
 

Выпуск журнала No-44               Часть–1_Февраль–2026 

40 

THE FORMATION AND HISTORICAL DEVELOPMENT OF THE 

ISLAMIC FINANCIAL SYSTEM 

 

Najmiddinova Dilchexra Ulug’bek qizi 

 

The Islamic financial system is a unique economic framework that is rooted 

in the principles of Islamic law, known as Shariah. It differs fundamentally from 

conventional financial systems in its objectives, mechanisms, and ethical 

foundations. Islamic finance is not merely a set of financial techniques but a 

comprehensive system that integrates moral values, social justice, and economic 

activity. Its formation and historical development reflect the interaction between 

religious principles and changing economic realities across different historical 

periods. 

The origins of the Islamic financial system can be traced back to the 

emergence of Islam in the seventh century. Economic activities during the early 

Islamic period were governed by principles derived from the Qur’an and the practices 

of the Prophet Muhammad. These principles emphasized fairness, honesty, and 

social responsibility in trade and finance. One of the most important foundations of 

Islamic finance is the prohibition of riba, commonly understood as interest or usury. 

Islam considers riba unjust because it allows wealth to grow without productive 

effort or risk-sharing. In addition, Islamic law prohibits excessive uncertainty and 

speculative behavior, ensuring that financial transactions are transparent and linked 

to real economic activity. 

Trade played a central role in early Islamic society, and commercial activities 

were strongly encouraged. Merchants and entrepreneurs used various forms of 

partnership to finance trade and investment. Profit-and-loss sharing arrangements 

were common, allowing capital providers and entrepreneurs to share both risks and 

rewards. These practices supported economic growth while maintaining ethical 

standards. Financial instruments such as partnerships, trust-based financing, and 
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deferred payment sales were widely used and contributed to the expansion of 

commerce across regions stretching from the Middle East to North Africa, Europe, 

and Asia. 

During the classical Islamic era, particularly under the Umayyad and Abbasid 

Caliphates, economic life became increasingly sophisticated. Long-distance trade 

flourished, and Muslim merchants developed advanced commercial practices to 

facilitate transactions. Early forms of financial documentation and payment systems 

were introduced to reduce risk and improve efficiency. Social institutions also played 

an important role in the financial system. Endowments were established to support 

education, healthcare, infrastructure, and charitable activities, demonstrating the 

close relationship between finance and social welfare in Islamic civilization. These 

institutions helped redistribute wealth and reduce poverty, reinforcing the ethical 

objectives of Islamic finance. 

Despite its early success, the Islamic financial system gradually lost 

prominence from the late medieval period onward. Political instability, economic 

decline in many Muslim regions, and shifts in global trade routes weakened 

traditional Islamic economic institutions. The situation worsened during the colonial 

period, when European powers imposed Western legal and financial systems on 

Muslim-majority countries. Interest-based banking became dominant, and Islamic 

financial practices were largely excluded from formal economic structures. Although 

Islamic economic principles continued to exist in religious teachings and social 

norms, they were no longer reflected in official financial institutions. 

By the nineteenth and early twentieth centuries, most Muslim societies relied 

on conventional banking systems introduced by colonial administrations. Islamic 

finance survived mainly at a theoretical level, discussed by scholars but rarely 

applied in practice. However, this period also laid the groundwork for future revival, 

as intellectual debates emerged about the compatibility of Islam with modern 

economic systems. Muslim thinkers began to explore ways to reform financial 
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practices in accordance with Islamic values while addressing the needs of modern 

economies. 

The modern revival of Islamic finance began in the mid-twentieth century, 

influenced by broader movements aimed at reaffirming Islamic identity. Scholars 

and economists sought to develop financial institutions that operated without interest 

and complied with Shariah principles. Early experiments demonstrated that it was 

possible to create profit-sharing banking models within a modern economic 

framework. These initiatives gained momentum in the 1970s, supported by economic 

growth in oil-producing countries and increasing demand for Shariah-compliant 

financial services. 

From that period onward, Islamic finance developed into an organized and 

institutionalized system. Specialized banks, insurance models, and capital market 

instruments were established to meet diverse financial needs. Regulatory frameworks 

and scholarly boards were created to ensure compliance with Islamic principles. Over 

time, Islamic finance expanded beyond Muslim-majority countries and became part 

of the global financial system. International financial centers began offering Islamic 

financial products, reflecting growing global interest in ethical and alternative 

financial models. 

Today, the Islamic financial system continues to evolve in response to 

globalization, technological change, and economic challenges. Its historical 

development demonstrates that Islamic finance is not a static or purely religious 

concept but a dynamic system capable of adaptation and innovation. By combining 

ethical values with financial practices, it offers an approach to economic activity that 

emphasizes justice, shared responsibility, and social well-being. 

In the contemporary period, the Islamic financial system has continued to 

expand both in scale and complexity. Modern Islamic finance now encompasses a 

wide range of institutions and instruments, including Islamic banking, Islamic 

insurance, and Islamic capital markets. These sectors have been developed to serve 

individuals, businesses, and governments while adhering to Shariah principles. The 
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growing demand for ethical and socially responsible finance has further strengthened 

the relevance of Islamic finance in the modern world, as its core values align with 

global concerns about financial stability and sustainability. 

One of the defining features of modern Islamic finance is its emphasis on 

asset-backed and asset-based transactions. Financial activities must be linked to 

tangible assets or real economic activity, which helps reduce excessive speculation 

and financial instability. This characteristic has attracted attention, especially after 

global financial crises exposed weaknesses in conventional financial systems. 

Islamic finance promotes a more cautious approach to risk, encouraging shared 

responsibility between financial institutions and their clients rather than transferring 

all risk to one party. 

Standardization and regulation have become increasingly important as 

Islamic finance has expanded across different jurisdictions. International 

organizations and regulatory bodies have played a significant role in developing 

guidelines and standards to ensure consistency and transparency. These efforts have 

helped strengthen confidence in Islamic financial institutions and facilitated their 

integration into the global financial system. However, differences in legal 

interpretations and cultural contexts continue to pose challenges for uniform 

implementation. 

Education and human capital development have also been crucial to the 

growth of the Islamic financial system. Universities, research institutions, and 

professional training programs have emerged to support the industry by producing 

skilled professionals and advancing academic research. The interaction between 

scholars of Islamic law and financial practitioners has contributed to the development 

of innovative financial products that balance religious compliance with economic 

efficiency. 

At the same time, Islamic finance faces ongoing challenges that affect its 

future development. These include the need for greater product innovation, improved 

governance, and stronger risk management frameworks. There is also a continuing 
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debate about the extent to which some modern Islamic financial practices truly reflect 

the spirit of Islamic economic principles rather than merely replicating conventional 

finance in a different form. Addressing these concerns is essential to maintaining the 

credibility and integrity of the Islamic financial system. 

Despite these challenges, the historical evolution of Islamic finance 

demonstrates its resilience and adaptability. From its early foundations in Islamic 

teachings to its re-emergence as a modern financial system, Islamic finance has 

continuously responded to changing economic conditions while preserving its ethical 

core. Its ongoing development suggests that it will continue to play an important role 

in both Muslim-majority countries and the global financial landscape, offering an 

alternative model that combines financial functionality with moral and social 

responsibility. 
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