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Preface

Preface

The purpose of this manual is to inform our business audience of the range of services 
currently on offer in the Islamic finance market, including the more advanced 
techniques and original solutions available that address some of the risks inherent  
in the industry.

The industry itself is still in a state of evolution, so it is not possible at this time to 
provide a comprehensive report of all the possible products available in Islamic finance. 
More sophisticated and structured Islamic financings would, however, draw upon one 
or more of the basic products described here, particularly as many of the products will 
have multiple applications.

Whilst this manual describes the more popular applications of Islamic finance 
products, the reader should be aware that certain products and their applications 
which appear commonplace now could in future become less popular with specific 
institutions or scholars. As the industry grows and becomes more mainstream, some 
Shariah scholars may seek to return to the original principles of Islamic finance, which 
could affect the efficacy of certain products.

The characteristics (and applications) of the products we describe here therefore 
represent what we consider best practice based on our experience with leading Shariah 
scholars and our understanding of the AAOIFI Shariah Standards. When it comes to 
a specific transaction, the products will be subject to the views of our client’s Shariah 
Supervisory Board.

This manual is the product of more than 20 years’ immersion in Islamic finance by our 
combined team. We hope that by setting the facts out in a practical fashion, we can 
disseminate much of our knowledge to a wider audience and protect our clients from 
the risks inherent in a nascent and, in many cases, unregulated industry.

April 2013
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An introduction to Islamic finance

Rapid growth

The growth of Islamic finance in the Middle East has been driven largely by demand. 
An increasingly confident Muslim population and a growing middle class have both 
contributed towards the demands for such products. In the West its growth (since 9/11) 
has been largely driven by institutions seeking to benefit from the immense liquidity 
and petrodollars of the Middle Eastern individuals and institutions that demand  
such products. 

The ethical market
Islamic finance also appeals, or may appeal, to those who do not subscribe to the Islamic 
faith. The prohibition of interest (or usury) exists also in the other Abrahamic faiths of 
Judaism and Christianity. The prohibitions around certain classes of asset in Islamic 
finance may not be shared by these faiths (see Shariah due diligence, page 49) but the 
other classes may be quite acceptable. In Malaysia, for example, a growing number 
of Shariah-compliant retail products are being taken up by non-Muslim customers, 
particularly if the products are priced competitively.

Ethical investors are also attracted by the emphasis in Shariah on justice and on the 
promotion of publicly beneficial activity and services, such as environmentally friendly 
projects (see Core principles, page 11). 

Risk management 
There is also a risk management aspect that can interest investors and financiers 
operating in the international banking environment. Investing in Shariah-compliant 
investments or financings is a means of diversifying investments. Speculative 
investments or companies that are highly leveraged are likely to be prohibited under 
Shariah; an element of Shariah compliance may therefore reduce the overall risk of a 
portfolio of investments.

The rapid growth in the global Islamic finance industry can only be sustained and 
remain stable if the underlying products are properly structured and if the financial 
institutions that deploy them know how to protect themselves from, and mitigate, risks. 
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An introduction to Islamic finance

Overview

Islamic finance is a form of financing based on the principles of Islamic law (Shariah).  
It differs substantially from conventional finance. For example, the receipt and payment 
of interest are prohibited under Islamic law. The prohibition of interest is, however, 
merely one aspect of Islamic finance, which, in its broadest sense, is a philosophy or 
paradigm established to pursue the wider objectives of Shariah – the establishment of 
justice for all mankind – in the arena of business and commerce. 

Shariah 
The literal translation of the Arabic term “Shariah” is “the way”, but it is now widely 
understood to mean the principles of Islamic law. Shariah is not a finite standard: it 
is a set of rules, principles and parameters. The primary sources of Shariah are the 
Quran – the sacred book of Islam believed to record the Word of God as revealed to the 
Prophet Muhammad; and the Sunna – the practices of the Prophet Mohammed. The 
Sunna is found in the series of narrations (known as “Hadith”) resulting from dialogue 
or interaction with the Prophet Muhammad, transmitted by his companions and later 
collated by scholars. 

Shariah governs every aspect of a Muslim’s life. A practising Muslim is mandated to 
lead a just and pure life in order to achieve piety. In this endeavour, a Muslim’s income 
and expenditure must remain free of impurities (such as the receipt or payment of 
interest). To do otherwise would be to commit a sin. The need for Islamic finance is 
therefore a spiritual necessity rather than an economic convenience. What constitutes 
“just” and “pure” for a Muslim is set out in Shariah.

While some parts of Shariah are quite specific and incapable of further interpretation, 
some of its requirements are of wider application and take the form of principles 
or guidelines. To that extent, Shariah is therefore subject to a further process of 
interpretation.
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In the context of Islamic finance, AAOIFI (the Accounting and Auditing Organisation 
for Islamic Financial Institutions) has in recent years agreed Shariah Standards with 
the leading Shariah scholars applicable to the main products and principles in Islamic 
finance. The AAOIFI Shariah Standards are increasingly used as a benchmark by the 
Islamic finance industry.

Qiyas and Ijtihad
Shariah scholars use Qiyas, or ruling by analogy, to deal with cases where some form  
of precedent exists. 

Where Qiyas is not deemed possible, the Hadith directs scholars to use Ijtihad, the 
derivation of law through personal reasoning. Shariah scholars performing Ijtihad have 
to be highly skilled, with an excellent knowledge of the Quran and the Hadith, a clear 
understanding of Shariah and its objectives, excellent Arabic grammar and a familiarity 
with the social context of the locality (urf) where Ijtihad is performed. 

A body of law compiled by a school of law is known as fiqh (or Islamic jurisprudence). 
Among Sunni Muslims, there are four main schools of law: Hanafi, Maliki, Shafi and 
Hanbali; these schools differ on the methodology of Ijtihad. Shia Muslims have their 
own rules, schools of law and methodology for Ijtihad. This has resulted in differing 
(and sometimes conflicting) rulings among the various schools. Although there is 
unanimity among the schools on the larger issues (such as theology), they diverge over 
the detailed application of certain aspects of Islamic law. These differences between the 
various schools has allowed fiqh to evolve and remain relevant to the communities in 
which fiqh is applied.

Fatwa
Each rule resulting from the Ijtihad process is a fatwa, or personal opinion, from the 
scholar in question. Since an individual fatwa is arrived at through the faculties of man 
and is therefore fallible, its value is enhanced where there is consensus (ijma’a) through 
consultation (shura) among several scholars. 
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An introduction to Islamic finance

Core principles 

Sharing (profit, loss and risk)
A distinctive feature of Islamic finance is its concern with developmental and social 
goals. Profit-and-loss sharing, or partnership finance, with its focus on cash-poor 
but promising entrepreneurs is believed to hold more economic potential than 
conventional, collateral-based lending, which favours established businesses.

As profit cannot be assured, an Islamic financial institution must assume at least part 
of the risk of a given transaction. There can be no guarantee of a fixed return. Equally, 
depositors with Islamic institutions may not invest on the basis of a guaranteed return. 
However, taking security is permitted in order to guard against negligence, wilful 
wrongdoing or breach of contract by parties to the contract. 

No unfair gain
The charging of interest, or riba, is strictly prohibited: any return on money employed 
should be linked to the profits of an enterprise. The concept of riba extends beyond that 
of “interest” to include the idea of unfair gain or exploitation. The prohibition covers 
exploitation by one party who owns a product that includes money or capital and 
which another party wishes to acquire. 

No speculation
Transactions relying on chance or speculation (known in Arabic as maisir), rather than 
on the effort of the parties, to produce a return are considered void under Shariah. 
Shariah does not, however, prohibit ordinary commercial speculation or risk-taking. 
Transactions involving the use of swaps and options, for example, will need to be 
considered carefully to check whether the commercial substance of the transaction 
complies with this principle. This is an area that is often discussed, and there have been 
some recent developments regarding Shariah-compliant solutions to hedging needs. 
In some quarters of Islamic economic thought, there is now a willingness to recognise 
a distinction between instruments that seek to achieve a prudential dissipation of risk 
in an underlying commercial transaction and those that are entered into for merely 
speculative reasons. 
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No uncertainty 
The existence of uncertainty (gharar) in a contract is prohibited as it requires the 
occurrence of an event which may not occur. When entering into a contractual 
relationship, there must be full disclosure by both parties, because a transaction which 
is tainted with gharar will not be permitted. Any type of transaction where the subject 
matter, the price or both are not determined and fixed in advance will be viewed with 
suspicion under Shariah. 

No investments that are not in the public interest
Investments must be Shariah-compliant in essence. Transactions involving certain 
products are prohibited; these include pork, alcohol, armaments, gambling and 
conventional finance. Islamic institutions may (depending on the view taken by their 
Shariah Supervisory Board) encounter difficulties with investments in businesses such 
as hotels and the entertainment industry.

Typically, institutions work from a blacklist of prohibited investments developed with 
their Shariah board. Since the public interest (maslaha) is a key jurisprudential principle 
in Shariah, there is every reason for developing a list of positives. Environmentally 
friendly projects are an example of an area that could start a list of investments that are 
in the public interest.

No hoarding of money
Trade and enterprise, which can generate real wealth for the benefit of the community as 
a whole, are encouraged between partners sharing profits and losses. Hoarding money is 
improper and strongly condemned according to the Quran; money is merely a means of 
exchange and should not be treated as a commodity that must be accumulated.
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An introduction to Islamic finance

Islamic financial institutions 

There are many opportunities (wholesale and retail) for the establishment of Islamic 
finance institutions around the world. Business plans and strategies will, however, 
need to cover the different product risks and application in Islamic finance. The 
institution’s constitutional documents will need to conform to Shariah (and the local 
law of the jurisdiction where the company is being incorporated) and include Shariah-
compliant governance procedures. The next step is obtaining authorisation from the 
various financial regulatory and supervisory bodies such as, in the UK, the Financial 
Services Authority. 

Such regulatory and supervisory bodies will need to be advised that, as a Shariah-
compliant institution, the institution’s income will not be derived from lending-based 
activity. The development of Shariah-compliant financing products will, therefore,  
be a prerequisite of all new Islamic financial institutions.

Shariah Supervisory Boards
Most Islamic financial institutions have their own Shariah Supervisory Board or 
Committee; this will comprise one or more Shariah scholars with expertise in finance 
and Islamic commercial jurisprudence. These boards will examine in detail the structure 
and documentation of a proposed transaction or product to ensure its compliance 
with Shariah. Islamic investors, whether financial institutions, sophisticated investors 
or individuals, rely heavily on the involvement of Shariah Supervisory Boards in the 
structuring, documentation and approval of transactions and financial products and 
may request that the board issues a fatwa before an investment is made.

Shariah Supervisory Boards are increasingly reviewing not just the structure and 
documentation of a product but also the way in which transactions are booked and 
implemented by an institution. Good governance forms part of that review.

It is best practice for institutions offering Shariah-compliant products to have a Shariah 
Supervisory Board. Under English law, and in light of the Shamil v Beximco ruling, a 
fatwa from such a board will help protect providers from protestations that the products 
are not Shariah-compliant. 
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The English courts, in the 2004 Shamil Bank of Bahrain v Beximco Pharmaceuticals 
litigation, ruled that a debtor cannot avoid or delay paying their debt by arguing, 
belatedly, that the contract was not Shariah-compliant. In addition to the stated 
intention in the contract to adhere to Shariah, the bank had also obtained a fatwa 
from its Shariah Supervisory Board regarding the compliance of the contract with 
Shariah. The courts ruled that, provided a Shariah Supervisory Board has approved 
the documents, this is sufficient for the English courts and the courts would enforce 
the documents in accordance with their terms where they are governed by English 
law. English law is, as a result, the law of choice for international Islamic finance 
transactions at the moment.

Shariah-compliant or Shariah-based?
The recent history of Islamic finance includes times when Shariah scholars have 
allowed exceptions to certain principles of Shariah. As the Islamic finance industry 
continues to grow and becomes more mainstream, the same Shariah scholars are now 
seeking to return to the principles that underlie Islamic finance. Products and their 
applications that may now appear commonplace could in future become less popular 
with specific institutions or scholars.

Although some Islamic products or transactions may share certain economic 
characteristics with conventional finance products, there will be differences, and it 
is important to be aware of this. For a growing number of market players in Islamic 
finance, the distinctiveness of an Islamic finance product is directly connected with its 
authenticity. This feeling partly underlies the growing voice of those seeking greater use 
of “Shariah-based” rather than “Shariah-compliant” product development techniques 
and approaches (the former adhere to the objectives of Shariah while the latter comply 
with the letter of the law but not necessarily the spirit of Shariah). 
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Legislation in the UK

For a number of years, the UK Government has been taking advice on the mechanics 
of Islamic finance products and their treatment from a tax perspective. In a number 
of ways, the progress made by the UK Government and its strategy in Islamic finance 
is a benchmark for Western economies and perhaps some Muslim-majority countries. 
Legislation in the UK has already addressed quite a few Islamic finance products, as 
figure 1 shows.

Finance Act 2003 Removes the levy of stamp duty land tax (SDLT) for Murabaha 
and Ijara-based home financings

Finance Act 2005 Clarifies tax treatment of payments made under Murabaha and 
Mudaraba contracts
Removes the levy of SDLT for Diminishing Musharakah-based 
home financings

Finance Act 2006 Clarifies tax treatment of payments made under Diminishing 
Musharakah-based financings and Wakala contracts
Extends benefit of relief from the levy of SDLT in Murabaha, 
Ijara and Diminishing Musharakah-based real estate 
transactions to all entities including companies

FSMA 2000 (Regulated 
Activities) (Amendment) 
(No. 2) Order 2006

Diminishing-Musharakah and Ijara-based home financings now 
regulated by the FSA

Finance Act 2009 Clarifies tax treatment for Sukuk

Figure 1: UK legislation addressing Islamic finance
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Islamic banking 

Liquidity management facilities
The first products offered by a financial institution to its clients in the Islamic finance 
market will often be products designed to manage cash for the client. Invariably 
this will take the form of what is known as commodity Murabaha or LME Murabaha 
arrangements. The process involves the acquisition of commodities (typically metals 
listed on the London Metal Exchange or the London Platinum and Palladium Market) 
by the client to be sold to the institution, which pays at a mark-up on deferred payment 
terms (a Murabaha, or “cost plus” transaction). The mark-up represents the return to 
the client on a deposit.

There are many permutations of an LME Murabaha programme. Figure 2 shows one 
of the more popular structures: here, the client acts as principal (when purchasing 
commodities from the first commodities broker) and there are two commodities brokers. 

In this structure, the following steps are undertaken to generate a “return” on a deposit 
by the client:

1 The client uses their “deposit” monies to purchase metals from a broker.

2 In return for the client’s monies, the broker transfers title to specific metals to  
the client.

3 The financier agrees to buy the same metals from the client. The amount payable by 
the financier to the client is fixed and is payable at an agreed date in the future. The 
difference between the amount payable by the financier and the cost price of the 
metals represents the return on the client’s “deposit”.

4 The client procures the transfer of title to the commodities to the financier.

5 The financier immediately thereafter sells the same metals to a different broker.
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6 The monies payable by the second broker to the financier for the metals is an 
amount equal to the client’s “deposit.” 

Client Financier

Broker 1 Broker 2

(3) $110 (deferred)

(4) Metals

(1) $100(2) Metals (5) Metals (6) $100

Figure 2: LME Murabaha  

 
Other variations include where the client appoints the financier as their agent to 
acquire the commodities from the broker. This method will typically be used when the 
client does not have existing arrangements or relationships with commodities brokers. 

Additionally, some structures involve the use of one broker only.

There are advanced liquidity management products that remove the need for 
underlying metal trades; these are based on the Wakala and Wa’d structures. 

Wakala-based liquidity management facilities are growing in popularity. The financier 
under a Wakala-based facility cannot provide certainty to the client with regard to the 
capital or profit amounts – unlike LME Murabaha facilities. However, the transaction 
cost under a Wakala-based facility should be lower than an LME Murabaha facility as 
there are no brokerage fees. 
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Under a Wakala facility for liquidity management, the client as muwakkil (principal) 
appoints the financier as its wakeel (agent) to invest the investment monies in the 
financier’s treasury pool. The client and the financier agree at the start the level of 
profit the financier expects to make (the anticipated profit). At maturity, the financier 
pays the actual return made with the investment monies (the matured amount) to the 
client if equal to or less than the anticipated profit. If the matured amount is greater 
than the anticipated level of profit, the difference between the matured amount and the 
anticipated profit is retained by the financier. Figure 3 shows how this works.

Client 
(as principal, or muwakkil)

Financier
(as agent, or wakeel)

(3) up to $110 (deferred)

(1) $100 (spot)

Treasury pool

(2) Investment

Figure 3: Wakala-based facility  

This product needs to be deployed with care. It is not legally equivalent to a “lending” of 
money even though it may have a similar economic effect.

Working capital facilities
As with conventional banks, Islamic banks require facilities to manage their own 
liquidity. If they find themselves with insufficient liquidity, they may need working 
capital facilities structured on a Tawarruq (reverse Murabaha) or Wakala basis. 
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Tawarruq involves the same mechanics as an LME Murabaha (see Figure 2), although 
the roles of the client and the financier are reversed. The client (ie, the Islamic bank) 
has a deferred obligation to the financier to pay the sale price for the commodities  
(ie, a debt) as illustrated in Figure 4.

Financier Client

Broker 1 Broker 2

(3) $110 (deferred)

(4) Metals

(1) $100(2) Metals (5) Metals (6) $100

Figure 4: Tawarruq-based facility 

Complex structuring
In parts of the Middle East with significant demands for infrastructure and construction 
to feed the fast pace of development, financing is often needed to give equity partners 
a commercial return and to make the larger projects feasible. Local legal systems and 
laws on property rights may, however, be in a state of flux – as a result, not all Islamic 
finance products will be feasible locally. The flow chart at figure 5 shows how to 
approach the kind of complex structuring that is then required.
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Preliminary structure 
memorandum

Interim fatwa

Due diligence

Final fatwa

Prepared by financiers, lawyers and accountants

Provided by Shariah Supervisory Board based  
on the preliminary structure memorandum 

Analysis of legal, commercial, tax and credit  
risks etc.

Prepared by lawyers with input from financiers 
and, if necessary, accountants

Provided by Shariah Supervisory Board based  
on the documentation

Informal discussions with Shariah scholars

Informal discussions with Shariah scholars

Draft documentation 

Figure 5: Best practice in complex structuring

For some Islamic financings, it is not possible to incorporate the standard security 
package that financial institutions are used to in conventional financings. It is 
important as part of the process to establish which types of security (and which 
provisions) are permissible under Shariah and under local law and to identify which 
assets from an obligor or its group of companies may be used as appropriate security.
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Syndication
As with conventional finance, larger Islamic finance deals are often syndicated. 
Standard Wakala and Mudaraba-based agreements can be tailored for specific 
transactions, for both secured and unsecured financings. Since syndication involves 
a sharing of the risk in the underlying transaction or asset, it accords with the core 
Islamic principle of sharing profit and loss.

Asset finance 

There is a natural match between the Islamic finance model and the acquisition or 
construction of assets such as real estate, aircraft and ships. Similarly, the construction 
and development of major utility and infrastructure assets that benefit society fit well 
with Islamic finance. As the Islamic finance industry matures, other asset classes are 
being financed by Shariah-compliant structures: company shares, carbon credits, 
electricity, intellectual property rights and mobile telephony airtime are just a few 
examples. The boundaries between tangible and intangible assets are becoming 
blurred, as scholars accept that certain classes of intangible assets do have a usefulness 
that can and should be recognised by Shariah. 

Murabaha
The Murabaha contract involves the trading of an asset between two parties where 
the seller of the asset discloses to the purchaser the original cost price of the asset. A 
Murabaha contract is usually referred to as a “cost plus” contract. The transfer of the 
asset under a Murabaha contract must be immediate (although the price payable by the 
purchaser is generally deferred). The introduction of deferred payment terms involves 
the provision of credit, and the profit mark-up of the seller is invariably benchmarked 
against a conventional index such as LIBOR. A financial institution would typically 
acquire an asset from a vendor and immediately sell the asset on to the client. Although 
often referred to as a Murabaha contract (in the singular), the financing effect is actually 
achieved through the use of two separate contracts. The way in which they are executed 
has to be carefully orchestrated to ensure compliance with Shariah.
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Although the sale contract was not originally used as a method of providing finance, 
Murabaha arrangements are perhaps the most widely used Islamic financing technique 
at the moment. This structure is shown in figure 6.

Vendor ClientFinancier

Asset

Cost price ($100)
Sale price ($110)

(deferred)

Asset

Figure 6: Murabaha “cost-plus” contract

Ijara 
Ijara involves the act of leasing in which the owner of the asset transfers its manfa’a  
(or usufruct) to another person to use for an agreed period and for an agreed rent.  
The subject of the lease should be valuable, identifiable and quantifiable. Anything 
which cannot be used without being consumed cannot be leased (such as, for example, 
money or wheat). As title to the leased asset remains in the ownership of the lessor, 
all liabilities arising from its ownership must be borne by the lessor. The period of the 
lease must be determined in clear terms and the lessee cannot use the leased asset for 
any purpose other than that contemplated by the lease agreement. Use by the lessee of 
the leased asset must also be Shariah-compliant.

An Ijara contract has more than one application: it can be an operating lease where 
the lessee has a right of occupation; or it can be a finance lease (Ijara wa iqtina or Ijara 
muntahia bittamleek) where the lessee has, in addition, the right to acquire title to  
the asset. 

As in the case of the purchase price payable under a Murabaha contract, the rent 
payable by a lessee under a lease is generally benchmarked against a conventional 
index such as LIBOR. Figure 7 illustrates a vanilla Ijara (operating lease) transaction.
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Vendor Financier

Asset

Cost price

Client

RentLease

Figure 7: Ijara (operating lease) 

Of course, the operating lease structure will not necessarily be an appropriate vehicle 
for financing a high value, long-life asset. To facilitate greater flexibility, the financing 
technique of Ijara wa iqtina allows a lease to be combined with separate undertakings 
that change the economic character of the financing. These arrangements enable longer-
term financing to be provided. During the lease period, the lessor’s investment in the 
asset can be amortised whilst the lessee’s equity can be protected by the ability to call 
for title to be transferred to the lessee at any time during the lease term upon payment  
of a purchase price amount. 

Istisna’a
Istisna’a is an order to a manufacturer to produce a specific asset for the purchaser, in 
which the manufacturer uses their own materials to produce the required goods. The 
product (or project) on which Istisna’a is based is always something that needs to be 
manufactured or constructed. The price payable by the purchaser must be fixed with 
the consent of the parties involved. The price in Istisna’a does not necessarily need to 
be paid in full in advance. It can be paid in instalments during the construction period 
or deferred in its entirety and paid after completion of manufacture or construction. 
Title to the asset to be manufactured is transferred to the person who commissioned its 
manufacture at the end of the construction period.
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In the financing context, the client commissions the financier to manufacture the 
specified asset for one price (the purchase price). In parallel, the financier commissions 
a third party (the contractor) to manufacture the same asset for a lower price (the 
sale price). This arrangement is known as a parallel Istisna’a. The difference between 
the sale price and the purchase price represents the profit of the financier. Figure 8 
illustrates a typical parallel Istisna’a structure.

Client ContractorFinancier

Title (deferred)

Purchase price ($110) Sale price ($100)

Title (deferred)

Istisna’a Purchase Agreement Istisna’a Sale Agreement

Figure 8: parallel Istisna’a 

More advanced Istisna’a structures have involved the phasing of discrete parts of a 
project to reduce the overall cost of financing to the client, as well as the inclusion of 
only a partial sale of the asset to the client with a lease of the un-sold portion to achieve 
a long-term floating rate of financing.

Diminishing Musharakah
A recent development in the Islamic finance industry, and one that is increasingly being 
used for acquisition and construction finance, is the Diminishing Musharakah structure 
(or Musharakah Muntanakisa) based on the Shirkat al-milk (co-ownership) principle.  
It appeals to Islamic investors because it is based on the fundamental principle of 
sharing risk. It is attractive to financiers because it can incorporate a variable rate 
of return and has a credit profile that is acceptable to most credit committees of 
conventional institutions. 

In outline, the financier and the client co-own the asset in question. The portions of 
ownership at the start of the financing reflect the financial contributions of each party. 
Each payment a client makes leads to the acquisition of a portion of the financier’s 
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share in the asset. As the client’s share increases, the financier’s share decreases – 
hence the term “Diminishing Musharakah”.  

Acquisition payments

Share in 
the asset

Client’s share

Financier’s share

Figure 9: Diminishing Musharakah

The Diminishing Musharakah product is considered fairer under Shariah, since the 
acquisition payments by the client reward them with a share in the asset.

There are several permutations of the structure, depending whether the financing is 
being used for the acquisition or the construction of an asset. 

Diminishing Musharakah for acquisition facilities
The basic structure for the acquisition of an asset follows a number of steps, outlined 
here and illustrated in figure 10:

1  The asset is acquired by the financier from a vendor at cost. The asset is held either 
by the financer or by a third party on behalf of financier and client, each of whom 
retains a shared interest in the asset.

2  The client agrees to buy the financier’s interest in the asset in instalments and at 
cost (in accordance with a Purchase Undertaking). Each time the client buys a share 
of the financier’s interest in the asset, the financier’s share in the asset decreases 
and the client’s share in the asset increases.
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3  At the same time, the financier leases their beneficial share in the asset to the client. 
The rent payable by the client represents the profit due to the financier. As the 
financier’s share in the asset decreases (based on payments by the client under the 
Purchase Undertaking), so too will the rent payable by the client.

4  After the client has purchased the financier’s entire share in the asset, title to the 
asset is transferred to the client and the lease is terminated. 

Vendor Financier

Purchase price

Title

Client

Rent and 
acquisition 
payments

Musharakah 
Agreement 
Purchase 

Undertaking

Lease

Figure 10: Diminishing Musharakah for acquisition 

Diminishing Musharakah for construction facilities
The basic structure for the development of an asset follows a number of steps, outlined 
here and illustrated in figure 11:

1  The financier and the client each contribute assets into a pool of Musharakah assets 
(in accordance with a Musharakah Agreement). The financier generally contributes 
cash and the client contributes cash and/or assets by way of contribution-in-kind.

2  The client (or a third party) holds the Musharakah assets as agent on behalf of 
financier and client (based on a Management Agreement) and undertakes to manage 
the Musharakah assets to achieve the objective of the Musharakah (for example, the 
construction of the assets or the development of a site).
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3  The client agrees to buy the financier’s interest in the Musharakah asset in instalments 
and at cost (in accordance with a Purchase Undertaking). Each time the client buys a 
share of the financier’s interest in the Musharakah assets, the financier’s share in the 
Musharakah assets decreases and the client’s share in the Musharakah assets increases.

4  The financier leases their share in the Musharakah assets to the client (in accordance 
with a lease). The rent payable by the client represents the profit due to the financier. 
As the financier’s share in the Musharakah assets decreases (following payments by 
the client under the Purchase Undertaking), so too will the rent payable by the client.

5  After the client has purchased the financier’s entire share in the Musharakah assets, 
title to the assets is transferred to the client and the lease is terminated.  
 

Musharakah agent

Musharakah assets

Rent and acquisition payments

Management Agreement

Purchase Undertaking

Lease

Musharakah Agreement

Cash Cash/asset as contribution-in-kindAssets held as agent

Financier Client

Figure 11: Diminishing Musharakah for development
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Shirkat-al-aqd (contractual partnership)
Although the Shirkat-al-milk (co-ownership) principle has been implemented 
successfully in asset financing, the Shirkat-al-aqd (contractual partnership) has a 
limited application in this area. A key distinction is the inability of a party in a Shirkat-
al-aqd to create certainty concerning the price of their exit from the partnership. Under 
Shariah, one partner cannot provide a guarantee for the investment of the other(s). 

Under a Shirkat-al-milk, an asset is being sold and therefore its price can be agreed 
at the start of the financing. Under a Shirkat-al-aqd, the subject of the partnership is 
the business and therefore the share of a partner can only be priced at the date of sale 
or at fair market value. Such uncertainty over pricing therefore makes this product 
unpalatable to financiers, who need to book the obligations of their client as a debt 
rather than returns on equity.

Hybrid structures 
There are times when a deal cannot be financed completely with either Islamic equity 
or Shariah-compliant debt. A number of structures already exist and have been used 
across a range of different asset classes, enabling Shariah-compliant equity to be 
invested together with conventional debt. This facilitates an economically leveraged 
transaction that enables Islamic equity investors to achieve the sort of IRR (Internal 
Rate of Return) they would expect in a compliant manner. 

Hybrid structures usually involve the introduction of special purpose vehicles (SPVs) 
and the grant of a lease from a conventionally indebted SPV that owns the asset to 
another SPV that has been funded by the Islamic investors. Figure 12 illustrates how 
this was achieved for a series of asset-based investment funds involving ships, aircraft 
and real estate.
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Bank

FundCo

Asset

Investors

ProjectCo

Sub-Lessee

Conventional debt Islamic equity

Loans Equity

Sub lease

Islamic lease

Figure 12: hybrid structure incorporating conventional debt

This structure was introduced just a few years ago; it has since then been further 
developed in conjunction with Musharakah principles (see Diminishing Musharakah, 
page 26). This is a good example of how the industry is evolving, as scholars, advisers 
and financiers are not necessarily content to accept a structure if they believe that it can 
be adapted and improved from a Shariah perspective. 
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Trade finance

ECA support
Along with the rapid development of the economies of the Middle East and South-East 
Asia comes the growing involvement of export credit agencies. These bodies need to 
know how Islamic financial structures work and which financial obligations are in need 
of their support.

Murabaha facilities
The Murabaha contract (see Murabaha, page 23) is frequently used for international 
trade finance facilities. The fixed price nature of the contracts makes them attractive 
to traders; these facilities are often syndicated. Many suppliers ask traders to pay for 
goods through the presentation of letters of credit: Murabaha contracts can be drawn 
up to incorporate sight and usance letters of credit for suppliers. The contracts also 
incorporate mechanisms for financiers to consolidate issued letters of credit into clear 
and amortised payments that give traders the certainty they need.

Invoice discounting
Trading companies often encounter short-term funding exposures. A Shariah-compliant 
trading company will be at a disadvantage compared to conventional companies 
without Shariah-compliant overdraft or working capital facilities (other than Tawarruq, 
which is controversial and not acceptable to all scholars). Shariah-compliant invoice 
discounting techniques are now being developed. These require a greater involvement 
of the financier in the trading process and some alteration to the underlying contracts 
of the trading company. (For Tawarruq see Working capital facilities, page 20.)
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Project finance

Up until recently, Islamic finance played a relatively minor role in large project 
financings in the Middle East. A Murabaha facility might perhaps have been deployed 
to provide working capital during the start-up phase of a project, but the scope for 
Islamic finance has expanded beyond such a limited role. Islamic finance techniques 
are now a tried and tested addition and in some cases a credible alternative to 
conventional financing for projects. The US$526,000,000 Al-Waha petrochemical 
facility was the first to demonstrate that such large projects could be financed wholly 
with Islamic finance. The growing use of Islamic financing for projects opens up the 
syndication market to Islamic financial institutions, many of which are keen to finance 
the continued development of their region.

The introduction of Shariah principles to these types of project (that have historically 
been financed by conventional finance) means that the relevant parties will face 
risks that may be different to the ones they are used to. Parties new to Islamic finance 
will need to understand just what those risks are, and which are, currently, the more 
popular structures used in Islamic project finance.

Ijara mawsufah fi al dhimmah
The Ijara principle (see Ijara, page 24), with its flexibility for variable rents and long 
tenors, is popular for assets that are in existence. Where the assets do not exist, the 
Ijara mawsufah fi al dhimmah (“forward lease”) can be used. 

Under a forward lease, the lessor undertakes to the lessee to deliver the asset according to 
accurate specifications. During the construction phase, the lessee pays the lessor advance 
rental payments. Shariah requires that, since rent will have already been paid, the advance 
rent must be taken into account when actual leasing begins. In addition, the advance rent 
must be repaid if the assets are not delivered on the completion date.
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Some Ijara financings can cover both the construction period and the period following 
construction. Master Lease Agreements can be used as part of this; these incorporate 
advance rental provisions during the construction period and allow for rental to be 
paid in the post completion period of the lease. The Master Lease character of the 
arrangement allows for a group of assets or several plots of land to be financed using a 
single financing agreement.

Parallel Istisna’a
Pre-delivery financing can also be entered into with a parallel Istisna’a (see Istisna’a, 
page 25). This is one of the few exceptions in Shariah to the rule that one cannot sell 
what one does not own. 

However, given the fixed price and fixed tenor limitations of Istisna’a contracts, it may 
be more effective to opt for a structure that combines the Istisna’a with a lease or a 
diminishing Musharakah to provide for flexibility in the financing. Figure 13 illustrates 
on a timeline where an Istisna’a is combined with a lease to provide for a longer tenor 
and a floating rate of rent. 

Client contributes 
capital

Portion of assets 
sold to client

Title to relevant 
portion of asset 

transferred to client

Financier enters into a parallel Istisna’a Financier grants Ijara wa iqtina to client

Time

Figure 13: parallel Istisna’a combined with Ijara lease 

The combination is feasible since the Istisna’a sale with the client deals with a portion 
of the assets: the retention by the financier of the remainder of the assets allows the 
financier to lease them to the client.
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Shirkat al milk (co-ownership)
As noted earlier, the Shirkat-al-milk principle may be used for construction and 
development finance. Whilst, from a credit perspective, these structures may be 
attractive to financial institutions, caution must be observed, since there may be local 
law considerations in using a co-ownership structure. For example, some jurisdictions 
may require the co-ownership to be undertaken by a joint venture entity, an option that 
may not be open to a financial institution. 

Sukuk al Istisna’a
Sukuk offers a number of solutions in Islamic project finance (see page 40). In 
addition to the structures described earlier, various principles of Islamic finance can 
be combined to create more flexible structures. One structure of particular interest in 
the project financing context is the use of Sukuk with an Istisna’a, or commission to 
manufacture (see Istisna’a, page 25) and an Ijara or lease (see Ijara, page 24). This 
structure allows project sponsors to leverage their project in an Islamic fashion and is 
useful where pre-delivery financing is required. 

For example, a major sovereign infrastructure project might be structured as follows:

1  The Sukuk-holders contribute a capital amount to the issuer.

2  The issuer enters into a concession agreement with the state, based on which  
the issuer acquires a right to develop and/or own the project. 

3  The issuer engages a contractor on an Istisna’a basis to construct the project.

4  At the end of the construction period the contractor transfers title to the project  
to the issuer.

5  The issuer grants a master lease (Ijara mawsufah fi al dhimmah) to the project 
company under which the project company pays rent to the issuer.

6  The rent payable by the project company is in effect the return to the Sukuk-holders. 
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7  Any income in excess of the rent payable by the project company is returned to its 
shareholders as a return on their investment. 

Project

Returns

Sub lease

Sukuk-holders

Equity

TitleIstisna’a

Periodic 
distributions

Sukuk 
proceeds

Rent

Master LeaseConcession Agreement

Shareholders

Project 
CompanyState

Contractor

Issuer

These steps are illustrated in figure 14.

Figure 14: Sukuk al Istisna’a

Product selection
Many Islamic finance products require the financier (or their agent) to take some form 
of property rights in the assets that are the subject matter of the underlying financing. 
This differs substantially from conventional loans where the financier is owed a debt 
due from the borrower which is secured under the relevant security package. Whether 
the financier, or an offshore SPV, is entitled to such property rights or can enforce their 
rights under local law will therefore be a crucial factor in determining if a particular 
product or contract is suitable for a particular project. 

Further factors in determining the appropriate structure include the type of proprietary 
rights granted by the state in the concession agreement, the anticipated cash flows, the 
liability of the owner of the asset, and any applicable tax issues. 
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Proper due diligence has to be undertaken by a financial institution, its legal counsel 
with expertise in Islamic finance, Shariah scholars and local counsel in order to  
ensure that the proposed financing is sufficiently robust. It is best practice (and in 
practice often a wise investment) to spend time agreeing a structure memorandum with 
a Shariah Supervisory Board and local counsel before finalising a term sheet with any 
counterparties. 

Early settlement
It is a general principle under Shariah (unlike conventional finance) that an obligor 
should only be made liable for a default that has arisen due to their own action. The 
obligor should not generally be held responsible for something over which it has no 
control. This means that Islamic finance documents will often contain a separate 
category of no-fault-based events of mandatory early settlement. 

As noted at the outset, uncertainty is a vitiating factor in Islamic contracts. As a result, 
all payment obligations, dates for delivery and maturity dates must be agreed by the 
parties at the start of the contract. In the context of fixed-priced financing, such as 
a Murabaha or Istisna’a, early settlement can present a problem, as discounting a 
deferred obligation under a Murabaha or Istisna’a contract is not permissible under 
Shariah. In practice, rebates for early payment may be given but should be expressed 
as something only available at the absolute discretion of the creditor. The payment of a 
rebate does not exist as a right that is capable of being enforced.

Finance costs during construction
Pre-completion finance was a problem for the Islamic finance industry until more 
forward leases (Ijara mawsufah fi al dhimmah) began to be used. Certain types of 
development, however, such as the reclamation of a seabed, cannot form the subject 
matter of a lease. In addition, a number of concessions in the Middle East have limited 
the transferability of title to land in a development. Alternative structures therefore 
need to be considered, such as the use of an Istisna’a contract for the reclamation of 
land or the use of trusts (to the extent that these are recognised locally) for the transfer 
of beneficial interests in land.
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Multi-tranched transactions
Where a project consists of both conventional and Islamic tranches, there will 
inevitably be areas of contention between conventional and Shariah-compliant 
creditors. For example, the order of priority in the waterfall applicable to post-
enforcement or insurance proceeds and the security shared between the creditors will 
need to be agreed to the satisfaction of all parties. There have now been enough multi-
tranched (ie, conventional and Islamic) transactions to indicate that, in most cases, 
the issues that arise have been solved (or at least addressed) to the mutual satisfaction 
of both types of financier. The use of common terms agreements and intercreditor 
agreements is increasingly widespread and accepted. 

Increased costs indemnities
It is a general principle of Shariah that it is unfair to charge somebody for losses that 
arise as a consequence of events that occurred outside that person’s control. Although 
standard in conventional finance contracts, Islamic counterparties may, therefore, 
resist the inclusion of increased costs indemnities. Most Islamic financial institutions 
would not, however, contest the absence of such an indemnity, since they do not fund 
themselves in the same way as conventional banks.
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Retail finance

A number of institutions in the UK are already developing current accounts based on 
the qard (simple loan) concept and savings accounts based on the Mudaraba (limited 
partnership) concept. 

Mudaraba accounts 
In general, it is not permissible for financiers to guarantee their clients’ capital 
in relation to investments structured on a Mudaraba or Wakala basis. However, 
mechanisms have been incorporated to at least offer elements of a capital guarantee 
in the UK. For example, Mudaraba accounts provide an element of a capital guarantee 
using technologies such as profit stabilisation reserves. In practice, a portion of profits 
made from the monies deposited from time to time will be paid into a profit stabilisation 
reserve. Where a capital loss arises involving a deposit or where the profit payable is 
uncommercial, the bank may, at their discretion, draw upon the profit stabilisation 
reserve to make good the capital loss or to enhance the profit payable. The monies held 
in these accounts thus provides a Shariah-compliant return to investors.

Mortgages
New Islamic commercial and residential mortgages are being developed at an 
increasing rate. Current options include Murabaha-based mortgages (see Murabaha, 
page 23), Ijara-wa-iqtina-based mortgages (see Ijara, page 24) and diminishing 
Musharakah-based mortgages (see Diminishing Musharakah, page 26). 

It is also possible to develop a programme where the client enters into a tiered Istisna’a/
Diminishing Musharakah as a means of financing the construction of residential 
properties – as figure 15 shows.

The following stages take place:

1 The client contributes towards the construction cost of the property. The remainder 
is provided by the financier.
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2 The financier enters into a parallel Istisna’a arrangement with the client and  
the contractor.

3 At the end of the construction period, the client owns a portion of the constructed 
property (based on their initial capital contribution).

4 The parties enter into a Diminishing Musharakah in which the client agrees to 
purchase the financier’s share in the property in instalments. Title to the property  
is retained by the financier during this period.

5 Once the client has purchased the financier’s share in the property, the financier 
transfers title to the client and the programme comes to an end. 

Client contributes 
capital

Constructed asset 
forms part of 

Musharaka assets

Title to asset 
transferred to client

Financier enters into a parallel Istisna’a
Diminishing Musharakah 

Client makes payments to financier

Time
Figure 15: a tiered financing programme
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Capital markets

Introduction to Sukuk
In today’s business practice, the term Sukuk means a claim similar to that represented 
by a trust certificate. The claim stems from the fact that the certificate represents  
a beneficial ownership interest in the underlying asset generating the cash flow.  
These instruments are often referred to as Islamic bonds. 

In essence, the Sukuk is a financial instrument that sits above a Shariah-compliant 
underlying structure which generates an income for the holder of the instrument. 
Figure 16 illustrates this. 

Issuer

Underlying structure

Return

Return

Sukuk 
proceeds

Sukuk-holders

Figure 16: a basic Sukuk  

There are many structures that can generate the revenue paid to Sukuk-holders. 
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Most Sukuk issuances to date have been wholly asset-based rather than asset-backed; this 
has an impact on their ratings. In an asset-based Sukuk, Sukuk-holders rely for repayment 
on the company seeking to raise finance (the originator), in the same way as they would 
under a corporate bond issue. In an asset-backed Sukuk, Sukuk-holders rely on the assets 
of the Sukuk for security. More importantly, in an asset-based Sukuk the market value of the 
underlying assets has no bearing on the redemption amount as this is fixed at the outset 
when the relevant undertakings are agreed. 

More recently, the market has seen issuances with a mix of cash and assets; and in 
several cases Sukuk have been issued for a new business with no tangible assets. The 
issuances of convertible and exchangeable Sukuk are yet more recent developments.

There are 14 different types of Sukuk described as permissible in the AAOIFI Shariah 
Standards on Sukuk. Not all of these different types have been used in the market and 
some are never likely to be used as they are of largely historical interest. The more 
straightforward applications of the most popular structures are described below.

It is worth bearing in mind that, in the majority of Sukuk issued to date, the relevant 
redemption monies are payable in accordance with purchase undertakings or 
repurchase agreements. However, some Shariah scholars have questioned whether such 
agreements comply with Shariah. Indeed, these scholars have stated a preference for the 
redemption monies to depend on the actual performance of the underlying asset.

The income generated under a Sukuk al Ijara comes from underlying rent receivables. 
The structure follows these steps:

1  The company seeking to raise finance through the issuance of a Sukuk al Ijara  
(the originator) sells certain assets to the issuer. 

2  The issuer pays for the assets using the proceeds of the Sukuk issuance and  
holds title to the assets on trust for the Sukuk-holders. 
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3  The issuer leases the assets back to the originator for a fixed period of time and  
for a rent. 

4  At maturity, the originator may have the right to purchase the assets back from  
the issuer. 

5  The price payable by the originator would represent the redemption value for  
the Sukuk-holders at maturity.

This is illustrated in figure 17.

RentLease

Rent and 
redemption 

proceeds 

Sukuk 
proceeds

Sukuk proceeds

Title to assets

Sukuk-holders

Issuer

Lessee

Obligor
(as seller)

Figure 17: Sukuk al Ijara
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Under the alternative structure of Sukuk al Musharakah (see figure 18) the  
following occurs:

1  The Sukuk-holders contribute a capital amount to the issuer. 

2  The issuer enters into a joint venture with the party seeking finance (the originator); 
the issuer provides the capital received from the Sukuk-holders and the originator 
supplies the assets and/or their own capital required for the business to function. 

3 The profits from the Musharakah business are distributed to the issuer and the 
originator on a predetermined basis.

4 Any losses are shared in proportion to the capital contribution. 

5 The issuer pays a periodic distribution amount to the Sukuk-holders from the 
Musharakah profit distribution. 
 

Sukuk-holders

IssuerOriginator

Periodic 
distribution

Cash 
contribution

Sukuk 
proceeds

Joint venture

Share in profits/losses

Cash 
contribution/
contribution  

in kind

Figure 18: Sukuk al Musharakah
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Under the Sukuk al Wakala bil Istithmar structure, the issuer receives the Sukuk 
proceeds from the Sukuk-holders and appoints the originator as its wakeel al Istithmar 
(or investment agent). The originator in its capacity as investment agent uses the Sukuk 
proceeds to invest in a portfolio of assets, the profits of which will be paid to the Sukuk-
holders. This is illustrated in figure 19. 

Sukuk-holders

Issuer

Periodic 
distribution

Sukuk 
proceeds

Originator
(as investment agent)

Portfolio of assets

Return

Investment

Figure 19: Sukuk al Wakala bil Istithmar 

Structured products
Range accrual products
LME Murabaha facilities for liquidity management work well in the short term (see 
Liquidity management facilities, page 18). However, financiers may find it difficult to 
fund a fixed price facility for longer than a year. Range accrual products do exist that 
enable clients to rollover what is effectively their deposit into subsequent Murabaha 
trades, with an option to retain the profit from each trade or to reinvest the whole 
matured amount. A range accrual Murabaha allows clients to deposit their monies for 
longer periods than is customary under LME Murabaha facilities and allows financiers  
to offer varying rates of return for each discrete investment.
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Such solutions can be implemented in a number of ways involving Wakala or  
Wa’d structures. 

Figure 20 illustrates one product where each investment is rolled into a subsequent 
investment until maturity, at which point the aggregate investment is returned to  
the client.

FinancierClient

$146 at maturity

$100

$100

$110 $121 $133

Time

LME 
Murabaha

LME 
Murabaha

LME 
Murabaha

LME 
Murabaha

Figure 20: a range accrual Murabaha

Dual currency products
Dual currency products have been devised to replicate conventional dual currency 
deposit products. Once again (as figure 21 shows), these transactions use a series of 
LME Murabaha transactions. Embedded within the commodity trading arrangements is 
an option that permits the relevant deferred obligation to be settled by converting the 
currency of settlement into an alternative currency (effected in accordance with a spot 
foreign exchange transaction). This type of arrangement recognises Shariah limitations 
on foreign currency dealings but takes advantage of a provision in the AAOIFI Shariah 
Standards that allows payment obligations to be settled in different currencies on a spot 
basis at the time of settlement.
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Figure 21: Dual currency deposit product 

Cash management products
In recent years the Wa’d (promise) concept has been increasingly used to structure more 
advanced Islamic finance technologies. It provides clients with investment facilities 
that mimic the characteristics of contracted return products. In its simplest format, 
the client invests in a Shariah-compliant fund and a third party enters into a series of 
unilateral undertakings with the client to fix a return for the client. 
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Figure 22 illustrates this. 

Third party FundClient

Investment
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compliant 
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Figure 22: Wa’d cash management product

Hedging products
Uncertainty is a vitiating factor in Islamic contracts. Any products that provide greater 
certainty by removing the peril of gharar for the transacting parties are therefore 
desirable under Shariah. There is a growing view that transactions and products that 
have the effect of prudential risk mitigation are acceptable – as opposed to transactions 
entered into for purely speculative reasons. The range of this type of product has greatly 
expanded recently. 

The Arbun (down payment) concept, for example, provides clients with structured, 
documented products that hedge against future price fluctuations in commodities and 
equities. Under an Arbun arrangement (as illustrated in figure 23), the following happens:

1  The client contracts to buy assets from a financier for an agreed price (the target 
price) for delivery on an agreed later date. 

2  The client makes a partial payment (for example, 20 per cent) of the purchase price 
immediately by way of a deposit. 
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3  The client is entitled not to complete the purchase of the assets, but if the client 
elects not to complete the purchase they forfeit the deposit. 

4 If, on the maturity date, the target price is less than the market price, the assets  
are purchased by the client and resold by the financier as agent of the client.  
The sale proceeds are distributed to the client net of the outstanding purchase price. 

5 If, on the maturity date, the target price is greater than the market price, the contract 
is terminated and the client forfeits the deposit. 
 
 

Net sale proceeds

Arbun payment

Maturity date
Sale proceeds greater than target price

Arrangement terminated

Maturity date
Sale proceeds less than target price

Assets
ClientFinancierVendor

Figure 23: Arbun (down payment) hedging product
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Profit rate swaps
Whilst, conventionally, swaps may be used to hedge certain risks or to speculate  
on changes in a market, Shariah-compliant swaps are only used to effect prudential  
risk mitigation.

The manner in which a swap product is structured depends upon the stream of cash 
flows which are being exchanged by counterparties. In any event, the stream of cash 
flows involved in Shariah-compliant swaps will be created through the use of fully 
funded transactions, unlike their conventional counterparties which often calculate 
cash flows using notional principal amounts. For example, where a fixed profit leg 
is being exchanged for a floating profit leg, the underlying transactions may involve 
a term Murabaha to create the cash flows under the fixed profit leg and a revolving 
series of Murabahas to create the cash flows under the floating profit leg. To reduce 
counterparty credit risk, instalment payouts under the fixed profit leg of the swap are 
set-off against the maturity payments of each revolving Murabaha under the floating 
profit leg of the swap. 

Market participants are at the moment trying to develop a common approach to 
the structure and documentation of profit rate swaps. In the current market, the 
exact manner in which these payment flows are structured and documented varies 
considerably, depending upon the precise commercial terms involved and the way in 
which an institution reduces counterparty credit risk.
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Corporate finance and funds

Shariah due diligence
Before investing in a company, a Shariah-compliant investor must study the company’s 
financials, including its debt to equity ratio and interest earnings, and must ensure that 
the business of the company does not conflict with Shariah. 

The target company must not, for example, do any of the following:

• provide interest-based services
• use conventional derivatives, futures or options
• manufacture, sell or offer alcohol or pork
• invest in, or be, a gambling establishment or nightclub
• invest in, or be involved with, arms manufacturing
• invest in, or be involved with, pornography or adult-oriented material.

Private equity
Musharakah means the act of establishing a partnership. It is essentially a joint 
venture between parties and has similar economic characteristics to a private equity 
investment, although it has a wider application in Islamic finance and can be used for 
the co-ownership of tangible assets. Musharakah products are favoured by Shariah 
scholars as they incorporate the cornerstone of Islamic finance – risk sharing – and 
therefore are becoming an increasingly popular form of financing. 

Shirkat al aqd (contractual partnership) is an effective instrument to implement a joint 
venture or a private equity investment. In the corporate context, it is not permitted to 
offer any investor preferential dividends or preferential redemption rights and Shariah 
scholars prefer that there be only a single class of shares. It is, however, permissible to 
offer several classes of shares where the rights attaching to each class are administrative 
(such as voting rights) rather than preferential. 
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Investment funds
Investors in a Shariah-compliant investment fund may never be guaranteed a profit or a 
return on their investment. Profits and losses are shared pro rata between the investors, 
unless any losses are suffered as a result of negligence or mismanagement of the fund. 

A distinctive feature of a Shariah-compliant fund is the requirement for a Shariah 
Supervisory Board (see Shariah Supervisory Boards, page 13). Shariah Supervisory 
Board usually comprises three Shariah scholars; its main function is to ensure that the 
fund’s activities and its underlying investments comply with Shariah. For corporate 
governance reasons, Shariah monitoring function is often split between a Shariah 
monitor (conducting internal day-to-day monitoring to ensure the fund’s compliance 
with Shariah investment guidelines) and an external Shariah Supervisory Board 
(providing guidance on investment guidelines, purification and an independent audit).

“Purification” of the income generated by the fund is necessary as it may be likely 
that some of the income generated by a Shariah-compliant fund will be derived from 
interest-based transactions. The tainted income may be deducted prior to distribution 
of dividends or the investors may be informed of the amount that should be deducted to 
achieve a Shariah-compliant return and it is left to the investor to purify the income. 

Acquisition finance
In conventional corporate finance it is common for the acquisition of shares to be 
leveraged to enhance the returns to the purchaser. This is also becoming increasingly 
common in the Islamic finance industry; the Murabaha principle (see Murabaha, page 
23) has been used to provide the Islamic leverage in a share acquisition. Shariah due 
diligence is still a key part of the process. It is particularly important to review the 
underlying asset base of the target company if the acquisition of the shares is to be 
financed with a Murabaha. If the company’s assets are predominantly cash, then the 
seller under the Murabaha would, in effect, be trading cash, which can only be done at 
par value under Shariah.
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Insurance 

Takaful is broadly similar to conventional mutual insurance in that it involves a 
number of participants sharing risk on a cooperative basis. Most Islamic scholars 
agree that Takaful, which is based on the concept of Ta’awun (mutual assistance), is 
fully consistent with Shariah. The main difference between Takaful and conventional 
insurance is that a Takaful operator (effectively, the insurer) is prohibited under Shariah 
from investing in certain investments.

Critical to the future development of Takaful will be the development of an Islamic 
capital and investment market. This will increase investment opportunities for Takaful 
operations, enabling them to maximise returns, but at the same time comply with 
Shariah. The greater availability of capital may also assist in the development of a  
re-Takaful market.

There are two main Takaful models, although there are a number of variants on  
these models.

Wakala model for Takaful
In the Wakala model, the operator is the agent of the participants and is entitled to 
a fee. This is deducted from contributions made by the participants into a general 
Takaful fund or the investment profits derived from investing the general Takaful 
fund (the latter approach appears to be favoured by Shariah scholars) and which may 
be performance-related. Significantly, the agent does not share in any underwriting 
surplus or profits, which will be distributed exclusively to the participants.

Mudaraba model for Takaful
In the Mudaraba model, the operator is entitled to a fixed percentage of any investment 
profits or any surplus which will be paid into a shareholders’ fund (although it should 
be noted that there is still some debate amongst Shariah scholars as to whether the 
sharing of any surplus between operator and participants is Shariah compliant). It is 
important that any such operator’s fixed percentage is not guaranteed, as this will not 
be in compliance with Shariah.
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In each case, the Takaful operator (usually a body corporate) will underwrite the risks 
being insured against, and will determine how much risk it is prepared to accept 
and how much risk it will seek to lay off by way of re-Takaful (ie, reinsurance), which 
is based on the same principles as Takaful. The operator will also be responsible 
for developing, pricing and distributing the products, collecting the contributions, 
investing them, dealing with claims and administration, and distributing any surplus.

Dispute resolution and litigation

Every commercial agreement should include a clause to deal with any disputes that 
may arise between the parties to that agreement in the future. The question of how 
such clauses should be structured in order to provide certainty of the parties’ choice 
of law remains a key issue where Islamic finance transactions or agreements prepared 
in accordance with Shariah are concerned. As Islamic financial institutions develop 
structures and products of increasing complexity, while seeking to remain compliant 
with Shariah, the need for legal certainty, particularly with regard to the issue of which 
law will govern the contract, has grown exponentially. While English law has played 
a significant part in the development of the industry, many Islamic financiers wish to 
include Shariah as the law governing the contract or to draft a hybrid clause referring  
to both English law and Shariah. 

The landmark decision in 2004 of the Court of Appeal in Shamil Bank of Bahrain EC 
v Beximco Pharmaceuticals & Ors remains the leading authority on this issue in the 
UK (see Shariah Supervisory Boards, page 13). The judgment provides considerable 
certainty to Islamic financial institutions in choosing English law as the applicable law 
governing their contracts, while also ensuring that their agreements comply with the 
principles of Shariah. 

However, the ability of the parties to a contact to agree on the law which will govern 
the contract may be constrained in certain jurisdictions, while the courts of declaredly 
Islamic jurisdictions may also seek to introduce Shariah principles into the parties’ 
chosen governing law. Differences in the interpretation of Shariah principles may create 
further uncertainties in determining how the parties’ obligations will be considered in 
different jurisdictions. 
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As a result, issues such as the jurisdiction in which the contract is to be performed, the 
nature of the subject matter of the contract and the location of the parties’ assets should 
be considered carefully from the outset when determining the law which should govern 
the contract and the advice which should be taken on compliance with Shariah. 

Enforcement 
Recourse to litigation before the courts offers contracting parties a well-established 
procedure for resolving disputes and is consequently favoured in many international 
cross-border transactions. In addition, many jurisdictions offer a number of effective 
interim measures through the courts which may assist with the enforcement of  
a judgment. 

However, few arrangements are in place for the reciprocal enforcement of judgments 
and the rules which apply under the different regimes that are in place can differ.  
This can lead to difficulties in enforcing a judgment obtained in the jurisdiction in 
which the dispute was resolved against the assets of a defaulting party based in a 
different jurisdiction. 

There has been far greater take-up of arrangements for the reciprocal enforcement of 
arbitration awards; the United Nations Convention on the Recognition and Enforcement 
of Foreign Arbitral Awards 1958, commonly referred to as the New York Convention, 
has been ratified by 142 countries worldwide. In addition, a number of similar 
agreements on the mutual recognition and enforcement of arbitral awards are in place 
either between individual countries or on a regional scale, such as exists between 
the member states of the Gulf Cooperation Council. Arbitration may therefore offer 
advantages over litigation when it comes to enforcement. 

In practice, careful consideration must be given to the choice of dispute recognition 
mechanism, as the theoretical advantages arbitration offers may be difficult to achieve 
in practice in certain jurisdictions. 

Judgments and arbitral awards are only of value if there are means to enforce them. 
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Norton Rose Fulbright

Our Islamic finance practice

Justice, equity and fairness are values that underpin the Islamic finance system. These 
are values we consider integral to the Norton Rose Fulbright Islamic finance practice. 

For over 20 years we have been documenting and advising on a wide variety of 
financings arranged for the benefit of Islamic investors. We are at the forefront of 
Islamic product development. All our lawyers have a thorough knowledge both of 
classical Islamic jurisprudence and modern financial techniques. We devise solutions 
that meet the diverse demands of our clients and of the wider Islamic financial 
community. Throughout our approach to advising clients, structuring products, drafting 
documents and managing transactions, we respect the principles and the underlying 
jurisprudence inherent to Islamic finance.

Advisory role
We continue to be at the forefront in advising the UK Government on the taxation of 
Islamic finance products. We know how to structure tax-efficient transactions in the UK 
and we advise other governments on the mechanics of Islamic finance products and 
their appropriate treatment from a tax perspective. In the UK we are members of various 
bodies including the Bank of England Working Group on Islamic Finance, the HM 
Treasury Islamic Finance Experts Group, the HMRC Technical Group on Islamic Finance 
and the Law Society sub-committee looking at Islamic finance.

Our general advisory work is extensive and includes advising on the establishment 
and constitution of a large number of Shariah Supervisory Boards. We are in frequent 
contact with some of the most prominent Shariah scholars, such as Mufti Taqi Usmani, 
Dr Hussain Hamid Hassan, Dr Mohammed Elgari, Sheikh Nizam Yaquby and Sheikh 
Yusuf Talal DeLorenzo.
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We provide our clients with off-the-shelf products and with more advanced solutions 
requiring close liaison with Shariah Supervisory Boards. Our contact with Shariah 
scholars helps us to anticipate many of the issues they are likely to identify and to work 
with them to finalise structures and documentation. Of course, there will always be 
occasions where we and our clients have to think laterally to try and develop original 
solutions to new issues. 

We are engaged in the current debate around Shariah-compliant and Shariah-based 
products and we work to develop advanced Shariah-based solutions that are effective 
for our clients.

Technical training
Our role in the industry requires us to speak at international conferences and to 
organise seminars and conferences. We provide in-house seminars to institutions that 
request an overview of the industry and its products or need innovation sessions for the 
creation of new products.
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Contacts 

Asia
Davide Barzilai
Partner, Hong Kong
Norton Rose Fulbright Hong Kong 
Tel +852 3405 2543
davide.barzilai@nortonrosefulbright.com

Davide Barzilai has substantial expertise in Islamic and conventional asset finance, 
Islamic treasury management and Islamic project finance and real estate finance.  
He is based in our Hong Kong office.

Davide spent more than two years in our Singapore office (from 2005 to 2007), where 
he was responsible for our Islamic finance practice in East Asia, then three years in 
our London office before moving to Hong Kong. His client base includes financial 
institutions in Europe and throughout Asia, including the Gulf region. He has advised 
on Islamic products in Singapore, Malaysia, Indonesia, Hong Kong and China, covering 
Sukuk, Shariah compliant REITs, project finance, real estate finance, equipment leasing, 
treasury management and general working capital facilities.

Davide graduated from the University of Manchester in the UK, with an honours degree 
in Arabic and Middle Eastern politics.
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Europe
Farmida Bi
Partner, London
Norton Rose Fulbright LLP
Tel +44 (0)20 7444 5842
farmida.bi@nortonrosefulbright.com

Farmida Bi advises on conventional and Islamic capital markets transactions. She has 
specialised in capital markets for over 16 years.

She has acted for lead managers on many leading Sukuk issues. This includes advising 
Emirates National Securitisation Corporation as securitisation structurer and adviser 
and Morgan Stanley & Co. International plc and Standard Chartered Bank as managers 
in connection with a US$210 million Floating Rate Secured Notes due 2037 Shariah-
compliant RMBS securitisation by Tamweel PJSC. She also advised Barclays Capital and 
Dubai Islamic Bank as joint lead managers on the issue by PCFC Development FZCO of 
US$3.5 billion pre-IPO convertible trust certificates (Sukuk al-Musharakah) due 2008.
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Middle East
Mohammed Paracha
Partner, Dubai
Norton Rose Fulbright (Middle East) LLP
Tel +971 (0)4 369 6311
mohammed.paracha@nortonrosefulbright.com 

Mohammed Paracha is a banking partner based in the Dubai office of Norton Rose 
(Middle East) LLP, where he is also the Regional head of our Islamic finance practice for 
the Middle East and Africa. Mohammed specialises in Islamic financial and banking 
transactions and has a broad range of transactional experience.

Mohammed trained and qualified with Norton Rose Fulbright and has spent time 
recently as in-house counsel at a large bank before returning to Norton Rose Fulbright. 

Mohammed is a regular speaker at Islamic finance conferences and seminars on a 
wide range of topics. The Legal 500 2011 describes Mohammed as “enormously well-
respected”. Mohammed is fluent in Urdu and Punjabi. 



Norton Rose Fulbright – June 2013    63

Glossary

Glossary

Arabic terms used in Islamic finance

Amanah trust

aqd a contract

Arbun a non-refundable down payment paid 
by a purchaser

Bai al dayn the sale of debt; considered 
haram under most schools of thought

Bai al Inah sale and buy-back; considered 
haram under most schools of thought

Bai al salam a sale contract involving spot 
payment and deferred delivery 

commodity Murabaha a Murabaha 
transaction where the underlying assets 
are commodities such as metals; typically 
used in Islamic liquidity management and 
working capital facilities for Islamic financial 
institutions

Darura the doctrine of necessity, sometimes 
exercised by a Shariah scholar to relax certain 
fiqh rulings

Diminishing Musharakah – see Musharaka 
Muntanakisa

fatwa an Islamic juristic opinion provided by 
a Shariah scholar or a Shariah Supervisory 
Board

fiqh Islamic legal jurisprudence

fiqh muamalat the Islamic law of 
transactions

Fuqaha Shariah scholars

gharar uncertainty

Hadith the record of the Sunna

halal that which is permitted

haram that which is prohibited

hawala transfer; in Islamic finance, the 
transfer of a right to a debt to another 

hibah gift

Ijara a lease; more technically, the sale of 
manfa’a for a specific rent and for a specific 
period

Ijara mawsufah fi al dhimmah a forward 
lease

Ijara muntahia bittamleek a lease where the 
lessee has the option to acquire title to the 
asset at any time

Ijara wa iqtina a lease where title to the asset 
is transferred to the lessee at the end of the 
lease period

Ijtihad the derivation of law through personal 
reasoning

Istisna’a a contract to manufacture, where 
the delivery is deferred and the sale price may 
be spot payable, amortised or deferred

LME Murabaha – see commodity 
Murabaha

maal property

maisir speculation or gambling

manfa’a the right to use or benefit from the 
use of an asset 
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Maqasid al Shariah the objectives of Shariah

maslaha the public interest

Mudaraba a limited partnership where one 
partner provides the capital and the other 
partner provides the work or management.

Mudarib the person appointed by a Rab al 
maal under a Mudaraba contract to undertake 
the work or management

Murabaha a sale of goods with an agreed 
profit mark-up on the cost price

Musawama a sale of goods without reference 
to the profit mark-up on the cost price

Musharakah partnership

Musharakah Muntanakisa decreasing 
partnership 

muwakkil the principal who appoints the 
agent under a Wakala

qard a loan on which interest is not payable 
by the debtor

Qard hasanah a qard that is given for 
benevolent reasons

Qiyas ruling by analogy

Quran the holy book of Islam, believed  
by Muslims to contain the direct revelation  
of God

Rab al maal the owner of the property; 
particularly the provider of the capital in  
a Mudaraba

reverse Murabaha – see Tawarruq

riba excess or increase; includes the concept 
of both interest and unfair gain

sadaqa voluntary charity

sakk a certificate representing an ownership 
interest in assets generating a cash flow

sarf the exchange of currencies

Shariah the rules, principles and parameters 
of Islamic law

Shirkat al aqd a joint venture partnership 

Shirkat al milk a co-ownership partnership

Sukuk the plural of sakk

Sunna the practices of the Prophet 
Mohammed 

Ta’awun mutual assistance

Takaful Islamic insurance

Tawarruq monetisation; usually involves 
commodity Murabaha

urf the customs of a community

Wa’d promise or unilateral undertaking

wadiah a deposit

Wakala a contract whereby an agent is 
appointed 

wakeel an agent

wakeel al Istithmar an investment agent

Waqf a charitable endowment

Zakah purification; more commonly,  
the mandatory disbursement of wealth  
for Muslims
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