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Professional Certificate in Islamic Financial Planning Quantitative Finance

Risk Management in Islamic Finance

Abu-Talib Principle — A foundational concept in Islamic risk management that emphasizes the *protection of
assets* and the avoidance of *unfair gain*. It guides financial institutions to design products that do not
expose participants to speculative losses.

Related terms: Gharar, Riba, Shariah compliance.

Practical application: When structuring a Murabaha transaction, the bank must ensure that the resale price
reflects a genuine cost plus a transparent profit margin, thereby limiting hidden risks.

Challenge: Interpreting the principle in complex derivatives where profit and loss are interlinked, requiring
robust Shariah oversight.

Adverse Selection — The situation where one party to a contract has more relevant information than the
other, leading to *asymmetric risk*. In Islamic finance, this can arise in takaful (Islamic insurance) if
policyholders conceal health conditions.

Related terms: Moral Hazard, Underwriting.

Example: A takaful operator may impose stricter medical examinations to mitigate adverse selection.
Challenge: Balancing thorough risk assessment with the ethical requirement to treat all participants fairly.

Agency Theory — An economic framework analyzing the relationship between *principals* (e.g., investors)
and *agents* (e.g., fund managers) when goals diverge. In Islamic finance, agency problems are addressed
through Shariah governance structures that align incentives with ethical standards.

Related terms: Principal-Agent Conflict, Shariah Board.

Practical application: A sukuk issuance may include a Shariah supervisory board to monitor fund use,
reducing agency risk.

Challenge: Ensuring the board'’s independence while maintaining operational efficiency.

Al-Bayan — The Arabic term for “statement” or “disclosure.” In risk management, al-bayan refers to the
transparent reporting of financial positions, risk exposures, and compliance status.

Related terms: Financial Disclosure, Shariah Audit.

Example: An Islamic bank’s quarterly report includes a dedicated al-bayan section detailing liquidity ratios
and Shariah-compliant asset composition.

Challenge: Providing sufficient detail to satisfy regulators without revealing proprietary risk mitigation
strategies.

Al-Mudarabah Contract — A profit-sharing partnership where one party supplies capital (rab al-mal) and the
other provides expertise (mudarib). Risk is allocated according to the profit-loss sharing principle; losses are
borne by the capital provider unless caused by negligence.

Related terms: Profit-Loss Sharing (PLS), Capital Risk.

Practical application: A venture capital fund may use an al-mudarabah structure to finance a start-up,
aligning the investor’s risk with the entrepreneur’s effort.
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Challenge: Measuring and attributing losses accurately, especially when market conditions fluctuate rapidly.

Al-Wagf Asset — Endowment property dedicated for charitable or community purposes under Islamic law. In
risk management, waqf assets can serve as a *risk buffer* for financial institutions, providing a non-traded
source of liquidity.

Related terms: Endowment, Liquidity Reserve.

Example: A bank may allocate a portion of its waqf portfolio to support takaful claim payouts during
catastrophic events.

Challenge: Ensuring waqf assets remain compliant with Shariah while delivering sufficient liquidity.

Asset-Backed Sukuk — Islamic bonds where the underlying assets generate cash flows that finance the sukuk
holders. Risk is mitigated through *asset segregation* and *legal isolation*, limiting exposure to issuer
default.

Related terms: Sukuk Structure, Collateralization.

Practical application: A government may issue sukuk backed by toll-road revenues, providing investors with
a predictable income stream.

Challenge: Valuing the underlying assets accurately and maintaining their performance over the sukuk term.

Asymmetric Information — A condition where one party possesses more or better information than another,
leading to *inefficient risk allocation*. In Islamic finance, this often manifests in the screening of
Shariah-compliant investments.

Related terms: Adverse Selection, Information Disclosure.

Example: An Islamic fund manager may conduct detailed due diligence on prospective projects to reduce
information asymmetry for investors.

Challenge: Balancing thorough analysis with the cost and time constraints of market entry.

Basel Ill Shariah Adaptation — The process of aligning the Basel Il regulatory framework with Islamic
banking principles, focusing on *capital adequacy* and *risk weighting* that respect non-interest-based
operations.

Related terms: Risk-Weighted Assets (RWA), Capital Adequacy Ratio (CAR).

Practical application: An Islamic bank calculates its RWA using a Shariah-compliant matrix that excludes
speculative exposures.

Challenge: Harmonizing international standards with diverse national Shariah interpretations.

Bay' al-Inah — A controversial sale-back transaction often criticized for resembling conventional
interest-based lending. Risk management scrutinizes bay’ al-inah to ensure the *substance over form*
principle is upheld, preventing hidden interest.

Related terms: Riba, Shariah Screening.

Example: A bank structures a murabaha instead of bay’ al-inah to avoid regulatory penalties.

Challenge: Distinguishing permissible financing from prohibited arrangements in complex product designs.

Capital Adequacy — The measure of a financial institution’s capital relative to its risk-weighted assets,
ensuring it can absorb losses. In Islamic finance, capital adequacy must reflect *risk-sharing* rather than
interest-based returns.
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Related terms: Tier 1 Capital, Risk-Weighted Assets.

Practical application: An Islamic bank maintains a CAR above the regulatory minimum by retaining earnings
from profit-sharing investments.

Challenge: Calculating risk weights for assets without a clear market price, such as real-estate projects.

Cash-Flow-Based Risk Assessment — An analytical approach that evaluates the *projected inflows and
outflows* of an Islamic financing transaction, focusing on the ability to meet contractual obligations without
violating Shariah.

Related terms: Liquidity Risk, Profit-Loss Sharing.

Example: Prior to issuing a musharakah partnership, the financier constructs a cash-flow model to forecast
profit distribution and potential shortfalls.

Challenge: Incorporating non-quantifiable factors such as ethical considerations and market volatility.

Collateralization (Rahn) — The provision of *tangible security* to secure an Islamic financing arrangement,
complying with the prohibition of uncertainty. Rahn is used in murabaha and ijara contracts to mitigate
default risk.

Related terms: Security Interest, Gharar.

Practical application: A client pledges a property as collateral for a murabaha purchase of equipment.
Challenge: Valuing collateral in markets where price discovery is limited and ensuring the collateral does not
become a source of exploitation.

Concentration Risk — The exposure arising from a *large proportion* of assets or exposures being tied to a
single borrower, sector, or geography. Islamic finance mitigates concentration risk through diversification of
profit-sharing investments.

Related terms: Portfolio Diversification, Sectoral Limits.

Example: An Islamic bank limits its exposure to real-estate projects to 20 % of total assets.

Challenge: Finding sufficient Shariah-compliant opportunities to achieve diversification without
compromising returns.

Credit Risk (Al-Qard) — The possibility that a counter-party fails to fulfill its contractual obligations, leading
to loss. In Islamic finance, credit risk is evaluated with a focus on *ethical behavior* and *risk-sharing*
mechanisms.

Related terms: Default Probability, Risk-Sharing.

Practical application: A takaful operator assesses the creditworthiness of participants before issuing
coverage, using both financial ratios and Shariah compliance history.

Challenge: Limited availability of standardized credit rating agencies for Islamic entities.

Cut-Loss Strategy — A risk control technique where positions are *closed* when losses reach a predefined
threshold. While common in conventional trading, Islamic finance applies cut-loss only to permissible
trading activities, avoiding *short-selling* and *speculation*.

Related terms: Stop-Loss Order, Gharar.

Example: An Islamic equity fund employs a cut-loss rule for permissible securities, exiting a position if the
price drops 15 % below purchase cost.
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Challenge: Maintaining compliance with Shariah while protecting the portfolio from excessive downside.

De-Fi (Decentralized Finance) in Islamic Context — The use of blockchain-based platforms to provide
*Shariah-compliant* financial services without intermediaries. Risk management focuses on *smart-contract
security* and *regulatory oversight*.

Related terms: Smart Contracts, Halal Tokens.

Practical application: A fintech startup launches a blockchain-based murabaha platform, embedding
profit-margin rules directly into code.

Challenge: Ensuring that decentralized protocols adhere to Islamic jurisprudence and that users understand
the inherent technical risks.

Default Risk Modeling — Quantitative techniques used to estimate the likelihood of *counter-party failure*.
Islamic institutions adapt conventional models (e.g., KMV) to reflect *profit-sharing* structures and
*non-interest* cash flows.

Related terms: Probability of Default (PD), Loss-Given Default (LGD).

Example: A sukuk issuer uses a modified Merton model that incorporates asset-backed cash flows instead of
coupon payments.

Challenge: Limited historical data for Shariah-compliant instruments, requiring alternative calibration
methods.

Diversification (Tawazun) — The practice of spreading investments across *different assets, sectors, and
geographies* to reduce risk. Tawazun aligns with Islamic ethics of avoiding *excessive concentration* and
*unjust enrichment*.

Related terms: Portfolio Risk, Concentration Risk.

Practical application: An Islamic mutual fund holds a mix of equities, sukuk, and real-estate investment
trusts (REITs) that are all Shariah-screened.

Challenge: Identifying a sufficient number of compliant assets to achieve true diversification.

Durability of Shariah Governance — The ability of an institution’s governance framework to *sustain*
compliance over time, particularly under stress conditions. Effective governance reduces *operational risk*
and *reputational damage*.

Related terms: Shariah Board, Compliance Monitoring.

Example: A bank conducts annual Shariah audits and maintains a documented escalation process for any
breach.

Challenge: Maintaining independence of the Shariah board while integrating its guidance into day-to-day
risk decisions.

Economic Loss (Kharaj) — The *financial detriment* incurred by a party due to a contract’s failure, distinct
from moral or reputational loss. Islamic risk management quantifies economic loss to determine
compensation under Qard (interest-free loan) agreements.

Related terms: Compensation, Qard Hasan.

Practical application: If a borrower defaults on a Qard Hasan, the lender may seek restitution of the principal
but cannot claim additional profit.
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Challenge: Calculating loss in cases where the underlying asset’s value fluctuates.

Equity-Based Financing (Musharakah) — A partnership where participants contribute capital and share profits
and losses proportionally. Risk is *inherent* to the venture, encouraging diligent monitoring and active
governance.

Related terms: Profit-Loss Sharing, Capital Risk.

Example: Two parties form a musharakah to develop a residential complex, each receiving 50 % of net profit.
Challenge: Aligning expectations on profit distribution timelines, especially when cash flows are irregular.

Ex-Post vs. Ex-Ante Risk Assessment — *Ex-ante* evaluates risk before a transaction, while *ex-post* reviews
risk after the event. Islamic finance requires both to ensure contracts are *fair* and *transparent*
throughout their lifecycle.

Related terms: Risk Identification, Risk Monitoring.

Practical application: Prior to a sukuk issuance, an ex-ante analysis estimates cash-flow volatility;
post-issuance, the issuer conducts quarterly ex-post reviews to detect deviations.

Challenge: Maintaining consistency between initial assumptions and actual performance, especially under
volatile market conditions.

Fatwa Compliance Checklist — A systematic tool that lists the *Shariah requirements* for a product, ensuring
each step meets scholarly rulings. This checklist reduces *regulatory risk* and *operational ambiguity*.
Related terms: Shariah Review, Legal Opinion.

Example: A fintech firm uses a checklist to verify that its crowdfunding platform adheres to the latest fatwa
on profit-sharing.

Challenge: Updating the checklist promptly when new scholarly opinions emerge.

Financial Risk Hedging (Hiyal) — The use of *permissible contracts* to mitigate exposure to price or currency
fluctuations, while avoiding prohibited speculation. Hiyal contracts, such as *wa’d* (unconditional promise),
can serve as risk-reduction tools.

Related terms: Forward Sale, Islamic Derivatives.

Practical application: An exporter enters a wa'd contract to lock in a future exchange rate for a receivable,
thereby limiting currency risk.

Challenge: Structuring hiyal in a way that is not deemed a *sham transaction* by scholars.

Foreign Exchange Risk (Al-Sarf) — The uncertainty arising from *currency value changes* that affect the
repayment of cross-border Islamic financing. Risk management employs *Islamic hedging* instruments and
*natural hedging* through asset-liability matching.

Related terms: Currency Mismatch, Islamic Forward.

Example: A sukuk denominated in USD is matched with USD-denominated assets to neutralize foreign
exchange exposure.

Challenge: Limited availability of Shariah-compliant foreign exchange products in many jurisdictions.

Fundamental Risk (Al-Khatar Al-Asasi) — The core risk inherent to an investment’s *underlying business
model*, distinct from market or liquidity risks. Islamic finance emphasizes due diligence on fundamental risk
to avoid *unethical ventures*.
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Related terms: Business Risk, Shariah Screening.

Practical application: Before financing a petrochemical plant, an Islamic bank assesses the project's
environmental impact and compliance with halal standards.

Challenge: Balancing profitability with ethical constraints, especially in high-growth sectors.

Growth-Linked Financing (Murabaha-Mudarabah Hybrid) — A product that combines a cost-plus sale with a
profit-sharing feature, allowing the financier to benefit from *future growth* while limiting upfront risk.
Related terms: Hybrid Contract, Profit-Sharing.

Example: A bank sells equipment at cost plus a modest markup (murabaha) and later shares in the
operating profits of the equipment'’s use (mudarabah).

Challenge: Designing clear profit-allocation formulas that satisfy both parties and remain Shariah-compliant.

Halal Asset Valuation — The process of determining the *fair market value* of assets that are permissible
under Islamic law, using methods such as comparable sales, discounted cash flow, or appraisal. Accurate
valuation is crucial for risk weighting and capital adequacy.

Related terms: Mark-to-Market, Shariah-Compliant Appraisal.

Practical application: An Islamic bank employs an independent Shariah-qualified valuer to assess the worth
of a real-estate portfolio backing a sukuk.

Challenge: Limited availability of standardized valuation frameworks for niche halal assets.

Hedging via Salam Contracts — A forward purchase agreement where the buyer pays upfront for goods to
be delivered later, providing *price certainty* for agricultural producers. Salam can be used to hedge
commaodity price risk.

Related terms: Pre-payment, Commodity Risk.

Example: A food-processing company enters a salam contract to secure wheat at a fixed price, protecting
against future price spikes.

Challenge: Ensuring delivery performance and managing the risk of *non-performance* by the seller.

Islamic Credit Scoring (I-Score) — A rating system that incorporates *financial metrics* and *Shariah
compliance indicators* to evaluate borrower creditworthiness. [-Score enhances risk assessment while
respecting ethical considerations.

Related terms: Risk Rating, Non-Financial Criteria.

Practical application: A takaful provider uses I-Score to determine premium levels for policyholders,
adjusting for both financial health and adherence to Islamic principles.

Challenge: Integrating qualitative Shariah factors into quantitative scoring models.

Islamic Derivatives (Sukuk-Based Swaps) — Financial instruments that provide *risk transfer* without
involving interest or excessive uncertainty. They are structured using permissible contracts such as *wa’'d* or
*bai’ al-istithmar* (investment sale).

Related terms: Swap, Risk Transfer.

Example: Two parties enter a sukuk-based equity swap where one party receives the return on a
Shariah-compliant index while paying a fixed profit rate.

Challenge: Achieving regulatory approval and scholarly acceptance for complex structures.
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Islamic Financial Risk Appetite — The *level of risk* an institution is willing to accept in pursuit of its strategic
objectives, expressed in terms of Shariah-compliant exposures. Defining risk appetite guides product
development and capital allocation.

Related terms: Risk Tolerance, Strategic Alignment.

Practical application: An Islamic bank sets a risk appetite limit of 30 % for high-growth fintech investments,
ensuring alignment with its ethical mandate.

Challenge: Quantifying risk appetite for non-standardized halal assets.

Islamic Governance Framework — The set of policies, procedures, and oversight mechanisms that ensure
*Shariah compliance* and *risk management* across an organization. It includes a Shariah board, internal
audit, and compliance committees.

Related terms: Shariah Oversight, Compliance Function.

Example: A global Islamic bank adopts a layered governance framework where regional Shariah advisors
report to a central board.

Challenge: Coordinating governance across jurisdictions with differing legal and religious interpretations.

Juristic Risk (Figh Risk)Fatwa, Scholarly Opinion.

Practical application: Before launching a new crypto-based sukuk, an institution commissions a panel of
scholars to issue a fatwa, thereby mitigating juristic risk.

Challenge: Divergent opinions among scholars may lead to inconsistent product acceptance.

Liquidity Risk Management (Al-Miyah) — Strategies to ensure that an Islamic financial institution can meet its
*short-term obligations* without compromising Shariah principles. Techniques include maintaining a
liquidity buffer of high-quality sukuk and cash, and using *Islamic interbank markets*.

Related terms: Cash Reserve, Sukuk Market.

Example: An Islamic bank holds a portfolio of short-term sukuk that can be sold quickly to meet withdrawal
demands.

Challenge: Limited depth in Islamic money markets, leading to higher transaction costs during stress
periods.

Macro-Prudential Supervision (Al-Ragaba Al-Makro) — Oversight of the *systemic risk* posed by the
collective behavior of Islamic financial institutions. It includes monitoring leverage, concentration, and
cross-border exposures.

Related terms: Systemic Risk, Regulatory Oversight.

Practical application: A central bank imposes macro-prudential caps on sukuk issuance to prevent
asset-price bubbles.

Challenge: Integrating macro-prudential tools with Shariah compliance without stifling legitimate growth.

Market Risk (Al-Risq Al-Sukuk) — The potential for losses due to *fluctuations* in market variables such as
interest rates, equity prices, or commodity values. Islamic finance addresses market risk through
*risk-sharing* contracts and *permissible hedging*.

Related terms: Price Volatility, Risk Metrics.

Example: A sukuk portfolio is stress-tested against scenarios of rising oil prices to assess market risk
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exposure.
Challenge: Developing risk metrics that capture the unique cash-flow structures of Islamic securities.

Margin of Safety (Al-Himaya) — The *buffer* between the estimated intrinsic value of an investment and its
market price, providing protection against adverse outcomes. In Islamic finance, the margin of safety also
reflects ethical considerations.

Related terms: Value Investing, Risk Cushion.

Practical application: An Islamic equity fund purchases shares only when the market price is at least 20 %
below the Shariah-screened intrinsic value.

Challenge: Determining intrinsic value for assets lacking a clear dividend history.

Micro-Finance (Qard Hasan Micro-Lending) — Small, interest-free loans provided to low-income individuals
or entrepreneurs, emphasizing *social welfare* and *risk mitigation* through community monitoring.
Related terms: Social Impact, Peer Monitoring.

Example: A charitable Islamic institution offers Qard Hasan micro-loans to women entrepreneurs, using
group guarantors to reduce default risk.

Challenge: Balancing sustainability of the lending program with the prohibition on profit-earning from
loans.

Monte Carlo Simulation for Islamic Portfolios — A computational technique that generates *random
scenarios* to assess the probability distribution of portfolio returns, respecting Shariah-compliant cash-flow
structures.

Related terms: Stochastic Modeling, Risk Distribution.

Practical application: An Islamic asset manager runs Monte Carlo simulations to estimate the probability of
achieving a target return while maintaining a halal asset mix.

Challenge: Incorporating non-linear profit-sharing cash flows into the simulation algorithm.

Murabaha Financing — A cost-plus sale where the seller discloses the purchase price and a predetermined
profit margin. Risk is primarily *credit risk* on the buyer, while the seller bears minimal market risk due to
the immediate transfer of ownership.

Related terms: Cost-Plus Sale, Profit Margin.

Example: An Islamic bank purchases a machine on behalf of a client and resells it at a 5% markup, with
repayment in installments.

Challenge: Ensuring that the markup reflects a true profit and not a disguised interest, particularly when
market prices fluctuate.

Operational Risk (Al-Khatar Al-"Amali) — The risk of loss resulting from *failed processes*, systems, or human
error. In Islamic finance, operational risk also includes *Shariah breach* due to inadequate controls.

Related terms: Process Failure, Compliance Violation.

Practical application: A bank implements a dual-approval workflow for all Shariah-sensitive transactions to
reduce operational risk.

Challenge: Integrating robust controls without creating excessive bureaucracy that hampers product
delivery.

Read online: https://certificates.Isba.org.uk/glossaries/3385534/risk- London School of Business and Administration - 20 Jun 2026
management-in-islamic-finance



LSBA GLOSSARY

LONDON SCHOOL OF BUSINESS
AND ADMINISTRATION

Portfolio Risk Attribution — The process of *identifying* which assets or sectors contribute most to overall
portfolio risk, enabling targeted risk mitigation. For Islamic portfolios, attribution respects *sectoral
screening* (e.g., excluding gambling).

Related terms: Risk Decomposition, Sector Exposure.

Example: An Islamic mutual fund uses risk attribution to discover that its exposure to petrochemical equities
dominates its volatility profile.

Challenge: Adjusting allocations while maintaining compliance with Shariah screens.

Probability of Default (PD) in Islamic Context — The likelihood that a borrower will fail to meet obligations
under a *Shariah-compliant contract*. PD models are adapted to reflect profit-sharing cash flows rather
than fixed interest payments.

Related terms: Credit Risk, Loss-Given Default.

Practical application: A sukuk issuer calculates PD using a modified logistic regression that incorporates
both financial ratios and Shariah compliance scores.

Challenge: Limited historical default data for non-interest-bearing instruments.

Profit-Loss Sharing (PLS) Mechanism — The core Islamic finance principle where investors share in both
*profits* and *losses* of an enterprise, aligning incentives and distributing risk equitably.

Related terms: Musharakah, Al-Mudarabah.

Example: A bank provides capital to a manufacturing venture under a musharakah agreement, receiving
30 % of net profit and bearing a corresponding share of any loss.

Challenge: Accurately measuring loss attribution, especially when market conditions cause volatile earnings.

Quantitative Risk Modeling (QRM) for Sukuk — The application of statistical techniques to assess
*interest-rate*, *credit*, and *liquidity* risks associated with sukuk structures, while respecting the
prohibition of riba.

Related terms: Value-at-Risk (VaR), Stress Testing.

Practical application: A financial institution uses a QRM framework to estimate the VaR of its sukuk portfolio
under various market scenarios.

Challenge: Adapting conventional models that assume interest cash flows to the cash-flow patterns of
profit-sharing securities.

Regulatory Risk (Al-Khatar Al-Tashri'i) — The uncertainty arising from *changes in laws, regulations, or
supervisory expectations* that may affect the viability of Islamic financial products.

Related terms: Compliance Risk, Legal Uncertainty.

Example: A bank anticipates potential tightening of sukuk issuance guidelines and adjusts its product
pipeline accordingly.

Challenge: Keeping pace with divergent regulatory environments across jurisdictions while maintaining a
unified Shariah stance.

Riba (Interest) Risk — The risk that a transaction inadvertently incorporates *interest*, leading to
non-compliance and reputational damage. Detection mechanisms include *contractual clause reviews* and
*cash-flow analysis*.
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Related terms: Gharar, Shariah Audit.

Practical application: An Islamic fintech platform employs automated checks to flag any clause that could be
interpreted as riba.

Challenge: Distinguishing permissible profit margins from hidden interest in complex multi-step contracts.

Risk-Adjusted Return on Capital (RAROC) for Islamic Banks — A performance metric that evaluates
*profitability* relative to *risk exposure*, incorporating Shariah-compliant risk weights.

Related terms: Return on Equity, Risk Weighting.

Example: An Islamic bank calculates RAROC for its murabaha portfolio by dividing net profit after Shariah
fees by the risk-weighted assets of the portfolio.

Challenge: Developing risk-weighting tables that reflect the unique risk profiles of profit-sharing contracts.

Risk Governance (Al-Hukm Al-Khatar) — The set of *structures, policies, and processes* that ensure risk is
identified, measured, and managed in alignment with Islamic principles.

Related terms: Board Oversight, Risk Appetite.

Practical application: A bank’s risk governance charter mandates quarterly reporting to the Shariah board on
all material risk exposures.

Challenge: Embedding Shariah considerations into traditional risk governance without creating parallel
reporting lines.

Risk Transfer via Wakala — An agency contract where the principal authorizes the agent to act on its behalf,
allowing the transfer of *operational risk* while preserving ownership. In Islamic finance, wakala is often
used for asset management.

Related terms: Agency Contract, Risk Delegation.

Example: An Islamic fund appoints a wakala manager to oversee its portfolio, shifting day-to-day market
risk to the manager.

Challenge: Ensuring the wakala agreement contains clear performance benchmarks and compliance clauses.

Risk-Weighted Assets (RWA) for Islamic Banks — The total of an institution’s assets weighted by *risk
coefficients* that reflect the nature of the underlying contracts (e.g., murabaha, musharakah). RWA
calculations must respect the *non-interest* nature of assets.

Related terms: Capital Adequacy, Risk Weighting Matrix.

Practical application: An Islamic bank assigns a lower risk weight to assets financed through profit-sharing
contracts compared to conventional loan assets.

Challenge: Achieving regulatory acceptance for alternative risk weights that differ from standard Basel
guidelines.

Shariah Compliance Risk — The risk that a product or service may inadvertently violate Islamic law, leading to
*legal penalties*, *financial loss* and *reputational harm*.

Related terms: Fatwa, Shariah Audit.

Example: A bank conducts a pre-launch Shariah compliance review for a new sukuk issue to mitigate
compliance risk.

Challenge: Keeping compliance documentation up-to-date with evolving scholarly opinions.
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Shariah Governance Framework — The comprehensive system that ensures *adherence to Islamic principles*
across all business activities, including policy setting, oversight, and monitoring.

Related terms: Shariah Board, Compliance Function.

Practical application: An institution creates a charter that defines the roles of the Shariah advisory council,
internal audit, and compliance officers.

Challenge: Aligning the governance framework with both local regulatory requirements and global best
practices.

Sukuk Structuring Risk — The risk that the legal and operational design of a sukuk may be *ineffective* or
*non-compliant*, leading to settlement failures or investor disputes.

Related terms: Asset Isolation, Legal Opinion.

Example: A sukuk issuance includes a clear *trust* arrangement that isolates the underlying assets, reducing
structuring risk.

Challenge: Coordinating multiple jurisdictions’ legal requirements while preserving the sukuk’s Islamic
character.

Sukuk Yield Volatility — The fluctuation in returns earned by sukuk holders due to changes in *underlying
asset performance* and *market demand*. Managing yield volatility involves *diversification* and
*cash-flow monitoring*.

Related terms: Yield Curve, Liquidity Risk.

Practical application: An investor holds a basket of sukuk with varying maturities and asset classes to
smooth overall yield.

Challenge: Limited secondary market depth can amplify price swings during periods of market stress.

Surplus Distribution (Tawarruq) Risk — The potential for *misuse* of tawarrug arrangements, where an asset

is sold on credit and then immediately repurchased for cash, effectively creating a loan. Misapplication can

expose institutions to *regulatory* and *reputational* risk.

Related terms: Cash Advance, Shariah Scrutiny.

Example: A bank structures a tawarruq facility with explicit profit-margin disclosure to avoid the appearance
of a hidden loan.

Challenge: Maintaining transparency while offering competitive financing options.

Systemic Risk (Al-Khatar Al-Nizaami) — The risk that the *failure of one or more Islamic financial institutions*
could trigger widespread instability in the financial system. Systemic risk monitoring includes *stress
testing* and *interconnectedness analysis*.

Related terms: Macro-Prudential Policy, Contagion.

Practical application: A central bank conducts a systemic stress test on the sukuk market to assess potential
spillover effects.

Challenge: Limited data on cross-border Islamic exposures make comprehensive systemic risk assessment
difficult.

Taghiyir (Change) Risk — The uncertainty associated with *modifications* to contract terms after execution,
which may compromise Shariah compliance. Taghiyir risk is mitigated through *clear documentation* and
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*pre-approval mechanisms*.

Related terms: Contract Amendment, Shariah Review.

Example: A murabaha agreement includes a clause that any price adjustment must be mutually agreed
upon and documented before execution.

Challenge: Balancing flexibility for market changes with the need for contractual certainty.

Technical Risk (Al-Khatar Al-Fanni) — The risk arising from *technological failures* such as system outages,
cyber-attacks, or data integrity issues. In Islamic finance, technical risk also includes *non-compliance with
automated Shariah filters*.

Related terms: Cybersecurity, System Integrity.

Practical application: An Islamic bank implements a dual-authentication system for all Shariah-screened
transactions.

Challenge: Keeping technology platforms updated while ensuring that new features remain
Shariah-compliant.

Trading Risk (Gharar) Management — The control of *excessive uncertainty* in trading activities, ensuring
that contracts remain free from prohibited speculation. Techniques include *pre-trade approval* and
*real-time monitoring*.

Related terms: Speculation, Risk Limits.

Example: A fund manager restricts trading in highly volatile commodities to avoid gharar, focusing on stable
equities.

Challenge: Defining acceptable levels of price volatility without hindering legitimate market participation.

Value at Risk (VaR) for Islamic Portfolios — A statistical measure that estimates the *maximum expected loss*
over a specified time horizon at a given confidence level, adapted to the cash-flow patterns of
Shariah-compliant assets.

Related terms: Risk Metric, Confidence Interval.

Practical application: An Islamic asset manager calculates a 99 % VaR for its sukuk holdings over a 10-day
horizon to gauge potential losses.

Challenge: Adjusting the VaR model to account for profit-sharing cash flows that differ from fixed-interest
payments.

Wakalah Management Fee Risk — The risk that the *fee structure* for an agency (wakalah) arrangement may
be perceived as excessive or non-transparent, leading to *Shariah compliance concerns*.

Related terms: Agency Contract, Fee Disclosure.

Example: A wakalah agreement specifies a clear, pre-agreed percentage of assets under management, with
periodic review to ensure fairness.

Challenge: Balancing fee competitiveness with the requirement for ethical remuneration.

Zakat Obligations and Risk — The mandatory *charitable levy* on wealth, which can affect liquidity and
capital planning. Institutions must manage the timing and amount of Zakat to avoid *cash-flow strain*.
Related terms: <
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