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Abstract:

This paper provides a critical analysis of Shariah-compliant financial instruments, focusing on the balance between
authenticity, risk-sharing, and prevailing market practices. The purpose of the study is to examine the extent to which
Islamic financial contracts such as Murabaha, Mudarabah, Musharakah, ljarah, and Sukuk uphold the fundamental
principles of Shariah, particularly the prohibition of riba (usury), gharar (excessive uncertainty), and maysir (gambling).
Methodologically, the research adopts a qualitative approach, utilizing content analysis of scholarly literature, regulatory
reports, and case studies from leading Islamic financial institutions. Key findings reveal a divergence between the
theoretical foundations of Islamic finance, which emphasize equity participation and profit-and-loss sharing, and the
practical dominance of debt-based instruments that closely resemble conventional finance. While contracts like
Mudarabah and Musharakah embody the authentic spirit of risk-sharing, their limited application highlights challenges
related to risk aversion, regulatory environments, and market demand. Conversely, the widespread use of Murabaha and
Sukuk demonstrates market adaptability but raises concerns of Shariah compliance authenticity. The study concludes
that for Islamic finance to maintain credibility and long-term sustainability, there is a need to reinforce risk-sharing
mechanisms, strengthen Shariah governance, and innovate instruments that remain faithful to ethical and economic

objectives of Islam while meeting contemporary financial needs.
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1. Introduction

The growth of Islamic finance over the past few decades has positioned it as a significant alternative to
conventional financial systems. Built on the principles of Shariah, Islamic finance emphasizes ethical practices,
social justice, and the avoidance of riba (interest), gharar (excessive uncertainty), and maysir (speculation). At
its core, the system encourages risk-sharing and partnership through contracts such as Mudarabah (profit-
sharing) and Musharakah (joint venture), while also offering asset-backed instruments like Murabaha (cost-
plus sale), [jarah (leasing), and Sukuk (Islamic bonds). These contracts and instruments are designed to achieve
both financial stability and socio-economic justice, aligning economic activities with the objectives of Shariah
(Magqasid al-Shariah).

Despite its strong theoretical foundations, Islamic finance faces growing debates regarding its authenticity and

practical application. Many institutions rely heavily on debt-based instruments, such as Murabaha, that closely

119 https://ijcsacademia.com/index.php/eafi ~ ©February 2026


https://ijcsacademia.com/index.php/eafj
https://doi.org/10.59413/eafj/v5.i1.10

EAST AFRICAN FINANCE JOURNAL (EAFJ) E-ISSN: 2959-9121
Volume 5 Issue 1 | 2026 | pp 119-126

resemble conventional loans in structure, raising concerns about whether the industry truly upholds the
principle of risk-sharing. On the other hand, equity-based instruments like Mudarabah and Musharakah remain
underutilized due to challenges in implementation, such as asymmetric information, regulatory constraints, and
higher risk exposure. This divergence between theory and practice creates a critical tension that requires deeper

academic investigation.

The central objective of this paper is to critically analyze the major Shariah-compliant financial instruments,
assessing how well they balance authenticity, risk-sharing, and market demands. Specifically, the study asks: To
what extent do Islamic financial instruments maintain their Shariah authenticity while adapting to modern
financial markets? In addressing this research question, the paper highlights both the strengths and
shortcomings of current practices and explores possible pathways for aligning Islamic finance with its original

objectives.

To achieve this purpose, the paper is structured as follows: The next section reviews the theoretical foundations
of Shariah-compliant finance and its key principles. This is followed by an in-depth analysis of major financial
instruments, examining their application, strengths, and challenges. A comparative evaluation of risk-sharing
versus debt-based instruments is then provided. The paper concludes with key findings, policy implications,

and recommendations for enhancing the authenticity and sustainability of Islamic finance.

2. Literature Review

Islamic finance has attracted considerable scholarly attention as a rapidly growing alternative to conventional
financial systems. Early works such as Siddiqi (1983) and Chapra (1992) emphasize the foundational principles
of Islamic economics, highlighting the centrality of justice, ethical conduct, and prohibition of riba, gharar, and
maysir. These principles underpin the development of Shariah-compliant financial instruments, which seek to
align economic transactions with the objectives of Shariah (Maqasid al-Shariah).

A significant portion of the literature focuses on the classification and application of Islamic financial
instruments. Usmani (2002) and Ayub (2007) provide detailed analyses of contracts such as Murabaha,
Mudarabah, Musharakah, Ijarah, Salam, and Istisna, illustrating how these contracts operationalize risk-sharing
and asset-backing. Contemporary studies (El-Gamal, 2006; Iqgbal & Mirakhor, 2011) draw attention to the
predominance of debt-like instruments such as Murabaha and Ijara, which, while technically Shariah-compliant,
raise concerns of replication of conventional financial practices.

Research on Sukuk has expanded significantly in recent years, with Adam & Thomas (2004) and Archer & Abdel
Karim (2017) highlighting their role as a cornerstone of Islamic capital markets. Sukuk are often praised for
mobilizing funds for infrastructure, trade, and sustainable projects, yet several scholars (Nagano, 2016;
Lahsasna, 2018) point to challenges in structuring Sukuk that maintain genuine risk-sharing while meeting
investor expectations.

Another important theme in the literature is the debate between equity-based and debt-based contracts. Studies
such as Kahf (2005) and Mirakhor & Krichene (2009) argue that profit-and-loss sharing (PLS) contracts like

Mudarabah and Musharakah reflect the true spirit of Islamic finance by promoting partnership,
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entrepreneurship, and distributive justice. However, empirical research (Khan, 2010; Haniffa & Hudaib, 2019)
demonstrates their limited use in practice, citing problems of moral hazard, adverse selection, and weak
regulatory frameworks.

Shariah governance and compliance have also been extensively studied. Hasan (2011) and Grassa (2013) stress
the importance of robust Shariah supervisory boards in maintaining authenticity and credibility. Yet,
inconsistencies in Shariah rulings across jurisdictions and the lack of global standardization (Archer & Abdel
Karim, 2017) remain persistent issues that compromise industry credibility.

Research Gap: While the literature provides substantial insights into the principles, applications, and challenges
of Islamic financial instruments, several gaps remain. First, there is limited holistic analysis that compares debt-
based and equity-based contracts in terms of both authenticity and market performance. Second, the tension
between Shariah ideals of risk-sharing and the market-driven preference for debt-like structures remains
underexplored in terms of long-term sustainability. Third, few studies have critically examined how innovation
in financial engineering can balance Shariah compliance with modern financial demands without compromising
authenticity.

This paper seeks to address these gaps by conducting a critical analysis of major Shariah-compliant financial

instruments, with particular attention to how they balance authenticity, risk-sharing, and market practices.

3. Methodology

This study employs a qualitative research design, focusing on a critical and interpretive analysis of Shariah-
compliant financial instruments. The qualitative approach is most suitable for this research because the
objective is not to measure numerical relationships but to understand how Islamic financial contracts balance

authenticity, risk-sharing, and market practices.

Research Design:

The research is exploratory and analytical in nature. It systematically examines existing scholarly literature,
regulatory guidelines, and case studies of Islamic financial institutions. The study is designed to synthesize
theoretical principles with practical realities in order to identify tensions, patterns, and gaps in the application

of Shariah-compliant instruments.

Data Collection:

The primary source of data consists of secondary materials, including peer-reviewed journal articles, academic
books, industry reports, and regulatory documents from bodies such as the Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI) and the Islamic Financial Services Board (IFSB). In
addition, reports from international financial organizations (e.g., IMF, World Bank, Islamic Development

Bank) and case studies of institutions offering Islamic financial products provide contextual insights.
Data Analysis:

The study applies content analysis and thematic review methods. Literature and institutional reports are

reviewed to identify recurring themes such as risk-sharing, authenticity, debt-based dominance, and innovation
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in Islamic finance. Comparative analysis is used to evaluate equity-based versus debt-based contracts,
particularly Mudarabah and Musharakah vis-a-vis Murabaha and Sukuk. Furthermore, interpretive analysis is

applied to assess whether current practices align with the objectives of Shariah (Maqasid al-Shariah).

Validity and Reliability:

To enhance reliability, data sources are drawn from widely recognized academic and professional institutions.
Triangulation is achieved by comparing findings across different categories of sources (academic, regulatory,
and practical case studies). This ensures that conclusions are balanced and not based on a single perspective.
By employing this methodology, the study is able to critically evaluate the extent to which Shariah-compliant
financial instruments maintain their authenticity while adapting to global financial markets, thereby addressing

the research gap identified in the literature review.

4. Results

The analysis of Shariah-compliant financial instruments reveals a fundamental divergence between the
theoretical ideals of Islamic finance and practical applications within the global market. The findings are

presented thematically, focusing on risk-sharing, authenticity, and market dominance.

4.1 Dominance of Debt-Based Instruments
The review shows that debt-like instruments such as Murabaha and Ijarah account for the majority of Islamic

banking operations worldwide. Their popularity is attributed to simplicity, predictability of returns, and
compatibility with conventional financial systems. However, their widespread use raises concerns about the

dilution of the authentic risk-sharing ethos of Islamic finance.

4.2 Limited Use of Profit-and-Loss Sharing Contracts

Contracts such as Mudarabah and Musharakah, which embody true risk-sharing, remain underutilized. This is
primarily due to asymmetric information, higher monitoring costs, and institutional reluctance to embrace

uncertainty. As a result, the transformative potential of Islamic finance is constrained.

4.3 Sukuk as a Hybrid Instrument

Sukuk have emerged as the flagship instrument in Islamic capital markets. While they successfully mobilize
large-scale financing, many Sukuk structures resemble conventional bonds in practice. Genuine equity-based

Sukuk remain rare, which raises questions of Shariah authenticity.
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4.4 Shariah Governance Gaps
The findings highlight inconsistencies in Shariah interpretations across jurisdictions. While AAOIFI and IFSB

have developed standards, lack of harmonization undermines the credibility and authenticity of Shariah-

compliant contracts.

Table 1: Comparative Characteristics of Major Shariah-Compliant Instruments

Instrument = Type Principle Strengths Weaknesses Degree of Market
Applied Risk-Sharing Dominance
Murabaha Debt- Cost-plus Simple, widely used, = Resembles Low Very High
based  sale predictable returns conventional lending
Ijarah Debt- | Leasing Asset-backed, stable = Often mimics Low High
based cash flows conventional leasing
Mudarabah = Equity- = Profit- True risk-sharing, Risk of moral hazard, High Low
based sharing promotes limited monitoring
entrepreneurship
Musharakah Equity- | Joint venture = Partnership-based, High risk, rarely High Very Low
based ethical applied
Sukuk Hybrid = Asset-backed = Mobilizes large Often structured like Medium— Growing
securities funds, attractive to bonds Low
investors

Table 2: Market Distribution of Shariah-Compliant Financial Instruments

Instrument Type  Market Share (%)  Description

Debt-Based 70-80 Includes Murabaha and Ijarah; widely used due to simplicity and
Instruments predictable returns.

Equity-Based <10 Includes Mudarabah and Musharakah; true risk-sharing but
Instruments underutilized.

Sukuk 10-15 Asset-backed securities; mobilizes large-scale funds, often

structured like bonds.

4.5 Alignment with Magasid al-Shariah
The analysis suggests that while current practices meet formal Shariah compliance, they often fail to realize the

higher objectives of Shariah—justice, equitable risk distribution, and socio-economic welfare. Debt-based

dominance indicates a drift toward form over substance.
Summary of Findings

* Debt-based instruments dominate Islamic finance due to market demand and risk aversion.
* Equity-based instruments remain underdeveloped despite their alignment with Shariah ideals.

» Sukuk offer opportunities but risk drifting into conventional replication.
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» Stronger Shariah governance and innovation are required to restore authenticity and sustainability.

4.6 Discussion
The findings of this study highlight a persistent tension within Islamic finance between theoretical ideals and

practical realities. The dominance of debt-based instruments, particularly Murabaha and I[jarah, reflects the
industry’s pragmatic orientation toward risk management and profitability, yet this reliance compromises the
authenticity of Islamic finance. As El-Gamal (2006) and Khan (2010) argue, such contracts often replicate
conventional lending practices in form rather than substance. This confirms concerns raised in the literature

that Islamic finance risks becoming a “shariah-compliant replica” rather than a truly distinct ethical alternative.

By contrast, equity-based contracts such as Mudarabah and Musharakah embody the spirit of risk-sharing,
entrepreneurship, and justice, aligning closely with the Maqasid al-Shariah. However, as shown in both the
results of this study and prior works (Kahf, 2005; Mirakhor & Krichene, 2009), their limited application in
practice is attributed to high monitoring costs, moral hazard, and weak regulatory safeguards. This
underutilization constrains the transformative role that Islamic finance can play in fostering equitable economic

development.

The role of Sukuk in Islamic capital markets further illustrates the trade-offs between authenticity and market
appeal. While Sukuk have succeeded in mobilizing large-scale funds for infrastructure and development, their
frequent structuring to resemble conventional bonds raises questions about compliance in spirit (Nagano,
2016). This dual nature positions Sukuk as a hybrid instrument, reflecting both the promise and the challenges

of balancing Shariah ideals with global market realities.

Another critical finding relates to governance. Inconsistent Shariah interpretations across jurisdictions and
insufficient standardization undermine industry credibility, a concern echoed by Hasan (2011) and Grassa
(2013). Strengthening harmonized governance mechanisms is therefore essential to restore trust and ensure

that financial innovations remain faithful to Islamic principles.
Limitations of the Study

This study is primarily qualitative and relies on secondary sources, which may limit the generalizability of its
findings. Case studies from different jurisdictions were not examined in detail, which could have provided
deeper insights into how cultural and regulatory environments influence contract application. Additionally, the
absence of empirical data (e.g., financial performance metrics or field surveys) restricts the ability to measure

the quantitative impact of these instruments on economic development.
Practical Implications

Despite these limitations, the study offers valuable implications for policymakers, practitioners, and scholars.
First, Islamic financial institutions should invest in mechanisms that reduce the risks of equity-based contracts,
such as improved monitoring, transparency, and legal safeguards, thereby encouraging broader adoption of

risk-sharing instruments. Second, regulatory bodies like AAOIFI and IFSB must work toward greater
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harmonization of Shariah standards to reduce inconsistencies and foster global trust. Third, innovation in
Islamic financial engineering should prioritize substance over form, ensuring that new products contribute to
socio-economic justice rather than merely replicating conventional models. Finally, policymakers should
encourage the use of Shariah-compliant finance in sectors such as microfinance, SMEs, and sustainable

development, thereby aligning practice with the ethical objectives of Islam.

In sum, the discussion underscores that while Islamic finance has made significant progress in building a parallel
system, it must reorient itself toward authentic risk-sharing and social justice if it is to fulfill its promise as a

credible and ethical financial alternative.

5. Conclusion

This study critically analyzed major Shariah-compliant financial instruments, examining how they balance
authenticity, risk-sharing, and market practice. The findings reveal a clear tension between theoretical
principles and practical implementation. Debt-based instruments such as Murabaha and [jarah dominate the
market due to their simplicity, predictability, and compatibility with conventional financial systems, yet they
offer limited alignment with the authentic risk-sharing ethos of Islamic finance. Conversely, equity-based
contracts like Mudarabah and Musharakah embody the true spirit of partnership and distributive justice but
remain underutilized due to higher perceived risks and operational challenges. Sukuk, while effective in
mobilizing large-scale financing, often replicate conventional bonds, highlighting the challenge of maintaining

Shariah authenticity while meeting investor expectations.

The study underscores the importance of robust Shariah governance, harmonized regulatory standards, and
innovative approaches that prioritize substance over form. Strengthening these areas can enhance the
credibility, sustainability, and social impact of Islamic finance, ensuring that it fulfills its ethical and economic

objectives in line with Maqasid al-Shariah.
Future Research Directions

* Empirical studies assessing the financial performance and socio-economic impact of equity-based versus
debt-based Shariah-compliant instruments.

* Comparative analyses of Shariah governance practices across jurisdictions to identify best practices and
standardization strategies.

* Exploration of innovative Islamic financial instruments that maintain Shariah authenticity while addressing

modern market needs, such as green Sukuk, digital Islamic finance, and fintech-based risk-sharing solutions.

In conclusion, Islamic finance has made significant strides in providing ethical financial alternatives. However,
bridging the gap between Shariah ideals and market realities remains critical for its long-term credibility,

authenticity, and contribution to equitable economic development.
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