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Professional Certificate in Islamic Finance and Islamic Law (Jersey)

Shariah Governance and Compliance

Shariah Governance refers to the system of policies, procedures, and structures that an Islamic financial
institution (IFI) puts in place to ensure that its operations, products, and services are consistent with Islamic
law. The purpose of governance is to embed Shariah considerations into the strategic decision‑making
process, rather than treating compliance as a checklist item after the fact. Effective governance requires
clear accountability, documented processes, regular monitoring, and transparent reporting to stakeholders,
including shareholders, regulators, and the wider community.

Shariah Compliance is the state of conformity with the principles and rules derived from the Qur’an, Sunnah,
and scholarly consensus (ijma‘). In practice, compliance means that every transaction, contract, and
investment undertaken by the IFI is examined and approved by qualified scholars who issue a ruling (fatwa)
confirming that the activity is permissible (halal). Compliance also involves ongoing oversight to detect any
deviation from approved structures and to rectify issues promptly.

Shariah Board is a panel of qualified Islamic scholars appointed by an IFI to provide authoritative guidance
on matters of Shariah. The board typically includes a chief scholar (often titled “Shariah Advisor” or “Shariah
Committee Chairman”) and a mix of jurists with expertise in finance, law, and specific sectors such as real
estate or commodities. The board’s responsibilities include reviewing new product proposals, issuing fatwas,
supervising the implementation of Shariah policies, and issuing periodic compliance reports.

Fatwa (plural: Fatwas) is a scholarly legal opinion issued by a qualified jurist (mufti) on a specific issue. In the
context of Islamic finance, a fatwa determines whether a particular contract, structure, or transaction
complies with Shariah. Fatwas are not static; they may be updated as new market practices emerge or as
scholarly interpretation evolves. For example, the introduction of “Sukuk” (Islamic bonds) required a series
of fatwas to clarify how the underlying assets must be structured to avoid riba (interest).

Riba is the Arabic term for interest or usury, which is strictly prohibited in Islamic law. Riba can appear in
two forms: Riba al‑nasiah (interest on a loan over time) and riba al‑fadl (excess in trade of similar
commodities). The prohibition of riba underpins the need for profit‑and‑loss sharing (PLS) arrangements
such as mudarabah and musharakah, which align the interests of capital providers and entrepreneurs
without guaranteeing a fixed return.

Mudarabah is a partnership where one party (the capital provider, or rabb al‑mal) supplies funds, while the
other party (the manager, or mudarib) provides expertise and conducts the business. Profits are shared
according to a pre‑agreed ratio, but losses are borne solely by the capital provider unless caused by
negligence or breach of contract by the manager. This structure embodies the principle of risk‑sharing and
is widely used for investment accounts and venture financing.

Musharakah is a joint‑venture partnership where all partners contribute capital and share in profits and
losses according to their equity stakes. Unlike mudarabah, all partners may also have managerial
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responsibilities, and losses are proportionate to each partner’s contribution. Musharakah can be employed
for project financing, real‑estate development, or any venture where equity participation is appropriate.

Ijarah is an Islamic leasing arrangement where the lessor (owner) transfers the usufruct (right to use) of an
asset to the lessee for a specified period in exchange for rentals. The ownership remains with the lessor, and
at the end of the lease term, the asset may be returned, purchased, or the lease renewed, depending on the
contract terms. Ijarah is commonly used for equipment, vehicles, and property financing.

Murabaha is a cost‑plus sale contract wherein the seller discloses the original cost of an asset and adds a
profit margin agreed upon by both parties. The buyer pays the total price in installments or upfront.
Murabaha is often employed for trade financing and short‑term working capital needs. The key Shariah
requirement is full transparency of cost and profit, ensuring no hidden interest is embedded.

Istisna‘ is a contract for manufacturing or construction where the buyer orders a specific asset to be
produced or built according to agreed specifications, paying either in advance, at milestones, or upon
completion. The seller undertakes the production risk, and the contract must be tied to a tangible,
identifiable asset, avoiding speculative or uncertain outcomes.

Salam is an advance purchase contract where the buyer pays the full price upfront for goods to be delivered
at a future date. The goods must be specified in terms of quantity, quality, and delivery time. Salam is used
primarily in agricultural financing, allowing farmers to secure working capital before harvest.

Wakala is an agency contract where the principal (often a bank) appoints an agent to perform a specific
task, such as investing funds in Shariah‑compliant assets. The agent may receive a fixed fee (wakala fee) or a
performance‑based remuneration. The key distinction is that the agent does not assume ownership of the
assets; they act on behalf of the principal.

Hedging in conventional finance often involves derivatives that may contain elements of riba, gharar
(excessive uncertainty), or maysir (gambling). Islamic finance permits hedging only when the instrument is
structured to avoid these prohibited elements, such as through profit‑rate swaps that are based on actual
assets and real economic transactions. The Shariah Board must scrutinise any hedging strategy to ensure
compliance.

Gharar denotes uncertainty, ambiguity, or deception in a contract. Contracts that contain excessive
uncertainty regarding the subject matter, price, or delivery are prohibited. To mitigate gharar, Islamic
contracts require clear definition of the asset, price, and terms, and must avoid speculative elements such as
options or futures without underlying assets.

Maysir is gambling or games of chance. Any transaction that resembles gambling, where the outcome is
based purely on chance rather than real economic activity, is prohibited. For instance, a contract that
involves a random draw of profit or loss without a tangible asset violates the prohibition of maysir.

Halal describes anything permissible under Islamic law. In finance, a product or service is halal if it adheres
to the core principles of Shariah, including the prohibition of riba, gharar, and maysir, and conforms to the
ethical standards of permissible (halal) investments, such as avoiding businesses involved in alcohol, pork,
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or gambling.

Haram indicates prohibited activities. Financial institutions must screen their investment portfolios to
exclude haram sectors, a process known as “sector screening.” Common haram sectors include conventional
banking, tobacco, weapons manufacturing, and entertainment that conflicts with Islamic moral values.

Shariah Audit is an independent review conducted by a qualified auditor to assess whether an IFI’s
operations, products, and reporting comply with the Shariah framework established by the board. The audit
covers documentation, transaction records, risk management practices, and the adequacy of internal
controls. Findings are reported to the board and senior management for corrective action.

Shariah Advisory services are provided by external consultants or specialist firms that assist IFIs in
developing Shariah policies, drafting contracts, and training staff. Advisory services may also include
benchmarking against global best practices, assisting with product innovation, and facilitating
communication with regulators.

Shariah Risk is the risk that non‑compliance with Shariah could lead to reputational damage, financial loss,
or regulatory sanctions. Shariah risk is distinct from conventional credit, market, and operational risks.
Effective governance requires identification, measurement, and mitigation of Shariah risk through dedicated
risk‑management frameworks.

Shariah Governance Framework is the overarching structure that integrates Shariah considerations into the
institution’s overall governance. The framework typically comprises the Shariah Board, a Shariah compliance
function, internal audit, risk management, and reporting mechanisms. It also defines the escalation
procedures for breaches and the roles of senior management in supporting Shariah objectives.

Shariah Policy Statement is a formal document that outlines the institution’s commitment to Shariah
principles, the scope of its Shariah activities, and the governance arrangements. The statement is usually
approved by the board of directors and communicated to all stakeholders, ensuring transparency and
alignment of expectations.

Shariah Compliance Function is an internal department, often reporting directly to the Shariah Board,
responsible for day‑to‑day monitoring of compliance, product approvals, and staff training. The function
maintains a register of approved contracts, tracks changes in regulations, and coordinates with external
auditors.

Shariah Reporting involves the preparation of periodic reports that disclose the institution’s compliance
status, the composition of its investment portfolio, and any Shariah‑related incidents. Reports are provided
to shareholders, regulators, and the public, and often include a “Shariah compliance certificate” issued by
the board.

Shariah Certification is a formal attestation, usually issued annually, confirming that the institution’s
operations and products meet the required Shariah standards. Certification may be granted by internal
boards or external certification bodies, and it enhances credibility with investors and customers.
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Shariah Audit Committee is a sub‑committee of the board of directors that oversees the Shariah audit
process, reviews audit findings, and ensures that appropriate remedial actions are taken. The committee
acts as a bridge between the Shariah Board and senior management, reinforcing accountability.

Regulatory Shariah Oversight refers to the role of financial regulators in supervising the Shariah compliance
of Islamic financial institutions. In jurisdictions such as Jersey, the regulator may issue guidelines, conduct
inspections, and require periodic reporting to ensure that IFIs operate within an accepted Shariah
framework.

Shariah-Compliant Index is a benchmark that tracks the performance of a basket of securities screened for
Shariah compliance. Asset managers use the index to construct portfolios that align with investors’ ethical
preferences. The index methodology typically includes sector screening, quantitative thresholds (e.G.,
Debt‑to‑equity ratios), and periodic rebalancing.

Equity Screening is the process of evaluating a company’s financial ratios and activities to determine its
suitability for inclusion in a Shariah‑compliant portfolio. Common screening criteria involve limiting
interest‑bearing debt to a certain percentage of total assets (often 33 %) and ensuring that the company’s
primary business is not haram.

Liquidity Management in an Islamic bank must be conducted using Shariah‑compliant instruments, such as
profit‑rate swaps, commodity Murabaha, or sukuk. The aim is to manage cash flows while avoiding reliance
on conventional interest‑bearing instruments. Liquidity management policies are reviewed by the Shariah
Board to ensure compliance.

Profit‑Rate Swap is an Islamic alternative to an interest rate swap. It involves exchanging cash flows based
on a benchmark profit rate for cash flows derived from an underlying asset, such as a commodity Murabaha
transaction. The swap must be linked to a tangible asset to avoid riba.

Sukuk are Islamic securities that represent ownership in a pool of assets, rather than a debt obligation.
Holders receive a share of the cash flows generated by the underlying assets, such as rental income from
property or profit from a project. Sukuk structures vary (e.G., Ijarah‑based, Musharakah‑based) and each
requires a specific fatwa.

Shariah Governance Charter is a formal document that outlines the roles, responsibilities, and authority of
each governance component, including the Shariah Board, compliance function, audit committee, and
senior management. The charter serves as a reference for internal controls and external assessments.

Conflict of Interest arises when a board member, auditor, or senior executive has personal or financial
interests that could influence their judgment on Shariah matters. Governance policies require disclosure of
such interests and may prohibit participation in certain decisions to preserve independence.

Board of Directors in an IFI has a fiduciary duty to ensure that the institution’s strategic direction aligns with
both commercial objectives and Shariah principles. Directors must be aware of Shariah risk, support the
Shariah Board, and allocate resources for compliance activities.

Read online: https://certificates.lsba.org.uk/guides/3926688/shariah-
governance-and-compliance

London School of Business and Administration · 21 Jun 2026



G U I D E

Shariah Training is essential for staff at all levels to understand the underlying principles of Islamic finance,
the specific contractual forms, and the operational implications of non‑compliance. Training programs may
include workshops, e‑learning modules, and certification courses.

Documentation Standards require that every contract, transaction, and approval be recorded in a manner
that demonstrates Shariah compliance. Standardized templates, clear signatures, and audit trails are critical
for transparency and for facilitating external audits.

Internal Controls are mechanisms designed to prevent, detect, and correct deviations from Shariah policy.
Controls may include segregation of duties, automated compliance checks in the core banking system, and
periodic reconciliations of the Shariah‑compliant asset register.

Risk‑Based Approach to Shariah compliance means that the intensity of monitoring and oversight is
proportional to the materiality of the risk. High‑risk products (e.G., Complex sukuk structures) receive more
frequent reviews, while low‑risk activities (e.G., Standard Murabaha sales) may be subject to routine checks.

Compliance Monitoring involves ongoing surveillance of transactions to ensure they remain within the
approved parameters. Monitoring tools may include rule‑based engines that flag deviations in profit
margins, asset valuations, or payment schedules.

Remediation Process is the set of steps taken when a non‑compliance issue is identified. It typically includes
root‑cause analysis, corrective actions (such as contract amendment or reversal), and reporting to the
Shariah Board and senior management. Remediation may also involve compensation to affected parties.

Transparency is a core tenet of Shariah governance. Institutions must disclose their Shariah policies, the
composition of their Shariah‑compliant assets, and any material changes to contracts or governance
structures. Transparency builds trust with customers, investors, and regulators.

Ethical Investment in the Islamic context goes beyond financial compliance; it also reflects moral values.
Institutions may adopt additional screening criteria, such as environmental sustainability, social
responsibility, and corporate governance (ESG) considerations, provided they do not conflict with Shariah
principles.

Islamic Microfinance applies Shariah‑compliant financing techniques to small‑scale borrowers. Structures
such as Murabaha, Qard Hasan (interest‑free loan), and micro‑Mudarabah are adapted to meet the needs of
low‑income individuals while preserving the prohibition of riba.

Qard Hasan is an interest‑free loan extended for charitable or social purposes. The borrower is obligated to
repay the principal amount, but no profit is charged. Qard Hasan is often used by charitable foundations or
in community‑based financing schemes.

Islamic Insurance (Takaful) is a cooperative model where participants contribute to a pool that is used to
indemnify members against loss. Surplus from the pool may be distributed back to participants, and the
operation must avoid uncertainty (gharar) and gambling (maysir). Takaful operators must adhere to Shariah
governance rules similar to other IFIs.
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Shariah Governance in Takaful includes a separate Shariah Board, specific guidelines for surplus distribution,
and strict adherence to risk‑sharing principles. The board reviews underwriting policies, investment of the
fund’s assets, and claims handling procedures.

Regulatory Capital requirements for Islamic banks may differ from conventional banks, reflecting the distinct
risk profile of Shariah‑compliant assets. Regulators may require capital buffers for Shariah risk, and the
Shariah Board must ensure that capital adequacy calculations incorporate asset‑specific considerations.

Capital Adequacy Ratio (CAR) is calculated based on risk‑weighted assets, where Shariah‑compliant assets
may be assigned different risk weights. The board must approve the methodology used to assign risk
weights, ensuring it aligns with both regulatory standards and Shariah principles.

Liquidity Coverage Ratio (LCR) for Islamic banks must be measured using high‑quality liquid assets that are
Shariah‑compliant. The Shariah Board reviews the composition of the liquidity buffer to confirm that assets
such as sovereign sukuk meet the required standards.

Asset‑Backed Financing requires that every financing transaction be linked to a tangible asset, thereby
avoiding the creation of money through interest. This principle is central to products like Ijarah, Murabaha,
and Istisna‘, where the asset provides the economic substance of the transaction.

Islamic FinTech introduces new technological platforms for delivering Shariah‑compliant services, such as
digital wallets, blockchain‑based smart contracts, and robo‑advisors. Governance challenges include
ensuring that algorithms embed Shariah rules, that data privacy is respected, and that cyber‑security
measures meet regulatory expectations.

Smart Contract on a blockchain can automate the execution of Islamic contracts, but the code must reflect
the legal rulings of the Shariah Board. For example, a smart contract for a Murabaha sale must disclose the
cost and profit margin, enforce payment schedules, and prevent early termination without mutual consent.

Digital Asset Shariah Screening is an emerging area where cryptocurrencies and tokenised assets are
evaluated for compliance. Scholars assess whether the underlying asset is permissible, whether the token
involves excessive uncertainty, and whether the transaction entails prohibited activities. Governance policies
must address these assessments before offering digital products.

Shariah Governance in Cross‑Border Transactions presents additional complexity due to differing legal
jurisdictions, tax regimes, and regulatory expectations. The Shariah Board must coordinate with legal
counsel to ensure that contract clauses comply with both local law and Islamic principles. For instance, a
sukuk issued in a non‑Islamic jurisdiction may require a dual‑track structure to satisfy both secular and
Shariah requirements.

Legal Opinion from a qualified Shariah scholar provides formal confirmation that a transaction is
permissible. The opinion may be required by regulators, investors, or counterparties. Legal opinions are
often attached to transaction documents as an annex, ensuring that all parties have documented proof of
compliance.

Read online: https://certificates.lsba.org.uk/guides/3926688/shariah-
governance-and-compliance

London School of Business and Administration · 21 Jun 2026



G U I D E

Shariah Review Cycle is the periodic schedule—typically annual—by which the Shariah Board revisits all
approved products, contracts, and investment holdings. The review includes re‑assessment of fatwas,
evaluation of market developments, and updating of policies to reflect evolving jurisprudential consensus.

Audit Trail refers to the chronological record of all actions taken on a transaction, from initial proposal to
final approval. Maintaining a robust audit trail enables auditors to trace decisions, verify compliance, and
detect any unauthorized alterations.

Materiality Threshold defines the level at which a deviation from Shariah policy must be reported to senior
management or the board. For example, a breach involving assets exceeding a certain monetary value or a
breach that could affect the institution’s reputation may trigger immediate escalation.

Escalation Protocol outlines the steps for reporting non‑compliance, including who must be notified, the
timeframe for response, and the remedial actions required. Clear protocols prevent delays in addressing
Shariah breaches and ensure accountability.

Shariah Governance Maturity Model is a framework used to assess the sophistication of an institution’s
governance structures. Levels range from basic compliance (ad‑hoc processes) to optimized governance
(integrated risk management, continuous improvement). The model helps institutions benchmark progress
and identify gaps.

Stakeholder Engagement involves communicating with customers, investors, regulators, and the broader
community about the institution’s Shariah practices. Effective engagement includes publishing annual
reports, hosting seminars, and providing educational resources that demystify Islamic finance concepts.

Islamic Banking License is granted by the regulator after the institution demonstrates that it has adequate
Shariah governance structures, qualified personnel, and compliant products. The licensing process often
includes a review of the Shariah Board’s credentials and the institution’s internal controls.

Shariah Compliance Software automates many aspects of monitoring, including contract validation,
profit‑margin calculations, and asset‑screening. The software must be configured to reflect the specific
rulings of the institution’s Shariah Board, and regular updates are required to incorporate new fatwas.

Ethical Dilemma may arise when a profitable opportunity conflicts with Shariah principles. For example, a
lucrative investment in a technology firm that derives a portion of revenue from haram activities would be
rejected, even if the financial returns are attractive. Governance policies guide decision‑making in such
scenarios.

Operational Risk in the Islamic context includes the risk of mis‑application of Shariah rules due to staff error,
system failure, or inadequate training. Mitigation strategies involve robust SOPs (standard operating
procedures), regular competency assessments, and contingency planning.

Regulatory Reporting for Islamic banks may require specific disclosures, such as the proportion of assets
funded through profit‑and‑loss sharing versus asset‑backed financing, the number of Shariah‑compliant
contracts, and any material changes to the Shariah Board composition.
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Shariah Governance Disclosure is often included in the annual financial statements, providing stakeholders
with a clear picture of how the institution adheres to Islamic principles. The disclosure may be accompanied
by an independent audit opinion.

Compliance Checklist is a practical tool used by front‑office staff to verify that each contract meets the
required Shariah criteria before submission for board approval. Checklists typically include items such as
“cost disclosed,” “profit margin within approved range,” and “asset ownership confirmed.”

Profit‑Sharing Ratio in mudarabah or musharakah agreements must be predetermined and documented.
The ratio cannot be altered unilaterally after the contract is executed, as doing so would constitute a breach
of the agreed Shariah terms.

Islamic Index Fund tracks a Shariah‑compliant benchmark and provides investors with diversified exposure
to halal equities. The fund manager must ensure that the underlying securities meet the screening criteria,
and any changes to the index composition must be communicated promptly.

Islamic Derivatives are structured to provide risk‑mitigation without violating Shariah prohibitions. Examples
include commodity Murabaha (used for forward financing) and wakala‑based swaps. Each derivative
requires a specific fatwa and continuous monitoring to ensure that the underlying transaction remains
Shariah‑compliant.

Islamic Corporate Governance aligns the broader corporate governance framework with Shariah values. It
includes board composition, executive compensation, and shareholder rights, ensuring that the institution’s
overall conduct reflects ethical standards.

Executive Compensation in an Islamic bank must avoid incentives that encourage excessive risk‑taking or
conflict with Shariah principles. Compensation structures often incorporate performance metrics based on
profit‑and‑loss sharing outcomes rather than interest‑based benchmarks.

Shareholder Rights include the right to receive Shariah‑compliant dividends, to vote on major policy
changes, and to access transparent information about the institution’s compliance status. Protecting these
rights reinforces confidence in the governance system.

Regulatory Sandboxes allow fintech innovators to test new Shariah‑compliant products under a controlled
environment. The sandbox framework requires close coordination with the Shariah Board to ensure that
experimental contracts adhere to Islamic law throughout the testing phase.

Islamic Wealth Management offers tailored investment solutions that respect the client’s religious
preferences. Portfolio construction involves asset‑screening, ethical screening, and continuous monitoring,
with the Shariah Board providing oversight on product suitability.

Islamic Micro‑Sukuk are small‑scale sukuk offerings designed for retail investors or community projects. The
issuance process mirrors that of larger sukuk but focuses on simplicity, transparency, and accessibility,
ensuring that participants understand the underlying asset and profit distribution.
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Islamic Crowdfunding platforms enable collective financing of projects using Shariah‑compliant structures
such as mudarabah or qard hasan. Governance challenges include vetting projects for compliance,
managing investor expectations, and ensuring that funds are used for permissible purposes.

Islamic Estate Planning incorporates Shariah considerations into wills, trusts, and inheritance distribution.
The principles of faraid (Islamic inheritance law) dictate specific shares for heirs, and any estate planning
product must align with these rules.

Islamic Corporate Social Responsibility (CSR) extends the ethical dimension of Shariah beyond finance,
encouraging institutions to contribute positively to society, support charitable causes, and promote
sustainable development, all while adhering to Islamic moral teachings.

Shariah Governance Challenges include maintaining independence of the board, preventing conflicts of
interest, dealing with divergent scholarly opinions, and adapting to rapid market innovation. Institutions
must balance the need for flexibility with the imperative of doctrinal consistency.

Independence of the Shariah Board is critical to avoid undue influence from senior management. Best
practice dictates that board members receive remuneration that is independent of the institution’s
profit‑sharing arrangements, and that they have the authority to veto non‑compliant proposals.

Divergent Scholarly Opinions arise because Islamic jurisprudence (fiqh) can yield multiple valid
interpretations for a given transaction. When faced with differing opinions, institutions may adopt a
“majority‑view” approach, document the rationale, and disclose the chosen stance to stakeholders.

Technology Integration poses challenges in ensuring that digital platforms correctly embed Shariah rules.
For example, an online loan application must automatically enforce Murabaha pricing limits and generate a
compliant contract for review by the Shariah Board.

Continuous Professional Development for Shariah scholars is essential to keep pace with evolving financial
products. Institutions often sponsor scholars to attend conferences, pursue advanced studies, and engage
in research, thereby enhancing the depth of expertise available on the board.

Risk Management Alignment requires that Shariah risk be incorporated into the enterprise
risk‑management (ERM) framework. This includes quantifying Shariah risk, assigning it a risk rating, and
integrating it with credit, market, and operational risk assessments.

Quantitative Shariah Risk Metrics may involve measuring the proportion of assets subject to ongoing
compliance monitoring, the frequency of non‑compliance incidents, and the time taken to remediate
breaches. These metrics help senior management track governance effectiveness.

Shariah Governance Audits can be internal or external. Internal audits focus on process adherence, while
external audits provide an independent assurance to regulators and investors. Both types of audits examine
documentation, contract approvals, and the effectiveness of monitoring systems.

Audit Findings are reported to the Shariah Board with recommendations for improvement. Common
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findings include incomplete documentation, inadequate segregation of duties, and insufficient staff training.
The board must prioritize actions and allocate resources for remediation.

Regulatory Penalties for non‑compliance can range from fines to revocation of the banking license.
Penalties underscore the importance of robust governance structures and the need for proactive
compliance management.

Best‑Practice Frameworks such as the AAOIFI (Accounting and Auditing Organization for Islamic Financial
Institutions) standards, the IFSB (Islamic Financial Services Board) guidelines, and the Basel III adaptations
for Islamic banks provide benchmarks for governance and compliance.

AAOIFI Standard 3 addresses the governance of Islamic financial institutions, outlining requirements for
board composition, Shariah oversight, and internal controls. Institutions that align with AAOIFI standards
often gain greater acceptance in global markets.

IFSB Standard 4 focuses on risk management for Islamic banks, emphasizing the integration of Shariah risk
into the overall risk framework. The standard recommends establishing a dedicated Shariah risk committee
and developing risk‑adjusted capital models.

Case Study: Murabaha Transaction – A corporate client seeks a Murabaha facility to purchase inventory. The
process begins with the client submitting a request to the relationship manager, who forwards the proposal
to the Shariah compliance function. The function checks that the cost price is verified, the profit margin
complies with the approved range, and that the asset is permissible. Once the compliance check passes, the
transaction is presented to the Shariah Board for final approval. The board issues a fatwa confirming the
structure, and the contract is executed. Post‑execution, the system monitors repayment schedules, and any
deviation triggers an alert to the compliance team. This example illustrates the interaction of multiple
governance layers.

Case Study: Sukuk Issuance – An institution plans to raise capital through a sukuk. The project team drafts a
prospectus outlining the asset‑backed structure, profit distribution mechanism, and legal covenants. The
Shariah Board reviews the draft, focusing on asset ownership, the prohibition of riba, and the clarity of
profit‑sharing terms. A fatwa is issued, and the prospectus is revised accordingly. The issuance is then
subjected to regulatory approval, which includes a review of the Shariah governance processes. After the
sukuk is sold, ongoing monitoring ensures that cash flows from the underlying assets are used to meet the
profit obligations. Any shortfall must be addressed through the board’s remedial procedures.

Practical Application: Screening Process – An asset‑management team receives a list of potential equities
for inclusion in an Islamic fund. The team applies a quantitative screen: Debt‑to‑equity must be below 30 %,
cash‑and‑cash equivalents must not exceed 15 % of total assets, and revenues from haram activities must
be less than 5 %. Companies passing the quantitative filter are then subjected to a qualitative review, where
the Shariah Board examines the nature of the business, corporate governance, and any recent controversies.
Only after both screens are cleared does the asset receive approval for purchase.

Practical Application: Hedging Strategy – An Islamic bank faces exposure to foreign‑exchange risk on a
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portfolio of sukuk denominated in foreign currencies. To hedge, the bank enters into a commodity
Murabaha transaction, purchasing a commodity on the spot market and selling it forward at a pre‑agreed
price. The profit margin is disclosed, and the transaction is documented as a Shariah‑compliant hedge. The
Shariah Board reviews the structure, ensures that the underlying commodity is permissible, and confirms
that the profit margin does not exceed the approved ceiling. The bank’s risk‑management system records
the hedge, and periodic reports are generated for the Shariah compliance function.

Challenge: Managing Divergent Jurisdictions – An IFI operating in multiple countries must reconcile
differing regulatory expectations. For instance, a jurisdiction may require a higher capital reserve for sukuk,
while another may have lenient reporting standards. The Shariah Board must coordinate with local legal
teams to adapt contracts to each jurisdiction’s requirements without compromising core Shariah principles.
This often involves drafting dual‑track contracts that satisfy both secular law and Islamic jurisprudence.

Challenge: Rapid Product Innovation – The emergence of blockchain‑based tokenised assets creates new
opportunities but also uncertainty regarding Shariah compliance. Scholars must assess whether the token
represents a share in a tangible asset or merely a speculative instrument. Until a consensus is reached, the
institution may adopt a cautious approach, limiting exposure to pilot projects and requiring explicit board
approval for each tokenised offering.

Challenge: Human Capital Constraints – Qualified Shariah scholars are a limited resource, especially in niche
areas such as Islamic fintech. Institutions may face bottlenecks when multiple product proposals require
simultaneous review. Solutions include developing a tiered review process where routine contracts receive
expedited approval, while complex innovations undergo a more thorough, multi‑day assessment.

Challenge: Data Quality for Screening – Accurate screening depends on reliable data regarding a company’s
revenue streams, debt levels, and business activities. Inconsistent or outdated data can lead to inadvertent
inclusion of haram assets. Institutions invest in third‑party data providers, employ internal data‑validation
teams, and implement automated reconciliation tools to maintain data integrity.

Challenge: Monitoring Ongoing Compliance – Even after an initial approval, a company’s activities may
change, rendering it non‑compliant. Continuous monitoring systems must track news, regulatory filings, and
financial statements for signs of deviation. When a breach is detected, the compliance function escalates
the issue to the Shariah Board, which decides on remedial actions such as divestment or contract
amendment.

Challenge: Balancing Profitability and Purity – Some Shariah‑compliant assets may offer lower yields
compared to conventional equivalents. Institutions must manage stakeholder expectations, communicate
the ethical rationale behind investment choices, and develop innovative structures that enhance returns
while preserving compliance.

Challenge: Public Perception and Trust – Incidents of non‑compliance can erode confidence among the
Muslim community. Transparent communication, swift remediation, and visible governance reforms are
essential to rebuild trust. Institutions often publish detailed incident reports, outlining the root cause,
corrective steps, and preventive measures.
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Challenge: Aligning International Standards – While AAOIFI, IFSB, and local regulators provide guidance,
variations exist in interpretation. Institutions aiming for global reach must harmonize their internal policies
with multiple standards, often adopting the most stringent requirements as a baseline.

Challenge: Incorporating ESG Considerations – Integrating environmental, social, and governance criteria
with Shariah screening adds complexity. For example, a company may be Shariah‑compliant but have a
poor carbon footprint. Institutions develop a dual‑screen approach, where ESG factors are evaluated after
Shariah compliance is confirmed, ensuring that both ethical dimensions are respected.

Challenge: Auditing Complex Structures – Products such as layered sukuk or synthetic hedges involve
multiple legal entities and cash‑flow pathways. Auditors must trace each link to confirm that the underlying
assets remain permissible and that profit distribution aligns with the original fatwa. This often requires
specialised training and collaboration with legal counsel.

Challenge: Maintaining Board Independence – In some institutions, board members may hold executive
positions, creating potential conflicts. Governance policies may stipulate that board members cannot hold
operational roles, or that a majority of board members must be external scholars to safeguard
independence.

Challenge: Succession Planning – The departure of a senior Shariah scholar can create a knowledge gap.
Institutions develop succession plans, including mentorship programs, documentation of rulings, and
gradual transition processes to ensure continuity of expertise.

Challenge: Cross‑Cultural Communication – When an IFI expands into regions with different cultural
understandings of Islamic practice, the Shariah Board must adapt communication, ensuring that local
stakeholders comprehend the governance processes and the rationale behind specific rulings.

Challenge: Implementing Technology Controls – Automated compliance engines must be regularly
calibrated to reflect updates in fatwas and regulatory changes. Institutions establish change‑management
procedures, whereby any alteration to the rule‑set undergoes review and approval by the Shariah Board
before deployment.

Challenge: Measuring Shariah Impact – Quantifying the social and economic impact of Shariah‑compliant
financing is not straightforward. Institutions may develop impact metrics, such as the volume of financing to
SMEs, the number of jobs created, or the proportion of funds allocated to charitable projects, and report
these alongside financial performance.

Challenge: Managing Inter‑Board Coordination – In larger groups, multiple Shariah Boards may exist for
different subsidiaries. Coordination mechanisms, such as a central Shariah oversight committee, help ensure
consistency of rulings across the group while respecting local jurisdictional nuances.

Challenge: Responding to Regulatory Changes – New regulations may impose additional reporting
requirements, limit certain contract types, or alter capital adequacy calculations. The Shariah Board works
closely with compliance and risk teams to assess the impact, adjust policies, and communicate changes to
business units.
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Challenge: Ensuring Ethical Conduct Beyond Finance – Shariah governance extends to corporate behaviour,
including marketing practices, employee conduct, and community engagement. Institutions embed ethical
codes that reflect Islamic values, and the Shariah Board may review high‑visibility campaigns for
compliance.

Challenge: Managing Customer Expectations – Customers may assume that any product offered by an
Islamic bank is automatically Shariah‑compliant. Institutions must educate clients on the specific features of
each product, the scope of the Shariah approval, and any limitations, thereby preventing
misunderstandings.

Challenge: Developing Robust Documentation – The volume of contracts, approvals, and audit trails can be
overwhelming. Institutions adopt document‑management systems that tag each file with metadata (e.G.,
Product type, approval date, board member) to facilitate retrieval and audit readiness.
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