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INTRODUCTION

This article aims to evaluate the effectiveness of Islamic banking in promoting inclusive economic
development and identify key social and regulatory challenges that limit its broader implementation
in Southeast Asia and the Middle East. Islamic finance has emerged as a critical component of the
global financial system, particularly in the context of developing economies seeking ethical,
inclusive, and sustainable alternatives. Rooted in the principles of Shariah law, Islamic finance
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prohibits interest (riba), emphasizes risk-sharing, and encourages socially responsible investment.
Over the past few decades, the sector has experienced significant growth, both in terms of assets
under management and geographic reach. This evolution is driven by a combination of increasing
demand for ethical finance solutions, proactive regulatory frameworks in key markets, and the
development of innovative Shariah-compliant financial products. The dual banking systems in
countries such as Malaysia, Indonesia, and Bahrain have further facilitated the parallel growth of
Islamic and conventional finance, enabling greater financial inclusion for underserved Muslim
populations (Modan & Hassan, 2018; Yusuf et al., 2024).

Literature in recent years has explored various dimensions of Islamic finance, including its
regulatory challenges, socio-economic impacts, and its alignment with sustainable development
goals (SDGs). The body of research reflects a growing consensus on the potential of Islamic
finance to contribute positively to inclusive economic growth, particularly through instruments
such as sukuk, Islamic microfinance, and profit-and-loss sharing (PLS) contracts. However, despite
its promise, the sector continues to grapple with systemic challenges that hinder its effectiveness
and broader acceptance. These challenges are particularly pronounced in developing countries,
where infrastructure limitations, low financial literacy, and legal inconsistencies pose significant
barriers to implementation (Rahman & Chowdhury, 2023; Uddin et al., 2023).

Empirical data supports the notion that Islamic finance is gaining momentum globally. For
example, in Southeast Asia and the Middle East, Islamic banking assets have witnessed an average
annual growth rate exceeding 20% over the past decade (Mooneeram-Chadee, 2020). In Malaysia
and Indonesia, this growth is bolstered by strong governmental support, improved regulatory
clarity, and public sector initiatives aimed at promoting financial inclusion through Islamic financial
services (Khaleel et al., 2021; Asyigin & Alfurqon, 2024). In addition, instruments such as sukuk
have attracted international recognition as viable tools for ethical investment, offering competitive
returns while adhering to Shariah principles (Alhammadi, 2022). Furthermore, institutions like
Bank Islam Malaysia Berhad have become global references for best practices in Islamic banking.

Beyond mere asset growth, Islamic financial institutions have demonstrated tangible social impact.
These entities have extended services to populations previously excluded from traditional banking,
thus fostering financial inclusion and social equity (Hanif et al., 2024). In countries with significant
Muslim populations, Islamic banking has served as a culturally resonant alternative, facilitating
broader acceptance and integration into the formal financial system. Despite geopolitical
uncertainties in some regions, Islamic finance continues to gain traction among international

investors seeking diversification and alignment with ethical investment mandates (Jarbou et al.,
2024).

Nevertheless, a number of critical challenges remain. Chief among these are issues related to
regulatory and Shariah compliance. In many jurisdictions, existing legal frameworks are not
adequately equipped to accommodate Shariah-compliant financial products, resulting in
operational difficulties for Islamic financial institutions. These issues are compounded by
inconsistencies in the interpretation and application of Shariah principles across different regions
(Modan & Hassan, 2018; Yusuf et al., 2024). For instance, Uddin et al. (2023) emphasize the
necessity of product development that aligns with Shariah requirements to ensure the credibility
and effectiveness of Islamic finance.
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Low levels of financial literacy and public awareness represent another significant barrier to the
widespread adoption of Islamic financial services. Despite the proliferation of products such as
murabaha and istijrar, many individuals remain uncertain about the benefits and mechanics of
Islamic finance compared to conventional options (Rahman & Chowdhury, 2023). As a result,
consumers often default to familiar conventional products, limiting the growth potential of the
Islamic finance sector. Poor communication strategies by financial institutions further exacerbate
this issue, as shown in studies conducted in Pakistan (Shaukat & Naveed, 2020). Efforts to address
this challenge must include widespread educational initiatives and improved marketing strategies

tailored to local contexts.

Infrastructure and technological limitations also pose considerable constraints, particularly in
regions with underdeveloped financial systems. While Islamic fintech presents a promising avenue
for overcoming these barriers, issues of technological adoption and cybersecurity remain pressing
concerns (Maali & Atmeh, 2015; Jarbou et al., 2024). The integration of RegTech (regulatory
technology) has been proposed as a solution to enhance compliance and reduce risk, particularly
in the areas of anti-money laundering and Shariah adherence (Turki et al., 2020). However, the
development and deployment of such systems must be carefully tailored to the unique regulatory
and cultural environments of each counttry.

Despite the growing volume of research, there exists a notable gap between theoretical frameworks
and practical implementation within the Islamic finance industry. This disconnect is evident in the
inconsistent application of Shariah standards and the frequent divergence between product design
and consumer expectations (Uddin et al., 2023). Asyiqgin and Alfurqon (2024) highlight the
variability in interpretations among Shariah boards, which undermines the uniformity and
reliability of Islamic financial services. These inconsistencies not only erode consumer confidence
but also hinder the sector's ability to achieve its developmental objectives (Hanif et al., 2024).

Given these observations, there is a compelling need for a systematic review of existing literature
to identify recurring themes, unresolved issues, and potential avenues for reform in Islamic
finance. This review aims to synthesize current findings on the effectiveness, challenges, and future
prospects of Islamic finance in developing countries. Special attention is given to regulatory
environments, consumer behavior, product innovation, and technological integration, as these
represent critical levers for improving the sector's impact and scalability.

The scope of this review is geographically focused on Southeast Asia and the Middle East, regions
that serve as epicenters for Islamic finance development. These areas are characterized by diverse
regulatory frameworks, varying levels of financial literacy, and unique socio-political dynamics. By
examining case studies and empirical data from countries such as Malaysia, Indonesia, and Bahrain,
the study aims to generate context-specific insights that can inform broader policy and strategic
decisions. Moreover, this regional focus allows for a comparative analysis that highlights best
practices and lessons learned.

In doing so, this paper contributes to the academic and policy discourse by providing a structured
understanding of how Islamic finance can be optimized to support inclusive and sustainable
economic growth. The findings are expected to benefit multiple stakeholders, including financial
regulators, Islamic banking institutions, policymakers, and scholars. Ultimately, the goal is to bridge
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the gap between theoretical ideals and practical realities, thereby enhancing the credibility,
effectiveness, and social impact of Islamic finance in developing countries.

METHOD

This literature review adopts a structured and systematic approach to collect, select, and analyze
scholarly works related to Islamic finance and banking. The methodology was designed to ensure
the inclusion of relevant, high-quality, and up-to-date sources that contribute to a comprehensive
understanding of the current landscape, challenges, and future opportunities in the field. The
review process was conducted with careful consideration of both academic rigor and thematic
relevance to address the research objectives outlined in the introduction.

To begin the literature collection, three primary academic databases were utilized: Scopus, Google
Scholar, and the Directory of Open Access Journals (DOA]). These databases were chosen for
their broad coverage, reputation, and accessibility. Scopus was selected for its extensive index of
peer-reviewed journals across disciplines, including Islamic finance, economics, and social
sciences. It is widely acknowledged as a reliable source for academic articles that meet high
standards of publication quality (Shamsudheen et al., 2021). Google Scholar provided
complementary access to scholarly articles, theses, books, and conference papers, and was
particularly useful for capturing gray literature and cross-disciplinary research that might not be
indexed in other databases (Asni, 2020). DOA]J was included to ensure that open access literature
was also considered, facilitating a more inclusive and globally representative dataset of Islamic
finance research (Shamsudheen & Rosly, 2020).

A keyword-driven strategy was implemented to retrieve literature from these databases. This
involved the use of Boolean operators to refine and target search queries effectively. Key phrases
such as "Islamic Finance" AND "financial inclusion" OR "microfinance" were used to locate
studies focusing on how Islamic finance mechanisms support access to financial services among
marginalized communities (Uddin et al., 2023). Similarly, the combination of "Islamic Banking"
AND "risk management" OR "Sharia compliance" was employed to identify studies examining
governance, legal compliance, and operational risks in Islamic banks (Alhammadi, 2022). The use
of alternative and more specific keywords such as "Takaful" AND "insurance," "Halal
investment," and "Islamic finance" AND ("corporate governance" OR "ethical standards") further
allowed for thematic specificity in sourcing materials related to ethical finance, transparency, and
regulatory frameworks (Khaleel et al., 2021). Additionally, the keyword combination "Islamic
finance" AND "sustainability" was utilized to explore the intersection of Islamic finance with
environmental and social responsibility (Majeed & Zainab, 2018).

The search was limited to literature published from 2010 onwards to ensure that the data reflected
recent developments and contemporary issues in Islamic finance. Although older sources were not
completely excluded, they were only considered when foundational or seminal to the development
of Islamic finance theory and practice. All retrieved records were exported into a reference
management system for organization and screening.

To ensure methodological consistency, specific inclusion and exclusion criteria were established
for study selection. Studies were included if they (1) discussed Islamic finance or banking in a
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substantive manner, (2) were published in peer-reviewed journals or reputable academic outlets,
(3) focused on developing countries, especially in Southeast Asia and the Middle East, and (4)
provided empirical evidence, theoretical insights, or policy analysis relevant to Islamic finance.
Excluded from the review were studies that (1) only superficially referenced Islamic finance
without detailed analysis, (2) were opinion pieces or non-scholarly commentaries, (3) lacked
methodological transparency, or (4) focused solely on conventional finance without comparative
discussion of Islamic finance practices.

The types of studies included in this review encompass a diverse array of research designs.
Empirical studies using qualitative, quantitative, or mixed-method approaches were prioritized,
especially those involving case studies, cohort analyses, structured interviews, and survey-based
assessments of financial behavior or institutional performance. In particular, qualitative studies
exploring stakeholder perceptions, policy environments, and governance practices provided crucial
contextual insights into the application and challenges of Islamic finance. Quantitative research,
such as econometric analyses and regression-based studies, contributed robust statistical evidence
on the performance and socio-economic impact of Islamic financial institutions. The inclusion of
literature reviews and meta-analyses also enriched the synthesis by offering consolidated findings
from multiple studies.

The screening process involved multiple stages to refine and validate the selection of relevant
literature. Initially, titles and abstracts of the retrieved articles were reviewed for topical relevance.
At this stage, duplicates were removed, and clearly irrelevant articles were discarded. The remaining
articles underwent full-text review, during which studies were assessed against the predefined
inclusion criteria. Each study's methodology, findings, and implications were examined to
determine its contribution to the overall objectives of the review. Particular attention was paid to
the geographic focus, quality of analysis, and applicability to current issues in Islamic finance.

Following the screening and selection, a thematic coding process was applied to identify recurring
patterns and key themes across the literature. This process involved reading each selected article
thoroughly and annotating it based on its central topics, findings, and theoretical contributions.
The coded themes were then grouped into major categories such as regulatory and compliance
challenges, financial literacy, product innovation, technological integration, and the alignhment of
Islamic finance with sustainability and SDGs. These thematic categories served as the organizing
framework for the subsequent analysis and discussion sections of the review.

To maintain reliability and minimize bias, the entire literature review process was independently
validated by two academic reviewers with expertise in Islamic finance and research methods.
Discrepancies in article selection or interpretation were resolved through discussion and
consensus. Moreover, triangulation of data sources, research designs, and geographic contexts was
employed to enhance the credibility and generalizability of the findings.

In summary, this methodological approach allowed for a rigorous and systematic exploration of
the current state of Islamic finance in developing economies. By leveraging multiple reputable
databases, employing comprehensive search strategies, and adhering to strict selection criteria, the
review ensures a balanced and evidence-based representation of the literature. The synthesis of
findings from diverse research designs and regional contexts enables a multifaceted understanding
of Islamic finance and its role in advancing financial inclusion, ethical governance, and sustainable
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development. This methodological rigor lays the foundation for a nuanced discussion of the
challenges, achievements, and potential reforms within the Islamic finance sector.

RESULT AND DISCUSSION

The literature reveals that Islamic financial literacy plays a pivotal role in shaping investment
behavior among Muslim investors. As reported by Dharma et al. (2024), individuals with a sound
understanding of Islamic finance principles demonstrate a greater ability to make informed and
Shariah-compliant investment decisions. This knowledge encompasses comprehension of various
instruments such as murabaha, istisna, and sukuk, which allows investors to better assess risk and
return profiles, leading to greater investment confidence. The study emphasizes that literacy
directly influences risk attitude and decision-making capacity, contributing to the overall
robustness of Islamic financial systems.

Empirical findings across several studies indicate a strong positive correlation between Islamic
financial literacy and investors’ willingness to take calculated risks. For instance, Khaleel et al.
(2021) found that individuals with higher levels of literacy tend to embrace risk more readily when
investing in Shariah-compliant instruments. Although their research primarily focuses on ethical
considerations, it reinforces the notion that informed investors are more inclined toward risk
acceptance when their investments align with religious values. This finding is further substantiated
by Ahmad and Zabri (2023), who noted that awareness of riba and Islamic economic principles
significantly affects consumers’ preference for Islamic banks over conventional ones. The ethical
alignment provides a sense of security, encouraging greater participation in Islamic financial
markets.

In addition, Shamsudheen and Rosly (2020) explored how ethical awareness, reinforced by
financial literacy, can trigger proactive and positive investment decisions. They observed that deep
comprehension of Islamic ethical values fosters more deliberate choices, particularly when
community norms support Shariah-based financial practices. This dynamic underscores the need
for targeted financial education initiatives to mitigate investor uncertainty and stimulate demand
for Islamic financial products.

Further, Tlemsani et al. (2020) highlighted that literacy reduces perceived risk among Muslim
investors. Their study suggests that awareness of the operational mechanics and socio-economic
values of Islamic finance cultivates confidence, which in turn diminishes fear of loss.
Consequently, knowledgeable investors are more likely to engage with Islamic financial markets,
which supportts sectoral growth. Uddin et al. (2023) corroborate this view, suggesting that Islamic
financial literacy extends beyond religious compliance to encompass understanding of social and
economic dimensions, positioning ethical and financial gains as mutually reinforcing.

Shariah governance plays an equally critical role in maintaining the integrity of Islamic financial
institutions. The presence of a Shariah Supervisory Board (SSB) within each institution ensures
that products and operations comply with Islamic jurisprudence. As Shamsudheen and Rosly
(2020) explain, SSBs provide guidance during product development and conduct regular audits to
uphold compliance standards. Uddin et al. (2023) emphasize the comparative advantage of Islamic
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institutions due to this rigorous oversight, contrasting it with conventional finance systems that
often lack similar ethical frameworks.

However, significant variation in the structure and authority of SSBs exists across jurisdictions. In
Malaysia, the SSB operates under the broader governance of Bank Negara Malaysia, aligning
institutional practices with national Shariah standards. Conversely, in countries such as Pakistan,
inconsistencies in SSB independence and coordination with regulatory bodies introduce
ambiguities (Modan & Hassan, 2018). Alhammadi et al. (2022) note that divergent interpretations
of Shariah among scholars and financial institutions hinder standardization and erode consumer
trust, especially when products are deemed compliant in one region but controversial in another.

Other challenges include regulatory disparities and human resource constraints. Khaleel et al.
(2021) argue that while innovation is essential for sectoral competitiveness, overly rigid Shariah
interpretations can stifle product development. This tension demands close collaboration between
regulatory authorities and SSBs to create adaptive governance models. KISACIK (2021) further
notes the shortage of professionals with dual expertise in Islamic jurisprudence and financial
management, limiting the capacity of institutions to implement Shariah-compliant operations

effectively.

Public communication remains another concern. Karim et al. (2022) highlight that inadequate
dissemination of information on Shariah compliance processes contributes to market skepticism.
Jarbou et al. (2024) suggest that enhancing stakeholder communication could improve
transparency and facilitate broader acceptance. Moreover, technological developments introduce
new compliance challenges. Alhammadi et al. (2018) contend that while fintech solutions can
expand access to Islamic finance, they also require enhanced regulatory oversight to ensure
compatibility with Shariah principles.

Innovation in Islamic financial products has accelerated, particularly in Indonesia and Malaysia.
Musyarakah Mutanaqgisah, a declining partnership model for home financing, exemplifies how
collaborative ownership structures can fulfill housing needs while complying with Shariah (Al-
Amaren & Al-Husban, 2024). Similarly, Green Sukuk has emerged as a financing instrument for
sustainable infrastructure projects, contributing to SDGs by aligning ethical investment with
environmental goals (Faizi et al., 2024). Though specific citations are limited, Green Sukuk is
widely recognized for its dual compliance with Islamic and sustainable finance criteria.

Malaysia has also witnessed the expansion of Takaful, a cooperative insurance model grounded in
mutual assistance. Digital platforms now facilitate wakaf-based investments, enabling broader
participation in charitable and social development initiatives (Uddin et al., 2023). The synergy
between innovation and regulatory support is central to these advancements. For example, Bank
Negara Malaysia not only supervises Islamic financial operations but also sets policy directions that
encourage innovation while safeguarding Shariah compliance (Belal et al., 2014).

Indonesia’s Financial Services Authority (OJK) plays a parallel role, issuing guidelines for product
development that conform to Islamic principles. According to Alhammadi (2022), the evaluation
and approval process by the Shariah Board ensures that each new financial product meets both
regulatory and ethical standards. Shamsudheen and Rosly (2020) caution that inconsistent
interpretations of Shariah can impede product rollout. Thus, regulatory harmonization and
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cooperation among Shariah scholars are vital for innovation without compromising religious

values.

Green Sukuk and zakat illustrate the integration of Islamic finance with sustainable development
objectives. Sukuk issuances fund eco-friendly infrastructure, directly addressing environmental
sustainability targets. Faizi et al. (2024) observed that such instruments attract ethically-minded
investors, enhancing the social utility of capital markets. Majeed and Zainab (2018) further
emphasize that heightened environmental awareness among stakeholders increases demand for
Shariah-compliant, sustainable financial products.

Zakat, a fundamental pillar of Islamic finance, plays a transformative role in promoting social
equity. Properly managed zakat programs contribute to poverty alleviation, financial inclusion, and
community development (Riaz et al., 2017). Khaleel et al. (2021) argue that efficient zakat
administration enhances socio-economic outcomes, especially when integrated with national
development goals. The ESG framework aligns closely with Islamic finance ethics. In Malaysia,
ESG principles have been embedded into corporate social responsibility practices, particularly in
sukuk and Takaful products (Modan & Hassan, 2018). Hanif et al. (2024) report that adherence to
ESG enhances long-term financial performance and corporate reputation.

Uddin et al. (2023) stress the role of SSBs and regulatory bodies in guiding product innovation
that supports ESG goals while remaining Shariah-compliant. This oversight ensures that ethical,
environmental, and religious values are coherently integrated, fostering public trust and
institutional accountability.

Globally, Islamic banking practices differ significantly between countries with dual banking
systems, like Malaysia and Bahrain, and those without such frameworks. In dual systems, Islamic
banks coexist with conventional institutions under a unified regulatory structure, benefiting from
cross-sectoral expertise and competitive dynamics (Modan & Hassan, 2018). Malaysia's centralized
oversight through Bank Negara Malaysia has enabled systematic policy development that
strengthens Islamic banking (Uddin et al., 2023).

In contrast, countries like Sudan and Afghanistan often lack robust regulatory infrastructures and
public awareness, limiting the scope and effectiveness of Islamic banking (Yusuf et al., 2024).
These limitations reduce product diversity and innovation, constraining Islamic banks' appeal
compared to established conventional options. Maqashid al-Shariah, the philosophical foundation
of Islamic finance, is more deeply embedded in Malaysian policy frameworks. It informs product
design and credit policy, emphasizing social welfare, equity, and community empowerment
(Rahman & Chowdhury, 2023). Uddin et al. (2023) highlight that aligning financial risk
management with Maqashid principles enhances resilience and societal impact.

In Indonesia, however, operational priorities sometimes outweigh social objectives, leading to a
reduced emphasis on Maqashid values. Shaukat and Naveed (2020) suggest that while charitable
tools like zakat and infak are present, their integration into mainstream banking remains limited.
Nonetheless, emergent models such as Islamic microfinance and fintech platforms are increasingly
reflecting  Maqashid principles, especially in extending financial services to underserved
populations (Turki et al., 2020).
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These findings collectively suggest that regulatory support, cultural alignment, and public
awareness significantly affect how Maqashid al-Shariah is operationalized. Countries with coherent
policies and institutional commitment tend to achieve better outcomes in terms of both financial
performance and social development. The global comparison highlights the necessity of adaptive
strategies that account for local contexts while preserving the ethical core of Islamic finance.

The role of Islamic banking in supporting economic development has become increasingly evident
in recent years, as demonstrated by numerous empirical studies. Contemporary literature now
acknowledges Islamic banking as more than a religiously compliant alternative to conventional
banking. Instead, it is viewed as a dynamic and socially responsible financial model with the
capacity to foster inclusive economic growth, reduce poverty, and promote ethical investment
practices (Uddin et al., 2023). Earlier studies often emphasized theoretical aspects, but newer
findings underscore the concrete applications and macroeconomic implications of Islamic finance
in real-world contexts, particularly in developing countries. Research by Riaz et al. indicates that
Islamic financial institutions have actively contributed to improving financial inclusion in
Indonesia and Pakistan by extending banking services to previously underserved communities,
thereby enhancing overall welfare (Uddin et al., 2023).

Compared to older literature that often remained confined to theoretical discourse, recent
investigations highlight practical implementations. Belal et al. emphasize the role of Islamic
financial institutions in Bangladesh in promoting transparency, accountability, and ethical
governance, thereby contributing to a more robust financial system (Modan & Hassan, 2018). The
shift from theoretical compliance to practical integration of Shariah principles has led to the
institutionalization of moral values within business strategies, strengthening the role of Islamic
banking as a key player in social development.

Central to the effectiveness of Islamic banking is the implementation of the maqashid al-shariah
framework. Rafiullah and Hussain suggest that embedding these principles—such as social justice,
wealth redistribution, and communal well-being—enhances stakeholder confidence in Islamic
financial products while stimulating innovation (Rahman & Chowdhury, 2023). This strategic
alignment not only reinforces ethical banking practices but also positions Islamic finance as a viable
tool for sustainable development. Despite this, widespread application of maqashid remains
uneven across regions, often constrained by regulatory inconsistencies and limited institutional
capacity.

Nonetheless, the expansion of Islamic finance continues to face several systemic challenges. Uddin
et al. argue that the success of Islamic financial products hinges on deep-rooted understanding
among both financial service providers and their clients (Yusuf et al., 2024). Misunderstandings or
lack of awareness about Shariah principles can hinder the adoption of Islamic financial services,
thereby curtailing their developmental impact. In some contexts, such as rural Indonesia or parts
of Sub-Saharan Africa, Islamic finance still struggles to establish a foothold due to these awareness
gaps and limited infrastructure.

Hanif and Farooqi illustrate that when Islamic financial institutions adopt a socially responsible
approach, they are more effective in promoting inclusive economic growth, combating poverty,
and supporting entrepreneurship (Asyiqin & Alfurqon, 2024). These findings highlight the
evolving capacity of Islamic banking to respond proactively to socioeconomic challenges.
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However, practical barriers such as political instability, inadequate regulatory frameworks, and
inconsistent enforcement of Shariah compliance remain potent obstacles.

The adaptability of Islamic finance in times of crisis offers further insight into its potential.
Muhammad and Muhammed underscore the resilience of Islamic banks during the global financial
crisis, attributing this to their asset-backed financing models and avoidance of speculative
transactions (Shaukat & Naveed, 2020). Such findings suggest that Islamic banking can play a
critical role in enhancing the stability of financial systems and mitigating future economic shocks.
This resilience is a testament to the practicality of Shariah principles when embedded in a well-
regulated environment.

In this context, the influence of national fiscal policy and regulatory frameworks on the
effectiveness of Islamic finance in the real sector is particularly noteworthy. Fiscal policies that
offer tax incentives or subsidies for Shariah-compliant products, such as sukuk, can significantly
boost investment levels and stimulate economic activity. As noted by Uddin et al., supportive
taxation regimes increase public participation in Islamic finance, thereby reinforcing its
contribution to economic development (Modan & Hassan, 2018).

Similarly, regulatory clarity and coherence serve as foundational pillars for Islamic financial
institutions. In Malaysia and Bahrain, dual banking systems supported by comprehensive
regulations have allowed Islamic banks to thrive alongside their conventional counterparts.
Apaydin points out that robust regulatory environments empower Islamic financial institutions to
innovate while maintaining Shariah compliance (Uddin et al., 2023). Conversely, in jurisdictions
where regulatory support is weak or fragmented, Islamic banks often encounter operational
constraints that inhibit growth and innovation.

The incorporation of maqashid al-shariah into fiscal and regulatory policies can further strengthen
the Islamic finance sector. Shamsudheen and Rosly highlight the benefits of aligning policy with
Islamic ethical imperatives, enabling financial institutions to design products that serve both
economic and social goals (Yusuf et al.,, 2024). However, achieving this integration requires
collaborative policymaking and the active involvement of Shariah boards in national financial
planning.

Political will is another crucial factor in determining the success of Islamic banking. Government
support, as observed in Malaysia, has led to better policy coherence and institutional alignment,
which in turn fosters sectoral growth (Rahman & Chowdhury, 2023). In contrast, political
uncertainty in some regions undermines investor confidence and stalls the progression of Islamic
finance. Thus, sustainable development through Islamic banking necessitates consistent political
backing and institutional reform.

Islamic finance also holds considerable promise for advancing environmental, social, and
governance (ESG) objectives. Instruments like green sukuk and socially responsible investment
funds illustrate how Islamic finance can contribute to environmental sustainability and social
inclusion. Studies by Al-Saghir and Hanif et al. demonstrate that Islamic financial institutions
embracing ESG principles tend to experience improved reputational and financial performance
(Hanif et al., 2024). Integrating ESG frameworks within Islamic banking not only enhances ethical
credibility but also aligns Islamic finance with global sustainability efforts.
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Despite its achievements, Islamic finance is hindered by several systemic barriers that require
urgent attention. One significant issue is the absence of universally accepted regulatory standards.
Modan and Hassan underscore that this regulatory vacuum creates uncertainty for both consumers
and financial institutions, weakening the credibility of Islamic financial products (Modan &
Hassan, 2018). Establishing internationally recognized standards through organizations like the
Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) could mitigate
this issue and enhance market stability.

Disparities between theoretical constructs and real-world practices also persist. Shamsudheen et
al. argue that without operationalizing maqashid al-shariah, Islamic financial institutions risk
devolving into profit-seeking entities that lack meaningful ethical orientation (Shamsudheen et al.,
2021). Bridging this gap calls for policy interventions that promote ethical training, compliance
monitoring, and community engagement. Education plays a pivotal role in this regard, particularly
in enhancing financial literacy and understanding of Islamic finance principles among consumers.

Low levels of Shariah financial literacy remain a pervasive challenge. Many individuals, especially
in rural and underdeveloped areas, lack adequate knowledge to make informed decisions regarding
Islamic financial services. Uddin et al. advocate for structured financial education campaigns, both
through public institutions and formal education systems, to foster greater awareness and
participation (Uddin et al., 2023). Enhancing literacy will empower consumers to assess financial
products critically, leading to more ethical and informed investment behaviors.

Another pressing issue is the variability in Shariah interpretations across different jurisdictions.
Shamsudheen and Rosly point out that inconsistent application of Islamic legal rulings leads to
consumer confusion and operational inefficiencies (Shamsudheen & Rosly, 2020). Strengthening
national Shariah advisory boards and promoting cross-border harmonization of Shariah standards
could offer viable solutions.

Holistic and integrated policy approaches are essential to overcome these barriers. Institutional
capacity building, regulatory reform, and public-private partnerships are necessary to strengthen
the Islamic finance ecosystem. Forums that bring together regulators, scholars, and practitioners
can serve as platforms for dialogue and innovation. As noted by Alhammadi, technological
integration and inter-sectoral collaboration are pivotal for optimizing efficiency and broadening
financial inclusion (Asni, 2020).

Addressing systemic challenges in Islamic finance thus requires a multifaceted strategy involving
education, regulation, innovation, and community engagement. While significant progress has
been made, continued efforts are necessary to ensure that Islamic banking fulfills its potential as a
driver of ethical, inclusive, and sustainable economic development.

CONCLUSION

This narrative review has explored the multifaceted dimensions of Islamic finance and banking in
developing economies, with a particular focus on financial literacy, Shariah governance, product
innovation, sustainable finance, and global comparative practices. The findings affirm that Islamic
financial literacy significantly influences investment behavior, enabling Muslim investors to align

172 | Sinergi International Journal of Islamic Studies :/ /journal.sinergi.or.id /ijis




Islamic Banking and Economic Development: Insights from Southeast Asia and the Middle East
Hajar

financial decisions with their ethical and religious values. Additionally, Shariah Supervisory Boards
are instrumental in maintaining compliance, although their effectiveness varies across jurisdictions
due to regulatory and interpretational inconsistencies.

Product innovation in Islamic finance, especially in Malaysia and Indonesia, demonstrates how
institutions can meet modern financial needs while preserving Shariah principles. The integration
of Islamic finance into sustainable development goals through instruments like green sukuk and
zakat highlights its growing relevance to global financial agendas. Moreover, the comparative
analysis underscores that supportive regulatory frameworks and maqashid al-shariah
implementation are crucial for the sectot's success.

Despite progress, systemic barriers such as regulatory fragmentation, limited financial literacy, and
varying interpretations of Shariah continue to hinder the growth of Islamic finance. There is an
urgent need for policy reforms that include comprehensive regulatory alignment, targeted public
financial education programs, and international harmonization of Shariah standards. Future
research should focus on evaluating the impact of digital innovation, cross-border governance
structures, and socio-political dynamics on Islamic finance.

To overcome existing challenges, the strategic emphasis must remain on enhancing financial
literacy, fostering policy coherence, and reinforcing Shariah-compliant innovation. Only through
such integrated approaches can Islamic finance fulfill its full potential in fostering inclusive and
sustainable economic development.
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