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THE REAL SHARIAH RISK: WHY THE UNITED STATES 
CANNOT AFFORD TO MISS THE ISLAMIC FINANCE 
MOMENT 

TODD J. SCHMID* 

My hero wants to belong too, but he doesn’t want 
to give up all the things he came to value in the West. 

—Orhan Pamuk1 

In the wake of the recent financial crisis in the United States, 
there has been a call for greater accountability and transparency in 
the financial industry.  The resulting regulatory initiatives have pro-
foundly impacted numerous facets of global finance, including Islam-
ic financial models in the United States.  Islamic finance, which is 
largely uncharted territory for many domestic practitioners and policy 
makers, is a promising mode of finance that the United States should 
not overlook.  This Note examines the current regulatory hurdles that 
are limiting integration of Islamic financial products into the conven-
tional financial system.  Ultimately, this Note argues that financial 
regulations in the United States may best manage “Shariah risk” 
through the implementation of internal Shariah systems and controls 
that are audited or rated by external players.  The Note further argues 
that Islamic finance must be understood in the context of economic 
globalization and not as the mere traditional application of Islamic 
law to financial principles. 

I. INTRODUCTION 

The conceptual framework of Islamic finance—positioned uncom-
fortably between critics who lament that it has strayed too far from its or-
igins and those who claim its products are inefficient compared to con-
ventional banking2—presents a headache for even the most disciplined 
 

 *  J.D. Candidate, 2013, University of Illinois College of Law; B.A., DePauw University, 2009.  
I dedicate this Note to the mentors—who include Andy Goodwin, Alan Redick, and David Trujillo—
who forced me to challenge borders and to build upon my own understanding by looking outside for 
answers.  I thank also my fantastic Note editor, Katie Robillard, for her diligence and patience with me 
throughout the editing process.  All errors are undoubtedly my own. 
 1. BRAINY QUOTE, http://www.brainyquote.com/quotes/quotes/o/orhanpamuk243080.html (last 
visited Mar. 10, 2013). 
 2. See, e.g., MAHMOUD A. EL-GAMAL, ISLAMIC FINANCE: LAW, ECONOMICS, AND PRACTICE 

(2006). 



SCHMID.DOCX (DO NOT DELETE) 5/10/2013  1:24 PM 

1294 UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2013 

financial regulator.  Add to these two sources of commentary the con-
tested compatibility of Islamic finance with conventional or “Western”3 
banking systems (that is, debt-cum-interest), together with its highly po-
liticized context, and we have the perfect recipe for a financial mael-
strom.  Yet the intellectual exercise of uncovering the shared interests 
and values of two financial systems may well be worth the costs. 

Recently, the Financial Times reported the Islamic financial indus-
try had estimated classified assets at around $900 billion, dwarfing the 
numbers from just five years before.4  Islamic banks have surfaced in 
more than fifty countries and are mobilizing funds that are growing con-
sistently at more than fifteen percent per year.5  Novel fiscal products, 
engineered to meet this burgeoning demand, are strong.  The sukuk 
(roughly, an Islamic financial instrument akin to a bond)6 market, for ex-
ample, has observed enormous growth, seeing issuances of more than $32 
billion in the first quarter of 2011 alone.7  What is more, this stunning ex-

 

 3. For a classic critique of this distinction, consider EDWARD W. SAID, ORIENTALISM 201 
(1979) (“The boundary notion of East and West, the varying degrees of projected inferiority and 
strength, the range of work done, the kinds of characteristic features ascribed to the Orient: all these 
testify to a willed imaginative and geographic division between East and West, and lived through dur-
ing many centuries.”); see also OLIVIER ROY, GLOBALIZED ISLAM: THE SEARCH FOR A NEW UMMAH 
17 (2004) (“Islam is a Western religion, not through military conquest or mass conversions, but as a 
consequence of the rapid and voluntary displacement of millions of people looking for jobs in Europe 
or a better life in the United States, and who have settled there . . . .”); id. at 18 (arguing that the “blur-
ring of the borders between Islam and the West” can be ascribed to “deterritorialisation” and globali-
zation). 
 4. David Oakley, Good Omens Amid Turbulence, FIN. TIMES, May 11, 2011, at 1, available at 
http://www.ft.com/intl/cms/s/0/440208ea-7aa1-11e0-8762-00144feabdc0.html#axzz2BBpaHmft (explain-
ing that the assets have “[doubled] in size since 2006—impressive given the financial shocks, particu-
larly the global market crisis of 2007 and 2008” and citing stability, surging oil prices, and insulation 
from “toxic assets” as key reasons for investor confidence). 
 5. See M. Fahim Khan & Mario Porzio, Introduction to ISLAMIC BANKING AND FINANCE IN 

THE EUROPEAN UNION: A CHALLENGE 1, 1–2 (M. Fahim Khan & Mario Porzio eds., 2010) [hereinaf-
ter ISLAMIC BANKING] (defining an “Islamic bank” as “a financial institution which, complying with 
Qur’an and Sunna precepts, neither gives nor requires any interest . . . and also chooses its investments 
according to ethical criteria”).   
 6. While this Note has insufficient space to address the growth of the sukuk sector, the reader 
may consult Michael Mahlknecht, Islamic Capital Markets: A Growing Area for Investments, in 
CURRENT ISSUES IN ISLAMIC BANKING AND FINANCE: RESILIENCE AND STABILITY IN THE PRESENT 

SYSTEM 255 (Angelo M. Venardos ed., 2010) [hereinafter CURRENT ISSUES]; see also Ayman H. Ab-
del-Khaleq & Christopher F. Richardson, New Horizons for Islamic Securities: Emerging Trends in 
Sukuk Offerings, 7 CHI. J. INT’L L. 409 (2007); Michael J.T. McMillen, Contractual Enforceability Is-
sues: Sukuk and Capital Markets Development, 7 CHI. J. INT’L L. 427, 428 (2007) (describing two differ-
ent types of Islamic sukuk).   
 7. Sarah Mishkin, Middle East: Market Remains Buoyant Despite Unrest, FIN. TIMES, May 11, 
2011, at 1, available at http://www.ft.com/intl/reports/islamic-finance-2011 (“In the first quarter of 2011, 
$32.4bn of Islamic bonds, or sukuk were issued, compared with $51.2bn raised in the entirety of 2010, 
according to data from Standard & Poor’s.”).  For a detailed explanation of sukuk, consult 
MUHAMMAD AYUB, UNDERSTANDING ISLAMIC FINANCE 389–415 (2007).  Sukuk certainly has its crit-
ics.  Among its most vocal, Mahmoud El-Gamal explains:  

Islamic finance now refinances or issues new bonds by selling properties to special purpose vehi-
cles and leasing them back, paying principal plus interest in the form of “rent.”  This looks just 
like the typical structured-lending operations that were used in the 1980s and ‘90s, and that led to 
some legal problems in the case of Enron, for example.  
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pansion—resulting largely from the capture of funds that had previously 
remained outside the scope of formal financial avenues—involves not 
just the niche demand of pious Muslim consumers but also that of diverse 
non-Muslim investors around the globe.8  With crude oil prices skyrock-
eting, the oil-producing countries in the Gulf region converted huge li-
quidity surpluses (“petrodollars”)9 into robust investor demand for Is-
lamic as well as conventional assets.10 

Alongside the largely untapped economic potential of the Islamic 
financial industry, the conventional markets, over the past decade, have 
seen a series of consecutive blows unfold, including: (1) the corporate 
scandals that rocked Wall Street, from Enron11 to WorldCom12 to Tyco;13 
(2) the subprime crisis of 2008,14 together with Bernie Madoff’s exposed 
Ponzi scheme;15 (3) the Occupy Wall Street movement’s prominence in 
the media and across the country, whereby protesters across the country 
are campaigning against the conduct of banks and entrepreneurs;16 as 
well as (4) the emerging financial predicaments in the European Union, 
specifically in Greece and Italy.17  These events signal a growing restless-
ness on behalf of global consumers for ethical accountability, especially 
within the predominant U.S. and European business and financial cul-
ture.18  In short, there is a disconnect between private and social interests 

 

Mahmoud El-Gamal, Contemporary Islamic Law and Finance: The Tradeoff Between Brand-Name 
Distinctiveness and Convergence, 1 BERKELEY J. MIDDLE E. & ISLAMIC L. 193, 198 (2008). 
 8. See KILIAN BÄLZ, SHARIA RISK?: HOW ISLAMIC FINANCE HAS TRANSFORMED ISLAMIC 

CONTRACT LAW 7 (2008) (“Islamic finance is part of a revival of Islamic religious ethics in interna-
tional business that thrives in jurisdictions where law and religion are separated . . . whereas in those 
jurisdictions that pledge to abide by Islamic legal principles . . . Islamic finance did not really take 
off.”).   
 9. Tadashi Maeda, Making Sense of the Fast-Growing Islamic Finance Market, in CURRENT 

ISSUES, supra note 6, at 115, 116 (defining petrodollars as “surplus foreign currency assets generated 
from net oil revenues in oil-producing countries”). 
 10. FRANK E. VOGEL & SAMUEL L. HAYES, III, ISLAMIC LAW AND FINANCE: RELIGION, RISK, 
AND RETURN 5 (1998) (“The end of colonialism and a rising tide of religiosity may have sparked the 
revival of Islamic finance, but the great wealth generated through the oil boom fueled its growth.  
Dramatic increases in oil revenues throughout the 1970s brought an unprecedented degree of afflu-
ence and surplus savings to the populations of a number of oil-rich Middle Eastern states.”). 
 11. See generally BETHANY MCLEAN & PETER ELKIND, THE SMARTEST GUYS IN THE ROOM: 
THE AMAZING RISE AND SCANDALOUS FALL OF ENRON (2003). 
 12. See generally LYNNE W. JETER, DISCONNECTED: DECEIT AND BETRAYAL AT WORLDCOM 
(2003). 
 13. See Andrew Ross Sorkin, Ex-Chief and Aide Guilty of Looting Millions at Tyco, N.Y. TIMES, 
June 18, 2005, at A1, available at http://www.nytimes.com/2005/06/18/business/18tyco.html?hp&ex= 
1119153600&en=f7ee2bc736fbd9f1&ei=5059&partner=AOL. 
 14. For a systematic analysis of the U.S. subprime crisis, see CARMEN M. REINHART & 

KENNETH S. ROGOFF, THIS TIME IS DIFFERENT: EIGHT CENTURIES OF FINANCIAL FOLLY (2009). 
 15. See generally DIANA B. HENRIQUES, THE WIZARD OF LIES: BERNIE MADOFF AND THE 

DEATH OF TRUST (2011). 
 16. See Douglas Rushkoff, Think Occupy Wall St. Is a Phase? You Don’t Get It, CNN (Oct. 5, 
2011, 1:09 PM), http://www.cnn.com/2011/10/05/opinion/rushkoff-occupy-wall-street/index.html. 
 17. See generally Staring Into the Abyss, ECONOMIST, Nov. 12, 2011, available at http://www. 
economist.com/node/21536872. 
 18. Indeed, “[t]he strength of a financial industry is based on the confidence investors have in it.  
One of the main factors contributing to confidence in a financial center is its regulatory system, which 
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in the global economic system.19  This inequity is not merely a description 
of the gap between the developed and the developing world.20  It should 
be a key concern for U.S. voters.21  Furthermore, it is a global concern, 
since today’s financial crises almost inevitably spread significantly across 
national borders: 

The internationalization of crises has become increasingly 
more pronounced as recourse to debt financing and leveraging has 
gained favor and as globalization—cross-border capital flows, trade 
flows, labor flows and coordinated standards—has increased.  And 
internationalization is further reinforced if it originates in an econ-
omy that is significant in size . . . especially if the currency of that 
country serves as a world reserve currency.22 

As a result, Islamic financial models, its proponents hold, may pro-
vide a valuable contribution to this discussion as a robust and sustainable 
alternative to conventional finance.23 
 

seeks to promote that very confidence.”  See Hari Bhambra, Supervisory Implications of Islamic Fi-
nance in the Current Regulatory Environment, in ISLAMIC FINANCE: THE REGULATORY CHALLENGE 
198, 198 (Simon Archer & Rifaat Ahmed Abdel Karim eds., 2007) [hereinafter REGULATORY 

CHALLENGE] (insisting that Islamic finance must ensure consumer confidence in its ability to assess 
adequately its risk allocation as well as in its regulatory mechanisms in order to grow and survive in 
the global financial market); accord Oren Bar-Gill & Elizabeth Warren, Making Credit Safer, 157 U. 
PA. L. REV. 1, 5 (2008) (explaining that, for families that tie themselves with the dangerous financial 
products of the conventional market, “the results can be wiped-out savings, lost homes, higher costs 
for car insurance, denial of jobs, troubled marriages, bleak retirements, and broken lives”). 
 19. British economist and one of the founders of modern macroeconomics John Maynard 
Keynes explained in 1926:  

The world is not so governed from above that private and social interest always coincide.  It is not 
so managed here below that in practice they coincide.  It is not a correct deduction from the Prin-
ciples of Economics that enlightened self-interest always operates in the public interest.  Nor is it 
true that self-interest generally is enlightened; more often individuals acting separately to pro-
mote their own ends are too ignorant or too weak to attain even these. 
JOHN MAYNARD KEYNES, THE END OF LAISSEZ-FAIRE 39 (1926).  

 20. Nevertheless, global economic disparities do constitute a critical source of anger at economic 
globalization.  See, e.g., ABHIJIT V. BANERJEE & ESTHER DUFLO, POOR ECONOMICS: A RADICAL 

RETHINKING OF THE WAY TO FIGHT GLOBAL POVERTY 241 (2011) (“[I]t is easier to take over a coun-
try than to know how to make it run well. . . . Institutions need to be tailored to the local environment, 
and therefore any top-down attempt to change them would probably backfire.”). 
 21. President Barack Obama, in the opening remarks of his 2012 State of the Union address, 
posed the problem in this way:  

We can either settle for a country where a shrinking number of people do really well while a 
growing number of Americans barely get by, or we can restore an economy where everyone gets 
a fair shot, and everyone does their fair share, and everyone plays by the same set of rules. 
Barack Obama, President, United States of America, State of the Union Address (Jan. 24, 2012), 

available at http://www.whitehouse.gov/the-press-office/2012/01/24/remarks-president-state-union-
address. 
 22. HOSSEIN ASKARI ET AL., THE STABILITY OF ISLAMIC FINANCE: CREATING A RESILIENT 

FINANCIAL ENVIRONMENT FOR A SECURE FUTURE 47 (2010) [hereinafter STABILITY OF ISLAMIC 

FINANCE]. 
 23. Compare HOSSEIN ASKARI ET AL., NEW ISSUES IN ISLAMIC FINANCE AND ECONOMICS: 
PROGRESS AND CHALLENGES 3 (2009) [hereinafter NEW ISSUES] (observing that “during its history of 
more than 30 years, no major Islamic bank failed”), with Bar-Gill & Warren, supra note 18, at 5 (ex-
plaining that “innovation in financial products has produced incomprehensible terms and sharp prac-
tices that hurt consumers and reduce social welfare”).  Warren’s vision for a central regulatory author-
ity in the area of consumer protection over credit resulted in the creation of the Consumer Financial 
Protection Bureau in July 2010.  See HOSSEIN ASKARI ET AL., GLOBALIZATION AND ISLAMIC 
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Nevertheless, the political implications of the accumulation of “Is-
lamic capital” present their own complications amid the whirlwind of the 
U.S. political and regulatory climate.24  Tied closely with “Islamic Law” 
(Sharia or Shariah),25 Islamic finance is subject to political risk in markets 
that lack understanding of its core principles.26  As one scholar noted, 
“For the purposes of public discussion, it was the word ‘Shariah’ that was 
radioactive.”27  After September 11, U.S. officials ramped up their vigi-
lance and targeting of transnational sources of terrorist funding.28  To 
what degree politics has influenced the development of Islamic finance is 
still unclear.  Some would even argue that modern business practices 
serve as a moderating force: 

While Islamic bankers do not necessarily share any commit-
ment to Western-style liberalism or democracy, their drive for mar-
kets and profits may indirectly contribute to a more competitive 
politics.  Their economic success sets the stage for greater democra-
cy by encouraging popular participation in financial activities, by 
shifting the political weight within popular Islamist movements in 
favor of “responsible” business elements ready to coexist with the 
capitalist order, and by accumulating finance capital, helping to 
consolidate the structural power of the commercial banking system 
and the autonomy of the private business sector.29 

 

FINANCE: CONVERGENCE, PROSPECTS, AND CHALLENGES, at vii (2010) [hereinafter GLOBALIZATION] 

(concluding that the financial crisis “emphasized the fragility of a debt-based financial system” and 
that “[e]quity financing . . . is more permanent and assumes risk”); Khan & Porzio, supra note 5, at 7 
(arguing that “ethics and moral fibre” are the “raison d’être of [the Islamic banks’] existence”). 
 24. See IBRAHIM WARDE, ISLAMIC FINANCE IN THE GLOBAL ECONOMY 206 (1st ed. 2000) (ar-
guing that “Islamic financial institutions are all too often ‘guilty by association’”); see also EDWARD W. 
SAID, COVERING ISLAM: HOW THE MEDIA AND THE EXPERTS DETERMINE HOW WE SEE THE REST 

OF THE WORLD 4 (Vintage Books 1997) (“Insofar as Islam has always been seen as belonging to the 
Orient, its particular fate within the general structure of Orientalism has been to be looked at first of 
all as if it were one monolithic thing, and then with a very special hostility and fear.”). 
 25. The reader will note that the spelling of Shariah varies depending on the author.  This is the 
inevitable result of the English transliteration.  There is no difference in meaning among the spellings. 
 26. See, e.g., Jaweed Kaleem, Sharia Law Campaign Begins as Muslim Group Fights Bans, 
HUFFINGTON POST (Mar. 2, 2012), http://www.huffingtonpost.com/2012/03/02/sharia-law-explained 
_n_1292452.html. 
 27. See Noah Feldman, Why Shariah?, N.Y. TIMES MAG., Mar. 16, 2008, at 47, http://www. 
nytimes.com/2008/03/16/magazine/16Shariah-t.html?pagewanted=all; see also Islamic Law and Democ-
racy: Sense About Sharia, ECONOMIST (Oct. 14, 2010), http://www.economist.com/node/17251830 (not-
ing that Shariah “has become an electric term in the language of politics”). 
 28. See Nikos Passas, Terrorism Financing Mechanisms and Policy Dilemmas, in TERRORISM 

FINANCING AND STATE RESPONSES: A COMPARATIVE PERSPECTIVE 21, 33 (Jeanne K. Giraldo & 
Harold A. Trinkunas eds., 2007); IBRAHIM WARDE, THE PRICE OF FEAR: THE TRUTH BEHIND THE 

FINANCIAL WAR ON TERROR 14–15 (2007).  Even before September 11, some scholars identified the 
influence that a new war on terrorism would have on monitoring Islamic banking institutions.  See, 
e.g., WARDE, supra note 24, at 223 (“Although there is not much evidence that Islamic banks harbour 
more terrorism-related funds than conventional ones, Islamic banks are . . . far more likely to be sys-
tematically suspected of having been a conduit for such activities.”). 
 29. CLEMENT M. HENRY, THE MEDITERRANEAN DEBT CRESCENT: MONEY AND POWER IN 

ALGERIA, EGYPT, MOROCCO, TUNISIA, AND TURKEY 22 (1996).  But see IBRAHIM WARDE, supra note 
24, at 221 (“Although couched in neutral terms and stressing the need to depoliticize banking, the new 
norms of global banking are eminently political insofar as they are inextricably linked to the New 
World Order that came into being with the end of the cold war.”). 
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Even placing the political components of contemporary Islamic fi-
nance aside, in the conventional banking system of the United States, Is-
lamic finance is still largely uncharted territory for both policy makers 
and practitioners.  Basic education and awareness of Islamic financial 
principles and institutions will be the first prerequisite for reversing the 
“electricity” behind the word Shariah and for understanding the features 
that could make Islamic banking an important contributor to the indus-
try.30 

This Note analyzes the feasibility of integrating Islamic commercial 
financial products,31 either ad hoc or systematically, within the current 
evolution of U.S. banking and financial laws, particularly in the consum-
er financial protection sector.  Parting from the premise that Islamic fi-
nance involves the interdependency of multiple private actors operating 
along dynamic transnational legal practices, this Note argues that the im-
plementation of Islamic finance requires a sophisticated analytical 
framework for mapping the diverse political, economic, and legal issues 
regarding integration.32  Part II provides an overview of the relevant 
structural features of Islamic banking, including (1) a brief overview of 
the Islamic banking sector, (2) the major prohibitions of Islamic finance 
that serve to shape the development of specific contemporary financial 
products, and (3) the structural components that will inevitably interplay 
with U.S. banking and financial regulation on the road ahead.  Part III 
analyzes the legal hurdles that crop up when a hypothetical Islamic bank 
seeks to conduct its business within the United States in the aftermath of 
the recent financial crises and corporate scandals that substantively al-
tered the scope and content of today’s regulatory framework.  Specifical-
ly, this Part will discuss the application of domestic banking laws to Is-
lamic financial principles and the questions this raises about 
compatibility, legitimacy, authority, efficiency, and even constitutionality.  
Part IV provides a recommendation that Islamic financial products be in-
troduced ad hoc, rather than systematically, into the U.S. market.33  To 
that end, London’s financial leadership in attracting Islamic financial in-

 

 30. The United Kingdom has proven to be a more natural incubator for the growth of Shariah-
compliant assets, largely due to the success of HSBC Amanah. See HSBC AMANAH, http:// 
www.hsbcamanah.com/ (last visited Mar. 10, 2013). 
 31. For purposes of this Note, commercial banking refers to the relationship between depositors 
and fund users, whereas investment banking primarily involves capital market activity in the corporate 
sector.  The lines are not clear, however, and the emphasis on commercial banking mostly deals with 
this Note’s emphasis on the individual consumer, rather than on the nature of the product. 
 32. See, e.g., EL-GAMAL, supra note 2, at 17 (citing the similarity between Islamic finance and 
“Western-style common law”); see also Filip De Ly, Lex Mercatoria (New Law Merchant): Globalisa-
tion and International Self-Regulation, in RULES AND NETWORKS: THE LEGAL CULTURE OF GLOBAL 

BUSINESS TRANSACTIONS 159 (Richard P. Appelbaum et al. eds., 2001) [hereinafter RULES AND 

NETWORKS] (reflecting the emerging understanding that national sources do not truly frame the con-
ceptual apparatus of international business). 
 33. See AYUB, supra note 7, at xxiii (explaining that “banking is only one part . . . of the overall 
system of finance and economics” and that the “real-asset-based system of finance with care for socio-
economic ethics” may be critical to the success of Islamic banking in any financial environment). 
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novation within its competitive, globalized landscape provides a model to 
which leaders in Washington should pay attention. 

II. BACKGROUND 

Before beginning, it is worth meeting head on any criticism that 
suggests Islamic finance is incompatible with a system of economic pro-
gress.  In fact, Islamic economic principles are largely compatible with 
capitalism’s goals of progress and development.34  Of course, as Professor 
Ibrahim Warde put it, “the most important difference between Homo Is-
lamicus and Homo Economicus is the assumption of altruism.”35  Truly, 
then, the devil is in the details.36 

This Part outlines only the most relevant characteristics of Islamic 
banking for purposes of analyzing its position in predominately non-
Muslim market arrangements, specifically emphasizing material differ-
ences between Islamic finance and the conventional financial system of 
the United States.  Section A addresses the increasingly global context in 
which the system of Islamic banking must be analyzed.  Section B contex-
tualizes two major Islamic prohibitions that inform the development of 
contemporary Islamic financial products.  Section C then looks at rele-
vant structural features of Islamic banking for purposes of understanding 
potential integration in U.S. markets.  Finally, Section D addresses issues 
specifically related to transparency and disclosure of the terms and con-
ditions of transactions conducted at Islamic banking institutions, before 
initiating an analysis of these components within a dynamic and some-
what uncertain U.S. regulatory climate. 

A. Brief Overview of the Islamic Banking Sector in the Global Economy 

Despite the rich history and cultural legacy of Islam, the develop-
ment of contemporary Islamic finance is a relatively recent phenomenon.  
Most scholars attribute the origins of modern Islamic banking to Egypt, 
where in 1963 Ahmad El Najjar established the Mit Ghamr Savings Bank 
 

 34. See, e.g., EL-GAMAL, supra note 2, at 191 (“[T]he ethical and developmental goals discussed 
above are shared widely by Muslims and non-Muslims alike.  Hence, it is clear that once Islamic fi-
nance outgrows its formulaic current mode of operation, and assumes a new identity based on substan-
tive and ethical religious tenets, it will no longer need to hide behind the ‘Islamic’ brand name . . . .”). 
 35. WARDE, supra note 24, at 44; see also id. at 46 (“[F]ar from being inherently contradictory 
and irreconcilable, Islamic and conventional economics differ primarily to the extent that the former 
adds an ethical and social dimension that the latter usually lacks.”).  Warde even comments that the 
pragmatism of Islamic economics is not so different from Keynesian principles.  Id. 
 36. Islamic financial theory does not on its face conflict with contemporary economics.  One 
scholar notes:   

Islam not only does not rule out economic progress, but . . . it clearly endorses several of the basic 
factors cited frequently by Western commentators as essential in historic economic transfor-
mation—private property, recognition of the profit incentive, a tradition of hard work, a link be-
tween economic success and eternal reward.  Thus Islam seems unlikely to rule out rapid econom-
ic growth or even the construction of a strong system more or less capitalist in essence. 
NEW ISSUES, supra note 23, at 255.  
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as an interest-free savings option in the Nile Delta town of Mit Ghamr.37  
While this social institution was relatively short-lived (due primarily to 
political reasons),38 the Egyptian government created its own Islamic 
bank, the Nasser Social Bank (NSB), in 1971.39  This experiment, too, was 
focused mainly on small-scale savings and development and did not satis-
fy the needs of businesses and trade.40  Nevertheless, these projects gen-
erated interest in savings across a wide spectrum of social classes in 
Egypt.41 

In the mid-1970s, more robust private efforts swiftly took root in 
Malaysia, the United Arab Emirates (notably, the Dubai Islamic Bank), 
and throughout much of the Middle East and even in select markets in 
the West soon thereafter.42  During this time, the Dubai Islamic Bank and 
the Islamic Development Bank began consulting with Shariah scholars 
about their activities, seeking fatwas (namely, legal pronouncements in 
Islam, issued by an Islamic scholar) on specific questions of Islamic law 
pertaining to Islamic finance.43  In 1976, the Faisal Islamic Bank of Egypt 
became the first Islamic financial institution to establish its own formal 
Shariah supervisory board (SSB), consisting of scholars from within 
Egypt.44   

The formalization of the role of the Shariah scholar in Islamic bank-
ing granted it much needed credibility at the grassroots level.45  The 
scholars’ guidance moved quickly beyond overseeing the implementation 
of riba-free (roughly, usury- or interest-free)46 transactions to directing 
the engineering of specific transactions that complied with Islamic law.47  
In an especially reputational industry, Shariah scholars legitimized the 
Islamic banking movement and opened the doors of its subsequent inter-
nationalization to Western banks and investment funds.48 

 

 37. See VOGEL & HAYES, supra note 10, at 4.  
 38. See id. at 12 (noting that while Egypt is “credited with being the cradle of Islamic banking,” it 
so happened that “insufficient government regulation helped create conditions that led to massive 
fraud by certain ‘Islamic investment companies’ in the 1970s, resulting in huge depositor losses”). 
 39. See id. at 4.  
 40. See Monzer Kahf, Islamic Banks: The Rise of a New Power Alliance of Wealth and Shari’a 
Scholarship, in THE POLITICS OF ISLAMIC FINANCE 17, 20–21 (Clement M. Henry & Rodney Wilson 
eds., 2004). 
 41. See Samer Soliman, The Rise and Decline of the Islamic Banking Model in Egypt, in THE 

POLITICS OF ISLAMIC FINANCE 265, 269 (Clement M. Henry & Rodney Wilson eds., 2004).   
 42. See ASKARI ET AL., GLOBALIZATION, supra note 22, at 14–15. 
 43. See Kahf, supra note 40, at 21–22 (noting that the Dubai Islamic Bank did not have its first 
Shariah committee until 1997, after a restructuring of the institution in response to a scandal). 
 44. Id. at 22 (noting additionally that, as this trend continued, “the new Islamic capitalists . . . 
found their true allies in the shari’a scholars who were willing to work with them on the shari’a boards 
in each of the Islamic banks”). 
 45. See id. at 23–24 (explaining that Shariah scholars had more daily contact with the Muslims 
who would constitute the clientele of the fledgling banks). 
 46. See infra Part II.B. 
 47. For more discussion on the role of SSBs, see infra Part III. 
 48. See Kahf, supra note 40, at 25 (discussing the “long history of suspicion and apprehension 
that many Muslims maintain towards the entire banking sector, including central banking authorities 
and even their own governments that authorize such banks”). 
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By the 1990s, substantive regulatory and standards-creating initia-
tives were under way, resulting in the formation of the Accounting and 
Auditing Organization for Islamic Financial Institutions (AAOIFI) in 
Bahrain.49  During this time, Western banks—such as Citibank’s Islamic 
Investment Bank—appeared prominently in this new space.50  Today, 
global financial hubs in Western markets like London have demonstrat-
ed leadership in attracting Islamic capital through the introduction of in-
novative Islamic financial products alongside conventional finance.51  
Numerous factors have contributed to the West’s increasing interest in 
Islamic finance and its subsequent adoption of regulations that provided 
a favorable climate for Islamic financial products.52  When the United 
Kingdom’s Financial Services Authority (FSA) granted an operating li-
cense to the Islamic Bank of Britain (IBB) in 2004 and another to the 
European Islamic Investment Bank in 2007, it became clear that the 
West, including the United States, would likely cast a keener eye on this 
growing sector.53  In short, demand for Islamic finance originates from 
both the growing population of Muslims living in Western countries as 
well as from Islamic investors (largely from the Persian Gulf) who are 
seeking to geographically diversify their investment portfolios, but ex-
tends to a whole range of parties interested in the relatively stable re-
turns of the industry.54 

B. The Two Major Prohibitions of Islamic Finance 

Two major religious prohibitions characterize the most relevant fea-
tures of Islamic finance: riba and gharar.55  “Interest-free banking” has 
evolved in response to the main prohibitory rules relating to transactions 

 

 49. ASKARI ET AL., GLOBALIZATION, supra note 23, at 15.  Based in Bahrain, the AAOIFI is a 
nongovernmental, self-regulatory agency that promulgates standards for Islamic financial transactions 
to further growth.  To learn more about their mode of operation, see http://www.aaoifi.com/ 
aaoifi/default.aspx. 
 50. ASKARI ET AL., GLOBALIZATION, supra note 23, at 15.   
 51. See Maeda, supra note 9, at 122–23; see also ASKARI ET AL., GLOBALIZATION, supra note 23, 
at 22 (citing London’s “historical significance . . . as a financial center, its reputation, sound regulatory 
framework, reputable financial houses, financial depth, and attractive time zone” as reasons for its 
popularity as a destination for Islamic financial transactions). 
 52. See ASKARI ET AL., GLOBALIZATION, supra note 23, at 146 (citing, inter alia, “booming oil 
revenues . . . the desire to tap into alternative funding resources by sovereign and corporate entities, 
an increasing Muslim population in Western countries interested in Shari’ah-compliant financial prod-
ucts, and Western financial institutions seeing profitable opportunities in Islamic finance” as some of 
the reasons for the Islamic financial industry’s impressive growth).   
 53. See Maeda, supra note 9, at 122–23 (noting former U.K. Prime Minister Gordon Brown’s 
enthusiasm for the sector and that “[s]uch unprecedented financial flows from the United Kingdom 
should be seen as an inflow of petrodollars in the Middle East into the US market through UK in-
vestment funds”). 
 54. See, e.g., ASKARI ET AL., STABILITY OF ISLAMIC FINANCE, supra note 22, at 183–207. 
 55. Other Islamic principles encourage trade by mutual consent, promote commercial fairness, 
emphasize the freedom of contract, and prohibit participation in immoral activities, including pornog-
raphy and the production of alcohol.  See VOGEL & HAYES, supra note 10, at 53–69. 
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under Islamic law.56  There is a common misperception that the Arabic 
word riba equates to the English word “interest.”57  While many manifes-
tations of interest in modern financial transactions might fall under the 
prohibitions of riba,58 it is important to parse out its meaning.  For pur-
poses of this Note, riba may be understood as “unlawful advantage by 
way of excess or deferment.”59  Riba, literally meaning “excess, addition 
[or] surplus,” refers to the “premium” that a borrower pays to the lender 
along with the principal as a condition for the loan.60  A prohibited inter-
est rate is positive and fixed ex ante, is tied to the time period and 
amount of the loan, is guaranteed regardless of the outcome or purposes 
for which the loan was made, and is enforced by the state.61 

The purpose of the prohibition on riba, in short, is “to ensure that a 
capital deficient individual is not exploited by the capital owner.”62  In 
analyzing the feasibility of implementing Islamic banking in the United 
States, understanding the core substantive meaning of the prohibition of 
riba is vital to properly understanding the structure of such a system.63  A 
more modern definition, provided by HSBC Amanah, the global Islamic 
financial services business of ITSBC Group, includes “any return of 
money on money—whether the interest is fixed or floating, simple or 
compounded, and at whatever the rate.”64  Riba is scorned by contempo-
rary critics of the conventional banking system as promoting iniquitous 

 

 56. See IOANNIS AKKIZIDIS & SUNIL KUMAR KHANDELWAL, FINANCIAL RISK MANAGEMENT 

FOR ISLAMIC BANKING AND FINANCE 2 (2008).  See generally NABIL A. SALEH, UNLAWFUL GAIN AND 

LEGITIMATE PROFIT IN ISLAMIC LAW: RIBA, GHARAR AND ISLAMIC BANKING (1986). 
 57. Riba can roughly be defined as “an unlawful gain derived from the quantitative inequality of 
the countervalues in any transaction purporting to effect the exchange of two or more species . . . , 
which belong to the same genus . . . and are governed by the same efficient cause . . . .”  See SALEH, 
supra note 56, at 13.  These “countervalues” refer to “two or more corporeal objects that the parties to 
a bilateral contract exchange between themselves as a result of the contract . . . [namely] (1) the sub-
ject-matter of a sale contract and (2) the price . . . .” Id. at 13 n.20.  Nevertheless, the “general rule in 
Islamic jurisprudence [states] that the default ruling in financial transactions is permissibility, excep-
tions being based on prohibitions of riba and gharar.”  EL-GAMAL, supra note 2, at 18.   
 58. See EL-GAMAL, supra note 2, at 49–52. 
 59. SALEH, supra note 56, at 13; see also id. at 14 (arguing that “not all increase, profit or gain is 
unlawful . . . but only riba as previously defined and as understood by the various schools of law”). 
 60. ZAMIR IQBAL & ABBAS MIRAKHOR, AN INTRODUCTION TO ISLAMIC FINANCE: THEORY 

AND PRACTICE 54, 56 (2007). 
 61. Id. 
 62. Sayd Farook & Rafi-Uddin Shikoh, Integration of Social Responsibility in Financial Commu-
nities, in ISLAMIC CAPITAL MARKETS: PRODUCTS AND STRATEGIES 69, 74 (M. Kabir Hassan & Mi-
chael Mahlknecht eds., 2011); accord Andreas A. Jobst, Overcoming Incentive Problems in Securitiza-
tion: Islamic Structured Finance, in ISLAMIC CAPITAL MARKETS: PRODUCTS AND STRATEGIES supra, 
at 171, 175 (“Islamic finance is distinct from conventional finance insofar as it substitutes the (tempo-
rary) use of assets (or services) by the borrower for a permanent transfer of funds from the lender as a 
source of indebtedness.”). 
 63. See id. at 47 (“For many, riba is no more and no less than the prohibited payment or receipt 
of interest on loans of money. This is an incorrect view . . . .”).  
 64. See Glossary of Terms, HSBC AMANAH, http://www.hsbcamanah.com/amanah/about-
amanah/glossary.html (last visited Mar. 11, 2013); accord ASKARI ET AL., NEW ISSUES, supra note 23, 
at 8 (“The main question of whether the prevailing fixed, predetermined rate of interest on loans in 
conventional banking constituted riba was debated well into the 1980s, when a consensus was 
reached . . . that indeed the prohibition did include such interest receipts or payments.”). 
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distribution of income and resources via unhindered market forces.65  
Modern Muslim scholars advance a range of rationales for the pro-

hibition of riba in Islamic finance, and their responses diverge precisely 
because “[t]he fundamental sources (Quran and Sunnah) do not provide 
any detailed rationale for the prohibition against Riba . . . beyond assert-
ing, axiomatically, that charging interest is an act of injustice.”66  The cen-
tral justification for forbidding riba is that it violates Islamic norms relat-
ing to the social justice core of economic behavior.67 

Some scholars emphasize substantive distinctions between riba, on 
the one hand, and interest, on the other.68  One author contends that in-
terest implicates a “reasonable rate of return on capital,” whereas riba 
refers to an “excessive, exorbitant, and exploitative rate of interest.”69  As 
Mahmoud El-Gamal, first scholar-in-residence on Islamic finance at the 
U.S. Department of Treasury, argues, a “general rule in Islamic jurispru-
dence [states] that the default ruling in financial transactions is permissi-
bility, exceptions being based on prohibitions of riba and gharar.”70  Yet 
Islamic finance today is largely defined in terms of “permissible” classical 
nominate contracts modified via analogical reasoning.71  

The question remains whether to adhere primarily to the interpre-
tive standards of the preclassical nominate contracts in understanding 
riba, or to dig deeper into the jurisprudence of classical scholars who 
provided a remarkably modern justification for the prohibition of riba 
based on notions of fair play and substantial justice.  For example, Ibn 
Rushd drew from the law that “what is targeted by the prohibition of 
riba is the excessive inequity it entails.”72  El-Gamal explains that the ear-
ly rules of riba dealt largely with equality in exchanging fungible goods.73  
As we will see below, a reductive emphasis on the prohibition of riba as a 
mere avoidance of interest results in excessive rent-seeking through Sha-
riah arbitrage, which avoids in form, but not in substance, the equity-
focused content of the prohibition. 
 

 65. See, e.g., AYUB, supra note 7, at 8 (“The interest-based system of creation and allocation of 
funds and market-based monetary policy have been viciously anti-poor and an important cause of un-
employment and asset and income distributional injustice at national and global levels.”). 
 66. IQBAL & MIRAKHOR, supra note 60, at 62. 
 67. See, e.g., id. (“The logic as to why the Holy Quran has given such a severe verdict against 
interest is that Islam is against all forms of exploitation and is for an economic system that aims to se-
cure extensive socio-economic justice.  Islam . . . condemns . . . injustice continued in the form of a 
lender being guaranteed a positive return without assuming a share of the risk with the borrower, 
whereas the borrower takes upon himself all sorts of risks in addition to putting in his skills and la-
bor.”). 
 68. See SALEH, supra note 56, at 26–30 (discussing the views of eminent scholars, including Ibn 
‘Abbas, Ibn Qayyim, ‘Abduh and Rida, Sanhuri, Daoualibi, and Shaikh Draz). 
 69. See Nico P. Swartz, Can the Model of the Riba-Free Islamic Commercial Bank Provide a New 
Paradigm for the Future of Global Banking?: A Theoretical Review, 2 J. GLOBAL BUS. & ECON. 86, 89 
(2011). 
 70. See EL-GAMAL, supra note 2, at 18. 
 71. Id.  
 72. Id. at 52.   
 73. See id. at 52–53. 
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The second important Islamic prohibition is gharar, understood et-
ymologically as denoting uncertainty, risk, or speculation with respect to 
the content or price of a contract or transaction.74  In essence, a sales con-
tract that entails excessive uncertainty about the principal components of 
the transaction, such as price of object of sale, invalidates the contract 
under Islamic law.75  From an economic perspective, gharar might be 
readily translated to excessive “information asymmetry.”76  According to 
one scholar, gharar means “deception.”77  Where the liability of any or all 
of the parties to a contract is somehow uncertain or contingent, where 
delivery of one of the exchange items is not under the control of at least 
one of the parties, or where payment is uncertain, jurists are likely to find 
gharar.78  Furthermore, the prohibition against gharar can be seen as “the 
elimination of contractual ambiguity” or “lack of information disclo-
sure.”79  In short, ignorance about material elements of a contract or 
transaction can render an otherwise valid agreement null and void. 

Discretion, however, enables jurists to determine the precise extent 
of gharar in a given transaction.80  If jurists view gharar as “excessive” 
uncertainty, there may be room for interpretation in its application to 
modern Islamic financial products: “[J]urists distinguished between ma-
jor or excessive gharar, which invalidates contracts, and minor gharar, 
which is tolerated as a necessary evil.”81  In fact, by analyzing four condi-
tions for gharar, El-Gamal establishes the following: (1) that “gharar 

 

 74. ASKARI ET AL., NEW ISSUES, supra note 23, at xiii (defining gharar literally as “deception, 
danger, risk, and uncertainty” and practically as “exposing oneself to excessive risk and danger in a 
business transaction as a result of uncertainty about the price, the quality and the quantity of the coun-
tervalue, the date of delivery, the ability of either the buyer or the seller to fulfil [sic] their commit-
ment, or ambiguity in the terms of the deal—thereby, exposing either of the two parties to unnecessary 
risks”); see AYUB, supra note 7, at 57. 
 75. See SALEH, supra note 56, at 49 (“One established hadith tells that Muhammad forbade a 
transaction known as talaqi al-rukban, which is a sale whereby a townsman meets a tribesman outside 
the market place and buys the tribesman’s goods at a price cheaper than the price prevailing in the 
market, thus taking advantage of the seller’s ignorance of the market price.”). Saleh further contends 
that the concept of gharar has been greatly widened and “transformed into a worldly rule which affects 
a great proportion of secular transactions.”  Id. 
 76. For a thorough and classic economic explanation of information asymmetry in transactions, 
consult George A. Akerlof, The Market for “Lemons”: Quality Uncertainty and the Market Mecha-
nism, 84 Q.J. ECON. 488 (1970). 
 77. See YAHIA ABDUL-RAHMAN, THE ART OF ISLAMIC BANKING AND FINANCE: TOOLS AND 

TECHNIQUES FOR COMMUNITY-BASED BANKING 43 (2010).  Indeed, for Abdul-Rahman, “[t]he pro-
hibition of riba in fact implies that the transaction must also be gharar-free.”  Id. at 44. 
 78. See SALEH, supra note 56, at 52. 
 79. See IQBAL & MIRAKHOR, supra note 60, at 53. The authors further explain that gharar 
“stems from informational problems and refers to any uncertainty created by the lack of information 
or control in a contract.”  Id. at 67.  They also provide classic and modern examples of gharar: “trans-
actions involving birds in flight or fish not yet caught, an unborn calf in its mother’s womb, or a runa-
way animal, etc.  All such cases involve the sale of an item that may or may not exist.  More modern 
examples include transactions where the subject is not in the possession of one of the parties and there 
is uncertainty even about its future possession.”  Id. 
 80. See SALEH, supra note 56, at 54 (explaining one scholar’s introduction of a materiality 
threshold for the concept of gharar). 
 81. EL-GAMAL, supra note 2, at 58. 
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must be excessive to invalidate a contract,” (2) that the contract must be 
“commutative” (i.e., pertaining to a “sale”), (3) that the identified gharar 
must relate to the “principal components thereof (such as the object or 
price of sale), and (4) that “if the commutative contract containing exces-
sive gharar meets a need that cannot be met otherwise, the contract 
would not be deemed invalid based on that gharar.”82  This analysis im-
ports substantial modern economic theory into a seemingly rule-based 
prohibition, inviting relatively liberal cost-benefit analysis in determining 
the validity of a given contract purportedly containing (excessive) gha-
rar.83  The apparent policy justification underlying the prohibition of gha-
rar entails the protection of individuals from the dangers of excessive fi-
nancial risk.84 

While this Note does not include a comprehensive analysis of the 
classical jurisprudence surrounding these prohibitions, a basic under-
standing enables practitioners and policy makers to conceptualize a vital 
component of a legitimate Islamic financial practice: namely, that these 
prohibitions inform not just the immediate transactions, but also the en-
tire chain of financial movement.85  Put another way, in an efficient Is-
lamic financial model that, like any financial system, allocates financial 
credit and risk, ensuring that Shariah-compliant investments do not mix 
with non-compliant investments is equally as important as the structure 
of the underlying contracts themselves.86  As a result, the practical im-
plementation of “Islamic windows”—that is, an avenue within a conven-
tional bank through which customers can conduct their financial transac-
tions utilizing only Shariah-compatible instruments87—may entail the 
creation of separate capital accounts and reporting systems for each type 
of activity.88  Thus, some critics of conventional banks with established 
“Islamic windows” worry about the commingling of funds in a way that 
would violate the prohibitions of riba and gharar in an indirect way.89  In 
this scenario, there are fewer guarantees that the funds provided by the 
parent bank will originate from Shariah-compliant sources, and hence, 

 

 82. Id. at 58–59.  
 83. See id. 
 84. See id. at 59.  
 85. See, e.g., Qatar Regulator Seeks to Extend Islamic Window Ban, REUTERS, Oct. 11, 2012, 
available at http://www.reuters.com/article/2012/10/11/islamic-finance-qatar-idUSL6E8LB01R2012 
1011 [hereinafter Qatar Regulator]. 
 86. See, e.g., Juan Solé, Introducing Islamic Banks into Conventional Banking Systems 5 (Int’l 
Monetary Fund, Working Paper No. WP/07/175, 2007) (“The rationale behind this principle is . . . one 
of prudence, in the sense of taking all the necessary precautions to ensure that Islamic funds do not 
become mixed with other funds that may be involved with riba [or] gharar . . . activities.”). 
 87. See Toby Fiennes, Supervisory Implications of Islamic Banking: A Supervisor’s Perspective, 
in REGULATORY CHALLENGE, supra note 18, at 247, 253–56. 
 88. See id. 
 89. See, e.g., id. at 254 (“The treatment of profit-sharing and loss-bearing ‘depositors’ . . . raises 
more serious and difficult concerns that are in fact even greater than in a pure Shari’ah-compliant 
bank.  For not only do you get the questions of fairness and transparency . . . but also balance sheet 
implications in the sense that the funds cannot be mingled with those of the bank’s other activities.”). 
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the subsidiary’s initial capital may not be Shariah-compliant.90  This prob-
lem of “Shariah risk”—that is, the risk that contractual obligations will 
be invalidated through religious interpretation—for the integration of Is-
lamic financial products in the U.S. banking infrastructure is addressed in 
detail below.91   

C. Structural Traits of Islamic Banking 

This Note does not provide a comprehensive introduction to the 
structure of Islamic financial contracts generally or of Islamic retail bank-
ing specifically.92  It is necessary, however, to review some relevant struc-
tural traits of the industry to analyze implementation in U.S. markets. 

Islamic banking, at least in theory, intentionally highlights the 
communal relationship between a bank, on the one hand, and the client 
on the other.93  Some scholars envision this system not as a negative one, 
based largely on prohibitions and exceptions that distance it from the 
conventional system, but rather as a positive system emphasizing the 
communal component of financing.94  The profit and loss sharing (PLS) 
communal model, allowing for the ex post determination of actual in-
comes, finds grounding in substantive notions of fairness through shared 
participation in business activity.95  In turn, the PLS model prohibits the 
payment and receipt of a fixed or predetermined interest rate, emphasiz-
ing instead a two-tier silent partnership (mudaraba) model replacing tra-
ditional commercial banking.96  This model envisions the banking rela-
tionship not along the lines of depositor-bank, but rather as principal-
agent in an investment agency.97  This agency relationship produces a 
contract through which the bank, as agent, invests funds on behalf of the 
principal, in exchange for a share in the profits.98 

 

 90. See Qatar Regulator, supra note 85.  
 91. See infra Part III. 
 92. For a good introduction of the theory of Islamic finance, consult AYUB, supra note 7, as well 
as IQBAL & MIRAKHOR, supra note 60.  Additionally, a remaining classic in this field is VOGEL & 

HAYES, supra note 10. 
 93. See ABDUL-RAHMAN, supra note 77, at xxvi (explaining that the “primary passion of true 
[riba-free] banking is community service and development”); see also Gian Maria Piccinelli, The Pro-
vision and Management of Savings: The Client–Partner Model, in ISLAMIC BANKING, supra note 5, at 

23, 26. 
 94. See Piccinelli, supra note 93, at 26 (emphasizing the “implementation of the partnership 
scheme of sharing between bank and client in most transactions, both active and passive”); see also 
Claudio Porzio, Islamic Banking Versus Conventional Banking, in ISLAMIC BANKING, supra note 5, at 
91 (explaining that the Islamic banking system is “based on creditor participation in the profits and 
risks of the activity” and that “all parties in a financial transaction have to share risk and the profit or 
loss of the project”). 
 95. See Porzio, supra note 94, at 91–92. 
 96. See Hajah Salma Latiff, The Risk Profile of Mudaraba and Its Accounting Treatment, in 
CURRENT ISSUES, supra note 6, at 61, 67–69. 
 97. See id. at 67 (“The bank establishes itself as an intermediary between the suppliers of the 
capital and the users of the fund who need the money as a source of capital.  In its intermediary capac-
ity, the bank invests the funds in perceived lucrative and profitable businesses.”). 
 98. Id. at 68. 



SCHMID.DOCX (DO NOT DELETE) 5/10/2013  1:24 PM 

No. 3] ISLAMIC FINANCIAL INSTITUTIONS 1307 

Specifically, under the mudaraba model for the Islamic financial in-
stitution, the first tier is formed when depositors (or investors) place 
their capital with the financial institution, which functions as a partner 
called the mudarib.99  This mudarib then finds investment opportunities 
with borrowers (essentially, entrepreneurs) through second-tier 
mudarabas.100  Under this second tier, the mudarib now becomes the 
“capital investor.”101  Unlike conventional banks, the Islamic banks are 
not guaranteeing the depositors’ (or investors’) capital.102  In this way, 
they are earning based on equity investments rather than fixed interest 
based on their lending activity.103  Banks can also earn money through 
providing services, based mainly on their labor and expertise.104 

Central to the development of modern Islamic banking and finance 
was the application of the nominate contracts of classical Islamic com-
mercial jurisprudence (that is, the original Arabic-named contracts of an-
cient and medieval Islam)105 to the conditions of the modern markets.106  
Adaptation of the nominate contracts enabled innovators and policy 
makers to build novel financial products that drew upon a classical (and 
therefore widely accepted) jurisprudential tradition.107  A second corol-
lary to the modification of premodern financial contracts entails the cer-
tification of the adapted financial products by Shariah boards.108  Here, 
one should distinguish between two claims.  The first proposition is that 
jurists are important to the industry from the perspective of its consum-
ers—that is, that the presence of jurists, symbolically, is important to the 
industry’s legitimacy.  The second is the quite different claim that jurists, 
empirically, are central catalysts to the development of innovative prod-
ucts—that the presence of jurists is important to the industry’s efficien-

 

 99. VOGEL & HAYES, supra note 10, at 130–31. 
 100. See Glossary of Terms, HSBC AMANAH, http://www.hsbcamanah.com/amanah/about-
amanah/glossary.html (last visited Mar. 11, 2013) (explaining that a mudarib is “essentially similar to a 
diversified pool of assets held in a Discretionary Asset Management Portfolio”). 
 101. VOGEL & HAYES, supra note 10, at 131. 
 102. See Latiff, supra note 96, at 69. 
 103. See id. at 68–69.  
 104. See VOGEL & HAYES, supra note 10, at 131; see also Swartz, supra note 69, at 90. 
 105. Yusuf Talal DeLorenzo & Michael J.T. McMillen, Law and Islamic Finance: An Interactive 
Analysis, in REGULATORY CHALLENGE, supra note 18, at 132, 144 (“The most important factor in the 
transition from the jurisprudence of recovery and revival to a more proactive and participatory juris-
prudence of transformation and innovation was the reconfiguration of the nominate contracts.”). 
 106. See, e.g., EL-GAMAL, supra note 2, at xi, 12 (explaining that the “Islamization of contempo-
rary financial practice is accomplished by means of modified premodern financial contracts” and that 
“[c]overage of the premodern contracts in classical jurisprudence texts . . . makes the new products 
identifiable as Islamic”); DeLorenzo & McMillen, supra note 105, at 133 (showing how “modern ju-
rists found a veritable ocean of practical and theoretical jurisprudence upon which to draw.”). 
 107. See DeLorenzo & McMillen, supra note 105, at 149 (noting that the key factor in the devel-
opment of modern Islamic finance was the “reconfiguration of the nominate contracts,” which could 
be deemed “building blocks . . . constituted and constructed creatively for the achievement of all man-
ner of objectives”). 
 108. See EL-GAMAL, supra note 2, at 7 (“The most obvious distinguishing feature of Islamic fi-
nance (self-referentially) is the central importance of Islamicity certification (often called Shari’a com-
pliance) for various contracts.”). 
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cy.109  Arguably, Shariah boards, though central to the institution per se, 
function reactively, not proactively.  Essentially, they are final ratifiers of 
novel financial products preengineered by financial experts and attor-
neys, namely, of practitioners familiar with the complex financial struc-
tures.110  Under this model, conventional products, identified as generally 
contrary to the precepts of Islamic commercial law, are reengineered and 
rebranded in order to comply with Shariah law.111 

Some scholars, however, are skeptical of overemphasizing the theo-
retical model of Islamic finance over and against empirical observations 
about how Islamic financial institutions actually utilize debt-like instru-
ments that appear not to stray too far from those employed under the 
conventional system.112  Moreover, Islamic jurists themselves are split 
about the validity of conventional banking.113  El-Gamal, for example, 
notes how there is a sizable contingency of progressive jurists who pro-
pose modifications to traditional practices, thus imposing “minimal nec-
essary modifications on a functioning system to ensure ‘Shari’a compli-
ance.’”114  This “reformist approach” echoes the consumer protection 
views advanced by Dodd-Frank and other recent legislative reforms of 
the conventional banking framework.115  El-Gamal proposes, then, that 
the proper interpretation of the classical prohibitions of Islamic law is as 
“prudential regulatory mechanisms.”116 

There are many who are skeptical that a full-blown Islamic finance 
and banking system will survive the dynamic pressures of globalization 
and banking regulation at all, especially given the increasingly apparent 
decentralization of the industry.117  Islamic financial products today are 

 

 109. See infra Part III.C.  
 110. See NATALIE SCHOON, ISLAMIC ASSET MANAGEMENT: AN ASSET CLASS ON ITS OWN? 152–
59 (2011) (explaining the roles of the SSBs in terms of their advisory, approval, and audit functions). 
 111. EL-GAMAL, supra note 2, at 21 (“Legitimacy of declarations that an Islamic analog product 
is Islamic, whereas the conventional financial product it aims to replace was not, increases with devia-
tions of the analog’s financial structure from its conventional counterpart (in both form and sub-
stance).”). 
 112. See id. at 155 (“It is a fact that Islamic banks invest almost exclusively in interest-bearing 
debt instruments . . . . In such investments the only material risks to which Islamic banks are exposed 
are the same ones to which conventional banks are: credits risks . . . interest rate risk . . . liquidity 
risk . . . and operational risks.”).  
 113. See The Race to Rule Islamic Finance, BUS. WEEK (Oct. 26, 2003), http://www.businessweek. 
com/stories/2003-10-26/the-race-to-rule-islamic-finance. 
 114. EL-GAMAL, supra note 2, at 151.  
 115. See CONSUMER FIN. PROTECTION BUREAU, BUILDING THE CFPB: A PROGRESS REPORT 9 
(July 18, 2011), http://www.consumerfinance.gov/wpcontent/uploads/2011/07/Report_BuildingThe 
Cfpb1.pdf [hereinafter BUILDING THE CFPB] (describing the statutory objective “[t]o implement and 
enforce federal consumer financial law consistently for the purpose of ensuring that all consumers 
have access to markets for consumer financial products and services and that markets for consumer 
financial products and services are fair, transparent, and competitive”). 
 116. EL-GAMAL, supra note 2, at 153. 
 117. See, e.g., Scheherazade S. Rehman, Globalization of Islamic Finance Law, 25 WIS. INT’L L.J. 
625, 625 (2008) (arguing that Islamic banking will “survive as a specialized banking service rather than 
a system”).  Rehman adopts a more critical view of the Islamic banks in Western markets, which she 
argues exist “strictly as a product-based phenomenon.”  See id. at 645.  
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offered not merely by Islamic banks (understood as those who only 
transact Shariah-compliant business) but also by international banks with 
Islamic subsidiaries and traditional banks featuring ad hoc Islamic finan-
cial product lines.118  Moreover, many investors fail to fully understand 
the characteristics of the sukuk in which they are investing, and as scruti-
nizing investors demand more transparency, transaction costs will likely 
rise.119  One study found mixed success of the Islamic banking model, 
showing that:  

(i) small Islamic banks tend to be financially stronger than small 
commercial banks; (ii) large commercial banks tend to be financial-
ly stronger than large Islamic banks; and (iii) small Islamic banks 
tend to be financially stronger than large Islamic banks, which may 
reflect challenges of credit risk management in large Islamic 
banks.120  

Nevertheless, the Islamic financial sector has demonstrated con-
sistent growth and innovation.121  The industry will only continue to ma-
ture, and the U.S. regulatory framework should take notice. 

D. The Centrality of Disclosure in a Trust-Based Model 

Islamic individuals have a moral obligation to ensure that their 
business dealings are legitimate, fair, and just.122  Given the profit- and 
loss-sharing framework of Islamic banking, participants are exposed to 
different risks than those of conventional models,123 creating a need for 
robust accounting standards to mitigate those risks.124  As a result, a criti-
cal element of the Islamic banking model is its need for transparency and 
disclosure.125  This is, in part, due to the salience of the PLS model that 
 

 118. See DeLorenzo & McMillen, supra note 105, at 159–60. 
 119. See Sukuk It Up, ECONOMIST (Apr. 15, 2010), http://www.economist.com/node/15908503 
(explaining that sukuk avoid riba by “paying bondholders with the cashflows generated by specific 
assets, which are put into a special-purpose vehicle (SPV) as part of the deal” and commenting that 
“[m]any seem to have thought that the bonds were ‘asset-backed’, giving them a claim on the assets in 
the event of a default”).  The article concludes: “Most sukuk, however, are ‘asset-based’, handing in-
vestors ownership of the cashflows but not of the assets themselves.”  Id. 
 120. Martin Čihák & Heiko Hesse, Islamic Banks and Financial Stability: An Empirical Analysis 1 
(Int’l Monetary Fund, Working Paper No. WP/08/16, 2008); cf. HANS VISSER, ISLAMIC FINANCE: 
PRINCIPLES AND PRACTICE 99 (2009) (commenting that “Islamic banks started on a small scale and 
may have had fewer opportunities than conventional banks to exploit economies of scale”).  That is to 
say, these banks were limited in their ability to lower average cost by increasing production.  
 121. See, e.g., Oakley, supra note 4. 
 122. See Latiff, supra note 96, at 61–62; id. at 69 (“The Islamic values of trust, honesty and integri-
ty are relied upon to have this [mudaraba] transaction to result in a profitable transaction. Mudaraba 
is therefore a trust-based financial instrument.”); see also IQBAL & MIRAKHOR, supra note 60, at 245 
(discussing the “implicit trust” between the bank and the investors/depositors in Islamic banking). 
 123. Abdullah Haron & John Lee Hin Hock, Inherent Risk: Credit and Market Risks, in 
REGULATORY CHALLENGE, supra note 18, at 94, 95 (explaining that Islamic financial institutions 
“bear a resemblance to asset management companies as opposed to conventional banking institutions” 
and that “Islamic modes of financing . . . display distinct risk characteristics that must be accounted for 
in capital adequacy requirements and risk management frameworks”). 
 124. See Latiff, supra note 96, at 69–73. 
 125. See generally V. Sundararajan & Luca Errico, Islamic Financial Institutions and Products in 
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bases depositor returns not on fixed and guaranteed rates but on the suc-
cess of the bank’s investments using depositors’ capital.126  Requiring dis-
closure is important not just for its broad appeal to ethical normativity, 
but also for the proper allocation of risk among the partnering parties.127  
Drawing from the AAOIFI Statement on the Purpose and Calculation of 
the Capital Adequacy Ratio of Islamic Banks (2001), Islamic banking dis-
closure requirements need to minimally address the following matters: 
“(i) investment objectives and policies, including concentration; (ii) types 
of securities; (iii) risk factors; (iv) internal controls; (v) performance data; 
and (vi) professional qualifications and experience of management and 
senior staff.”128  Effective risk management will require adequate disci-
plinary mechanisms and monitoring processes for Islamic banks’ decision 
making and risk allocation.129  In the mudaraba transactions discussed 
above, for example, the profit allocation ratio and its calculation meth-
odology should be clearly stated and based on an agreed percentage of 
the profit (not in a lump sum or percentage of the capital).130  For where-
as customers in traditional models are assured of full repayment (assum-
ing the bank’s solvency), regulators must be more active to ensure that 
customers are treated fairly in Islamic models where capital may not be 
certain.131  Under this framework, transparency and full disclosure come 
at a premium.132 

The implementation of “Islamic windows” is also likely to heighten 
the supervisory burden on U.S. regulators because this is a new type of 
financial model that requires its own regulatory framework.133  Disclosure 
of how funds are managed is vital to ensure that they are not mingled 
with conventional banking operations.134  Supervisors will have to be 
somewhat familiar with the application of new international standards 
for Islamic banks.135  Of course, the concerns will be different for differ-
 

the Global Financial System: Key Issues in Risk Management and Challenges Ahead, in ISLAMIC 

FINANCE: WRITINGS OF V. SUNDARARARAJAN 52 (Jaseem Ahmed & Harinder S. Kohli eds., 2011). 
 126. See id. at 65–69 (arguing that depositors have greater incentives to monitor banks’ perfor-
mance than conventional models and delineating the content of the most important disclosure re-
quirements Islamic banks should follow). 
 127. Cf. Anthony T. Kronman, Mistake, Disclosure, Information, and the Law of Contracts, 7 J. 
LEGAL STUD. 1 (1978). 
 128. Id. at 66.  
 129. See Dahlia El-Hawary et al., Regulating Islamic Financial Institutions: The Nature of the Reg-
ulated (World Bank Policy Research Working Papers, Working Paper No. 3227, 2004), available at 
http://elibrary.worldbank.org/content/workingpaper/10.1596/1813-9450-3227.  
 130. Cf. Luca Errico & Mitra Farahbaksh, Islamic Banking: Issues in Prudential Regulations and 
Supervision (Int’l Monetary Fund, Working Paper No. WP/98/30, 1998), 
available at http://www.imf.org/external/pubs/ft/wp/wp9830.pdf. 
 131. See Fiennes, supra note 87, at 252 (“The possibility of capital loss, and the variability of the 
return, mean that prudential regulation is not enough.”). 
 132. See id. at 253. 
 133. See generally A. Rushdi Siddiqui, Islamic Windows: A Solution for Muslim Community 
Banking in the United States, in ISLAMIC FINANCE: DYNAMICS AND DEVELOPMENT: PROCEEDINGS OF 

THE FIFTH HARVARD UNIVERSITY FORUM ON ISLAMIC FINANCE (2003). 
 134. See id.  
 135. See id. 
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ent types of financial products offered under this broad heading.136 
As discussed in detail below, however, new consumer protection ini-

tiatives in the United States may further complicate implementation of a 
truly alternative and riba-free system.137  In short, the new regulatory re-
gime seeks to enhance individual consumers’ agency and to reduce in-
formation asymmetries at the small scale.138  What is more, overemphasis 
on the role of institutional investors as watchdogs inadequately addresses 
these new federal norms.139  It is to these regulatory complexities that this 
Note now turns. 

III. ANALYSIS 

One need not agree on the precise semantics on the notion of 
“globalization” to concede that it is a deep-seated feature of today’s 
trade and financial system.  Despite the optimism of the neoliberal camp, 
the results of economic globalization today have been mixed. 

Globalization . . . poses both opportunities and challenges to 
the mixed economy.  On the plus side, the global expansion of mar-
kets promises greater prosperity through the channels of division 
and labor and specialization according to comparative ad-
vantage. . . . But globalization also undercuts the ability of nation-
states to erect regulatory and redistributive institutions, and does so 
at the same time that it increases the premium on solid national in-
stitutions.  Social safety nets become more difficult to finance just 
as the need for social insurance becomes greater; financial interme-
diaries increase their ability to evade national regulation just as 
prudential supervision becomes more important . . . .140 

Many people are even calling for action to radically recast globaliza-
tion.141  Yet with widening liberalization and integration into the global 

 

 136. See id. 
 137. For detailed discussion of these requirements and Islamic banks’ compatibility, see infra Part 
III. 
 138. See BUILDING THE CFPB, supra note 115, at 5, 9. 
 139. See, e.g., Sundararajan & Errico, supra note 125, at 69 (arguing that “institutional investors in 
an Islamic environment will play a crucial role in collecting, interpreting, and evaluating the flow of 
information disclosed by Islamic financial institutions . . . [which] will more than likely help facilitate 
risk management in an Islamic framework”). 
 140. DANI RODRIK, ONE ECONOMICS, MANY RECIPES: GLOBALIZATION, INSTITUTIONS, AND 

ECONOMIC GROWTH 195–96 (2007); accord JOSEPH E. STIGLITZ, MAKING GLOBALIZATION WORK 21 

(2006) (“[E]conomic globalization has outpaced political globalization.  We have a chaotic, uncoordi-
nated system of global governance without global government, an array of institutions and agreements 
dealing with a series of problems, from global warming to international trade and capital flows.”). 
 141. See, e.g., NOREENA HERTZ, THE SILENT TAKEOVER: GLOBAL CAPITALISM AND THE DEATH 

OF DEMOCRACY 243 (2003) (“If we continue as a world to perpetuate . . . power asymmetries, and if 
inequalities continue to grow at the rate we have seen them grow over the past twenty years, what we 
will see is a replacement of politics by protest, an institutionalization of protest and rage, and with it 
the demise of democracy itself, even in those nations that pride themselves on being democratic.”); cf. 
RODRIK, supra note 140, at 237 (“Antiglobalization protesters may have had only limited success in 
blocking world trade negotiations . . . but they have irrevocably altered the terms of the debate.  Pov-
erty is now the defining issue for both sides.”). 
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economy, individual financial markets may quite possibly demonstrate 
an increase in risk-sharing and asset-based securitization—both at the 
core of Islamic finance.142  As financial markets globalize and promote 
increasing innovation, previously competing financial models may bene-
fit from enhanced contact in an emerging financial era where consumers 
are calling for transparency and accountability from global financial insti-
tutions.143 

What is more, one of the traditional strengths of the United States 
has been its ability to absorb foreign ideas and global best practices.144  
With a majority of the Muslim population in the West consisting of re-
cent migrants and (in the United States, at least) of an educated middle 
class, new financial opportunities are emerging.145 

This Part analyzes whether and to what extent Islamic finance is 
compatible with the current development of U.S. financial regulation.  
To that end, Section A develops the position that the introduction of Is-
lamic financial products into the United States must allow for a non-
naïve understanding of Islamic finance, one that properly comes to grips 
with the effects of globalization and lex mercatoria on the industry, dis-
cussed in Section B.  Section C then explains that proponents of Islamic 
finance must meet unique regulatory hurdles to maintain structural in-
tegrity while achieving legal legitimacy and adequate consumer de-
mand.146  Lastly, Section D provides a constitutional context for what this 
Note describes as the other Shariah risk. 

A. Convergence: Theoretical Problem or Empirical Challenge? 

Some might argue that there will always remain a deep incompati-
bility between conventional and Islamic banking.  Indeed, if the core 
structure of conventional banking is built on the cornerstone of interest, 
the Islamic prohibition on riba eliminates the possibility for dialogue at 
the outset.147  Some scholars even contest that the “embeddedness, con-

 

 142. IQBAL & MIRAKHOR, supra note 60, at 296. 
 143. Cf. GLOBAL PROBLEMS, GLOBAL SOLUTIONS: TOWARDS BETTER GLOBAL GOVERNANCE 

(WTO PUBLIC FORUM 2009) 2 (2010), available at http://www.wto.org/english/res_e/booksp_e/public_ 
forum09_e.pdf. 
 144. See THOMAS L. FRIEDMAN, THE WORLD IS FLAT: A BRIEF HISTORY OF THE TWENTY-FIRST 

CENTURY 422 (1st Picador ed. 2007) (“The more you have a culture that naturally glocalizes—that is, 
the more your culture easily absorbs foreign ideas and global best practices and melds those with its 
own traditions—the greater advantage you will have in a flat world.”). 
 145. See ROY, supra note 3, at 100. 
 146. See SALEH, supra note 56, at 88 (commenting that what Islamic banks seek is not “mere tol-
eration by an alien system” but rather “finding a satisfactory operational technique which will be leni-
ent enough to infiltrate the established system and powerful enough to be taken into proper considera-
tion”).  Saleh does not, however, believe that the existing global banking structure, together with its 
legislative framework, is particularly compatible with the goals of riba-free banks.  See id. 
 147. It is worth noting that riba is not the only major area of contention between modern financial 
practices and Islamic jurists.  Another aspect is the futures (or commodities) market, which is a fun-
damental component of the global system of production and trade.  See, e.g., Ellis Goldberg, Market-
ing Commodities Does Not Happen on Commodity Markets: The Egyptian Bursat Al-‘Uqud and Oil 
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vergence and fusion” of the two systems has already taken place.148  Re-
gardless of the precise outcome, there are numerous developments that 
point to some degree of dialogue, if not a veritable convergence, between 
conventional and Islamic banking: (1) the instability of the conventional 
financial markets that has led to a reexamination of many of its core fea-
tures, (2) a growing consensus about the relative stability of equity capi-
tal flows, (3) the globalization of Islamic financial products, (4) increased 
equity capital flow transnationally, and (5) excess liquidity in Islamic fi-
nancial markets.149 

This Section explains that there is no prima facie argument against 
the convergence of traditional and Islamic financial principles.  In other 
words, the implementation of Islamic finance is largely an empirical 
problem, not a fundamental misalignment of normative positions.  
Thomas C. Baxter, Jr., Executive Vice President at the Federal Reserve 
Bank of New York, has explained: 

[I]n many cases existing U.S. law is broad enough to encom-
pass shari‘a-compliant structures.  Practitioners create products that 
simultaneously satisfy the demands of secular and religious law, in 
much the same way as they must look to the law of two or more ju-
risdictions in structuring a cross-border transaction.  This is possible 
because, in general, the secular law in the United States is silent 
with respect to matters of religion and because the common law 
tradition is one of flexibility and adaptation.150 

The law and economics movement recognizes the role that legal sys-
tems play in ensuring that markets function efficiently and competitive-
ly.151  As Judge Richard Posner of the U.S. Court of Appeals for the Sev-
 

Futures Markets, in THE POLITICS OF ISLAMIC FINANCE, supra note 40, at 81, 82. 
 148. See ASKARI ET AL., GLOBALIZATION, supra note 23, at 119 (“Over the past few decades, a 
consensus has emerged that the rapid expansion of credit and debt (leveraging) is detrimental to fi-
nancial stability. . . .  The absence of thoughtful financial supervision, regulation, and enforcement is a 
threat to any financial system, both conventional and Islamic.”).  The authors explain that Keynes “did 
not believe that there is either a theoretical explanation or an economic justification for the existence 
of an ex ante fixed (or even variable) interest rate, payment of which (along with the principal) was 
guaranteed by a debt contract.”  Id.  For more on this view, consult WARDE, supra note 24, at 107–08 
(“At the international level, the major Islamic banking groups, rather than trying to establish a global 
Islamic network that would rival the global banking system, are keen on remaining embedded within 
that system. . . . [R]ather than being phased out, the cooperation with Western banks . . . was stepped 
up . . . .”). 
 149. See ASKARI ET AL., GLOBALIZATION, supra note 23, at 147; see also id. at 185 (showing that 
“recent data on the flow of capital across borders appear to suggest that global finance may be experi-
encing an early stage of the return to dominance of equity and risk sharing through the growth of Is-
lamic financial techniques, as well as greater innovation of equity-based instruments within conven-
tional finance”). 
 150. See Thomas C. Baxter, Jr., Exec. Vice President & Gen. Counsel, Fed. Reserve Bank of 
N.Y., Before the Seminar on Legal Issues in the Islamic Financial Services Industry (Mar. 2, 2005), 
available at http://www.newyorkfed.org/newsevents/speeches/2005/bax050302.html (explaining, more-
over, that differences can be explained because “Western law developed out of a different cultural 
environment, and not because of some latent bias”). 
 151. See generally Jonathan Klick & Francesco Parisi, Functional Law and Economics: The Search 
for Value-Neutral Principles of Lawmaking (George Mason Univ. Sch. of L., L. & Econ. Working Pa-
per Series, Paper No. 03-39), available at http://www.law.gmu.edu/assets/files/publications/working 
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enth Circuit has urged, “often, the true grounds of legal decision are con-
cealed rather than illuminated by the characteristic rhetoric of opinions.  
Indeed, legal education consists primarily of learning to dig beneath the 
rhetorical surface to find those grounds, many of which may turn out to 
have an economic character.”152  In theory, a legal system that seeks to 
promote rules facilitating economic efficiency should be morally neutral, 
since these rules merely ensure competitive conditions in the market-
place.153 

Asserting that legal rules must promote “economic efficiency,” 
however, arguably begs the question: What is “efficient?”  The semantic 
content of “efficiency” is not self-defining and, depending on any one 
point of view, can entail a whole range of “non-economic” questions, in-
cluding, inter alia, moral and political considerations.154  To give an ex-
ample, a tenet of competition law holds that the buyers who value goods 
the most are the ones who end up with them.155  In this way, the buyers 
having the highest valuation will find it worthwhile to bid up the price of 
the relevant good until prospective buyers who value the good less drop 
out of the bidding.156  Nevertheless, the idea of “consumption efficiency” 
ignores entirely the distribution of wealth across buyers, which inevitably 
impacts how much those buyers are willing to bid for desired goods.157  
As a result, a legal system that enhances a competitive market by ensur-
ing “consumption efficiency” may foster a distribution of goods across 
buyers that some may find unappealing.158 

In the same way, while certain legal regimes may tend to reduce 
transaction costs and to maximize allocative efficiencies by yielding an 
aggregate surplus, economic legal reasoning may be blind to substantive 
notions of social justice.159  Of course, the mechanisms of a morally-
conscious financial alternative must necessarily provide greater social 
welfare than can be expected under conventional financial models, regu-
lated by conventional legal arrangements.  A model that increases trans-
action costs, resulting in allocative inefficiency (deadweight) without a 
corresponding reduction in the harms underlying moral prohibitions (i.e., 
riba and gharar), will ultimately meet sustained criticism from the very 
consumers the model is intended to serve. 

Traditionally, the underlying principles of Islamic finance are at 
least threefold, including: (1) the prohibition of riba; (2) the prohibition 
of gharar; and (3) the core emphasis of ethical notions of social justice, 
 

_papers/03-39.pdf.  
 152. RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 23 (4th ed. 1992). 
 153. See generally NICHOLAS BARR, ECONOMICS OF THE WELFARE STATE (4th ed. 2004). 
 154. See generally JOHN RAWLS, A THEORY OF JUSTICE: ORIGINAL EDITION (1971). 
 155. See generally POSNER, supra note 152.  
 156. Id.  
 157. See generally BARR, supra note 153.  
 158. See Louis Kaplow & Steven Shavell, Why the Legal System Is Less Efficient Than the Income 
Tax in Redistributing Income, 23 J. LEGAL STUD. 667, 667 (1994). 
 159. See id.  
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communal unity, fairness, and transparency.160  Together, these compo-
nents (perhaps illustrative, not exhaustive) characterize important ele-
ments of, at least in theory, the objectives and structure of this mode of 
financial operation. 

B. The Globalization of Islamic Finance 

In addition to the preceding discussion, an assumption persists, held 
by numerous scholars and laypersons alike, that Islamic finance is the 
traditional application of Shariah law to the area of finance.161  Advocates 
of this position assert that Islamic finance entails an “Islamization” of 
commercial and financial theory, based upon the authoritative interpre-
tation of the Qur’an, Sunna, and legal opinions of Islamic jurists.162 

This Note tackles the traditional view head-on, arguing that, while 
Islamic finance was traditionally the application of Islamic law, a more 
nuanced view of Islamic finance is necessary today to analyze properly 
the extension of Islamic financial products to non-Muslim markets.163  
Specifically, clarity and precision regarding the structure of Islamic bank-
ing and finance must precede any legal conclusions about the compatibil-
ity of this mode of operation under U.S. regulatory laws. 

Introduction of Islamic banking and finance, whether of its novel fi-
nancial innovations or its ethical emphasis on community banking and 
social responsibility, requires a considerable degree of coordination 
among numerous interdependent state and non-state actors.164  Imple-
mentation of a robust and dynamic banking system must meet the com-
plexity of a multiplicity of these different actors with competing goals 
and interests. 

Most scholars envision Islamic finance as the traditional application 
of classical Islamic law to the financial sector.165  Yet the evolution of Is-
lamic finance largely as a contractual practice formed in international fi-
nance underscores the unique impact of globalization on the industry.166  
 

 160. See generally AYUB, supra note 7.  
 161. See, e.g., VOGEL & HAYES, supra note 10, at 19. 
 162. Id. at 23. 
 163. See, e.g., BÄLZ, supra note 8, at 3.  
 164. See id. at 3 (urging that analysts must pay heed to the “global practices of international fi-
nance and to developments such as the rise of professional service firms (investment banks, account-
ancy firms, and multinational law firms) that formulate and administer these practices”); see also 
ASKARI ET AL., NEW ISSUES, supra note 23, at 11 (“The private sector has been much more active than 
the public sector in the growth of this market.”); EL-GAMAL, supra note 2, at xi (“The contracts are 
designed by teams of (1) financial professionals who make and cater to the market for ‘Islamic’ prod-
ucts, (2) lawyers . . . , and (3) jurists . . . who . . . provide certification of the Islamicity of various finan-
cial products and services.”).   
 165. See, e.g., Valentino Cattelan, Islamic Finance and Ethical Investments: Some Points of Recon-
sideration, in ISLAMIC BANKING, supra note 5, at 76 (arguing that Islamic finance is “based on the ap-
plication of classical ‘Islamic law’ in the management of money . . . [implying] the prohibition of inter-
est (riba), of excessive risk (gharar), of gambling (maysir), the exclusion of investments in arms, 
alcohol, casinos, tobacco, pornography and pork, and a major attention on social welfare”).   
 166. See, e.g., DeLorenzo & McMillen, supra note 105, at 133 (describing the “current period of 
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Put another way, integration of Islamic finance from a legal perspective 
will not be undertaken by way of theoretical ethical-financial models and 
broad principles.167  Integration, rather, will occur by way of the indus-
try’s empirical, on-the-ground manifestations in the form of innovative 
financial products.168  In his pioneering article on Islamic finance’s impact 
on Islamic contract law, Kilian Bälz argues compellingly that Islamic fi-
nance is no longer the traditional application of Islamic law to financial 
principles.169  On this point, it is worth quoting him at length: 

Islamic finance . . . has developed independently from legisla-
tive trends.  This becomes obvious if one looks at the foundation of 
Islamic finance, namely, the ban on interest . . . . If commercial law 
had been successfully Islamized, there would be no need for Islamic 
banks offering Sharia-compliant transactions as an Islamic alterna-
tive to conventional banking.  Islamic banking, as it is practiced in 
international finance today, therefore, thrives on providing an Is-
lamic alternative in a non-Islamic environment.170 

Or, as Ibrahim Warde argues in the same vein of analysis, “legalistic 
concerns are only one aspect, and probably not the most crucial one, of 
real world Islamic finance.”171  In particular, Bälz views Islamic finance as 
not exclusively the traditional application of Islamic legal principles, i.e., 
the application of the Qur’an and the Sunna.  Rather, he sees it as a phe-
nomenon of transnational law characterized predominantly by private, 
institutional players, among which include investment banks, law firms, 
and accounting firms, and not promulgated (but perhaps only supported) 
by the state.172  He argues that “instead, it must be seen as a contractual 
practice that evolved in international finance.”173  Understanding Islamic 
finance as a type of contractual practice that prevails over mandatory le-

 

transformation and adaptation [as] characterized by a significant number of Islamic and conventional 
multinational banks and financial institutions as participants, participation by Shari’ah-compliant and 
conventional asset managers, the development of significant practical experience by Muslim jurispru-
dents in an expanding range of financial and commercial transactions of increasing complexity, a grow-
ing discourse on Islamic finance in the English language, a movement toward consensus among Sha-
ri’ah scholars (ijma’), the acceptance and implementation of the concept that the nominate contracts 
may be thought of as building blocks that may be constituted and constructed creatively for the 
achievement of all manner of objectives, and a transactional base that entails conformity with both the 
Shari’ah and at least one body of secular law”).   
 167. See generally BÄLZ, supra note 8. 
 168. See id.  
 169. Id. at 3. 
 170. Id. at 9. 
 171. WARDE, supra note 24, at 11; accord Clement M. Henry & Rodney Wilson, Introduction to 
THE POLITICS OF ISLAMIC FINANCE, supra note 40, at 1, 4 (maintaining that Islamic finance “is at-
tempting to adapt Islamic instruments originally designed for pre-industrial trade and handicrafts to a 
post-industrial global economy”); id. at 10 (positing that “Islamic banking may be better off in liberal-
ized, less restricted commercial banking environments”). 
 172. See BÄLZ, supra note 8, at 4–5. 
 173. Id. at 6; see also id. at 7 (“Islamic finance is part of a revival of Islamic religious ethics in in-
ternational business that thrives in jurisdictions where law and religion are separated (such as Dubai, 
London, Kuala Lumpur), whereas in those jurisdictions that pledge to abide by Islamic legal principles 
(such as Saudi Arabia, Sudan, Iran, Pakistan), Islamic finance did not really take off.”). 
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gal provisions is critical to its analysis as a normative matter.  Indeed, if 
globalization has catalyzed core transformations in the structure of Is-
lamic financial products, theorists must address the industry’s develop-
ment on its own terms, not on a perceived idealization of its practices. 

One important consequence of envisioning Islamic finance in terms 
of international contract law is that it cannot be easily separated from the 
methods and motivations of private markets, which include the goal of 
enhancing efficiency and reducing as much as possible certain transaction 
costs.174  This is not, however, necessarily a negative transformation: in 
fact, recent changes resulting from globalization may serve to shape a 
more efficiency-motivated model that complies with El-Gamal’s vision 
for a financial industry that respects the substantive spirit of Islamic law, 
rather than the nominate contracts that predated globalization altogeth-
er.175 

The problem of ensuring efficiency mechanisms has not gone unno-
ticed by proponents of the Islamic financial system.  Many scholars, how-
ever, fall into the all too seductive trap of semantic wrangling, ultimately 
sounding suspiciously familiar to the already existing conventional 
framework.  Nico Swartz, for example, would unify the efficiency-driven 
conventional banking system with the ethical guidance of Islamic law via 
a sort of hybrid banking structure.176  His argument hinges upon the abil-
ity to remove the modern-day notion of “interest” from the classical 
meaning of riba.177  He does so by divvying up the concept of convention-
al interest into distinct composite parts,178 similar to the way Hohfeld dis-
sected rights analysis.179  Such a division of the composite parts of con-
ventional interest more closely resembles semantic games than 
substantive distinctions.  Consider the following passage: 

Profit is viewed as legitimate remuneration for providing a 
service, for example carrying money from the lender to the borrow-
er and back, keeping the money safe, receiving and paying money 
to both the depositors and the borrowers, and buying and selling 
services from third parties, e.g. hiring a lawyer for title checking.  
The remuneration of the bank for arranging these services can ob-
viously not be regarded as riba.  However, if it is computed as a 
percentage of the loan amount, there may be some room for doubt.  

 

 174. See id. at 18–21 (discussing the importance of standardization and contractual practices in 
international finance). 
 175. See generally EL-GAMAL, supra note 2. 
 176. Swartz, supra note 69, at 86. 
 177. See id. at 87. 
 178. Id. at 90 (“The six components are: (i) interest paid to the depositor, (ii) cost of overheads, 
(iii) cost of services, (iv) a risk premium, (v) profit or remuneration to the bank, and (vi) compensation 
for the value loss of capital due to inflation.”).   
 179. WESLEY NEWCOMB HOHFELD, FUNDAMENTAL LEGAL CONCEPTIONS AS APPLIED IN 

JUDICIAL REASONING AND OTHER LEGAL ESSAYS 64–65 (Walter W. Cook ed., 1919).  Hohfeld’s 
analysis divides the description of rights into four distinct but coequal parts.  In this way, Hohfeld de-
mystifies the often-conflated meanings of rights and to improve legal discourse that leans too heavily 
on imprecise and ambiguous political language. 
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If it is computed to recover the cost of the services that the bank 
provide [sic], it is legitimate remuneration or profit and therefore 
not riba.180 

A number of issues arise here.  First, by describing banks as service 
providers who operate as “couriers of money,” Swartz has failed to pro-
pose any substantive changes to the methods by which the banking indus-
try can be conducted.  Yet, he argues that his model can provide a new 
structure for the whole global financial system.  Furthermore, he con-
tends that computing interest as a percentage of the loan amount is riba, 
but that computing it as fair compensation for services is legitimate.  Yet 
again, there are no suggestions as to how the computations would actual-
ly be any different.  If, for example, a bank were to compute the value of 
their services to be the equivalent of a loan percentage, would this be 
permissible according to his model?  As long as the bank could offer ra-
tional reasons for this functional equivalence in pricing, banking could 
continue its business as usual. 

This type of reasoning constitutes precisely the sort of semantic play 
that is undermining the transnational legitimacy of Islamic finance.  True 
Islamic finance, as some scholars are asserting with increasing authority, 
informs financial transactions via core ethical principles, not senseless 
workarounds that parrot existing secular systems.181  As El-Gamal puts it, 
“in the longer term, that emphasis on the economic substance of transac-
tions may eventually rid Islamic finance of outdated and inefficient 
modes of operation.  Thus, the Islamic brand name of the industry may 
be redefined in terms of consumer protection and social development, 
rather than contract mechanics.”182 

Debates on the theory of Islamic finance should move beyond the 
translation of conventional financial products into Shariah-compliant al-
ternatives.  That approach would perpetually chase after past returns in 
the mainstream markets.183  Furthermore, this method of arbitrage in-
creases transaction costs and piles on gratuitous legal and juristic fees.184  
Shifting the debate back toward the substantive content of Islamic law 
will be vital both to its continuing legitimacy as a modern institution and 
to its efficiency as a primary means for economic development in the Is-
lamic world. 
  

 

 180. Swartz, supra note 69, at 90. 
 181. EL-GAMAL, supra note 2, at 190 (“The form-above-substance juristic approach to Shari’a 
arbitrage has also been shown to squander the prudential regulatory content of premodern Islamic 
jurisprudence, while reducing economic efficiency for customers through spurious transactions, not to 
mention legal and jurist fees.”). 
 182. EL-GAMAL, supra note 2, at 63. 
 183. Id. at 13. 
 184. Id. at 21, 165. 
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C. The United States Regulatory Wrinkle 

Prudential regulation is, and should be, at the heart of the modern 
financial industry.185  Not only is prudential regulation a function of en-
suring compliance with the legal norms of the financial system, but it also 
instills confidence in the health of that system.186  Whether the conver-
gence of conventional and Islamic financial values occurs in the long run, 
even the ad hoc introduction of Islamic financial products (usually in the 
form of “Islamic windows”) presents a conundrum for a potentially dual 
financial system: “[S]hould both types of banks be subjected to the same 
rules and regulations (on capital adequacy ratios, liquidity provisions, 
depository reserves, accounting and auditing standards, etc.)?  And 
should they be supervised by the same supervisory authorities?”187  
Standardization in this largely decentralized sector presents a serious 
problem for coordinated integration into the U.S. commercial frame-
work.188  Traditionally, most Islamic banks have their own advisory com-
mittee (or SSB) of Islamic jurists, who issue rulings that do not always 
perfectly align.189  This Note previously discussed the way in which cur-
rent SSBs represent secondary roles as advisors and auditors.  Moreover, 
complications could arise from introducing an alternative structure into 
an already complex financial structure.  In short, the principal challenge 
that may arise from introducing Islamic financial principles into a regula-
tory framework is that this framework was structured without some of 
these principles in mind. 

Regulators worry about the certainty, predictability, and transpar-
ency of the legal system, together with the proper allocation of risk and 
considerations of fairness and social justice.190  A major challenge for “Is-
lamic windows” from a regulatory perspective is the way in which risk is 
allocated among the relevant parties, as well as whether and to what ex-
tent the proper risks are disclosed.  Since Islamic banking is traditionally 
built upon the PLS contractual model, in which investors deposit funds 
that the bank, as mudarib, then invests in purportedly profitable activi-

 

 185. See, e.g., MATHIAS DEWATRIPONT & JEAN TIROLE, THE PRUDENTIAL REGULATION OF 

BANKS 5–6 (English-language ed., MIT Press 1994) (delineating the main set of ideas behind pruden-
tial regulation, including, inter alia, the centrality of solvency for regulators and the ability of regula-
tion to affect managerial incentives). 
 186. See id.  
 187. WARDE, supra note 24, at 86, 196. 
 188. See Bhambra, supra note 18, at 199 (“Perhaps one of the greatest challenges faced by regula-
tors is that of aligning the international standards adopted across the global financial system with the 
fragmented standards and practices that have emerged across the Islamic financial services industry 
which has until recently been working as a niche industry, somewhat detached from mainstream fi-
nance.”). 
 189. See Matthias Casper, Sharia Boards and Sharia Compliance in the Context of European Cor-
porate Governance, Preprints and Working Papers of the Center for Religion and Modernity (Nov. 
2012), available at http://ssrn.com/abstract=2179412. 
 190. See Bhambra, supra note 18, at 198 (“The strength of a financial industry is based on the con-
fidence investors have in it.”). 
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ties, there is at least the theoretical incentive for the Islamic banks to 
take on more risk, since a significant portion of losses can be passed on 
to the initial investors.191  Thus, Islamic banks could, in theory, have in-
centives to take on riskier investments than in the standing U.S. model, 
where there is a need to guarantee deposits.192 

From the regulator’s point of view, where there is no guarantee on 
capital certainty, “prudential regulation is not enough.”193  Especially 
where new customers of the Islamic banking alternative have grown ac-
customed to traditional U.S. banking culture, prudential regulation must 
specifically account for the moral hazard involved with informational 
asymmetry.  To remedy these informational gaps, banks must not only be 
held to account for transparency in the drafting of legal contracts among 
the parties, but they must also implement mechanisms for disclosing how 
profits and performance are measured by the bank, which is in a superior 
bargaining position relative to understanding risks and rewards. 

Indeed, a core concern of Islamic banking in the West is the ade-
quate segregation of funds.  The question remains: Is it legitimate to es-
tablish a Shariah-compliant subsidiary within a larger, non-Shariah-
compliant parent bank?  There are two key issues that must both be ad-
dressed as national banks consider opening “Islamic windows”: (1) 
whether this model can meet the standards of Shariah compliance, and 
(2) whether this model can adequately ensure the financial protection of 
its consumers.  Importantly, there must be separate accounts for the Is-
lamic operation to provide transparency for the parties involved.194  Fur-
thermore, there must be a responsible governing body for this subsidiary 
entity and arguably a separate legal entity maintaining the transparency 
required of this window.  Yet U.S. regulators are not in a position to 
simultaneously maintain oversight, transparency, enforcement, and su-
pervision of regulatory standards while accommodating the Islamic fi-
nancial industry’s push for credibility and sustainability.  U.S. regulators 
must be willing (indeed, they have expressed willingness) to become fa-
miliar with the core underlying mechanisms of Islamic financial institu-
tions, especially risk management—whether credit, investment, opera-
tion or legal—compliance, corporate governance, and capital policy.  
Nonetheless, they are in no position to certify or definitively determine 

 

 191. See id.  
 192. IMF economist Juan Solé, however, notes that “this moral hazard effect will be partly miti-
gated by the level of competition existing in the banking system” and that “as Islamic banks compete 
with each other, they will try to minimize the losses they pass on to depositors in order to retain/attract 
customers.”  Solé, supra note 86, at 15 n.15. 
 193. See Fiennes, supra note 87, at 252–53. 
 194. The Islamic Financial Services Board’s Disclosures to Promote Transparency and Market 
Discipline for Institutions Offering Islamic Financial Services provide express treatment of Islamic 
windows.  See generally ISLAMIC FIN. SERVICES BD., DISCLOSURES TO PROMOTE TRANSPARENCY 

AND MARKET DISCIPLINE FOR INSTITUTIONS OFFERING ISLAMIC FINANCIAL SERVICES (EXCLUDING 

ISLAMIC INSURANCE (T KAFUL) INSTITUTIONS AND ISLAMIC MUTUAL FUNDS) (2007) [hereinafter 
ISLAMIC MUTUAL FUNDS], available at http://www.ifsb.org/standard/ifsb4.pdf. 
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the underlying legitimacy of the products being regulated. 
A second related concern is that of “Shariah risk.”  Essentially, this 

risk entails the possibility of non-compliance with the precepts of Shariah 
rules.195  For example, one scholar explains, “In financial transactions, law 
has the function to provide transaction security, that is, to safeguard that 
the transaction, if need be, can be enforced in court.  In Islamic finance, 
the role of Islamic law is essentially different, as reference to Sharia rules 
can endanger the enforceability of the transaction.”196  Given a largely 
uncertain lack of consensus amid disparate regulatory bodies and reli-
gious advisory (Shariah) boards,197 participants in the Islamic financial 
industry must factor in the operational and reputational risks that could 
arise where certain products or transactions fail to comply.  Indeed, these 
risks are always lingering in the background.198  For example, reputation-
al risk entails intangible assets like brand and goodwill, trust, and other 
conceptual assets.199  This is a space in which the majority of clients have 
high expectations, placing their trust in Islamic financial institutions to 
manage their resources in accordance with Islamic precepts.200  Deposi-
tors expect both that their funds are managed responsibly and that they 
are managed in a way that fulfills their individual religious duties.201  De-
positors’ loss of confidence, especially in the community retail banking 
sector, is extraordinarily difficult to rebuild.202 

The concern arises not just under voluntary contractual arrange-
ments, but can also appear with respect to structural concerns.203  If a ma-
jor player in the industry is found to have violated the trust of its constit-
uents, the social capital and brand value of Islamic banking as a whole 

 

 195. AKKIZIDIS & KHANDELWAL, supra note 56, at 41. 
 196. BÄLZ, supra note 8, at 8; accord id. at 23 (defining “Sharia risk” as “[t]he chance that an Is-
lamic financing transaction is challenged on grounds that it does not comply with Islamic law” and ex-
plaining how many transactions feature waivers of this so-called “Sharia defense” to mitigate this risk); 
see also id. at 23–24 (describing how these clauses sometimes include “an explicit statement on Sharia 
compliance, pursuant to which the parties agree to follow the interpretation of the bank’s own Sharia 
board as far as the transaction is concerned”); EL-GAMAL, supra note 2, at 137 (explaining how “Is-
lamic financial practitioners and the contemporary jurists who support them view dissenting juristic 
voices as a threat to the industry’s very existence” but ultimately arguing that different voices will ul-
timately yield a more efficient model). 
 197. See generally MAHMOUD AMIN EL-GAMAL, A BASIC GUIDE TO CONTEMPORARY ISLAMIC 

BANKING AND FINANCE 4, 6 (2000), available at http://www.ruf.rice.edu/~elgamal/files/primer.pdf. 
 198. See, e.g., SALEH, supra note 56, at 117–18 (describing “those who maintain that an Islamic 
banking system has no raison d’être and no prospect for success unless it safeguards the much-heralded 
legitimacy of its means and objectives”). 
 199. See ASKARI ET AL., NEW ISSUES, supra note 23, at 150. 
 200. Scholars note two other ways in which reputational risks can impact the Islamic financial in-
dustry: (1) good reputation is useful for attracting non-Muslim clients, and (2) associated political con-
troversy, such as the post-9/11 scrutiny of Islamic banks, can adversely impact these financial institu-
tions.  Id. at 149–50. 
 201. Id. at 154. 
 202. See id. at 155–58 (discussing the sanctity of contracts, the preservation of property rights, and 
trust as the three prevailing expectations of investors in the Islamic financial industry). 
 203. See Bhambra, supra note 18, at 205 (arguing that “Shari’ah non-compliance could in extreme 
cases have systemic implications”). 
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can suffer.204  Important to the brand management of Islamic banking is 
its legitimacy or authenticity.205  One concern that may arise is an aware-
ness of too many compromises by institutional players to shape them-
selves in conformity with Western regulators.206  The increasingly global-
ized financial space, coupled with global demand for good governance 
and accountability, exposes the industry to potentially devastating repu-
tational fallout.207  Misconduct at the firm level produces externalities 
across the industry, due to the sacred trust granted to the firms who are 
managing individual assets on behalf of depositors and investors.208  Thus, 
the various institutional risks—whether operational, reputational, or 
otherwise—require regulated management at the industry level. 

Closely related to the unique risks posed by a financial philosophy 
hinging largely on trust among the industry’s constituents is the role of 
corporate governance and, specifically, the role of SSBs in Islamic finan-
cial institutions.  Investors often view these institutions as lacking suffi-
cient transparency in their financial and fiscal management.209  Especially 
in non-Muslim markets, i.e., markets that predominately offer conven-
tional financial products, officers and directors of Islamic financial insti-
tutions must be able to explain in sufficient detail and clarity the terms 
and conditions of alternative depositing models, such as the PLS distribu-
tion and the way funds are invested. 

One of Islamic finance’s principal manifestations is the ubiquity of 
Shariah arbitrage as a means of confirming the “Islamicity” of a new fi-
nancial process, product, or transaction.210  El-Gamal identifies the three 
steps of Shariah arbitrage as follows: 

1. Identification of a financial product that is generally deemed con-
trary to Islamic Law. 

2. Construction of an “Islamic analog” to that product and finding 
an appropriate Arabic name for the Islamic analog, preferably 
one used extensively in classical Islamic legal texts (Islamic brand 
name). 

3. “In the meantime, an Islamic financial structure marketed under 
an Arabic name must be sufficiently similar to the conventional 
structure that it aims to replace.  Sufficient similarity would en-
sure that the Islamic structure is consistent” with conventional 

 

 204. ASKARI ET AL., NEW ISSUES, supra note 23, at 155. 
 205. See EL-GAMAL, supra note 2, at 20–21. 
 206. See, e.g., WARDE, supra note 24, at 32. 
 207. See ASKARI ET AL., NEW ISSUES, supra note 23, at 172–73 (“During high-growth periods, 
financial institutions often pay less attention to subtle risks such as reputational risk.”). 
 208. Id. at 168–69. 
 209. See generally Sayd Zubair Farook & Mohammad Omar Farooq, Shariah Governance for 
Islamic Finance: Challenges and Pragmatic Solutions (Apr. 2011), available at http://papers.ssrn. 
com/sol3/papers.cfm?abstract_id=1813483. 
 210. See EL-GAMAL, supra note 2, at 1, 7, 20. 
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legal/regulatory “frameworks in target and origin countries.”211 

El-Gamal argues that the most unique feature of Islamic finance is 
the “central importance of Islamicity certification . . . for various con-
tracts.”212  Yet it is unclear exactly what role these SSBs are playing in in-
dividual financial institutions.213  Are they operating as mere advisors or 
are they active participants in the management of the firm?  Further-
more, in managing operational and reputational risks (including “Shariah 
risk”), the question remains whether and to what extent SSBs oversee 
the actual implementation and administration of certain financial prod-
ucts. 

Empirically, one important issue is that there is a shortage of Shari-
ah scholars who are sufficiently experienced in the complexities of the 
process to qualify as overseers.214  Expertise in both global finance and 
the precepts of Islamic law is admittedly a high hurdle. 

In addition to the difficulty of perfectly aligning the Islamic financial 
system with a mammoth regulatory climate, in the United States, these 
issues are even more complicated by its somewhat fragmented system of 
financial services regulation, which divides responsibility for supervision 
among a number of federal and state agencies.215 

It is hardly a controversial statement that the 2008 financial crisis 
was at least partly the result of inadequate regulation.216  Scholars like 
Ayub rightly note that “governments, in a bid to allow free interaction of 
market forces, have not been properly fulfilling their overseeing function 
with the objective of protecting the main stakeholders and vulnerable 
segments of society.”217  In 2010, Congress authorized the creation of the 
Consumer Financial Protection Bureau.218  President Barack Obama se-
lected Richard Cordray to begin operations aimed at improving the cul-

 

 211. Id. at 20–21. 
 212. Id. at 7. 
 213. See Bhambra, supra note 18, at 201–02 (noting that understanding what role Shariah boards 
play in an Islamic firm “is a matter for careful consideration by a regulator”).  While international 
standards-setting organizations may have a strong influence in encouraging Islamic firms to comply 
with guidelines, there must be mandatory regulation of such standards industry-wide to truly address 
this issue.  See id. at 202. 
 214. See Farook & Farooq, supra note 209, at 1.  
 215. See Rose Marie Kushmeider, The U.S. Federal Financial Regulatory System: Restructuring 
Federal Bank Regulation, FDIC BANK. REV. (Jan. 2006), available at http://www.fdic.gov/bank/ 
analytical/banking/2006jan/article1/ (“For the most part, the U.S. financial regulatory system remains a 
highly decentralized system that has muddled along more or less in its present form since the New 
Deal reforms of the 1930s.”). 
 216. See Editorial, Reforming the Financial System, N.Y. TIMES, Sept. 14, 2009, at A20 (“The fi-
nancial crisis would have been less severe—or largely avoided—if regulators had curbed abusive and 
unsound lending back when bad mortgage loans first began to proliferate. But all too predictably, they 
failed to act.”). 
 217. AYUB, supra note 7, at 8–9 (explaining that moral hazard that results from a money and fi-
nancial sector that does not properly distribute risks in investments). 
 218. See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111–203, 
§ 1011, 124 Stat. 1376, 1964 (2010).    
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ture of transparency at the consumer level.219  This congressional move, 
catalyzed largely by the pioneering work of Elizabeth Warren and fellow 
scholars, was an effort to standardize and strengthen financial reporting 
standards.220  Its statutory objectives are fivefold, to ensure that: 

(1) consumers are provided with timely and understandable infor-
mation to make responsible decisions about financial transac-
tions; 

(2) consumers are protected from unfair, deceptive, or abusive acts 
and practices and from discrimination; 

(3) outdated, unnecessary, or unduly burdensome regulations are 
regularly identified and addressed in order to reduce unwarrant-
ed regulatory burdens; 

(4) Federal consumer financial law is enforced consistently, without 
regard to the status of a person as a depository institution, in or-
der to promote fair competition; and 

(5) markets for consumer financial products and services operate 
transparently and efficiently to facilitate access and innovation.221 

Furthermore, the Bureau is tasked with, inter alia, “issuing rules, 
orders, and guidance implementing Federal consumer financial law.”222  
According to Cordray, the Bureau will supervise both non-bank provid-
ers of consumer financial products and services together with the largest 
domestic banks.223 

Early initiatives of the Bureau tackled mortgage disclosure and 
credit card pricing practices.224  Yet the Bureau has announced intentions 
to enact broad regulatory reforms favoring enhanced transparency and 
to reduce information asymmetries among parties bargaining at arm’s 

 

 219. See Obama, supra note 21 (“[I]f you are a big bank or financial institution, you’re no longer 
allowed to make risky bets with your customers’ deposits.  You’re required to write out a ‘living will’ 
that details exactly how you’ll pay the bills if you fail—because the rest of us are not bailing you out 
ever again.  And if you’re a mortgage lender or a payday lender or a credit card company, the days of 
signing people up for products they can’t afford with confusing forms and deceptive practices—those 
days are over.  Today, American consumers finally have a watchdog in Richard Cordray with one job: 
To look out for them.”). 
 220. See Creating the Consumer Bureau, CONSUMER FIN. PROT. BUREAU, http://www.consumer 
finance.gov/the-bureau/creatingthebureau/ (last visited Mar. 11, 2013). 
 221. See § 1021, 124 Stat. at 1979–80 (2010).  
 222. 12 U.S.C. § 5511(c)(5) (2010). 
 223. See Richard Cordray, Partnering: The Consumer Financial Protection Bureau and State At-
torneys General, Remarks at the Nat’l Assoc. of Attorneys Gen. Spring Meeting (Mar. 8, 2011), avail-
able at http://www.consumerfinance.gov/speech/partnering-the-consumer-financial-protection-bureau-
and-state-attorneys-general/ (“With new technology and fierce competition, financial institutions are 
developing new and fast-changing products and services that cut across existing regulatory frame-
works.”); see also BUILDING THE CFPB, supra note 115, at 13 (pointing out that “[h]istorically, deposi-
tory institutions like banks, thrifts, and credit unions have been subject to examinations by federal 
regulators, but other types of companies providing consumer financial services generally have not”). 
 224. See BUILDING THE CFPB, supra note 115, at 10, 12.  
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length over consumer financial products.225  Indeed, it is to this very end 
that Islamic finance must converge with the goals of domestic initiatives.  
As one scholar noted, “The speed and degree of success with which Is-
lamic banking will emerge in conventional systems will largely depend on 
whether potential depositors and investors are well informed about the 
opportunities and risks at hand, and on whether Islamic banking is per-
ceived as a transparent and well-regulated activity.”226 

One structural consideration for Islamic financial integration under 
U.S. banking law is that performance data hinges largely on expectations 
of banks’ performance.227  Calculating actual rates of return must wait un-
til banks can evaluate post-hoc the success of their investments, which 
they subsequently share with depositors.228  In the United States, truth-in-
lending regulations require financiers to report the interest rates they 
charge their customers under financing arrangements.229  To date, we do 
not have a systematic exposition from the U.S. regulators about how Is-
lamic finance might work.  William Rutledge, however, explained, “while 
we are committed to accommodating Islamic finance within the U.S. 
structure, we will hold Islamic financial institutions to the same high li-
censing and supervision standards to which we hold conventional 
ones.”230  Qualifiers like this one are not unique to the United States.  
Even in the United Kingdom, where Islamic finance is virtually booming, 
Financial Services Authority officials have exhibited similar neutrality: 
“We do not think that making London a gateway to Islamic finance 
means distinguishing Islamic finance from conventional finance and gov-
erning it under special regulations.  FSA encourages Islamic finance but 
does not promote it.”231 

Lastly, even the basic definition of products offered by Islamic fi-
nancial institutions constitutes a critical factor that these institutions and 
U.S. regulators need to consider as part of the process of authorizing new 
products.  As explained earlier, the structure of Islamic products is based 
on a set of contracts acceptable under the precepts of Shariah.232  Thus, 

 

 225. See id. at 19.  
 226. Solé, supra note 86, at 6; accord id. at 7 (“[G]uaranteeing that depositors are well in-
formed . . . should also be seen as a regulatory duty. Consumers should be duly informed of all the 
risks they run when entering into new contracts, as the public will have a better understanding of con-
ventional deposits than of Islamic deposits . . . .”). 
 227. See Sundararajan & Errico, supra note 125, at 68. 
 228. See id. (admitting that “[i]ll-conceived, unsound institutions might seek to attract depositors 
by promising unrealistic rates of return”). 
 229. See, e.g., 12 C.F.R. § 226.4 (2013) (defining finance charges that must be disclosed). 
 230. William L. Rutledge, Exec. Vice President, Fed. Reserve Bank of N.Y., Remarks at the 2005 
Arab Bankers Association of North America (ABANA) Conference on Islamic Finance: Players, 
Products & Innovations in New York City (Apr. 19, 2005), available at http://www.ny.frb.org/ 
newsevents/speeches/2005/rut050422.html. 
 231. See Maeda, supra note 9, at 123.  Note that, unlike the United Kingdom, which operates 
largely under the single regulatory framework of the Financial Services and Market Act 2000, the 
United States’ financial regulatory framework is much more highly fragmented.  See id.  
 232. See DeLorenzo & McMillen, supra note 105, at 144.  
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while their economic effect is similar to or the same as conventional 
products, their underlying structure may be significantly different. 

D. Constitutional Questions for Regulation and Enforcement of 
Shariah-Compliant Transactions: The Other Side of “Shariah Risk” 

There is another side to “Shariah risk” in the United States.  The 
Shariah debate in the United States and much of the West remains highly 
politicized.233  Predictably, the politicization of the Shariah question in 
the United States may slow the integration of Islamic financial products 
into the U.S. financial market, but even more certain is the deep-rooted 
set of constitutional questions that surround the enforcement of con-
tracts in accordance with Shariah in the secular U.S. legal system. 

The First Amendment of the U.S. Constitution states that “Con-
gress shall make no law respecting an establishment of religion, or pro-
hibiting the free exercise thereof.”234  Yet despite rhetoric to the contrary, 
the Establishment Clause does not create a “wall” between church and 
state.235  As Chief Justice Warren Burger remarked: “Nor does the Con-
stitution require complete separation of church and state; it affirmatively 
mandates accommodation, not merely tolerance, of all religions, and for-
bids hostility toward any.”236  U.S. regulators have openly expressed en-
dorsement of this position.  In a seminar on legal issues in the Islamic fi-
nancial industry, Thomas C. Baxter, Jr., general counsel and executive 
vice president of the legal group at the Federal Reserve Bank of New 
York, noted, “separation of church and state is a fundamental doctrine in 
American constitutional law, but that does not mean we should be will-
fully blind to the religious implications of regulatory rulings.”237  In the 
same way, William L. Rutledge explained that U.S. regulators are open 
to introducing Islamic financial products into the system: “Our mindset is 
to try to accommodate a variety of approaches to finance, focusing to the 
extent possible on the underlying substance—that is, focusing on what 
the implications for safety and soundness and consumer protection 
would be of a given product.”238 

While many proponents of Islamic finance see no other way than 

 

 233. See Ibrahim Warde, Global Politics, Islamic Finance and Islamist Politics Before and After 11 
September 2001, in THE POLITICS OF ISLAMIC FINANCE, supra note 40, at 37; id. at 54, 56 (explaining 
that Islamic financial institutions became under a “cloud of suspicion” after the attacks of 9/11, result-
ing in a “dramatic slowdown in the integration of the major Islamic institutions in the global econo-
my”).  Nonetheless, actual demand for Islamic finance and the Islamic product offerings of conven-
tional banks grew unabated.  Id. at 56. 
 234. U.S. CONST. amend. I.  
 235. See Lynch v. Donnelly, 465 U.S. 668, 673 (1984) (explaining that “[t]he metaphor has served 
as a reminder that the Establishment Clause forbids an established church or anything approaching it” 
but that “the metaphor itself is not a wholly accurate description of the practical aspects of the rela-
tionship that in fact exists between church and state”). 
 236. Id. 
 237. See Baxter, supra note 150. 
 238. See Rutledge, supra note 230. 
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the broad introduction of a system of Islamic financial principles, U.S. 
regulators must nevertheless negotiate between preserving the free exer-
cise of diverse religions and carrying out their secular mandate, which in-
cludes enforcing uniform disclosure requirements and preserving ade-
quate supervision over private financial practices.  The precise contours 
of how experts in Islamic law could advise U.S. regulators without cross-
ing into unconstitutional terrain is troublingly unclear.  While SSBs can 
certainly assume their role for overseeing individual banks, a similar 
structure within the U.S. regulatory structure presents uncomfortable 
constitutional questions about separation of church and state. 

It is unclear, for example, how a court in a secular legal system 
might ever enforce Shariah, even if the court had some notion of how 
Shariah might affect a particular matter.  Furthermore, below, it is sug-
gested that the largely autonomous developments of private internation-
al law provide a better alternative to relying on the secular courts to en-
force Shariah-compliant contracts.239  It is important to note that the 
constitutional questions are not merely theoretical ones about the extent 
to which the firmly embedded separation doctrine can accommodate al-
ternative modes of finance.  Rather, these questions are perhaps more 
related to the impact that “Shariah risk” might have on business plan-
ners, both Muslim and non-Muslim. 

In the Shari’ah-compliant configuration of these transactions, 
the Shari’ah-compliant investor and the Shari’ah supervisory board 
are . . . not indifferent to the issue of compliance with the Shari’ah.  
In fact, they desire to know with certainty and predictability that 
the Shari’ah will be enforced in this, as in any similar, transaction.  
The other participants in the transaction . . . may well be indifferent 
to compliance with the Shari’ah, although they will undoubtedly not 
be indifferent to the effect compliance with the Shari’ah will have 
on their respective rights, obligations, and remedies, and on the de-
gree of certainty and predictability inherent in the Shari’ah-
compliant transaction.240 

Indeed, one of the historic strengths of U.S. commercial law has 
been its ability to ensure some degree of certainty (or at least predictabil-
ity) and transparency, allowing business planners to more efficiently allo-
cate risk.241  For example, because of the constant interpretation by the 
courts of certain business transactions—the Delaware Court of Chancery 
among them—parties can more or less have a good idea of how the 
courts will rule on a particular issue.242  In contrast, neither the U.S. 

 

 239. See infra Part IV.  
 240. DeLorenzo & McMillen, supra note 105, at 153. 
 241. See id. at 153–54 (“A primary function of law . . . in the commercial and financial realm is to 
provide certainty and predictability to the greatest possible extent and to sustain and enforce the de-
terminations of the parties in a given transaction with respect to risk allocation and relative rights, ob-
ligations, and remedies.”).  
 242. See LEWIS S. BLACK, JR., WHY CORPORATIONS CHOOSE DELAWARE (2007); see also Robert 
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courts nor the majority of financial institutions, lawyers, and accountants 
have such familiarity with Islamic financial products, which are increas-
ingly diversified and sophisticated in scope.243 

Of course, the knowledge of Islamic finance is by no means static.  
As conventional Western financial institutions become increasingly in-
volved in structuring these transactions, the quantity of English-language 
materials continues to expand, while Shariah scholars become more ac-
quainted with the ins and outs of Western legal structures.244  While there 
are naturally some constitutional questions to be resolved, this does not 
mean the United States should miss the Islamic finance moment. 

IV. RESOLUTION 

Economic globalization has come a long way, but the global econo-
my is nowhere near a state of complete integration.245  Today’s institu-
tions of governance must account for the increased interplay of interac-
tion across borders, regardless of any consensus over the exact level of 
“globalization” occurring.246  Indeed, even the antiglobalization move-
ment does not truly contest the increased access to global financial mar-
kets or the expansion of webs of interdependency.247  As Nobel Prize-
winning economist Joseph Stiglitz maintains, “without appropriate gov-
ernment regulation and intervention, markets do not lead to economic 
efficiency.”248  The question, then, is whether human institutions—
national and transnational global financial regulators among them—will 
adequately respond to the increased complexity in a way that accounts 
not just for purported “efficiencies” (a contested notion in light of the 
most recent global economic crises), but also ethically and humanely.  
Globalization is not a state of affairs, but a dynamic process.249  The chief 

 

Daines, Does Delaware Law Improve Firm Value?, 62 J. FIN. ECON. 525, 533 (2001) (discovering that 
Delaware law enhances shareholder value by as much as five percent). 
 243. DeLorenzo & McMillen, supra note 105, at 156–58. 
 244. See id. at 159.   
 245. See, e.g., RODRIK, supra note 140, at 197 (arguing that “[w]hile formal barriers to trade and 
capital flows have been substantially reduced . . . international markets for goods, services, and capital 
are not nearly as ‘thick’ as they would be under complete integration”); see also generally Robert O. 
Keohane, Introduction: From Interdependence and Institutions to Globalization and Governance, in 
POWER AND GOVERNANCE IN A PARTIALLY GLOBALIZED WORLD 1, 2 (Robert Keohane ed., 2002) 
(arguing that “interdependence is frequently asymmetrical and highly political”). 
 246. Some prefer the term “globalism” to “globalization,” arguing that the latter is merely the 
process of increasing globalism.  See Robert O. Keohane & Joseph S. Nye, Jr., Governance in a Glob-
alizing World, in POWER AND GOVERNANCE IN A PARTIALLY GLOBALIZED WORLD, supra note 245, 
at 193 (defining “globalism” as “a state of the world involving networks of interdependence at multi-
continental distances”).  Yet others prefer “denationalisation,” defined as “the extension of bounda-
ries of social transactions and identities beyond national borders, without being necessarily global in 
scope.”  See Michael Zürn, Sovereignty and Law in a Denationalised World, in RULES AND 

NETWORKS, supra note 32, at 39, 45. 
 247. See STIGLITZ, supra note 140, at 9 (citing five concerns raised by critics of economic globali-
zation generally). 
 248. Id. at xiv. 
 249. See James N. Rosenau, Governance, Order, and Change in World Politics, in GOVERNANCE 
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question is not whether globalization is underway, but whether human 
institutions can find effective ways to govern our interconnected world.250  
Globalization, moreover, is bringing together two different parts of the 
world that do not always see eye to eye.  Indeed, “in this world of misin-
formation and predatory ideologies, a basic economic connection may be 
the difference between the success and failure of American foreign poli-
cy in the Middle East.”251 

This Part suggests a blend of theoretical and practical steps that 
could further the goal of accommodation of Islamic finance in the United 
States.  Section A argues that “Islamic windows” are both a more feasi-
ble mechanism and a more likely result than a full-fledged Islamic finan-
cial system in the United States.  Section B provides a few practical re-
quirements that could aid the goals of transparency common to both 
Muslim and non-Muslim players in dual financial systems.  U.S. regula-
tions can best manage “Shariah risk” through mandatory implementation 
of internal Shariah systems and controls that are audited or rated by ex-
ternal players.  Lastly, Section C argues that the United States must take 
a more active role in working to accommodate the Islamic financial in-
dustry. 

A. On the Prudential Regulation of “Islamic Windows” 

In the West, Islamic banking through “Islamic windows” is a popu-
lar means of incorporating Islamic financial practices into the broader 
market.252  These windows can be defined in this way: 

[A]n Islamic window operation is defined as part of a conven-
tional financial institution (which may be a branch or dedicated unit 
of that institution) that provides both fund management (invest-
ment accounts) and financing and investment that are Shari’ah 
compliant.  In principle, these windows are potentially self-
contained in terms of Shari’ah-compliant financial intermediation, 
as the funds managed will be invested in Shari’ah-compliant as-
sets.253 

One reason for the likely success of “Islamic windows” is the ability, 
at least in theory, to benefit from the scale economies of larger banking 
operations and to reach both the mainstream segment of the U.S. mar-
 

WITHOUT GOVERNMENT: ORDER AND CHANGE IN WORLD POLITICS 1, 13 (James N. Rosenau & 
Ernst-Otto Czempiel eds., 1992). 
 250. See id. at 29 (“[T]here is much to be learned about the nature, scope, and limits of govern-
ance in a context where the actions of states, their sovereignties and their governments, are not pre-
conditions of how events unfold.”). 
 251. Rafel Mahmood, Islamic Governance, Capital Structure, and Equity Finance: Examining the 
Possibilities of American Financial Shari’ah Boards 1 (Cornell L. Faculty Working Papers, Paper No. 
50, 2009), available at http://www.iefpedia.com/english/wp-content/uploads/2011/03/American-Shariah-
Boards.pdf (adding that “America’s increasing domestic failure to develop a compatible framework 
for Islamic finance is verging towards negligence”). 
 252. See Fiennes, supra note 87, at 253. 
 253. See ISLAMIC MUTUAL FUNDS, supra note 194, at 29.  
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kets and the Islamic market.  Nevertheless, U.S. regulators must exert 
specific pressure on banks that are operating “Islamic windows” to en-
sure that they treat their consumers fairly and in accordance with their 
expectations, that is, to ensure transparency.254  This is not to say that the 
regulators should be responsible for making sure that the “windows” are 
operated in compliance with the substance of Islamic law.  It does mean, 
however, that the regulators can play an important role in prudentially 
overseeing the technical means by which such “windows” are actually 
segregated from their conventional counterparts.  Effective regulation 
should include a demand for clear definitions of what precisely consti-
tutes an “Islamic window,” as well as rules for how such an “Islamic win-
dow” should be treated under the law.   

Among other things, regulators must require financial institutions 
with “Islamic windows” to issue full and timely disclosures of the finan-
cial status of the operation.  This should include, for example, balance 
sheet requirements that ensure funds are not mingled in a material way 
with the bank’s conventional activities.255  Furthermore, financial institu-
tions must disclose the structure of the “Islamic window” relative to the 
overlying entity to ensure that all investors may be on notice about the 
risks inherent in the “window’s” ultimate ownership by a conventional 
bank.  In a word, financial and legal separateness are two entirely distinct 
concepts.  While the regulators need not get involved in the Shariah-
compliance itself, they can still ensure that “Islamic windows” entail the 
transparency needed for investors to work confidently within larger fi-
nancial entities.  

In essence, regulators must be particularly exacting in their de-
mands on operators of “Islamic windows” because of the inherent duality 
of an “Islamic window”: financially separate but legally a part of the 
bank as a whole.  As such, this Note advocates for the position advanced 
by the Islamic Financial Services Board that “a supervisory authority 
may require the institution to disclose, among other things: (i) whether 
the institution commingles the funds relating to Islamic financial services 
with funds relating to conventional financial services; and (ii) sources of 
funds to cover a liquidity deficit of the windows, if any.”256 
  

 

 254. Id. at 30 (explaining that while transparency in the broad sense includes accountability, 
“from an operational perspective of a central bank or supervisory authority, ‘transparency of an [insti-
tution offering Islamic financial services (or IIFS)]’ refers to an environment where material and relia-
ble information about the IIFS is made available in a timely and accessible manner to the market at 
large and to all stakeholders” and that “transparency can reduce asymmetric information and uncer-
tainty in financial markets”). 
 255. See Fiennes, supra note 87, at 254. 
 256. ISLAMIC FIN. SERVICES BD., GUIDANCE ON KEY ELEMENTS IN THE SUPERVISORY REVIEW 

PROCESS OF INSTITUTIONS OFFERING ISLAMIC FINANCIAL SERVICES (EXCLUDING ISLAMIC 

INSURANCE (T KAFUL) INSTITUTIONS AND ISLAMIC MUTUAL FUNDS) 13 (2007), available at http:// 
www.ifsb.org/standard/ifsb5.pdf. 
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B. Practical Suggestions for Increasing Transparency and Easing 
Integration 

First, the United States must be willing to accommodate the unique 
governance structure of Islamic financial institutions, namely, the central 
role of SSBs.  These boards provide important advantages for Islamic fi-
nancial institutions: “By being incorporated in the institutional structure, 
an SSB has the advantage of being close to the market.  Competent, in-
dependent, and empowered to approve new Shariah-conforming instru-
ments, an SSB can enable innovation likely to emerge within the institu-
tion.”257  Furthermore, they provide essential functions to the legitimacy 
of the institutions: 

In principle, the role of the SSB covers five main areas: certify-
ing permissible financial instruments through fatwas (ex-ante Shari-
ah audit), verifying that transactions comply with issued fatwas (ex-
post Shariah audit), calculating and paying Zakat, disposing of non-
Shariah compliant earnings, and advising on the distribution of in-
come or expenses among shareholders and investment account 
holders.258 

Indeed, the U.S. regulator interested in incorporating Islamic finan-
cial banks (or “windows”) should seek, wherever possible, to minimize 
“Shariah risk.”  To that end, ensuring that SSBs can operate effectively 
can instill the kind of confidence necessary for investment in novel Islam-
ic financial products.  As one scholar notes, “the unrecognized possibil-
ity, in the United States, is to use the implied normative power of 
Shar ’ah Boards and fatwa’s to develop a distinctively American cus-
tomary practice in the field of Islamic finance.”259  In other words, attract-
ing increased investment from a growing base of people and institutions 
seeking Shariah-compliant opportunities means enhancing the reputa-
tional and institutional strength of the industry in the United States.  
That task, in turn, relies on the ability of the U.S. regulators to create a 
favorable climate that encourages transparency, efficiency, and certainty. 

Thus, there should be legal flexibility for U.S. financial institutions 
operating “Islamic windows” in an environment that traditionally gives 
maximum weight to the decisions of boards of directors.260  Given the 
unique fiduciary obligations of institutions that must also ensure Shariah 
 

 257. Wafik Grais & Matteo Pellegrini, Corporate Governance and Shariah Compliance in Institu-
tions Offering Islamic Financial Services 1 (World Bank Policy Research Working Paper Series, Work-
ing Paper No. 4054, 2006), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=940711. 
 258. Id. at 4. 
 259. Mahmood, supra note 251, at 8; see also id. at 8 n.26 (“[A] respected private national 
Shar ’ah board would establish regulatory standards that are ultimately accepted or rejected by the 
global umma (or world-wide Muslim community); as American standards are made competitive, and 
innovations are brought to the marketplace in the United States, the prominence of the institution and 
the political capital of an internationally recognized American Shar ’ah board become important as-
sets.”). 
 260. See, e.g., STEPHEN M. BAINBRIDGE, THE NEW CORPORATE GOVERNANCE IN THEORY AND 

PRACTICE, at ix, 158 (2008). 
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compliance, U.S. regulators should work with experts to invent more col-
laborative legal structures through which SSBs can have a real impact on 
decision making without usurping the ultimate authority of the board.261 

One way to make Shariah boards fit more naturally within the well-
established corporate governance framework in the United States is by 
carving out room for Islamic scholars on the board of directors itself and 
then establishing a special committee that effectively operates as the 
SSB.262  At the same time, the authorities must issue regulations that en-
sure transparency about the precise role of the SSB in each institution 
operating an Islamic branch or “window,” including whether and how 
the boards interact with the firms’ management.  One further practical 
concern arises empirically from the current practice of Shariah board 
members in more active jurisdictions: the practice of serving on multiple 
boards.  While this practice is by no means unique to the Islamic financial 
sector, it serves an important role in establishing consistency as novel fi-
nancial products are shaping the development of this industry.  As such, 
regulators must consider how multiple board membership would impact 
conflicts of interest. 

Second, the United States should enhance its prudential regulation 
by requiring “Shariah auditors.”  While the Federal Reserve and the reg-
ulatory agencies cannot determine whether and to what extent financial 
products comply with Shariah precepts, they can nevertheless play a crit-
ical role in ensuring that individual firms communicate their methodolo-
gy and conclusions for the legitimacy and certification of their products 
to their stakeholders in sufficient detail and clarity.  Effective risk meas-
urement and management, in turn, requires regulators to at least under-
stand the products offered by Islamic financial institutions.263 

This Note has already demonstrated how “Shariah risk” is not just a 
matter of religious obligation; it implies real costs on individual firms and 
their investors, as well as the reputation of the industry as a whole.264  As 
such, there needs to be consistency across the industry in the United 
States to ensure similar prudential regulation available to conventional 
market participants. 

One way for this goal to become a reality is for U.S. regulators to 

 

 261. See, e.g., Mahmood, supra note 251, at 16 (arguing for a default escape clause for boards of 
directors that disagree with SSBs and provisions for spots for Islamic scholars in the corporate charters 
of American-Islamic firms). 
 262. Mahmood provides the following model for a charter provision: “If the Board cannot call a 
special committee of at least three independent Islamic scholars to approve any transaction that calls 
into question Shar ’ah compliance then the Board must consult an independent panel of at least three 
scholars to determine the Islamic compliance of the suggested transaction and if the Board chooses to 
go against the findings of this panel then the proposed transaction must be submitted to shareholders 
for a vote.”  Id. at 17. 
 263. See Bhambra, supra note 18, at 203 (noting that “regulators have to take a realistic view of 
the actual risks to which Islamic firms are exposed in order to provide the most appropriate regulatory 
and prudential framework”). 
 264. See BÄLZ, supra note 8, at 3, 23. 
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encourage the formation of a self-regulated, reputationally authoritative 
supervisory body in the United States.  While the review of transactions 
would mainly be entrusted to internal supervisory boards or special 
committees, these boards could be required to collaborate with the ex-
ternal auditors that are responsible for issuing an annual opinion on 
whether the institution’s activities met its Shariah requirements.  Exter-
nal auditors would not need to replace the central importance of the 
SSBs and any other internal audit mechanisms established by manage-
ment and the board.  Rather, external auditing would be a systemic fea-
ture established to ensure consistency and investor confidence at the in-
dustry level. 

Third, U.S. regulators should encourage the creation of an external 
Islamic ratings agency.  While there has certainly been an increase in the 
participation of international investment banks and law firms,265 there is 
little evidence of a ratings system for Islamic financial institutions, espe-
cially in non-Muslim markets.  Another option is to allow the more or-
ganic growth of private ratings agencies to extend their services into rat-
ing the strength of Islamic financial institutions, based on key criteria to 
be determined by experts in the field. 

Together, these recommendations can serve as a signal to interna-
tional investors that the United States wants to create a favorable climate 
for the Islamic financial sector.  The benefits are many: such efforts 
would fulfill the positive duty of accommodation that the American fab-
ric has inherited; encourage investment, financial innovation, and portfo-
lio diversification; and generate positive externalities, such as shared 
economic interests with the Middle East.   

C. The Critical Next Step for U.S. Policy Makers and Practitioners 

Despite the established growth of the industry and the capacious 
room for growth in the U.S. financial market, Islamic finance remains 
uncharted territory for most practitioners and policy makers.  To both 
capitalize on new opportunities and to accommodate alternative and 
promising models of financing, policy makers and practitioners alike 
must become acquainted with how Islamic finance works and its implica-
tions for prudential regulation.  U.S. regulators must strive to make sure 
that Islamic principles are well understood by policy makers and practi-
tioners alike.  Moreover, they must ensure that Islamic financial transac-
tions fall under the umbrella of prudential regulations and that customers 
of Islamic institutions are afforded the same level of regulatory protec-
tion as those of conventional banks.  While the regulators are likely not 
in a position to establish an acting state Islamic regulatory or supervisory 
body, they can nevertheless host a less formal Shariah consultative board 
at the agency level to educate the supervisors about the industry players 
 

 265. Id. at 18–21. 
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and products.  Indeed, the United States must signal a more active desire 
to attract this investment opportunity.  This opportunity may wither 
away in the United States as investors pursue business in a more tolerant 
European market.  Where Islamic financial transactions become increas-
ingly international in scope, the U.S. must find ways to help them pass 
through markets like New York as a base and as a center of financial ex-
pertise.  In the end, it will be beneficial to the U.S. economy for interna-
tional Islamic financial transactions to be conducted through New York, 
benefiting U.S. banks, law firms, accounting firms, financial printers, and 
the entire range of U.S. support services. 

V. CONCLUSION 

Amid the increasing diversification and sophistication of Islamic fi-
nancial structures and products, the full contours of Islamic financial in-
tegration have yet to be defined.  This Note demonstrated that Islamic 
finance cannot be understood solely as the traditional application of Is-
lamic law to financial principles.  The development and globalization of 
the industry is the process of a complex network of interdependent non-
state actors.  The feasibility of implementing any sort of system of Islamic 
finance requires, first and foremost, a robust analytical framework for 
understanding the interdependency of a multiplicity of nonstate players 
in this growing industry.  The details of specific integration will depend 
largely on the interaction of the regulators, lawyers, banks, and consum-
ers who together make this budding industry a reality. 

There is room for optimism, but such optimism depends on one’s ul-
timate objective.  As one regulator recently noted, “Our mindset is to try 
to accommodate a variety of approaches to finance, focusing to the ex-
tent possible on the underlying substance—that is, focusing on what the 
implications for safety and soundness and consumer protection would be 
of a given product.”266  The United States should provide, to the extent 
possible by the law, a hospitable climate for financial innovation, includ-
ing the highly successful products designed in the space of contemporary 
Islamic finance.  This Note provided some practical recommendations for 
signaling to the international community its willingness to create a favor-
able climate for Islamic investment.  Without leadership in this sector, 
the United States will fall behind London as the premier hub for the in-
dustry.267  Neglecting this promising opportunity would be a shame and a 
loss for a financial system that is in dire need of a refreshed perspective 
about sustainable financial practices in a global economy.  The United 

 

 266. See Rutledge, supra note 230 (explaining that “a regulatory framework can ensure compli-
ance with the clear substance of general objectives, while still allowing for significant flexibility in how 
they are met,” but cautioning that U.S. regulators “will hold Islamic financial institutions to the same 
high licensing and supervision standards to which we hold conventional ones”). 
 267. See Mahmood, supra note 251, at 1 (“If the United States does not develop the administra-
tive and legal framework to cater to this market, foreign financial institutions surely will.”). 
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States cannot afford to miss the Islamic finance moment.  
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