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

Governance Frameworks and Risk Management in
Islamic Microfinance Institutions: A Textual Analysis
Approach

Pardan Syafrudin
Sekolah Tinggi Teknologi Tekstil Bandung, Indonesia
burngay01@yahoo.com

Abstract

Islamic Microfinance Institutions (IMFls) play a pivotal role in supporting economic
empowerment among underserved Muslim populations through shari’‘ah-compliant
financial services. However, these institutions face an array of risks—ranging from
operational inefficiencies to compliance misalignments—that necessitate structured
governance mechanisms. Despite growing academic interest, the governance of risk
management in IMFIs remains under-theorized, particularly within the context of
classical Islamic thought and contemporary institutional realities. This study aims to
examine the governance structures underpinning risk management practices in Islamic
microfinance, employing a qualitative textual analysis of contemporary regulatory
documents, classical jurisprudential sources, and scholarly works. By integrating
perspectives from figh al-mu’amalat and international financial governance literature,
this paper identifies foundational principles, key institutional roles, and challenges that
shape risk governance in IMFls. Findings reveal a convergence between traditional
Islamic ethical principles—such as amanah (trust), maslahah (public interest), and ‘adl
(justice)—and modern risk frameworks emphasizing transparency, accountability, and
internal controls. However, contextual barriers including lack of standardized
regulations and limited stakeholder capacity inhibit optimal implementation. This
research contributes to the scholarly discourse by offering a governance model that
synthesizes Islamic normative principles with modern risk management frameworks. It
also provides actionable insights for policymakers and stakeholders aiming to enhance
sustainability and compliance in IMFls.
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INTRODUCTION

Islamic microfinance has emerged as a powerful mechanism to address poverty and
promote social inclusion within Muslim-majority societies. Rooted in the principles of
shart’ah, particularly the prohibition of riba (usury) and emphasis on ‘ad! (justice),
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Islamic microfinance institutions (IMFls) offer financial products designed to uplift the
economically marginalized through ethical, interest-free models (Obaidullah & Khan,
2008, p. 35). These institutions extend microcredit, savings, and insurance services via
contracts such as murabahah, musharakah, and gard hasan, tailored to clients who
often lack collateral or formal credit histories (Dusuki, 2008, p. 65). While the social
mission is well established, ensuring the financial sustainability and risk resilience of
IMFIs has become increasingly critical in the face of operational and compliance-
related uncertainties.

The unique dual-layer governance of IMFIs—operating under both modern financial
regulations and Islamic jurisprudence—presents distinct challenges in risk
management. Unlike conventional microfinance, Islamic institutions are bound by
ethical constraints derived from figh al-mu'amalat (jurisprudence of transactions),
which may limit risk mitigation tools such as conventional insurance or interest-based
hedging (Ahmed, 2002, p. 101). These constraints necessitate an alternative
governance framework that integrates Islamic legal maxims (gawa'id fighiyyah) with
contemporary principles of financial accountability, transparency, and control (Kamla
& Haque, 2011, p. 180).

Numerous risks plague IMFIs, including credit risk from client defaults, liquidity
mismatches due to profit-sharing delays, shari‘ah non-compliance, and governance
inefficiencies (Hassan & Aliyu, 2015, p. 112). Many IMFIs also suffer from limited risk
awareness, underdeveloped internal audit functions, and fragmented supervision
structures, often leading to suboptimal risk responses (Schoon, 2010, p. 74).
Furthermore, the diversity of shari‘ah interpretations across jurisdictions introduces
regulatory inconsistency, complicating the standardization of risk governance
practices (El-Gamal, 2006, p. 59).

Although several studies have analyzed the operational performance of IMFIs or the
effectiveness of their products (Abdul-Rahman, 2010; Obaidullah, 2007), there is a
noticeable paucity of research that integrates the shari‘ah-based governance structure
with contemporary risk management models. This disconnection inhibits the ability of
IMFIs to adopt global best practices without compromising their Islamic identity, which
can lead to tensions between financial performance and religious legitimacy (Khan &
Bhatti, 2008, p. 183).

Adding to the complexity, IMFIs often operate in rural or underbanked areas where
legal infrastructure, financial literacy, and state oversight are weak. These structural
constraints amplify risks and diminish the effectiveness of classical governance
mechanisms such as shdra (consultation), hisbah (market supervision), and wasiyyah
(institutional ethics), which were historically effective in Islamic economic systems
(Chapra, 2000, p. 142). Without institutional adaptation, these traditional concepts
cannot easily be transplanted into modern microfinance governance models.
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This situation raises important questions: How can risk governance frameworks in
Islamic microfinance be realigned to reflect both Islamic ethical values and institutional
effectiveness? What specific principles of Islamic jurisprudence are relevant to
contemporary risk challenges? How can classical models like al-mas‘aliyah
(accountability) be embedded into modern risk oversight systems? Finally, what
institutional mechanisms are necessary to ensure that risk governance enhances both
financial viability and shart’ah compliance?

These questions point to a critical knowledge gap. To bridge this, the present study
aims to explore risk governance in Islamic microfinance through a normative-textual
lens, identifying principles from classical Islamic sources and analyzing their integration
into modern regulatory discourse. This inquiry is essential not only to develop context-
sensitive governance models but also to support sustainable microfinance operations
that uphold Islamic ethical integrity.

By focusing on governance structures rather than operational techniques, this research
contributes to the strategic understanding of risk in IMFls. It seeks to generate a
framework that is both doctrinally sound and practically viable, thereby offering
pathways for policymakers, shari’ah boards, and institutional leaders to enhance
Islamic microfinance governance with integrity and resilience.

LITERATURE REVIEW

Scholarly interest in Islamic microfinance began to grow significantly in the early 2000s
as part of a broader Islamic finance movement seeking ethical alternatives to
conventional banking. Pioneering works by Ahmed (2002) and Obaidullah and Khan
(2008) established early conceptual foundations for Islamic microfinance, highlighting
the sector’s potential to promote social justice and reduce poverty through shari’ah-
compliant mechanisms. These early studies underscored the importance of religious
legitimacy in product design and identified structural barriers—including lack of
infrastructure and legal recognition—that constrained IMFIs' growth. However,
governance structures received limited attention, as the emphasis was largely on
expanding access to capital and improving financial outreach.

By the mid-2000s, scholars began shifting focus toward operational sustainability and
institutional performance, recognizing that Islamic microfinance could not rely solely
on ethical claims for long-term success. EI-Gamal (2006) criticized the "mimicry” of
conventional models under Islamic labels and argued for governance frameworks
rooted in classical jurisprudence rather than superficial compliance. Similarly, Khan and
Bhatti (2008) called for a rethinking of risk frameworks, proposing that Islamic
principles such as gharar (uncertainty) and darar (harm) could inform risk mitigation
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strategies, especially where conventional tools were unavailable due to shari‘ah
restrictions.

Following the global financial crisis of 2008, governance became a prominent theme
in Islamic finance literature. Chapra (2009) emphasized the role of ethics and
accountability in Islamic economics and criticized the growing commercialization of
Islamic financial institutions. Concurrently, Kamla and Haque (2011) introduced a
critical perspective by linking governance in Islamic institutions to broader themes of
social justice and accountability. These contributions paved the way for more nuanced
understandings of governance that extended beyond compliance, focusing instead on
the moral responsibility of financial actors and institutions. Yet, risk management
remained a peripheral concern, often treated as a subset of operational efficiency
rather than a standalone discipline.

More recent studies began addressing this gap by integrating risk management into
discussions of shari’ah governance and institutional development. Hassan and Aliyu
(2015) synthesized frameworks for risk governance that combined Islamic ethical
constructs with Basel Committee standards. They argued that principles such as
amanah (trust) and muwdzanah (balance) could serve as guiding values for risk
oversight, enhancing both accountability and resilience in IMFls. However, the practical
translation of these principles into institutional mechanisms remained underexplored,
especially in contexts where state support and regulatory infrastructure were lacking.

Despite these advances, a critical disconnect persists between theoretical models and
on-the-ground practices in IMFIs. Literature has tended to compartmentalize risk
management and Islamic ethics, often failing to explore their potential integration.
Moreover, few studies have undertaken a textual analysis of classical Islamic legal
literature to derive governance insights applicable to modern microfinance. This gap
indicates the need for research that not only bridges shari‘ah norms with institutional
realities but also reconstructs governance frameworks from foundational Islamic texts
in light of modern risk challenges.

Theoretical Framework

The theoretical foundation of this study lies in the convergence between classical
Islamic jurisprudential principles and contemporary theories of governance and risk
management. At the heart of Islamic economic thought is the concept of al-mas’aliyah
(responsibility), which underscores the ethical and fiduciary duty of financial actors to
uphold justice and trust in their dealings (Chapra, 2000, p. 78). This normative
commitment is embedded in broader ethical principles like ‘adl (equity), thsan
(benevolence), and amanah (trust), which form the basis for a governance model that
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transcends mere procedural compliance. These concepts are drawn from foundational
Islamic sources, including the Qur'an, Sunnah, and the jurisprudential legacy of
scholars such as al-Ghazali and al-Shatibi, who emphasized the maqasid al-shari’ah
(higher objectives of Islamic law) in institutional conduct (al-Shatibi, 1990, p. 231).

From the classical perspective, risk (termed khatar or gharar) is not inherently
prohibited but must be managed within ethical boundaries that prevent injustice or
exploitation. The Prophet Muhammad (pbuh) prohibited excessive gharar in
commercial transactions (Muslim, Book of Sales), which scholars such as Ibn Taymiyyah
later interpreted as a directive to ensure transparency, mutual consent, and
predictability in financial dealings (Ibn Taymiyyah, 1963, p. 210). Consequently, Islamic
risk governance frameworks must be constructed not solely as technical safeguards
but as ethical instruments aligned with these legal and moral foundations.

Parallel to these classical insights, modern governance theories—particularly those
influenced by agency theory, stakeholder theory, and risk-based regulation—
contribute methodological rigor to institutional analysis. Agency theory posits that
misalignments between the interests of management and stakeholders necessitate
oversight mechanisms, such as internal audits, performance metrics, and board
accountability (Jensen & Meckling, 1976). In IMFls, these tools are often mediated by
shart‘ah boards, whose dual role as ethical and regulatory agents introduces additional
layers of responsibility (Hassan, 2009, p. 112). However, without a robust framework
grounded in Islamic ethics, these structures risk devolving into formalities rather than
enablers of true fiduciary accountability.

Moreover, stakeholder theory, which emphasizes the rights and expectations of all
parties affected by organizational decisions, complements Islamic notions of maslahah
(public interest). In the context of IMFIs, stakeholders include not only investors and
clients but also regulators, religious authorities, and the wider ummah (community)
(Kamla & Haque, 2011, p. 183). This broader orientation demands a participatory
governance structure that is not merely hierarchical but incorporates shara
(consultative decision-making) and hisbah (market supervision) as institutional norms
(al-Mawardi, 1995, p. 87).

These interlinked theoretical frameworks collectively inform the governance of risk in
IMFIs. By combining shari‘ah values with contemporary oversight tools, this study
employs a hybrid theoretical lens to examine how risk is conceptualized,
institutionalized, and operationalized within Islamic microfinance. It proposes that a
multidimensional model—anchored in both Islamic epistemology and modern
organizational theory—is essential to ensure that risk management systems in IMFls
are both effective and legitimate.
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Previous Research

Obaidullah (2007) conducted one of the earliest in-depth studies on Islamic
microfinance, outlining the fundamental models and principles used in various Muslim
countries. He emphasized the alignment of Islamic microfinance products with ethical
values and the significance of shari‘ah compliance in enhancing trust among
underserved communities. However, his analysis primarily focused on operational
models and outreach, offering limited insight into institutional governance structures
or formal risk management practices.

Abdul-Rahman (2010) investigated the sustainability of Islamic microfinance through
a comparative case study approach. He found that IMFIs faced challenges balancing
social missions with financial performance, particularly in environments with weak
regulatory oversight. While the study acknowledged governance shortcomings, it did
not examine how risk management frameworks could be developed using Islamic legal
norms or how governance mechanisms could be structurally integrated into
microfinance institutions.

Khan and Bhatti (2008) explored Islamic financial risk management in theory and
practice. Their work was instrumental in identifying constraints imposed by shari’‘ah on
conventional risk mitigation tools, such as derivatives and interest-based insurance.
They proposed adopting takaful (Islamic insurance) and profit-and-loss sharing
models, yet their work focused more on Islamic banking than microfinance.
Consequently, the nuances of micro-level governance, particularly within community-
based IMFIs, remained underexplored.

Kamla and Haque (2011) offered a critical perspective on Islamic financial governance,
highlighting how Islamic values are often diluted in practice. They argued for
embedding social accountability and ethical transparency into institutional
governance. Although their focus was on macro-level Islamic financial institutions, the
implications for microfinance governance were implicit. The study lacked empirical
linkage to shari‘ah texts or historical Islamic governance mechanisms that could be
revitalized for the microfinance sector.

Hassan and Aliyu (2015) addressed risk governance in Islamic finance by proposing a
hybrid model that integrates Islamic principles with Basel-based frameworks. They
introduced muwazanah (balance) and amanah (trust) as key pillars for risk
management but stopped short of applying these concepts directly to IMFls. Their
work, although insightful, remained largely theoretical and did not engage in a deep
exploration of classical Islamic sources that could reinforce their proposed frameworks.

Despite these contributions, a comprehensive gap remains in the literature concerning
the development of risk governance frameworks tailored to Islamic microfinance.
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Existing studies either focus on macro-finance or operational challenges, leaving the
theoretical intersection between classical Islamic jurisprudence and modern
governance models underdeveloped. Few works have systematically analyzed how
classical concepts like shara, hisbah, and al-mas’aliyah can be operationalized to meet
the specific governance needs of IMFIs. This research seeks to fill that void by
constructing a textual and conceptual model that bridges Islamic normative ethics with
modern risk oversight.

RESEARCH METHODS

This study adopts a qualitative research methodology, focusing on textual analysis as
the primary mode of inquiry. The rationale for this approach lies in the normative and
conceptual nature of the research objective: to explore governance mechanisms for
risk management in Islamic microfinance through the lens of shart‘ah principles and
classical Islamic literature. As no empirical field data are required, textual sources
become the central corpus for extracting theoretical insights, ethical norms, and
practical guidance. The qualitative design also enables the researcher to examine how
Islamic values and governance theories are embedded, interpreted, and potentially
applied within institutional contexts (Creswell, 2007, p. 87).

The data for this study consist of two primary categories: classical Islamic
jurisprudential texts and contemporary academic literature on Islamic microfinance
and risk governance. Classical sources include foundational works such as al-
Muwafaqat by al-Shatibi (1990), Majma* al-Fatawa by lbn Taymiyyah (1963), and al-
Ahkam al-Sultaniyyah by al-Mawardi (1995), which articulate principles related to
hisbah, shara, and “adl within governance systems. Contemporary literature includes
peer-reviewed journals indexed in Scopus and Sinta-Garuda, alongside international
scholarly books published no later than 2015, such as those by Chapra (2000), Ahmed
(2002), and Kamla and Haque (2011), which discuss risk and governance in Islamic
financial contexts.

Data collection was carried out through a rigorous review and selection of relevant
texts using content-based sampling. Criteria included the presence of governance,
accountability, or risk-related discussions embedded in Islamic legal or financial
theory. Secondary sources were selected for their analytical depth, credibility, and
relevance to the research questions. For classical texts, authenticated English or
Indonesian translations were used when available, ensuring interpretive accuracy and
citation traceability. All references were manually validated for scholarly merit and
citation lineage, adhering to the academic rigor demanded in Islamic finance studies.
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Data analysis followed a thematic coding process, where texts were first read
holistically to identify recurring governance and risk-related themes. Next, themes
were categorized into conceptual clusters such as accountability, risk transparency,
stakeholder rights, and ethical obligation. These clusters were then analyzed in dialogue
with modern governance theories to construct a hybrid governance model suitable for
IMFIs. The analysis particularly emphasized how Islamic ethical imperatives could be
structurally aligned with risk oversight tools derived from stakeholder theory and risk-
based regulation models (Hassan & Aliyu, 2015, p. 113).

The methodology is underpinned by the hermeneutic tradition of Islamic legal studies,
which permits reinterpretation (ijtihad) of classical principles to address contemporary
institutional needs. This approach allows the study to remain grounded in the Islamic
legal framework while simultaneously engaging with modern governance discourse.
In doing so, the research offers a theoretically coherent and contextually sensitive
governance framework for risk management in Islamic microfinance that reflects both
ethical imperatives and practical necessities.

RESULTS AND DISCUSSION

The findings of this study reveal that the governance of risk in Islamic microfinance
institutions (IMFIs) must be grounded in a synthesis of normative Islamic ethics and
structurally sound modern oversight mechanisms. While IMFIs aim to operate within
the ethical boundaries set by shart‘ah, they must also navigate the institutional realities
of regulatory compliance, operational sustainability, and risk resilience. Bridging these
two dimensions requires not only theological understanding but also a systemic
institutional design capable of translating moral principles into functional governance
procedures.

Islamic governance frameworks—particularly when interpreted through a classical
jurisprudential lens—provide a rich epistemological foundation for managing risk.
Foundational concepts such as amanah (trust), ‘adl (justice), and maslahah (public
interest) offer moral direction for accountability, transparency, and equitable decision-
making. Moreover, the legacy of Islamic legal thought presents well-established
mechanisms for ethical market supervision, contractual clarity, and stakeholder
engagement. These include classical institutions such as shdra (consultation), hisbah
(market oversight), and wagf (endowment management). However, despite the
conceptual depth of these resources, they remain underutilized in contemporary
microfinance governance, often due to a disconnect between traditional religious
discourse and modern institutional pragmatism.
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This fragmentation has created a duality in IMFIs: one that publicly espouses Islamic
values, yet privately operates under systems borrowed from conventional finance
without adequate ethical integration. As a result, many risk management practices in
IMFIs risk becoming procedural rather than principle-driven, thereby undermining
both financial stability and moral credibility. The need for holistic frameworks that
embed Islamic values within operational systems is therefore both urgent and
necessary.

To address this challenge, this section presents the core findings of the study,
structured around four central research questions. Each subsection is designed to
unpack a critical dimension of risk governance from both an ethical and institutional
perspective. The first subsection investigates how Islamic ethical values can be
structurally integrated into the design and functioning of risk governance systems. It
explores the operational translation of values like tagwa, amanah, and “adl into internal
controls, audit mechanisms, and performance evaluation tools.

The second subsection delves into which Islamic legal principles are most relevant to
contemporary risk challenges. It examines the applicability of doctrines such as la darar
wa la dirdr (no harm), gharar (uncertainty), and istislah (public interest) in addressing
modern financial uncertainties and institutional vulnerabilities, illustrating how these
principles can be revived and reformulated to guide policy.

The third subsection analyzes how traditional Islamic governance models—such as
shara, hisbah, and wagf—can be reconstructed and embedded into modern IMFls. This
involves reimagining these classical institutions as formal mechanisms within board
structures, risk committees, and community engagement platforms to enhance ethical
oversight and participatory decision-making.

The final subsection evaluates the institutional mechanisms required to support the
integration of these values and models. This includes capacity building, legal
codification, shari’‘ah board empowerment, and technological adaptation. It identifies
the operational infrastructure necessary for IMFIs to achieve both compliance and
spiritual integrity in risk governance.

Structuring Risk Governance through Islamic Ethical Values

The ethical foundation of Islamic finance rests on values such as amanah (trust), "adl
(justice), and maslahah (public benefit), which carry implications far beyond moral
exhortation. When framed institutionally, amanah demands fiduciary responsibility
from IMFIs" managers and board members, compelling them to act as trustees of
community resources rather than profit maximizers (Chapra, 2000, p. 79). This principle
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supports the creation of internal controls and audit mechanisms that ensure resources
are used appropriately.

Justice (‘adl) plays a crucial role in risk allocation. In Islamic jurisprudence, unjust
enrichment and risk imposition are considered morally impermissible (Ibn Taymiyyah,
1963, p. 215). This informs the institutional need to distribute risks equitably across
stakeholders through mushdrakah or mudarabah contracts, rather than pushing all risk
onto the microfinance client, a common issue in conventional systems (EI-Gamal, 2006,
p. 60).

Maslahah reinforces the concept that financial decisions should maximize community
welfare. Risk policies, therefore, must prioritize client protection—such as grace
periods, ethical debt collection, and flexible repayment systems—ensuring that risk
frameworks reflect social utility rather than corporate safety alone (al-Shatibi, 1990, p.
243).

Islamic ethics also advocate for niyyah (intent), meaning institutions should be judged
not only by their outcomes but by their purpose. Risk practices that are procedurally
efficient but ethically negligent violate this principle. This has implications for training
and certifying shari‘ah board members to evaluate intent behind institutional
decisions, not just compliance metrics (Hassan, 2009, p. 112).

Structurally, these ethical values can be operationalized through transparent reporting
systems, participatory governance forums, and institutional audits rooted in hisbah.
Establishing independent shari‘ah compliance units within IMFIs can help ensure that
operational procedures match the ethical vision stated in their charters (Kamla &
Haque, 2011, p. 184).

Furthermore, the implementation of ethical oversight must go beyond the symbolic.
Evidence from Southeast Asian IMFIs suggests that while shari‘ah boards exist, they
often lack authority or are marginalized in decision-making processes (Abdul-Rahman,
2010, p. 141). This undermines the ethical core of governance and allows for the
erosion of risk-sensitive values.

Ethics-based risk governance also demands culturally relevant policy formation.
Contextualizing ethical values according to local economic realities ensures
governance models remain functional. For example, in Indonesian IMFls, incorporating
local ‘urf (custom) into debt scheduling has strengthened repayment and community
trust (Hidayat, 2014, p. 55).

Aligning institutional mission with magqgasid al-shart'ah offers another layer of structural
integration. When risk policies are shaped by objectives such as preservation of wealth
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(hifz al-mal) and dignity (hifz al-"ird), the institution’s identity becomes mission-driven
rather than profit-oriented (al-Shatibi, 1990, p. 255).

Finally, human resource practices must reflect Islamic ethics. Staff performance
evaluation should include ethical compliance and akhlag (character) alongside
technical proficiency. This reorients risk culture away from mere avoidance of failure
toward the proactive cultivation of institutional integrity (Dusuki, 2008, p. 68).

Islamic Legal Principles Relevant to Contemporary Risk Governance

The foundation of Islamic legal thought offers a range of principles that are inherently
suitable for addressing modern financial risks when properly contextualized. Among
the most critical of these is the principle of la darar wa laG dirar—"no harm shall be
inflicted or reciprocated”—which serves as a universal maxim in Islamic jurisprudence
(al-Nawawi, 1985, p. 234). This principle underlines the moral obligation to prevent
excessive risk, whether on the part of the institution or the client, and forms a
jurisprudential basis for regulatory policies that protect microfinance beneficiaries
from exploitative or volatile financial conditions.

Closely related is the prohibition of gharar (excessive uncertainty), which underscores
the Islamic position against speculative risk. Classical jurists such as al-Shafi'Tand Malik
interpreted gharar not as the absence of all risk, but rather the absence of sufficient
contractual clarity (Ilbn Qudamah, 1968, p. 311). In the context of microfinance, this
principle obliges institutions to disclose all terms transparently, define repayment
expectations precisely, and avoid ambiguous product structures that expose clients to
unpredictable financial burdens.

Another pivotal concept is kafdlah (guarantees), which allows for third-party risk
sharing in a non-interest-bearing format. In Islamic tradition, kafdalah was used as a
social safety net, allowing the wealthy to underwrite the financial obligations of the
poor without usury (al-Mawardi, 1995, p. 90). This concept has practical utility in IMFls,
especially in developing credit assurance mechanisms that do not violate shart’ah. For
example, communal lending models inspired by kafdlah can serve as ethical risk
mitigation tools in group-based microcredit systems.

The principle of ta’awun (mutual assistance) also plays a critical role in shaping
institutional responses to risk. Rooted in Qur'anic injunctions (Qur'an 5:2), ta"awun
legitimizes cooperative structures and collective responsibility in economic affairs. This
principle justifies risk-pooling strategies such as takaful (Islamic insurance) and micro-
savings programs, which allow participants to protect each other from unforeseen
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events without engaging in speculative or interest-based practices (Ahmed, 2002, p.
122).

Further reinforcing ethical governance is istislah (public interest), a doctrine that
permits juristic intervention in the absence of clear scriptural texts. Through istislah,
contemporary scholars justify the adaptation of classical norms to emerging financial
realities, particularly when doing so promotes equity and reduces systemic
vulnerability (al-Shatib1, 1990, p. 250). For instance, risk control policies like client
capacity assessments or institutional stress testing, though not traditionally addressed,
can be framed as maslahah-based interventions.

The doctrine of bay’ al-'inah—a controversial sale-repurchase arrangement—is
another classical issue relevant to risk, especially as it often serves as a disguised loan.
Critics like Ibn Taymiyyah denounced this practice for its deceptive resemblance to riba
and its potential to create unmanageable institutional liabilities (Ibn Taymiyyah, 1963,
p. 310). IMFIs must therefore avoid structures that formally comply with shari’ah but
violate its spirit, as these introduce reputational and ethical risks.

Additionally, ‘urf (custom) serves as a flexible legal source in risk governance. Accepted
by jurists like al-Sarakhsi and lbn ‘Abidin, ‘urf allows institutional practices to be
aligned with local economic behavior as long as they do not contradict shart‘ah (Ibn
‘Abidin, 1992, p. 118). In microfinance, this supports adapting repayment schedules or
collateral norms according to local market conditions, which helps manage financial
and social risks simultaneously.

Lastly, hisbah—the classical institution of market supervision—serves as a
jurisprudential model for regulatory oversight. Al-Mawardi (1995, p. 85) emphasized
that the muhtasib (market inspector) had a duty to monitor fair pricing, accurate
weights, and ethical behavior. Modern IMFIs can revive the spirit of hisbah by
instituting compliance audits and third-party evaluations to ensure transparent, ethical
risk management practices.

In sum, the relevance of these classical principles lies in their potential to offer morally
grounded, culturally embedded, and functionally adaptive risk governance models for
IMFls. By reinterpreting and institutionalizing them, contemporary Islamic finance can
move beyond cosmetic compliance to achieve both spiritual and operational integrity.

Adapting Classical Islamic Governance Models for Contemporary IMFls

Adapting traditional Islamic governance models to the modern institutional
architecture of Islamic microfinance institutions (IMFls) offers both ethical direction
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and structural coherence. One of the most central mechanisms in classical Islamic
governance is shard (consultative decision-making), which ensures participatory
accountability. The Qur'an (42:38) mandates consultation as a collective obligation,
and historical applications can be found in the majlis al-shara of the early caliphates
(al-Mawardi, 1995, p. 112). In IMFIs, institutionalizing shdra can involve establishing
community-based advisory boards that include not only financial managers but also
client representatives and local scholars. This mechanism aligns risk management
decisions with stakeholder interests and enhances the legitimacy of institutional
policies.

Closely related is the institution of hisbah, historically responsible for market
monitoring, price regulation, and ensuring fairness in trade (Ilbn Taymiyyah, 1963, p.
122). The muhtasib functioned autonomously from rulers, serving as an early model
for regulatory bodies. In a modern IMFI context, hisbah can be operationalized through
independent audit and compliance units tasked with overseeing internal control
systems, client treatment, and product transparency. These units can serve as ethical
watchdogs, providing an internal counterbalance to managerial risk-taking.

Another vital traditional concept is wilayat al-istihsan—the discretionary power of
governance to suspend literal applications of law for public good, a principle
recognized by Hanafi jurists (al-Kasani, 1986, p. 212). This doctrine supports adaptive
policymaking in IMFls, particularly in emergencies such as client insolvency, where rigid
debt collection would harm both borrower and institution. Policy innovations
grounded in istihsan include repayment rescheduling or temporary waivers during
economic shocks, reinforcing resilience within risk governance.

Classical waqgf (endowment) structures also offer insights for institutional sustainability
and risk sharing. Traditionally, wagf assets were insulated from market volatility and
used to fund communal services like education or healthcare. Modern IMFIs can
emulate this by developing wagf-based capital buffers or reserve funds specifically
allocated for risk contingencies (Kahf, 2003, p. 45). Such integration not only provides
ethical funding sources but also stabilizes liquidity in times of repayment shortfalls.

The concept of muhdasabah (self-accountability), which features prominently in Islamic
spiritual and administrative ethics, is another underutilized governance asset. Early
administrators, inspired by the example of the Prophet Muhammad (pbuh) and the
caliph ‘Umar ibn al-Khattab, were expected to subject themselves to public
questioning and internal reflection (al-Ghazali, 1991, p. 135). IMFIs can institutionalize
muhasabah by requiring regular ethical evaluations for their boards and risk
committees, including qualitative performance reviews that assess not only financial
outcomes but ethical compliance.
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The legal concept of dhimmah (legal responsibility) extends institutional obligations
to non-Muslim or non-traditional stakeholders, underscoring inclusive governance. In
practice, this means IMFIs must design risk governance frameworks that do not
privilege religious identity over stakeholder fairness. Incorporating diverse board
compositions or engaging in interfaith financial dialogues can fulfill this traditional
concept in contemporary, pluralistic societies (Vogel & Hayes, 1998, p. 199).

Furthermore, the {ima" (scholarly consensus) mechanism allows for collective
interpretive evolution, providing a method for reconciling classical norms with
emerging governance needs. In institutional settings, this can be mirrored through
inter-institutional shari’‘ah councils that collaborate to issue unified guidance on risk
practices. This standardization reduces ambiguity and enhances legal certainty across
jurisdictions (Kamali, 2000, p. 88).

Implementing these adaptations, however, requires supportive legal and regulatory
frameworks. Government oversight agencies or central banks in Muslim-majority
countries must legally recognize these traditional mechanisms within modern financial
governance codes. For instance, Indonesia’s National Shart‘ah Council (DSN-MUI)
plays a similar role by issuing fatwas that codify acceptable risk strategies for IMFls
operating under national law (Hidayat, 2014, p. 58).

Ultimately, adapting these traditional governance models into institutional practice
strengthens both risk management and ethical coherence. The revival of Islamic
governance principles is not a romantic return to the past, but a strategic realignment
of timeless values with the demands of contemporary institutional risk oversight.

Institutional Mechanisms for Embedding Ethical and Effective Risk Governance
in IMFls

Effective risk governance in Islamic microfinance institutions (IMFls) depends on
institutional mechanisms that can translate ethical intent into enforceable practices.
One of the most foundational requirements is a formalized internal control system
grounded in both modern risk protocols and shari‘ah-based values. This includes
independent audit committees and risk units with clear mandates to assess credit,
liquidity, and operational risks (Hassan & Aliyu, 2015, p. 113). Unlike conventional
institutions, these units must be trained in Islamic jurisprudence to ensure their risk
evaluations account for moral hazards, religious prohibitions, and communal impacts.

Shari’ah supervisory boards (SSBs) play a central role in IMFIs but often lack the
institutional power or training to influence risk governance meaningfully. To rectify
this, institutions must enhance the capacity of SSBs by offering technical and financial
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risk training alongside classical legal education (Hassan, 2009, p. 109). These boards
should be structurally independent from executive management and have veto power
over risky products or transactions that compromise ethical or religious obligations.

Another critical mechanism is policy documentation and procedural
standardization. While many IMFIs operate informally or with limited documentation,
codifying risk policies aligned with Islamic principles enhances clarity and
accountability. These documents should reference shart’‘ah maxims such as al-kharaj
bi al-daman (liability justifies profit) to legitimize ethical profit models while assigning
risk fairly (al-Shatibi, 1990, p. 252).

Client assessment and engagement mechanisms also support risk governance.
Instead of relying solely on credit scoring—often unsuitable for the poor—IMFls
should develop participatory risk assessments based on community input, group
lending histories, and character evaluations (tagwim al-akhlag). These localized
assessments align with Islamic emphasis on moral reputation and community
trustworthiness (Dusuki, 2008, p. 67).

Risk-sharing structures, such as mudarabah or musharakah, need to be supported
by institutional frameworks that define dispute resolution, loss-sharing, and
transparency obligations. These structures should be embedded in institutional bylaws
and monitored regularly to prevent drift into fixed-return, debt-like arrangements that
mimic interest-based contracts (EI-Gamal, 2006, p. 61).

Regulatory harmonization is essential, particularly in jurisdictions with fragmented
Islamic finance regulations. National-level shart’ah standardization bodies, like
Malaysia's Shariah Advisory Council or Indonesia’s DSN-MUI, should provide
enforceable standards that guide risk practices across institutions (Hidayat, 2014, p.
57). Without such harmonization, IMFIs face uncertainty and legal inconsistency, which
undermine ethical risk governance.

Human resource policies must also reflect Islamic ethics. Performance reviews should
assess not only profit metrics but also ethical compliance, transparency, and social
impact. Staff incentives should discourage high-risk lending and reward client
development outcomes instead. Training programs must cover shari’‘ah governance,
financial ethics, and modern risk tools in tandem (Kamla & Haque, 2011, p. 182).

Technology systems offer untapped potential to institutionalize ethical risk practices.
Digital monitoring tools can be programmed to flag high-risk lending patterns,
compliance deviations, and product anomalies. Mobile platforms can also support
client feedback systems aligned with shdrd, increasing transparency and community
oversight in risk decisions (Ahmed, 2002, p. 134).
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Ethical culture must be embedded across the institution. This involves promoting
tagwa (consciousness of God) in institutional mission statements, decision-making
norms, and stakeholder communications. Creating this culture requires leadership by
example, beginning with board members and managers who view their roles as
custodial rather than commercial (Chapra, 2000, p. 88).

Ultimately, these mechanisms are interdependent. Without legal recognition, ethical
culture remains symbolic. Without training, shart‘ah boards remain ineffective. Without
policies, risk remains opaque. Therefore, successful risk governance in IMFIs demands
systemic integration of ethical, operational, and legal supports.

Hybrid Ethical-Risk Governance Model

The preceding analysis demonstrates that neither classical Islamic jurisprudence nor
modern risk theory alone is sufficient to address the complexity of risk governance in
Islamic microfinance institutions (IMFIs). Instead, an integrated or hybrid ethical-risk
governance model is needed—one that synthesizes the normative strength of Islamic
ethical teachings with the structural functionality of contemporary oversight
mechanisms.

The first pillar of this hybrid model is value alignment, ensuring that institutional risk
policies and operational decisions are directly grounded in Islamic ethical values such
as amanah, ‘adl, and maslahah. These values serve not only as aspirational ideals but
also as institutional mandates that shape everything from product design to staff
conduct. For instance, an internal policy on loan restructuring could cite the maxim (a
darar wa la dirar (no harm should be inflicted or reciprocated) as its guiding rationale
(al-Nawawi, 1985, p. 234). This level of integration provides a moral compass that
conventional compliance-based risk systems often lack.

The second pillar involves structural institutionalization of these ethical principles
into risk management functions. This includes operationalizing traditional Islamic
mechanisms—such as shara for stakeholder engagement and hisbah for independent
oversight—within modern governance structures like risk committees and compliance
units. When paired with procedural documentation, these mechanisms ensure that
Islamic ethical norms are not merely symbolic but legally binding and enforceable
(Hassan & Aliyu, 2015, p. 114).

A third component of the model is adaptive jurisprudence, where classical Islamic
legal doctrines are reinterpreted (ijtihad) to address contemporary risk challenges.
Doctrines like istislah and istihsan offer juristic flexibility to tailor governance policies
that meet modern financial standards without violating Islamic principles (al-Shatibr,
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1990, p. 250). These principles justify innovations like credit scoring systems based on
behavioral indicators or the use of wagf funds as capital buffers for risk mitigation.

Institutional pluralism is also central to the model. IMFIs often operate in
socioeconomically diverse and legally pluralistic environments. Therefore, governance
frameworks must accommodate varying levels of formality, technological capacity, and
regulatory backing. Drawing on the Islamic principle of ‘urf (local custom), this model
allows risk management practices to be localized without compromising their Islamic
legitimacy (Ibn ‘Abidin, 1992, p. 118).

Finally, capacity development and ethical leadership complete the hybrid model. No
governance framework can be sustained without trained personnel and committed
leadership. Institutionalizing training in both shari‘ah and risk oversight, along with
ethical benchmarking, reinforces long-term resilience. Leadership guided by tagwa
(God-consciousness) ensures that risk decisions prioritize not only institutional survival
but also moral responsibility to clients and the broader community (Chapra, 2000, p.
88).

Taken together, this hybrid ethical-risk governance model presents a practical and
spiritually coherent pathway for IMFIs. It addresses the dual accountability that these
institutions face: to regulatory authorities on one side and to God, society, and moral
principles on the other. By institutionalizing Islamic ethical mandates within
enforceable risk governance structures, IMFls can navigate financial uncertainties
without sacrificing their religious and social missions.

Conclusion

Islamic microfinance institutions (IMFIs) occupy a distinctive space at the intersection
of financial service delivery and ethical responsibility. As this study has demonstrated,
effective risk governance in these institutions requires more than compliance with
technical regulations; it demands a return to the foundational Islamic values that
prioritize justice, trust, and social welfare. Through a comprehensive textual analysis,
the research has uncovered a range of classical Islamic principles—such as amanah,
shara, hisbah, and maslahah—that can be adapted and institutionalized within modern
risk management frameworks.

The findings reveal that traditional Islamic governance mechanisms, when integrated
thoughtfully with contemporary oversight tools, can offer IMFIs a unique and ethically
grounded approach to risk governance. This hybrid model not only ensures financial
resilience but also reinforces the moral legitimacy of the institution among its
stakeholders. By structurally embedding Islamic legal and ethical concepts into
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institutional policies, IMFIs can better balance social mission with financial
sustainability.

Moreover, this research highlights the importance of institutional readiness, capacity
building, and regulatory coherence. Ethical intent must be supported by trained
personnel, transparent procedures, and enforceable accountability mechanisms to be
effective. The institutionalization of Islamic governance principles must go beyond
rhetoric and be reflected in actual decision-making processes, stakeholder
engagement, and risk mitigation strategies.

In essence, the governance of risk in Islamic microfinance is not merely a technical
exercise but a moral obligation. By aligning risk governance with the values and
traditions of Islamic law, IMFIs can build not only stronger institutions but also more
just and compassionate financial systems.
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