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Professional Certificate in Islamic Finance and Islamic Law (Jersey)

Islamic Financial Contracts and Instruments

Islamic Finance is a system of financial activities that are conducted in accordance with the principles of
Shariah law. It seeks to promote ethical behaviour, social justice and economic stability while avoiding
practices that are considered exploitative or speculative. The following key terms and vocabulary are
essential for understanding the range of contracts and instruments that form the backbone of modern
Islamic finance, particularly as taught in the Professional Certificate in Islamic Finance and Islamic Law
(Jersey).

Riba – This Arabic term literally means “increase” or “excess.” In a financial context it refers to any
predetermined, fixed or guaranteed return on a loan or investment that is not linked to the performance of
an underlying asset. Riba is categorised into riba al‑nasi’ah (interest for the deferment of payment) and riba
al‑fadl (excess exchange of similar goods). The prohibition of riba is the cornerstone of Islamic finance, and
all contracts must be structured to avoid any form of interest.

Gharar – Gharar denotes uncertainty, ambiguity or excessive risk in a contract. Transactions that contain
hidden elements, vague terms or speculative outcomes are deemed non‑compliant. For a contract to be
permissible, the subject matter, price, quantity and delivery terms must be clearly defined at the time of
agreement. The principle of eliminating gharar helps protect parties from unfair loss.

Maysir – Maysir translates as gambling or games of chance. Any activity that involves wagering on uncertain
outcomes is prohibited. This prohibition extends to certain derivative contracts and speculative financial
products that rely purely on price movements rather than real economic activity.

Halal – Halal means “lawful” or “permissible” according to Islamic law. In finance, an activity, product or
investment is halal when it complies with the core principles of avoiding riba, gharar and maysir, and when
the underlying assets are not associated with prohibited (haram) sectors such as alcohol, pork, tobacco,
conventional gambling or weapons manufacturing.

Haram – Haram designates activities that are expressly forbidden. In the financial sphere, haram assets
include interest‑bearing instruments, conventional insurance, and any business that profits from prohibited
industries. Identifying haram elements is a critical step in the Shariah screening process for investments.

Zakat – Zakat is one of the five pillars of Islam and represents a mandatory charitable levy, usually calculated
at 2.5 % Of certain types of wealth that have been held for a lunar year. In Islamic financial institutions, zakat
compliance is monitored to ensure that wealth generated from permissible activities is appropriately
redistributed.

Shariah Governance – This term encompasses the structures, policies and procedures that ensure financial
products and operations adhere to Islamic law. It typically involves a Shariah board of scholars, internal
compliance units, and external audit mechanisms. Effective governance provides confidence to investors
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that products truly reflect Islamic principles.

Shariah Board – A Shariah board is a committee of qualified Islamic scholars (often with expertise in fiqh
al‑muamalat – the jurisprudence of commercial transactions) that reviews, approves and monitors financial
contracts and instruments. The board issues fatwas (legal opinions) and provides guidance on product
design, ensuring that contracts such as Murabaha or Ijarah meet doctrinal requirements.

Fiqh – Fiqh is the Islamic jurisprudence that interprets the Qur’an and Sunnah to derive legal rulings. In
finance, fiqh al‑muamalat addresses contemporary commercial issues, providing the scholarly foundation
for contracts and the ongoing process of ijtihad – independent reasoning – to adapt to new financial
innovations.

Ijtihad – Ijtihad refers to the process of scholarly reasoning used to derive rulings on matters not explicitly
covered in primary sources. In Islamic finance, ijtihad enables scholars to address emerging products, digital
currencies and novel risk‑management techniques while remaining faithful to the spirit of Shariah.

Murabaha – Murabaha is a cost‑plus sale contract in which the seller discloses the original purchase price of
an asset and adds a pre‑agreed profit margin. The buyer pays the total amount, usually in installments. This
contract is widely used for trade financing, enabling a bank to purchase inventory on behalf of a client and
then resell it at a markup. The profit is fixed and known in advance, thus avoiding riba. Practical application:
A manufacturing firm requires raw material; the Islamic bank buys the material, then sells it to the firm
under a Murabaha agreement with a clear profit margin. Challenges include ensuring that the transaction is
not a disguised loan and that the underlying asset truly changes hands.

Ijarah – Ijarah is a lease‑based contract where the lessor (owner) grants the lessee the right to use an asset
for a specified period in exchange for rental payments. Ownership remains with the lessor, and the lessee
may have an option to purchase at the end of the lease term (Ijarah‑Muntahia). Ijarah is analogous to
conventional leasing but must avoid interest‑based rent. Example: An airline acquires aircraft through an
Ijarah arrangement, paying periodic rentals to an Islamic bank that retains ownership until the final
purchase option is exercised. Challenges involve asset maintenance responsibilities, residual value risk and
ensuring that lease payments reflect the true economic value of the asset without hidden interest.

Musharakah – Musharakah denotes a partnership where two or more parties contribute capital and share
profits and losses in proportion to their equity contributions. It can be “shirkah” (equity partnership) for
long‑term projects or “diminishing Musharakah” where the bank’s share is gradually bought out by the
client. The principle of risk‑sharing aligns with the prohibition of guaranteed returns. Practical usage: A
real‑estate development may be financed through a Musharakah where the Islamic bank provides 60 % of
the capital and the developer contributes 40 %; profits from sales are divided accordingly, while any loss is
borne in the same ratio. Key challenges include accurate valuation of the asset, monitoring profit
distribution, and ensuring that the partnership is not merely a façade for interest‑based financing.

Mudarabah – Mudarabah is a profit‑sharing arrangement where one party (the “rabb al‑mal”) supplies
capital, while the other (the “mudarib”) contributes expertise and manages the venture. Profits are divided
according to a pre‑agreed ratio, but losses are borne solely by the capital provider unless caused by
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negligence or misconduct by the manager. This contract is frequently used in Islamic investment funds,
where investors act as rabb al‑mal and the fund manager operates as mudarib. Example: An Islamic mutual
fund collects contributions from investors, then invests in Shariah‑compliant equities; any profit is split 70 %
to investors and 30 % to the fund manager. Challenges include ensuring that the manager does not engage
in prohibited activities, maintaining transparency on profit calculations, and handling liquidity constraints
when investors wish to redeem shares.

Salam – Salam is a forward sale contract where the buyer pays the full purchase price in advance for a
commodity to be delivered at a future date. The price must be fixed and the commodity must be specified
in terms of quality, quantity and delivery location. Salam is useful for agricultural financing, providing
farmers with working capital before harvest. For instance, an Islamic bank may enter into a Salam contract
with a wheat farmer, paying cash now and receiving the wheat after six months. The contract mitigates risk
for the farmer but requires strict compliance with delivery specifications to avoid gharar. Challenges include
price volatility, quality verification at delivery and the need for robust legal enforcement mechanisms.

Istisna – Istisna is a manufacturing contract where the buyer commissions the seller to produce a specific
item or structure and pays either in advance, during production or upon completion. Unlike Salam, Istisna
allows for progressive payment schedules and can be used for construction projects, industrial equipment
and custom goods. Example: An airline orders a new aircraft under an Istisna contract with a manufacturer,
paying an initial deposit and subsequent installments as milestones are achieved. The Islamic bank may
provide financing by purchasing the aircraft from the manufacturer and then selling it to the airline under
an Istisna‑based agreement. Challenges include ensuring that the final product meets agreed specifications,
managing construction risk, and coordinating payment schedules that do not constitute hidden interest.

Wakalah – Wakalah translates to “agency” and refers to an arrangement where a principal authorises an
agent to act on its behalf for a specific purpose, usually investment or fund management. The agent
receives a fee for its services, which can be fixed or performance‑based, but must not be tied to guaranteed
returns. In practice, many Islamic banks employ a Wakalah model for their discretionary investment
accounts, where the bank acts as the agent managing the client’s funds within Shariah guidelines.
Challenges include defining the scope of authority, ensuring transparency of fees, and preventing conflicts
of interest between the agent’s incentives and the client’s objectives.

Kafalah – Kafalah is a guarantee or surety contract where one party (the guarantor) promises to fulfill the
obligations of another (the principal) if the principal defaults. Kafalah is permissible when the guarantee is
limited to actual loss and does not involve speculative compensation. Islamic banks may provide Kafalah to
support trade transactions, assuring suppliers that payment will be made even if the buyer encounters
cash‑flow difficulties. The key challenge is to structure the guarantee so that it does not become a back‑up
for interest‑based loans or create undue risk for the guarantor.

Sukuk – Sukuk are often described as “Islamic bonds,” but they differ fundamentally from conventional
bonds because they represent ownership in an underlying asset, lease, project or investment, rather than a
debt obligation. The holder of a Sukuk receives a share of the cash flows generated by the asset, such as
rental income or profit participation, and may also benefit from capital appreciation. Sukuk can be
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structured on the basis of Ijarah, Musharakah, Mudarabah or Wakalah. For example, a government may
issue Sukuk backed by a portfolio of highways, where investors receive lease payments from toll collections.
Challenges involve maintaining asset‑backing, ensuring transparent profit distribution, and aligning legal
ownership across jurisdictions with differing property‑rights regimes.

Islamic REIT – An Islamic Real Estate Investment Trust (REIT) is a pooled investment vehicle that holds
Shariah‑compliant property assets and distributes rental income to shareholders. Unlike conventional REITs,
the underlying properties must not be involved in prohibited activities, and any financing must avoid riba.
The Islamic REIT structure typically uses Ijarah or Musharakah to acquire and manage assets. Practical
application: A REIT may own a portfolio of shopping malls, office buildings and residential units, offering
investors regular, halal income. Challenges include ensuring that lease agreements comply with Ijarah
principles, managing liquidity for shareholders, and navigating differing tax treatments across jurisdictions.

Takaful – Takaful is a cooperative insurance model based on mutual assistance, where participants
contribute to a pool that is used to indemnify members who suffer loss. The pool is managed according to
Shariah principles, often employing a Wakalah or Mudarabah arrangement. Unlike conventional insurance,
Takaful does not involve uncertainty (gharar) about claim outcomes because participants agree to share risk
collectively. Example: A family Takaful scheme collects contributions to cover medical expenses for
members, with surplus distributed back to participants at the end of the year. Challenges include achieving
actuarial soundness without excessive risk‑sharing, handling large claims that could deplete the pool, and
ensuring that surplus distribution complies with Shariah guidelines.

Qard Hasan – Qard Hasan is a benevolent loan that is provided without any expectation of profit or interest.
The borrower is obliged to repay only the principal amount, and the lender may waive any fees or penalties.
Although permissible, Qard Hasan is typically used for charitable or short‑term liquidity purposes rather
than commercial financing, because the lack of profit makes it unsuitable for sustainable banking
operations. An example is an Islamic micro‑finance institution offering Qard Hasan to low‑income
entrepreneurs to purchase tools. The main challenge is ensuring that the loan does not become a disguised
riba arrangement and that the lender can recover the principal without undermining the institution’s
financial viability.

Islamic Banking Window – Many conventional banks operate an Islamic banking window, a separate division
that offers Shariah‑compliant products while sharing the parent bank’s infrastructure. The window must
maintain a distinct ledger for Islamic transactions, ensuring segregation from interest‑bearing activities. This
model allows banks to serve Muslim clients without establishing a full‑fledged Islamic bank. Challenges
include maintaining strict segregation, managing reputational risk if the window’s compliance is questioned,
and aligning governance across the conventional and Islamic arms.

Shariah Audit – A Shariah audit is an independent review of an institution’s operations, contracts and
financial statements to verify compliance with Islamic law. Auditors assess whether profit‑sharing ratios,
asset‑backing, and fee structures conform to the rulings of the Shariah board. Regular audits provide
assurance to investors and regulators. A typical audit might examine a bank’s Murabaha portfolio to
confirm that each sale involved a genuine transfer of ownership and that profit margins were disclosed. The
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audit process can be complex due to differing interpretations among scholars and the need for consistent
documentation.

Standardisation – Standardisation refers to the development of uniform contracts, documentation and legal
frameworks across jurisdictions. Bodies such as the Accounting and Auditing Organization for Islamic
Financial Institutions (AAOIFI) and the Islamic Financial Services Board (IFSB) publish standards for
Murabaha, Ijarah, Sukuk and other instruments. Standardisation facilitates cross‑border transactions,
reduces legal uncertainty, and lowers compliance costs. However, challenges persist because national laws
may conflict with international standards, and differing school‑of‑thought interpretations can lead to
divergent applications.

Liquidity Management – In Islamic finance, managing liquidity without resorting to interest‑bearing
instruments requires creative solutions. Common tools include short‑term Murabaha financing, Islamic
commercial paper (often structured as Sukuk with a short maturity), and commodity‑based financing such
as Tawarruq (a three‑stage sale of a commodity to obtain cash). Institutions must balance the need for
liquidity against the prohibition of riba and ensure that any temporary cash‑raising mechanism does not
create hidden interest. Practical example: An Islamic bank may use a Murabaha facility to meet a sudden
cash demand, purchasing a commodity and reselling it to the client with a markup, thereby obtaining cash
without borrowing at interest. Challenges include higher operational costs, limited market depth for
short‑term Shariah‑compliant instruments, and regulatory scrutiny over the substance of Tawarruq
arrangements.

Tawarruq – Tawarruq is a structured transaction where an Islamic bank purchases a commodity on behalf of
a client, then sells the commodity to a third party at a higher price, allowing the client to receive cash while
repaying the bank over time. Although widely used for liquidity, Tawarruq has attracted criticism for
resembling conventional loans. The transaction must involve real commodity trade, with documented
ownership changes, to be considered permissible. An example: A client needs cash for working capital; the
bank buys a commodity, sells it to the client on a deferred basis, and the client immediately sells the
commodity in the market for cash. Challenges revolve around ensuring that the commodity trade is
genuine, avoiding the perception of a loan, and meeting regulatory standards that may limit Tawarruq
usage.

Islamic Microfinance – Islamic microfinance adapts the principles of Murabaha, Mudarabah and Qard Hasan
to serve low‑income individuals and small enterprises. Products are designed to be simple, affordable and
Shariah‑compliant. For instance, a micro‑enterprise may receive a Murabaha loan to purchase inventory,
repaying the bank in installments with a modest markup. The sector faces challenges in scaling operations,
managing higher default risk, and developing appropriate Shariah‑compliant monitoring tools.

Shariah Screening – Shariah screening is the process of evaluating potential investments against a set of
criteria to ensure they do not involve prohibited activities or financial structures. Screening typically includes
sectoral exclusion (e.G., No exposure to gambling or pork) and financial ratio analysis (e.G., Limiting interest
income to a small percentage of total revenue). Asset managers use screening to construct compliant
portfolios. Example: An Islamic equity fund screens a list of listed companies, excluding those with more
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than 5 % of revenue from interest‑bearing activities. Challenges include the subjectivity of thresholds, the
dynamic nature of company operations, and the need for continuous monitoring.

Fatwa – A fatwa is a scholarly legal opinion issued by a qualified mufti or member of a Shariah board
concerning a specific issue. In Islamic finance, fatwas provide guidance on the permissibility of new
products, contractual arrangements or interpretations of existing standards. For example, a bank may seek a
fatwa before launching a new Sukuk structure to confirm its compliance. Fatwas are not universally binding;
different scholars may issue divergent opinions, leading to market fragmentation.

Ijara‑Muntahia – This is a hybrid lease‑to‑own contract where the lessee makes periodic rental payments
and, at the end of the lease term, acquires ownership of the asset. The lease payments consist of a rent
component and a portion that goes towards the purchase price. Ijara‑Muntahia is popular for home
financing, allowing clients to occupy a property while gradually buying it. Challenges include correctly
allocating rent versus purchase portions, ensuring that the asset’s value is accurately appraised, and
complying with local property law.

Istithmar – Istithmar simply means “investment.” In Islamic finance, the term often refers to equity‑based
investments that follow profit‑sharing principles, such as Mudarabah or Musharakah. Istithmar emphasizes
risk‑sharing and active participation rather than passive interest earnings. A private equity firm may raise
capital through an Istithmar fund, investing in Shariah‑compliant businesses and sharing in the upside while
bearing losses proportionally. Key challenges involve due diligence on Shariah compliance, valuation of
target companies, and exit strategies that respect contractual terms.

Hybrid Contracts – Hybrid contracts combine elements of two or more Islamic contracts to achieve a
specific financing objective. For instance, a “Musharakah‑Murabaha” structure may involve an initial
partnership (Musharakah) followed by a resale at cost plus profit (Murabaha) to provide liquidity to the
client. Hybrid contracts require careful drafting to ensure each component remains compliant and that the
overall economic effect does not replicate prohibited interest. Practitioners must coordinate the Shariah
board’s approval for each element and maintain transparent documentation.

Islamic Derivatives – Conventional derivatives are generally prohibited due to gharar and speculation.
However, certain structures such as profit‑rate swaps (using Murabaha or Wakalah) and Islamic forward
contracts (based on Salam or Istisna) have been developed to manage risk while staying within Shariah
limits. For example, an airline may enter a profit‑rate swap to hedge against fluctuations in the profit rate of
its financing, paying a fixed markup and receiving a variable profit rate. The design must avoid guaranteed
returns and ensure that underlying assets exist. Challenges include limited market depth, regulatory
acceptance, and the need for robust Shariah documentation.

Islamic Hedge – An Islamic hedge involves using permissible contracts to mitigate exposure to price or
currency risk. Techniques include using commodity‑based contracts (Salam or Istisna) to lock in future
purchase prices, or employing Ijarah‑based leasing to hedge equipment costs. While hedging is allowed,
the method must not involve speculative speculation. An example is a construction company securing a
future supply of steel through a Salam contract, thereby fixing its cost and protecting against market
volatility. Challenges revolve around aligning contract terms with the underlying exposure and ensuring that
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the hedge does not become a disguised form of conventional derivative.

Shariah-Compliant Index – A Shariah‑compliant index tracks a basket of securities that meet predefined
Islamic screening criteria. Such indices serve as benchmarks for Islamic equity funds and provide investors
with a transparent measure of market performance. The Dow Jones Islamic Market Index and the FTSE
Shariah Index are prominent examples. Challenges include maintaining consistent screening methodology,
handling corporate actions (e.G., Mergers) that may affect compliance, and ensuring that the index reflects
the true performance of permissible assets.

Islamic Asset‑Backed Securities – These securities are backed by a pool of Shariah‑compliant assets, such as
mortgages, car loans or leasing receivables, and are structured using Ijarah, Murabaha or other permissible
contracts. Investors receive returns derived from the cash flows of the underlying assets. For instance, an
Islamic bank may securitise a portfolio of home financing Ijarah contracts, issuing Sukuk to investors who
receive rental income. Key challenges include ensuring that the assets remain compliant over time,
managing credit risk, and complying with both local securities law and Shariah standards.

Islamic Banking Regulation – Regulatory frameworks for Islamic banking differ across jurisdictions but
typically require licensing, capital adequacy, liquidity standards and Shariah governance provisions. Some
countries have dedicated Islamic banking regulators, while others apply a “dual‑system” approach where
conventional regulators oversee both conventional and Islamic institutions. The Jersey Financial Services
Commission, for example, mandates that Islamic banks maintain a Shariah board and adhere to AAOIFI
standards. Challenges include harmonising regulations with international standards, preventing regulatory
arbitrage, and ensuring that supervision captures the unique risk profile of Islamic contracts.

Legal Opinion (Fatawa) – A legal opinion, or fatawa, is a formal statement issued by a qualified scholar that
interprets how a specific contract or instrument aligns with Islamic law. Unlike a fatwa, which may be
informal, a legal opinion is often required for regulatory approval or for inclusion in contractual
documentation. For example, before issuing a new type of Sukuk, an issuer may obtain a legal opinion
confirming that the asset‑backing structure satisfies Shariah principles. The opinion must be documented
and retained for audit purposes. Challenges include the time required to obtain consensus among scholars
and the potential for divergent opinions that complicate product rollout.

Islamic Financial Market Infrastructure – This term encompasses the institutions, platforms and services that
support trading, clearing and settlement of Islamic financial products. Examples include Islamic exchanges,
Shariah‑compliant clearing houses and custodians that ensure assets remain segregated and compliant.
Robust market infrastructure enhances liquidity, reduces settlement risk and provides transparency for
investors. However, developing such infrastructure requires significant investment, coordination among
regulators, and the creation of standards that address the unique features of Islamic contracts.

Risk‑Sharing vs. Risk‑Transfer – A fundamental distinction in Islamic finance is between risk‑sharing (as in
Musharakah and Mudarabah) and risk‑transfer (as in conventional loans). Risk‑sharing contracts align the
interests of parties and are encouraged, whereas risk‑transfer arrangements that shift all risk to one party
are discouraged if they involve guaranteed returns. Understanding this distinction helps practitioners design
products that promote equitable outcomes. For example, a project financed through Musharakah requires
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both the bank and the client to bear profit and loss, fostering joint responsibility. Conversely, a Murabaha
transaction transfers the seller’s risk to the buyer once the asset is delivered, which is permissible because
the profit is predetermined.

Profit‑Rate vs. Interest‑Rate – In Islamic finance, the term profit‑rate is used to describe the return earned
on an investment, reflecting a share of actual profit rather than a predetermined interest‑rate. Profit‑rate is
applicable in Mudarabah and Musharakah where returns fluctuate with the performance of the underlying
venture. By contrast, an interest‑rate implies a fixed, guaranteed return irrespective of outcomes, which is
prohibited. Communicating the difference clearly to clients is essential to avoid confusion and ensure
compliance. For instance, an Islamic bank may quote a profit‑rate of 8 % on a Mudarabah fund, indicating
that the return will vary based on the fund’s earnings.

Shariah-Compliant Working Capital – Working capital financing must avoid interest and speculative risk.
Common structures include Murabaha (purchase and resale of inventory), Tawarruq (commodity‑based cash
generation) and Qard Hasan (interest‑free loan). A manufacturing firm may obtain a Murabaha line to
purchase raw materials, paying a markup over the repayment period. The key challenge is ensuring that the
financing does not become a disguised loan and that inventory is properly accounted for at the time of
purchase.

Islamic Treasury Management – Treasury functions in Islamic banks focus on managing liquidity, foreign
exchange and investment portfolios within Shariah boundaries. Tools include short‑term Murabaha, Islamic
commercial paper, and commodity‑based arrangements. Unlike conventional treasuries that rely heavily on
money‑market instruments, Islamic treasuries must balance profitability with compliance, often resulting in
higher operational costs. An example is an Islamic bank maintaining a liquidity buffer in the form of
high‑quality Sukuk that can be readily sold in secondary markets. Challenges include limited market depth,
higher transaction costs, and the need for continuous Shariah oversight.

Islamic Financial Innovation – Innovation in this field seeks to develop new products that meet modern
financial needs while respecting Islamic principles. Recent examples include digital Islamic banking
platforms, blockchain‑based Sukuk issuance, and fintech solutions that automate Shariah screening. While
innovation can expand access and efficiency, it also raises concerns about maintaining doctrinal integrity,
regulatory oversight, and the potential for “green‑washing” of products that claim compliance without
substantive adherence. Practitioners must balance the drive for novel solutions with rigorous scholarly
review.

Cross‑Border Islamic Finance – Conducting Islamic finance across jurisdictions introduces additional layers
of complexity, including divergent legal systems, varying interpretations of Shariah, and differences in tax
treatment. Successful cross‑border transactions often rely on the use of standard contracts (e.G., AAOIFI
Murabaha) and the appointment of a lead Shariah board that can provide a unified opinion. For instance, a
multinational corporation may finance a project in the Middle East using a Sukuk issued in a European
market, requiring coordination between European regulators, the local jurisdiction’s Shariah authority, and
the investors’ compliance teams. Challenges include reconciling conflicting legal requirements, managing
currency risk without conventional derivatives, and ensuring that all parties accept the same Shariah
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interpretation.

Islamic Finance Education and Certification – Professional certification programs, such as the one offered in
Jersey, equip practitioners with the knowledge required to navigate the intricate legal, theological and
commercial aspects of Islamic finance. Core components include understanding contract mechanics, Shariah
governance, risk management and regulatory environments. Graduates are expected to apply this
knowledge in structuring compliant products, conducting due diligence, and advising clients. Ongoing
education is essential because jurisprudential opinions evolve, new standards emerge, and market practices
shift.

Islamic Finance Challenges – Despite rapid growth, the sector faces several persistent challenges. These
include the lack of uniform standards leading to divergent contract interpretations; limited depth in
secondary markets for Islamic instruments, which reduces liquidity; higher transaction costs due to the need
for detailed documentation and Shariah oversight; and the perception that certain structures (e.G.,
Tawarruq) are merely “interest‑in‑disguise.” Additionally, regulatory frameworks in many jurisdictions are
still adapting to accommodate Islamic principles, creating uncertainty for issuers and investors alike.
Addressing these challenges requires coordinated efforts among scholars, regulators, standard‑setting
bodies and market participants.

Practical Application Example – Home Financing – A typical Islamic home‑financing product may combine
Ijarah‑Muntahia and Murabaha. The bank purchases the property, leases it to the client (Ijarah) while the
client makes periodic rent payments. At the end of the lease term, the client exercises an option to purchase
the property at a predetermined price (Muntahia), effectively converting the lease into ownership. The rent
component reflects the bank’s profit, and the purchase price is set to cover the bank’s cost plus an agreed
markup. This structure avoids interest, provides the client with immediate occupancy, and aligns with
risk‑sharing principles because the bank retains ownership risk until the client’s purchase. Key challenges
include accurate valuation of the property, ensuring that the rent does not exceed market rates, and
complying with local property‑transfer laws.

Practical Application Example – Trade Finance – An exporter in Malaysia requires pre‑shipment financing to
purchase raw materials. The Islamic bank enters into a Salam contract, paying the exporter in advance for
the commodity to be delivered in three months. The exporter uses the cash to procure the raw material,
manufactures the product, and delivers it to the buyer as stipulated. Upon delivery, the bank receives the
commodity and sells it in the market, earning a profit that is not predetermined but derived from the actual
market price. This arrangement provides working capital without interest, aligns with the principle of
risk‑sharing, and facilitates international trade. Challenges include price volatility at the time of commodity
receipt and the need for robust documentation to prove the existence of the commodity throughout the
transaction.

Practical Application Example – Corporate Financing – A construction firm seeks capital to build a
commercial complex. The Islamic bank structures a Musharakah partnership, contributing 70 % of the
project’s equity and the firm contributing 30 %. Profits from the completed complex (rental income and
eventual sale) are shared in proportion to the equity contributions, while any loss is allocated similarly. The
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bank’s share of profit is earned through genuine participation in the venture, rather than a fixed interest
charge. This arrangement encourages prudent project management and aligns incentives. However, the
bank must monitor construction progress, assess market demand, and manage potential cost overruns that
could affect profit distribution.

Practical Application Example – Sukuk Issuance – A sovereign entity wishes to raise funds for infrastructure
development. It issues Ijarah‑based Sukuk, where the assets (e.G., Highways) are leased to a special purpose
vehicle (SPV). Investors purchase the Sukuk, becoming partial owners of the lease income generated by the
SPV. The SPV pays rental receipts to the Sukuk holders, providing a predictable cash flow that reflects the
asset’s performance. The issuance complies with Shariah because investors hold a share of a tangible asset
and receive rent rather than interest. Challenges include ensuring that the underlying assets remain
operational, managing the SPV’s governance, and handling currency exposure if the Sukuk is denominated
in a foreign currency.

Practical Application Example – Takaful Operations – A Takaful operator offers family protection plans.
Participants contribute regular premiums to a common pool, which the operator manages under a Wakalah
arrangement, earning a fixed agency fee. When a claim occurs (e.G., Death of the insured), the pool pays the
beneficiaries according to the policy terms. Surplus at the end of the year may be redistributed to
participants or retained for future claims, depending on the operator’s policy. This model embodies mutual
assistance, avoids uncertainty, and aligns with Islamic principles of solidarity. Operational challenges include
accurate actuarial modelling, maintaining sufficient reserves, and ensuring that the surplus distribution
complies with Shariah rulings.

Challenges in Documentation – Islamic contracts require detailed documentation to demonstrate
compliance. For Murabaha, the purchase order, invoice, and resale agreement must be retained, showing
the transfer of ownership and the profit margin. In Ijarah, lease agreements must specify asset description,
lease term, rent schedule and ownership retention clauses. The volume of paperwork can increase
transaction costs and extend settlement times. Moreover, inconsistencies in documentation across
jurisdictions can lead to disputes over the true nature of a transaction. Effective document management
systems, standardized templates and clear internal controls are essential to mitigate these risks.

Challenges in Auditing – Auditors must verify not only the financial aspects of a transaction but also its
Shariah compliance. This dual‑audit requirement adds complexity, as auditors need both accounting
expertise and knowledge of Islamic jurisprudence. In practice, banks often engage separate Shariah auditors
to review contract structures, while conventional auditors focus on financial statements. Coordination
between the two audit streams is crucial to avoid contradictory findings. Additionally, the dynamic nature of
scholarly opinions may require auditors to reassess compliance periodically, increasing the audit workload.

Challenges in Market Acceptance – While demand for Islamic finance is growing, some investors remain
skeptical about the robustness of Shariah compliance mechanisms. Concerns include the perceived
similarity of certain products to conventional counterparts, the risk of “green‑washing,” and the lack of clear,
universally accepted standards. To build confidence, issuers must provide transparent disclosures,
third‑party Shariah certifications and evidence of asset‑backing. Education initiatives aimed at both retail
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and institutional investors can also improve market acceptance.

Challenges in Technology Integration – The rise of fintech and digital platforms offers opportunities for
greater accessibility, yet integrating these technologies with Islamic finance principles requires careful
design. Smart contracts on blockchain, for instance, must be programmed to enforce contract terms that
avoid riba and gharar. This demands collaboration between technologists, Shariah scholars and legal
experts. Moreover, data security, privacy and regulatory compliance must be addressed to protect
participants and maintain trust.

Challenges in Cross‑Cultural Interpretation – Islamic finance operates across diverse cultural contexts, each
with its own legal traditions, business practices and levels of familiarity with Shariah concepts. A contract
deemed compliant in one region may be viewed differently elsewhere due to varying interpretations of
permissible profit‑rates or acceptable risk levels. Practitioners must navigate these differences by engaging
local scholars, adapting documentation to reflect regional nuances, and ensuring that all parties share a
common understanding of the contract’s substance.

Challenges in Pricing – Determining appropriate profit margins for Murabaha or rent rates for Ijarah
involves balancing market competitiveness with Shariah adherence. Excessively high margins may be viewed
as exploitative, while overly low margins could jeopardize the financial institution’s sustainability. Pricing
must reflect the true cost of the underlying asset, operational expenses and a reasonable profit, all while
remaining transparent to the client. Benchmarking against comparable conventional products can provide
guidance, but adjustments may be needed to account for the additional compliance costs inherent in
Islamic financing.

Challenges in Liquidity Provision – Providing liquidity to Islamic banks without resorting to interest‑bearing
instruments remains a persistent issue. While Murabaha windows and Sukuk issuance are common
solutions, they often involve higher transaction costs and longer settlement periods compared to
conventional interbank lending. The development of a robust Islamic interbank market, with standardized
contracts and central clearing, could alleviate these constraints, but requires coordinated regulatory support
and market participant commitment.

Challenges in Risk Management – Risk management frameworks in Islamic finance must respect the
prohibition of riba while still protecting institutions from credit, market and operational risks. Traditional
risk‑mitigation tools such as interest rate swaps are unavailable, prompting the use of alternative structures
like profit‑rate swaps or commodity‑based hedges. These alternatives may be less efficient or have limited
market depth, increasing the cost of risk mitigation. Institutions must therefore invest in sophisticated
modelling, maintain diversified asset portfolios and develop internal expertise in Shariah‑compliant risk
tools.

Challenges in Standard Development – Standard‑setting bodies such as AAOIFI and IFSB constantly refine
guidelines to address emerging products and market practices. However, the adoption of these standards is
not uniform; some jurisdictions incorporate them fully, while others adapt them to local legal contexts. This
patchwork of adoption can hinder cross‑border transactions and create uncertainty for issuers. Ongoing
dialogue among scholars, regulators and industry participants is essential to harmonise standards and
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promote a cohesive global Islamic finance ecosystem.

Challenges in Investor Education – Investors often lack a deep understanding of the nuances that
differentiate Islamic financial products from conventional ones. Misconceptions about the nature of
profit‑sharing, the role of Shariah boards, and the implications of screening criteria can lead to misaligned
expectations.
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