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Abstract

Introduction: The roots of many social challenges and economic imbalances can
be traced back to the quality of social and economic governance. One of the cen-
tral concerns in institutional economics is the nature of interaction between formal
and informal institutions.

Objective: This study aims to explain the fundamental differences in the roles and
interactions of formal institutions and informal cultural institutions in achieving
good governance within the theoretical frameworks of institutional economics and
Islamic economics.

Methodology: Adopting a qualitative comparative approach and conducting con-
tent analysis of primary sources, the research examines the bases of legitimacy,
institutional functions, and patterns of interaction in both schools of thought.
Findings: The findings indicate that in institutional economics, the legitimacy of
institutions rests on economic efficiency, the reduction of transaction costs, and
collective agreement. Informal institutions primarily serve as complements or
substitutes for formal institutions, with institutional change occurring gradually
and path-dependently. In Islamic economics, however, institutional legitimacy is
grounded in Sharia, religious ethics, and divine objectives. In both perspectives,
complementary interaction between formal and informal institutions is viewed as
crucial for strengthening effective governance. Nevertheless, the concept of “good
governance” in institutional economics is rooted in the optimality of the liber-
al-democratic model, which is not endorsed within Islamic economics.
Conclusion: The study concludes that in Islamic economics, informal religious
institutions—such as enjoining good and forbidding evil, endowment (waqf),
and zakat—serve as foundational sources for the formation of formal institu-
tions. Through self-regulating mechanisms such as piety and accountability in the
Hereafter, they reduce monitoring costs. Good governance in Islamic economics
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emerges from integrating formal institutions with informal mechanisms derived
from Qur’anic culture, resulting in a stable, justice-oriented, ethical, and culturally
grounded model. In contrast, institutional economics lacks an integrated moral
system capable of harmonizing this interaction. Consequently, the simultaneous
reliance on formal institutions and the self-regulating capacities of religious cul-
ture in Islamic economics not only reduces institutional conflict but also forges a
structural linkage between Sharia-based law and ethics, offering a more effective
model for good governance in Islamic societies.

Keywords
Islamic economics; Institutional economics; Comparative analysis; Good govern-
ance; Culture; Formal institutions.

Extended Abstract

Introduction

The present study explores the interactive relationship between culture
and formal institutions in achieving good governance, through a compara-
tive analytical perspective that bridges Institutional Economics and Islamic
Economics. Good governance, as a pivotal concept in development studies,
emphasizes transparency, accountability, the rule of law, and participatory
decision-making. However, these elements are deeply embedded in institu-
tional and cultural structures. New Institutional Economics (NIE) stresses
that both formal institutions (laws, regulations, and contracts) and informal
institutions (norms, values, traditions, and beliefs) function as the ‘rules of
the game’ guiding human interactions (North, 1990). Oliver Williamson
(2000) extends this framework through a four-level analytical model that in-
cludes cultural foundations, formal rules, governance structures, and market
mechanisms. Conversely, Islamic Economics, as an independent intellectual
school, integrates moral, spiritual, and legal dimensions based on Shariah. It
regards economic behavior not as isolated from ethics or faith but as a mani-
festation of moral responsibility and social justice. This study aims to exam-
ine how cultural norms and formal institutions interact within these two par-
adigms and how these differences affect the realization of good governance.

Research Methodology

The study employs a qualitative, comparative, and analytical method-
ology. Conceptual and theoretical synthesis was used to identify areas of
convergence and divergence between the two schools. In the first step, foun-
dational theories from Veblen, North, and Williamson were reviewed to ex-
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plain how institutions evolve and how cultural and formal mechanisms co-
evolve. In the second step, the normative and ethical foundations of Islamic
Economics were analyzed, drawing upon works by Shahid Sadr, Chapra, and
Mirakhor. This methodological approach allows theoretical generalization
without empirical data collection, focusing instead on the logical structure
and philosophical coherence of institutional systems. Three central analyti-
cal dimensions guided the research: (a) sources of legitimacy of institutions,
(b) interaction between culture and law, and (c) their joint influence on good
governance outcomes.

Research Findings

The comparative analysis reveals that in both paradigms, institutional
complementarity—the harmonious interaction between formal and informal
institutions—is crucial for the effectiveness of governance systems. In Insti-
tutional Economics, formal institutions derive legitimacy from efficiency, ra-
tionality, and collective consent. Informal institutions, including trust, shared
norms, and social capital, provide the implicit behavioral codes that sustain
the credibility of formal rules. Williamson emphasizes that informal institu-
tions are evolutionarily persistent and change gradually over time, implying
that formal reforms must be aligned with the underlying cultural context to
succeed. In contrast, Islamic Economics conceives both formal and informal
institutions as intertwined elements of a unified moral order rooted in divine
revelation. Legitimacy in Islamic institutional design emerges from com-
pliance with Shariah, while moral accountability ensures that institutional
governance aligns with justice (‘adl) and collective welfare (maslahah). In
this view, informal institutions such as zakat, waqf, and ethical injunctions
(amr bil ma’ruf wa nahi an al-munkar) do not merely complement formal
structures—they provide their normative foundation.

The findings further indicate that Islamic institutional systems possess a
built-in ethical self-regulation mechanism, reducing dependency on external en-
forcement. This moral self-governance fosters integrity, transparency, and trust
among economic and political actors. Conversely, in Institutional Economics,
governance stability relies on the balance between incentive structures, moni-
toring mechanisms, and the minimization of transaction costs. While both par-
adigms seek efficiency and stability, Islamic Economics extends these goals
toward achieving social justice, equitable wealth distribution, and moral ac-
countability, creating a distinct synthesis between efficiency and ethics.
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Conclusion

The study concludes that understanding governance effectiveness re-
quires analyzing the interplay between formal and informal institutions with-
in their respective cultural and ethical contexts. Institutional Economics pro-
vides analytical tools for explaining structural relationships and transactional
efficiency but remains normatively neutral. Islamic Economics, on the other
hand, embeds its institutional framework within a comprehensive ethical vi-
sion that integrates economic behavior with moral purpose. This study con-
tributes to academic discourse by demonstrating that effective governance in
Muslim societies necessitates alignment between formal legal frameworks
and cultural-religious values to ensure legitimacy and social acceptance.
The comparative framework developed here underscores that while Institu-
tional Economics emphasizes evolutionary adaptation, Islamic Economics
emphasizes normative constancy and moral guidance. Therefore, a hybrid
approach—incorporating the analytical rigor of institutionalism and the eth-
ical depth of Islamic thought—can enrich governance models both theoreti-
cally and practically. Future research should empirically assess how integrat-
ing Islamic institutional principles—such as shura (consultation), amanah
(trust), and adl (justice)—can enhance governance quality and resilience. By
bridging these paradigms, the study advances an interdisciplinary perspec-
tive that situates good governance within its cultural, institutional, and moral
dimensions.

In the institutional economy, informal institutions only play a comple-
mentary or alternative role. But on the other hand, in Islamic economy, in-
formal institutions such as faith, piety, honesty, zakat, endowment, enjoining
good and forbidding evil are considered not only complementary but also
the basis for the formation of official institutions, and through the creation of
self-monitoring and the connection of ethics with law, they provide a plat-
form for stable and fair governance. The comparative study showed that re-
lying solely on official institutions, regardless of cultural and value contexts,
cannot lead to the realization of desirable governance. While institutional
economics depends on historical and gradual processes to reform informal
institutions and resorts to legal and punitive tools. Islamic economy, by tak-
ing advantage of cultural reform mechanisms such as propaganda, shura, and
enjoining good and forbidding evil, provides the ground for alignment and
positive interaction between official and unofficial institutions from within
the society. From a philosophical point of view, while the theoretical foun-
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dation of good governance in institutional economy is based on the model
of liberal democracy, this assumption is disputed from the point of view of
Islamic political philosophy and gives its place to a concept of governance
based on Sharia, divine legitimacy and social justice. In sum, this research
shows that Islamic economics, by combining economic efficiency with Sha-
ria and religious ethics, provides a distinct framework for analyzing gov-
ernance in Islamic societies, a framework in which informal institutions not

only play a reinforcing role, but act as a reforming force for formal structures.
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