islamic finance and 
explores how this sector could enhance shared 
prosperity. As alternative investments are a 
diverse asset class, there are no all-embracing 
regulations or guidelines that can be applied. 
Usually alternative investments are under the 
remit of securities or capital market regula-
tors, rather than being the responsibility of 
central banks. Among OIC countries, the 
Malaysian Securities Commission and the 
Capital Markets Authority of Saudi Arabia 
have played leading roles in identifying the 
issues that arise with alternative investments. 
The Kuala Lumpur-based IFSB has not yet 
issued any standards specifically on alterna-
tive investments, as it focuses more on Islamic 
banking, capital markets, and takāful, 
although it has published Guiding Principles 
for Islamic Collective Investment Schemes. 
There is clearly a case for more comprehen-
sive guidance on alternative investments by 
the IFSB, as its membership includes regula-
tory authorities from the OIC states.

Regulators should at least try to ensure 
that their policies do not inhibit risk-sharing 
and asset-based financing. These are core 
principles of Islamic finance that are particu-
larly applicable to investment in alternative 
assets. There is a case for encouraging the 
establishment of nonbank Islamic financial 
institutions that can serve investors seeking 
alternative assets. The IFSB and national 
regulators should take the initiative in pro-
viding an enabling environment, specifically 
by drafting guidelines that could be applied 
to sharī‘ah-compliant alternative invest-
ment. They need to consider the incentive 
structures for new entrants and the gov-
ernance framework that can best promote 
the use of risk-sharing partnerships such as 
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cross-sectoral, well-coordinated, and timely 
reforms in financial sector regulations; in 
legal provisions for new types of institutions; 
in contract enforcement; and in tax treatment. 
Such changes lie beyond the capacities of indi-
vidual financial institutions; hence the role of 
government and financial sector regulators 
and stakeholders is particularly important.

Efforts are underway at the national and 
supra-national levels to develop and enhance 
the impact of Islamic finance. At the inter-
national level, various financial infrastruc-
ture institutions are developing standards for 
accounting, auditing, governance, sharī‘ah-
compliance, regulation, and supervision for 
the Islamic financial sector. Multilateral 
cooperation at the international level helped 
create a Ten-Year Framework and Strategies 
Document for the development of Islamic 
financial sector, which underwent a MTR in 
2013. The MTR emphasizes Enablement, Per-
formance, and Reach as three pillars of stra-
tegic importance, and proposed 20 initiatives 
within these three pillars that can be pursued 
by individual countries and their respective 
regulatory authorities. It is hoped that this 
undertaking will help coordinate policies and 
consolidate efforts to develop Islamic finance 
across countries. Some countries have used 
these recommendations as guides to come up 
with their own national plans to foster the 
development of Islamic finance.

The issue of development of the Islamic 
financial sector to increase shared prosperity 
was also a part of the agenda of the Group of 
Twenty (G-20) in 2015. The World Bank and 
International Monetary Fund offered sugges-
tions at the national and international level 
to better integrate Islamic finance with the 
global financial system. At the national level, 
recommendations included adapting regula-
tory and supervisory frameworks to take into 
account the industry’s specific features such 
as risk-sharing where deemed appropriate; 
exploring means for enhancing the liquid-
ity management of Islamic banks; adapting 
tax systems to avoid placing Islamic finance 
instruments at a disadvantage; providing 
the right incentives to ease access to asset-
based and equity-like financing, particularly 

can potentially address the basic needs of the 
extremely poor and the destitute and create a 
social safety net. The chapter reports several 
creative experiments using zakāt and waqf, 
including creating an interest-free credit pool 
funded with zakāt and ṣadaqāt; supporting 
community-driven development using zakāt 
and ṣadaqāt funds; creating a guarantee fund 
with zakat; providing affordable health care 
through corporate waqf; and engineering a 
waqf to provide relief and rehabilitation.

Policies are needed to support the effi-
cient mobilization of Islamic social finance, 
efficient utilization and management of such 
resources, and their integration with micro-
finance to make it more inclusive and afford-
able. At the macro and meso levels, these 
include policies to create enabling legal, regu-
latory, and fiscal frameworks and to provide 
a supportive infrastructure. At a micro level, 
these include policies to enhance the account-
ability and transparency of the institutions, 
improve their governance structures, and 
diversify their product offerings, while trans-
forming the poor into financially literate and 
more responsible clients.

Chapter 9 provides a roadmap for sup-
portive public policy, a sound enabling envi-
ronment, and conducive financial infrastruc-
ture to support the development of Islamic 
finance and its effectiveness in delivering the 
socioeconomic benefits expected from it. As 
Islamic finance caters to the needs of real eco-
nomic activities and provides financing by 
taking on the risk of the business or the eco-
nomic activities it finances, policies to develop 
that Islamic financial sector cannot be pur-
sued in isolation from broader public policy 
concerning economic development, business 
promotion, and social advancement.

Islamic finance at present is working 
within a system that is heavily biased in 
favor of debt-based financing. The financial 
infrastructure, peripheral support institu-
tions, and legal environment are more con-
ducive to debt than other modes of financ-
ing. Thus, creating an enabling environment 
to support the proper growth and socially 
beneficial development of risk-sharing aspect 
of Islamic finance is important. This entails 
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enacted a comprehensive Financial Services 
Act to consolidate Islamic financial sector 
regulations, improving sharī‘ah governance, 
properly differentiate Islamic deposit taking 
from investment activities, and provide rel-
evant regulations for both. These efforts fos-
ter proper risk sharing between the financial 
institutions and their clients.

Pakistan has a strategic plan in place to 
develop Islamic finance. It also developed a 
National Financial Inclusion Strategy that 
encompasses many of the areas needed to 
develop Islamic finance. It is one of the few 
countries with well-developed regulatory 
framework for microfinance and has a micro-
finance credit information bureau. Pakistan 
has a system of zakāt collection and distribu-
tion at both the private and public levels.

Notes

 1. Specifically, the goals are to end extreme pov-
erty globally by 2030 and promoting shared 
prosperity by raising the incomes of the bot-
tom 40 percent of the population. See “Ending 
Poverty and Sharing Prosperity,” http://www 
.worldbank.org/content/dam / Worldbank/gmr 
/ gmr2014/GMR_2014_Full _Report.pdf.

 2. Qard hasan is a voluntary loan, without any 
expectation by the creditor of any return on 
the principal. Zakāt are obligatory contri-
butions to the poor and marginalized pay-
able by all Muslims having wealth above 
a certain threshold. Sadaqāt are recom-
mended contributions to the less privileged 
or less able.
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for SMEs. At the global level, the G-20 calls 
for systematically incorporating the indus-
try’s features in global standards and guid-
ance, and developing accounting and statis-
tics standards especially for sukūk; granting 
membership to Islamic finance standard-
setters in the consultative groups of global 
standard- setters, with the view to strengthen 
the emerging cooperation between these insti-
tutions; and stepping up the engagement of 
international financial institutions and multi-
lateral development banks in Islamic finance 
through analytical work, policy advice, and 
capacity development.

Chapter 9 also provides an overview of 
recent policy initiative taken by Indonesia, 
Malaysia, and Pakistan as case studies to 
highlight recent developments in, and the 
enactment and implementation of, policies to 
promote shared prosperity. Islamic financial 
sector development and financial inclusion are 
integrated within the national development 
or financial development plans of these three 
countries. Strengthening sharī‘ah governance, 
improving the alignment of the national-level 
banking regulations with the principles issued 
by international Islamic financial infrastruc-
ture institutions, and establishing diversified 
financial institutions has become an explicit 
part of their agenda. Similarly, financial 
inclusion, its promotion by integrating zakāt 
and awqāf, and fostering the financing of a 
wider set of economic sectors, are gaining 
policy importance.

In an effort to align Islamic financial sec-
tor development with its long-term economic 
development plan, Indonesia has issued a 
road map for Islamic banking development, a 
road map for Islamic capital market develop-
ment, and a road map for sustainable finance. 
These are targets for improving the resilience 
and competitiveness of the Islamic financial 
sector, promoting economic growth and well-
being, and supporting the national commit-
ment to environmental protection. Indonesia 
is also working toward integrating the collec-
tion and distribution of zakat into its finan-
cial system.

Islamic finance has been a priority area 
in Malaysia for three decades. In 2013, it 
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