OIKOS : Jurnal Ekonomi, Manajemen, dan Bisnis
ISSN :1979-4770

Narratives of Innovation in Islamic Finance: A Review
of Legitimacy and Market Dynamics

Sumiati
Faculty of Sharia and Law, UIN Sunan Gunung Djati Bandung, Indonesia
sumiati@uinsgd.ac.id

Abstract

This article explores the narrative constructions of Islamic financial product innovation through
an analytical review of scholarly literature and institutional discourse. It examines how themes
of sharia compliance, ethical authenticity, and market efficiency intersect in shaping both
product design and legitimacy. Drawing from financial innovation theory, Islamic
jurisprudence, and discourse analysis, the study analyzes academic publications and
institutional reports. It identifies a pattern of legalistic replication of conventional products,
critiques surrounding the commodification of sharia, and the institutional role in shaping
dominant narratives. The findings highlight a persistent tension between maintaining doctrinal
integrity and achieving market competitiveness, as well as the influence of institutional power
in defining the boundaries of innovation. This study contributes a new conceptual lens to the
literature, positioning Islamic financial products not only as financial instruments but as
ideological constructs embedded in socio-political and theological frameworks. It calls for a
rethinking of innovation strategies in Islamic finance that are grounded in both ethical
substance and practical viability.
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Introduction

The development of Islamic financial products has emerged as a distinctive area within
global finance, carving a niche that seeks both market competitiveness and adherence
to Islamic ethical principles. Rooted in the foundational texts of Islam and shaped by
centuries of figh interpretation, the industry represents a hybridization of ancient
jurisprudence and modern financial engineering.

The integration of religious norms into financial practices is not simply an exercise in
compliance, but a dynamic interaction between sacred texts and secular markets.
While Western finance prioritizes value maximization, Islamic finance is underpinned
by principles such as the prohibition of riba (usury), avoidance of gharar (excessive
uncertainty), and promotion of maslahah (public interest), thus requiring continuous
reinterpretation and innovation (Igbal & Mirakhor, 2007).

Over the past decades, particularly post-1970s, Islamic financial institutions have
introduced a range of innovative products aimed at replicating conventional financial
services without violating Sharia principles. Instruments such as mudarabah,
musharakah, murabaha, sukuk, and takaful were developed to offer Islamic alternatives
to conventional banking and insurance models (EI-Gamal, 2006).

These innovations were not merely financial tools but became sites of theological
contestation and ideological debate, with some scholars questioning their authenticity
and others championing their practical utility (Kuran, 2004). Such discourses reveal the
tension between doctrinal purity and functional necessity, a tension that continues to
shape the innovation process in Islamic finance.

Despite the growing body of literature, much of the existing research tends to focus
either on legalistic validation of products or on their financial viability, leaving a
theoretical gap in understanding the narratives that frame innovation in this domain.
Islamic financial innovation is not a purely technical matter; it is embedded within
cultural, legal, and political contexts that inform both its design and reception (Wilson,
2002).

This narrative dimension—how innovation is discussed, justified, and challenged—has
received limited attention in systematic academic inquiry. The absence of a cohesive
narrative framework has led to fragmented interpretations, weakening the coherence
and strategic orientation of the field (Warde, 2000).

This study aims to fill that gap by conducting a structured review of scholarly literature
and institutional publications that chronicle and critique Islamic financial product
innovation. It seeks to uncover the underlying themes, arguments, and contradictions
that define the discourse. Theoretically, the article draws on innovation theory and
discourse analysis, treating Islamic financial products not only as economic
instruments but also as textual and ideological constructs subject to interpretation and
contestation (Kamla & Rammal, 2006). Empirically, it examines academic articles,
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monographs, and policy reports published before 2008, thereby ensuring a mature
and historically grounded dataset.

The research questions driving this study are embedded within this narrative arc: How
is Islamic financial product innovation framed within scholarly literature? What
theoretical and ideological tensions underpin the discourse on product legitimacy and
market adaptation? And how do these narratives shape the broader trajectory of
Islamic finance as both an ethical and commercial enterprise? The objectives are
twofold: to provide a thematically organized synthesis of existing literature, and to
identify conceptual pathways for future innovation grounded in both Sharia and
market pragmatism.

Literature Review

The literature on Islamic financial innovation is marked by its multidisciplinary nature,
encompassing finance, law, religious studies, and political economy. Early
contributions such as Siddigi (1983) and Chapra (1985) emphasized the normative
dimensions of Islamic finance, advocating for a model that reflects Islamic values while
engaging with global economic systems.

These foundational texts conceptualized innovation as a process of ijtihad
(independent reasoning), wherein classical jurisprudence could be adapted to
contemporary contexts without compromising its core principles (Siddiqi, 1983, p. 92).
Subsequent works focused on the operationalization of these ideals through
structured financial products, often replicating conventional instruments in Islamic
forms (EI-Gamal, 2006).

Academic critiques emerged in the late 1990s and early 2000s, challenging the
legitimacy of such mimicry. Kuran (2004) famously argued that much of Islamic finance
amounts to form-over-substance engineering, merely rebranding conventional debt
instruments to appear Sharia-compliant. Others, like Warde (2000) and Wilson (2002),
explored the socio-political factors that influence how innovation is received and
regulated, emphasizing the role of institutional actors in legitimizing or delegitimizing
certain products. A growing number of scholars also investigated the tension between
magqasid al-sharia (objectives of Islamic law) and market pressures, highlighting the
need for more holistic approaches to innovation (Igbal & Mirakhor, 2007).

While these studies have provided valuable insights, they often remain confined within
disciplinary silos. Legal scholars focus on figh legitimacy, economists on efficiency, and
sociologists on institutional dynamics. What remains underexplored is the narrative
construction of innovation—how different stakeholders, from scholars to practitioners
to regulators, craft and disseminate stories about what constitutes legitimate
innovation in Islamic finance. This narrative gap is crucial, as it shapes the very
epistemological boundaries of the field and determines which innovations are
accepted, contested, or discarded.
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Theoretical Framework

This study employs a multifaceted theoretical framework that combines financial
innovation theory, discourse analysis, and Islamic jurisprudential reasoning. At its core
is the notion that financial products are not just economic instruments but also cultural
texts, imbued with meanings, symbols, and power dynamics (Tamanaha, 2006). From
a financial innovation perspective, the study draws on the Schumpeterian concept of
“creative destruction,” whereby new products disrupt existing paradigms and stimulate
market evolution (Schumpeter, 1934). This model is particularly relevant in Islamic
finance, where innovation must balance disruption with doctrinal continuity.

Islamic jurisprudence provides a second theoretical pillar. The methodology of ijtihad
and the principles of maslahah, darurah (necessity), and urf (custom) serve as
interpretative tools for legitimizing innovation within the bounds of Sharia (Kamali,
2000, p. 217). These concepts allow for adaptability while maintaining ethical
boundaries. However, the selective application of these tools has been criticized for
enabling superficial innovation aimed more at market competitiveness than ethical
integrity (EI-Gamal, 2006). Thus, jurisprudential theory is treated not only as a source
of legitimacy but also as a site of contestation.

Discourse analysis forms the third component of the framework. Building on Foucault's
(1972) theory of knowledge/power, the study analyzes how narratives around
innovation are constructed, validated, and institutionalized. This approach enables an
exploration of the ideological underpinnings of innovation discourse, highlighting how
certain voices dominate while others are marginalized. By integrating these three
strands, the framework allows for a nuanced analysis of Islamic financial product
innovation that accounts for its economic, legal, and epistemological dimensions.

Previous Research

Scholarly investigation into Islamic financial innovation has evolved gradually,
reflecting shifts in the global economic environment and the internal dynamics of the
Islamic finance industry. Siddiqi (1983) was among the earliest to frame Islamic finance
as a discipline rooted in normative ethics rather than mere operational mechanics. He
emphasized the moral imperative of financial transactions and envisioned Islamic
banking as a vehicle for socio-economic justice. Chapra (1985) extended this vision by
proposing a macroeconomic framework where Islamic finance could foster stability
and equity, grounding his argument in both economic rationality and sharia objectives
(Chapra, 1985, p. 44).

In the 1990s, Ahmad (1994) offered a comparative analysis of conventional and Islamic
banking practices, revealing early attempts to bridge theological principles with
financial practice. His study revealed that despite their theoretical divergence, Islamic
banks often adopted conventional structures to ensure profitability and
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competitiveness. This theme was echoed in the work of Khan and Mirakhor (1998),
who proposed a two-tier mudarabah model for Islamic banking, presenting it as both
theoretically robust and practically feasible. However, their optimism about its
implementation was met with skepticism by later critics who pointed out structural
inconsistencies and market limitations.

El-Gamal (2000) took a more critical approach, arguing that Islamic financial innovation
had largely been driven by a desire to replicate conventional products while
maintaining a veneer of religious compliance. His analysis focused on the
commodification of sharia legitimacy, where legal arbitrage allowed financial
institutions to label interest-based products as permissible through minor contractual
adjustments. Kuran (2004) further problematized this trajectory by suggesting that the
entire enterprise of Islamic finance was counterproductive, as it diverted attention from
structural economic reform and reinforced superficial compliance.

Wilson (2002) and Warde (2000) added institutional dimensions to the discourse,
emphasizing the roles of regulatory bodies, sharia boards, and market actors in
shaping what constitutes acceptable innovation. They argued that power asymmetries
within these institutions often led to the marginalization of dissenting voices, thereby
constraining the potential for genuinely transformative innovation. Their studies serve
as a critical counterpoint to earlier optimism, highlighting the socio-political
undercurrents of Islamic financial evolution.

These works, while foundational, reveal a significant research gap in the narrative
construction of innovation—how stories about legitimacy, authenticity, and market
viability are crafted, contested, and institutionalized. The current study seeks to
address this gap by providing a thematic synthesis of these narratives, situating them
within broader epistemological and socio-political frameworks.

Research Methods

This study employs a qualitative, document-based methodology grounded in textual
analysis. The type of data analyzed includes conceptual discussions, legal
interpretations, and critical reflections found in peer-reviewed journal articles,
international books, institutional reports, and dissertations published up to 2008.
These texts offer insights into both the explicit content of Islamic financial innovations
and the implicit narratives that shape their reception and evolution.

Data sources were selected based on their credibility and relevance to the research
theme. They include scholarly publications from international journals specializing in
Islamic finance, books from reputable academic publishers, and documents from
official bodies such as the Islamic Development Bank and the Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI). This diverse corpus ensures a
multi-perspective analysis and mitigates the risk of disciplinary bias.
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The data collection technique employed was document analysis, a method that allows
for the systematic review and interpretation of textual material to elicit meaning and
identify patterns. This approach is particularly well-suited for understanding how
Islamic financial innovations are described, justified, and problematized across
different genres and institutional contexts (Bowen, 2009, p. 28).

Data analysis was conducted using thematic analysis, focusing on recurring motifs,
theoretical constructs, and narrative structures within the selected texts. Themes were
identified both deductively, based on the theoretical framework, and inductively,
emerging from close reading. This dual approach facilitates a holistic understanding
of the discourse and its underlying assumptions (Braun & Clarke, 2006).

Conclusion drawing involved synthesizing findings across the identified themes to
answer the research questions. This process emphasized internal coherence,
conceptual clarity, and theoretical alignment. It also entailed critical reflection on the
limitations of the existing literature and the ideological biases that may shape scholarly
narratives. The result is a comprehensive, multi-layered account of how Islamic
financial product innovation is conceptualized, contested, and institutionalized.

Results and Discussion

Innovation in Islamic financial products has become a contested space between the
imperative of sharia compliance and the pursuit of market legitimacy. On one hand,
the dominant narrative within the industry emphasizes the need to align financial
instruments with Islamic legal principles, often achieved through contractual re-
engineering that replicates conventional financial structures in a sharia-compliant
form. While these designs are formally sanctioned by sharia supervisory boards, they
have sparked critiques that such practices prioritize legal form over ethical substance.
As El-Gamal (2006) highlights, this approach risks reducing sharia compliance to a
procedural exercise, detaching it from the moral and justice-oriented foundations of
Islamic finance.

On the other hand, the rising demand for sharia-compliant products has created
commercial incentives that blur the boundaries between religious integrity and market
strategy. Practices like fatwa-shopping—seeking legal opinions that align with
financial objectives—reveal how the legitimacy narrative is deeply intertwined with
economic motivations. Although some scholars defend this flexibility as a reflection of
Islamic jurisprudence's capacity to adapt through ijtihad and maslahah, critics argue
that such adaptations commodify sharia principles. This tension between institutional
claims of Islamic authenticity and the realities of competitive financial markets
underscores that legitimacy in Islamic finance is not merely a matter of jurisprudential
validation, but a negotiated discourse shaped by both ethical commitments and
commercial imperatives.
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1. Between Compliance and Commodification: The Legitimacy Narrative

This section addresses the first research question by examining how Islamic financial
product innovation is framed in terms of sharia compliance and market legitimacy. The
dominant narrative emphasizes the necessity of aligning financial instruments with
Islamic jurisprudence. However, compliance is often achieved through contractual re-
engineering that mimics conventional finance, leading to criticisms of form-over-
substance practices (El-Gamal, 2006).

Many Islamic products are designed through the technique of hiyal (legal stratagems),
allowing institutions to present conventional instruments as sharia-compliant by
modifying their legal form while maintaining their economic function. For instance, a
murabaha transaction can be structured to replicate an interest-bearing loan, raising
concerns about the ethical integrity of such innovation (Kuran, 2004). These critiques
suggest that the pursuit of legitimacy has shifted from theological authenticity to
institutional approval, with sharia boards serving as gatekeepers rather than ethical
watchdogs (Wilson, 2002).

At the same time, the demand for sharia-compliant products has created a market
where fatwa-shopping—seeking legal opinions that align with desired outcomes—has
become a commercial strategy. This phenomenon reveals how the legitimacy narrative
is entangled with market incentives, reducing sharia compliance to a procedural
checkbox rather than a substantive commitment (Warde, 2000).

Yet, not all scholars view this negatively. Some argue that these innovations reflect the
flexibility and adaptability of Islamic jurisprudence, which has always been responsive
to socio-economic needs through ijtihad and maslahah (Kamali, 2000, p. 211). This
perspective sees innovation as a necessary evolution rather than a deviation,
emphasizing continuity rather than rupture.

Nevertheless, the legitimacy narrative remains contested. While institutions claim to
uphold Islamic values, critics argue that the commodification of sharia principles
undermines the moral foundations of Islamic finance. This tension shapes the
discourse, revealing a dual pursuit of religious integrity and economic competitiveness
that defines the trajectory of innovation in this field.

2. Ethical Authenticity vs. Market Efficiency: A Battle of Paradigms

This section addresses the second research question by examining the ideological
tensions between ethical authenticity and market efficiency in Islamic financial product
innovation. The dual pressures of maintaining sharia fidelity while achieving market
competitiveness have created a paradox that many Islamic financial institutions
continue to navigate with difficulty.

Ethical authenticity in Islamic finance is grounded in the principles of justice (adl),
mutual consent (ridha), and social welfare (maslahah). These principles are deeply
rooted in Islamic jurisprudence and reflected in foundational instruments such as
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mudarabah and musharakah, which encourage profit-and-loss sharing rather than
fixed returns. However, in practice, these instruments are underutilized due to their
perceived complexity and risk, with institutions favoring debt-based models like
murabaha and ijara for their predictability and ease of implementation (Igbal &
Mirakhor, 2007).

This pragmatic shift has raised concerns about a dilution of ethical objectives in favor
of market functionality. Many scholars, including Kuran (2004) and El-Gamal (2006),
have criticized the industry for prioritizing risk aversion and profit maximization over
social justice and equitable wealth distribution. Their critiques point to the rise of
sharia-compliant products that mimic conventional banking tools, thus perpetuating
the very inequalities that Islamic finance aims to eliminate.

On the other hand, proponents argue that adapting to market realities is essential for
the survival and growth of Islamic finance. They suggest that ethical authenticity
should not be judged solely by the form of financial instruments but also by their
broader impact on economic inclusion and financial literacy. This view supports a more
functionalist interpretation of sharia, allowing for innovation that meets both ethical
and commercial objectives (Kamla & Rammal, 2006).

The debate is further complicated by the institutional architecture of Islamic finance,
which includes sharia advisory boards, standard-setting organizations, and regulatory
bodies. These institutions often mediate between competing paradigms, endorsing
products that satisfy minimal compliance while promoting standardization. However,
this approach can lead to a lowest-common-denominator effect, where ethical
considerations are subordinated to market imperatives (Warde, 2000).

Ultimately, this section reveals that Islamic financial innovation is shaped by a struggle
between competing paradigms—one emphasizing ethical authenticity rooted in
Islamic tradition, and the other prioritizing operational efficiency and global
competitiveness. Navigating this tension is central to the future direction of the
industry.

3. Narratives of Innovation: Institutional Power and Knowledge Production

This final subsection addresses the third research question by exploring how narratives
of Islamic financial product innovation are constructed and disseminated by
institutional actors. It highlights the role of power and discourse in shaping what
counts as legitimate innovation.

Islamic financial institutions do not operate in a vacuum; they are embedded in a
global system where regulatory frameworks, academic discourses, and market forces
converge. As Foucault (1972) argued, knowledge and power are mutually constitutive,
meaning that those who control discourse also influence practice. In Islamic finance,
this is evident in the central role played by sharia boards and standard-setting bodies
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like AAOIFI and IFSB. These institutions not only validate products but also shape the
narrative around what constitutes innovation.

Academic literature often mirrors these institutional narratives, with scholars citing
industry definitions and regulatory standards as benchmarks for innovation. This
alignment reinforces a specific discourse that privileges compliance over creativity and
regulation over reflection. As Kamla and Rammal (2006) observe, the production of
knowledge in Islamic finance is closely tied to institutional interests, limiting the space
for critical engagement and alternative paradigms.

However, there are emerging counter-narratives that challenge this institutional
dominance. These narratives are often found in independent academic publications,
think-tanks, and activist circles that emphasize maqasid al-sharia, sustainability, and
financial inclusion. Such perspectives advocate for a rethinking of innovation beyond
contractual form, focusing instead on ethical substance and socio-economic impact.

The institutionalization of Islamic financial discourse also has geopolitical implications.
Gulf countries, Malaysia, and Western financial hubs like London and Luxembourg
have positioned themselves as global centers for Islamic finance, each promoting a
particular model of innovation aligned with their economic interests. This geopolitical
dimension shapes not only the products offered but also the scholarly and regulatory
narratives that justify them (Wilson, 2002).

This section concludes that Islamic financial innovation is not merely a technical
process but a discursive one, where institutional power plays a crucial role in defining
what is seen as authentic, ethical, and viable. Recognizing these dynamics is essential
for developing a more inclusive and reflective approach to innovation in the field.

Core Findings and Pathways Forward

The findings of this study demonstrate that Islamic financial product innovation is
deeply embedded in a complex interplay of ethical principles, market demands, and
institutional power. The first research question revealed how sharia compliance has
been framed primarily through contractual mechanisms, often leading to criticisms of
superficiality and commodification. The second question highlighted the ideological
tension between ethical authenticity and market efficiency, showing that this
dichotomy continues to influence both product development and scholarly debate.
The third question explored how narratives of innovation are shaped by institutional
actors, revealing the role of discourse in legitimizing certain forms of innovation while
marginalizing others.

These insights contribute to the literature by offering a multidimensional analysis that
goes beyond legalistic or economic evaluations. Theoretically, the study underscores
the importance of narrative and discourse in understanding financial innovation. It
introduces a framework that integrates sharia principles, innovation theory, and
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discourse analysis to provide a more comprehensive understanding of how products
are conceptualized and institutionalized.

Practically, the findings suggest that Islamic financial institutions need to re-examine
their innovation strategies to ensure alignment with both ethical imperatives and
market realities. This includes investing in products that prioritize social impact,
promoting greater transparency in sharia governance, and encouraging scholarly
independence to foster critical debate. Policymakers and regulators should support
initiatives that expand the boundaries of innovation beyond compliance, focusing on
inclusion, sustainability, and authenticity.

These contributions offer pathways for rethinking innovation in Islamic finance—not
as a dichotomy between faith and function, but as a dynamic dialogue between
tradition and transformation. Such a perspective opens new avenues for research,
policy, and practice that are grounded in both scholarly rigor and ethical commitment.

Conclusion

This article has examined Islamic financial product innovation through a thematic
review of scholarly and institutional narratives. It has shown that innovation in this field
is shaped by a complex matrix of ethical principles, market imperatives, and
institutional discourses. While much of the existing practice has been driven by the
need for sharia compliance, this focus has often led to innovations that replicate
conventional products with minimal ethical differentiation. The research highlights the
need for a more substantive approach that integrates magqasid al-sharia, market
relevance, and critical reflection.

The theoretical alignment established through financial innovation theory, Islamic
jurisprudence, and discourse analysis provides a robust foundation for understanding
the ideological and institutional dynamics at play. The article contributes to the
literature by illuminating the narrative construction of legitimacy, the ideological
tensions between authenticity and efficiency, and the institutional mechanisms of
knowledge production.

From a practical standpoint, the findings call for reforms in product design, sharia
governance, and academic inquiry. Institutions should prioritize meaningful innovation
that addresses real socio-economic needs while staying true to Islamic ethical
foundations. Future research should explore new models of Islamic finance that are
inclusive, sustainable, and intellectually independent. Only by bridging the gap
between tradition and transformation can Islamic finance fulfill its promise as a just
and viable alternative to conventional financial systems.

Ultimately, the future of Islamic financial innovation depends on its ability to reconcile
doctrinal integrity with dynamic socio-economic realities. This requires not only
rethinking the technical architecture of financial products but also reshaping the
discourse that legitimizes them. A shift toward values-based innovation—grounded in
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justice (adl), public interest (maslahah), and ethical coherence—can reposition Islamic
finance as a transformative force rather than a derivative model. By fostering critical
engagement, interdisciplinary collaboration, and community-oriented outcomes, the
industry can move beyond compliance-as-conformity toward a more principled and
purpose-driven financial system.
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