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I. OVERVIEW
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1. A system of undertaking investments in compliance with Shari’ah (translates as “the path to 
water”), the underlying principles and code of conduct of the religion of Islam – originates 
with the Quran and the sayings of the Prophet Mohammed (PBUH) (“Hadith”) and 
teachings (“Sunnah”).

2. Necessary to understand the history and the evolution of Islamic finance over the last 
several decades to comprehend how it operates today.

3. The term “Islamic finance” is a misnomer; it is not a financing device; rather it reflects:
a. Principles governing all commercial interactions;
b. An equity- or asset-based, not a debt-based, system - - requires risk-sharing;
c. Emphasizes ethical investment;
d. More accurate term may be “Shari’ah-compliant investment”.

4. No highest court or central authority in Islamic jurisprudence binding on all; though some 
effort at creating uniformity through organizations such as AAOIFI (Accounting and Auditing 
Organization for Islamic Financial Institutions).

5. Formalism, attributable to:
a. Historical lack of scholars experienced in commerce and finance;
b. Default to traditional trade-based (nominate) contracts.

I. OVERVIEW
A. What is Islamic Finance?
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1. The modern era of Islamic finance is usually traced to the early 1970’s, but it was not until the 
millennium (i.e., post the Dow Jones fatwā) that this sector started to experience tremendous 
growth.

2. A Petrodollar phenomenon?
a. Approximately 1.8 billion Muslims as of 2015 (Pew Research Center).
b. $2.05-2.1 trillion in Shari’ah-compliant assets as of YE 2017 (IFSB).
c. CAGR (compound annual growth rate) of 6% from 2010 – 2017 (Reuters); however, this 

reflects anemic growth from 2010-2016 of 0.5% but a strong uptick in 2017 with year-on-year 
growth of roughly 8.5% (IFSB).

d. Approximately 55 countries with Muslim majorities.
e. Increasing recognition and acceptance by non-Muslims, e.g. Gulf and South Asia project 

finance deals.
f. The emergence and growth of institutions with an appetite for compliant investments – Islamic 

banks, takaful and retakaful companies.
g. The Gulf Cooperation Council (“GCC”) countries (Bahrain, Kuwait, Oman, Qatar, Saudi 

Arabia, UAE) and Iran account for roughly 80% of the total global Shari’ah-compliant assets 
as of 2018 (Union of Arab Banks).  Malaysia, Indonesia and Brunei account for much of the 
balance. 

3. Perceived ceiling on growth because limited investment opportunities, additional costs, 
comparative returns to investors?

I. OVERVIEW (CONT.)

B. The Growth of Islamic Finance
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1. 570 The birth of the Prophet Mohammed.

2. 1971 The beginning of the modern era of Islamic finance.
a. After dominance of western governance and legal systems for centuries;
b. The emerging independence of the Muslim states (1950’s – 1960’s);
c. Oil wealth; formation of first Islamic banks.

3. Reliance on historical use of traditional or “nominate” contracts. Initially, rigid 
adherence to contract forms; development over time permitting use of multiple 
contracts as building blocks.

4. Formalism remains a characteristic, and the basis for much criticism.

5. 1998 The Dow Jones Fatwā.
a. The recognition of the principles of “permissible impurity”; cleansing or purification.
b. Reference to Dow Jones Islamic Market Index negative screens / filters – 33% debt / 

market capitalization; 33% accounts  receivable / market  capitalization; 33% cash and 
interest – bearing securities / market capitalization (each determined based on trailing 
12-month average).

I. OVERVIEW (CONT.)

C. Key Dates and Elements
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1. Risk-sharing:
Shari’ah-compliant documentation must demonstrate that business risks (profits 
and losses) are being shared between the parties.  One party may not be 
unjustly enriched at the expense of the other party.
• 2.280: “If the debtor is in a difficulty, grant him time till it is easy for him to repay.  But if ye 

remit it by way of charity, that is best for you if ye only know”.

2. Prohibition of Interest (“Riba” or “excess” or “unjust increment”):
Prohibition covers any return of money on money, whether or not the return is 
fixed or floating, simple or compounded and regardless of the rate of return. 
Money is a measure of wealth, not a commodity.
Compare evolution of Western concepts of usury.  Contractum trinius
(Christianity) and heter iska (Judaism).
• 2.276: “Allah will deprive usury of all blessing, but will give increase for deeds of charity: 

For He loveth not any ungrateful and wicked”.
• 2.278: “O ye who believe! Fear Allah, and give up what remains of your demand for usury, 

if ye are indeed believers”.

I. OVERVIEW (CONT.)

D. Prime Considerations in Structuring Transactions; the “Pillars” of Islam.
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3. Prohibition of Uncertainty (“Gharar”):
Prohibition covers certain types of uncertainty or contingency in contracts; discourages 
speculation and certain derivatives.

4. Prohibition of Gambling (“Maysir”):
Prohibition covers all types of gambling and, as with the prohibition on uncertainty (gharar), 
discourages speculation and certain derivatives.

5. Shari’ah-approved activities only:
As with “ethical” investment funds, Shari’ah-compliant investments cannot be made in 
businesses engaged in prohibited activities (“Haram”), such as production or distribution of 
tobacco, alcohol and pork products; management of casinos and gambling establishments 
and production of gaming equipment; interest-based banking; life insurance; pornography; 
weapons; and, according to some schools, music and film.

I. OVERVIEW (CONT.)

D. Prime Considerations in Structuring Transactions (Cont.)

E. Process / Content
1. Loose analogy to concepts of “process”: usury (“making money on money”), gambling, uncertainty 

or speculation) and “content” (asset classes).
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1. Real Estate Investments:
a. Well-suited for compliant investment because only one level of inquiry/diligence;
b. Traditional asset classes (a continuum from parking garages to multi-family to single 

tenant office or industrial to multi-tenant office or industrial to retail to hospitality);
c. Tenancies;
d. Access to conventional financing to enhance returns.

2. Infrastructure

3. Private Equity Investments:
a. Nature of interest being acquired;
b. Existence at investment target of non-compliant leverage, accounts receivable, interest 

income.
c. Existence of current prohibited activities; possibility of future prohibited activities;

I. OVERVIEW (CONT.)

F. Investment Classes
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1. What is the target?
Real Estate -- land and/or improvements.
Private Equity -- a company or an interest in a company.

2. Private Equity -- what is the nature of the interest to be acquired? Preferred 
shares? A guaranteed return?

3. Does the Company have internal leverage?
Private Equity -- Is the amount permissible?
What arrangements can be made to restructure debt in a compliant manner?

4. Are there any impermissible activities (haram)?
Real Estate -- are the tenants engaging in any impermissible activities (e.g. conventional 
banking); some scholars look beyond site activities to predominant business of tenant.
Private Equity -- are the target’s activities haram? Safe harbors include tech, healthcare 
and education.

5. What are the safeguards against future impermissible activities?
Real Estate -- Control over leasing.
Private Equity -- Control over debt levels, business activities.

I. OVERVIEW (CONT.)

G. Investor Analysis / Diligence
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I. OVERVIEW (CONT.)

H. Forms of Nominate Contracts

• ijara - contract of lease and hire; sale of usufruct

• istisna - contract providing for the manufacture and purchase of a specified item

• mudaraba - form of partnership to which some of the partners contribute only 
capital and the other partners only labor (some schools do not treat it as a 
partnership but as a contract sui generis)

• murabaha - sale at a percentage markup; one of the sales in which the price is 
stated in terms of the sale object’s cost to the seller; purchase price may be 
payable on a deferred basis

• musawama – similar to murabaha; but, unlike murabaha, where profit is 
incremental to purchase price, price payable under musawama may be 
disproportionate (e.g. small purchase price, very large profit)

• musharaka - partnership or company

• salam - purchase of item known by specification or description for delivery at a later 
specified time, with payment of price in full at time of contract

• wakala - contract of agency
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1. Shortage of Shari’ah advisors.

2. Absence of uniformity among Shari’ah scholars, investors.

3. Criticisms of approach.

4. Other Considerations:
a. Credit support (guaranties);
b. Operational issues (default interest, security deposits);
c. Tax considerations (form or substance?):

i. US (“substance over form”) vs. other jurisdictions, e.g. Europe (“form over substance”);
ii. Treatment of nominee vehicles.

I. OVERVIEW (CONT.)
I. Ongoing Issues
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II. KEY NOMINATE CONTRACTS
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A. IJARA
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II. KEY NOMINATE CONTRACTS

A. Ijara

1. Ijara or “Master Lease”. The ijara structure is a form of lease (usually with an option to 

acquire) and is often used to isolate Shari’ah-compliant investors from any obligation for 

conventional, project-level debt (i.e., interest bearing loans) in the overall investment 

structure. Can be used for real estate; equipment leasing; infrastructure. See diagram on 

slide 23.

a. First, formation of a SPE (trend toward ownership by (non-compliant) deal participants as opposed to 

third party corporate service provider); investors contribute capital (i.e., their investment) as advance 

lease payment, and the SPE takes on conventional, interest-bearing debt to fund the remaining 

amount required for the acquisition.

b. Next, the SPE acquires the target property.

c. Then, the SPE, as Master Landlord, enters into a lease agreement with an entity owned by the 

compliant-investor/any JV partner, as Master Tenant.

d. The Master Tenant then makes scheduled rent payments pursuant to the ijara which approximate the 

debt service on the conventional loan (fixed vs. floating rate debt). 

e. Finally, put/call rights are typically agreed upon and negotiated as part of, or outside, the ijara to 

provide the Master Tenant with the right/obligation to acquire, as well as the right to sell, the property.
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2. Shari’ah principles prohibit a cross-default under the ijara for conventional loan defaults.

i. Although an event of default under the ijara (and related documents) will constitute an event of 
default under the conventional loan agreement, the inverse cannot be implemented because 
applicable Shari’ah precepts preclude having one of the ijara events of defaults being the 
occurrence of a conventional loan event of default. 

ii. For this reason, the representations, warranties, covenants, events of default and other 
provisions of the conventional loan documents are mirrored in the ijara and related documents 
(adjusted to reflect the master lease structure).

3. Shari’ah principles require that the amount of the rent and the term of the lease must each be 
specified at inception of the lease.

i. The basic rent payable by the project company to the SPE will be structured to be equivalent to 
the debt service payable by the SPE to the lender. 

ii. There is an argument that interest rates are never appropriate reference rates because they 
take into consideration elements that are present in the conventional, interest-based banking 
system and are absent in Islamic banking. But Shari’ah scholars accept such reference rates. 
One prominent scholar states his position as follows: “I do not care if you use the price of 
whiskey as the benchmark; but you are prohibited from transacting in the whiskey and from 
drinking the whiskey.” 

II. KEY NOMINATE CONTRACTS

A. Ijara – “Master Lease” (Cont.)  
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4. Shari’ah principles prohibit decision-making and direct responsibility by the Master Tenant in respect of 
the loan.

i. Call Right (for optional prepayments): The investor members will typically negotiate for the right to acquire the 
property, generally accomplished by the SPE providing a call right to the Master Tenant (or an affiliate) (for the 
amount outstanding under the loan).

ii. Put Right (for mandatory prepayments): As the Master Tenant is not directly responsible under the loan and 
acceleration of future rents is prohibited under a Shari’ah-compliant lease, the Master Tenant (or an affiliate) will 
typically grant the SPE a put right whereby the Master Tenant is obligated to purchase the property upon the 
occurrence of an Event of Default (for the amount outstanding under the loan).

5. Shari’ah principles prohibit the shifting of all risks/obligations of ownership away from owner.

i. The SPE, as owner of the property, must retain some risks and obligations associated with ownership 
(management / maintenance responsibilities; certain insurance procurement).  The ijara is not equivalent to a 
triple net lease.  

ii. To address risks not appropriate for allocation to the Master Tenant, the SPE may enter into a separate 
management agreement with the Master Tenant, whereby the Master Tenant may be engaged to perform 
retained Master Landlord responsibilities.  The overall financial arrangements are such that the separate 
management agreement is net-zero. The rent under the ijara is increased by an amount equal to any payments 
due under the management agreement.

iii. Another important function of the management agreement is to effectively remove the SPE from decision-
making. As a result of the mirroring of all obligations and rights, a decision by the lender with respect to the 
conventional loan documents will be replicated in a decision by the SPE with respect to the ijara documents, and 
a decision by the Master Tenant will be replicated in a decision by the SPE with respect to the conventional loan 
documents. In effect, the management agreement provides an automatic arrangement in which any decision by 
the lender or the Master Tenant will effect an identical decision by the SPE.

II. KEY NOMINATE CONTRACTS

A. Ijara – “Master Lease” (Cont.)  
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6. Shari’ah prohibits the payment of rent while the underlying asset is not able to be used.
i. Under Shari’ah, a tenant is only obligated to pay rent while the underlying assets may be used.  Thus, 

a major loss/casualty may obviate the rent obligation under the ijara. This issue is addressed through 
the put right (i.e., the loan is accelerated and the SPE then exercises its put right).

ii. Further, compliant-investors may only obtain compliant-insurance instruments (i.e., takaful).  Thus, the 
burden to maintain casualty insurance may not be shifted directly to the Master Tenant through the 
ijara.  The shift is accomplished through the management agreement in which the Master Tenant acts 
as agent of the SPE.

7. Tax Considerations:  
i. Transfer Tax Considerations: 

Careful structuring will be required to avoid running afoul of the applicable transfer tax rules. In most 
states, leases of relatively short duration will not be deemed to be equivalent to fee ownership and, 
thus, not subject to transfer tax.

ii. Income Tax Considerations:

The overall transaction is usually characterized as an interest-bearing loan for income tax purposes, 
notwithstanding the structure and documentation that were implemented for Shari’ah compliance 
purposes. 

The SPE and Master Tenant will typically enter into a separate tax matters agreement to declare the 
intended tax treatment for the relevant taxing authorities. The only binding substantive provision in the 
agreement is that the parties will file tax returns and maintain their tax positions in accordance with the 
provisions of the agreement. 

The ijara is characterized as a loan or financing facility from the SPE to the Master Tenant. Shari’ah 
scholars are indifferent to the characterization of the transaction for tax purposes, so long as the tax 
matters agreement does not change, modify or affect any right, responsibility or other element of the 
lease and other project documents.

II. KEY NOMINATE CONTRACTS

A. Ijara – “Master Lease” (Cont.)
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II. KEY NOMINATE CONTRACTS
Ijara Structure (reflects often-employed tax structuring for foreign investor in US real 
estate)
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B. MURABAHA
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II. KEY NOMINATE CONTRACTS

B. Murabaha

1. Perhaps the most versatile and widely-used nominate contract; can be thought of as a commodity trade 
contract.

2. Can be used as a means of providing short- or long-term financing; to facilitate deposit accounts; to 
facilitate fund investment by means of a “feeder”.

3. However, also controversial - - original, historical use was for trade finance.  Party A desires to acquire an 
asset or product for use or consumption. Party B is willing to finance the acquisition. Party B acquires the 
product (a camel, an automobile, …) for cash.  Party B sells the product to Party A for a stated profit on 
deferred payments terms.  The “profit” or return is fixed in the contract, along with the payment terms. 

4. Use of murabaha contracts has expanded or morphed into a means of creating liquidity or financing 
unrelated transactions.  A “commodity” (not gold or silver, which are considered currency rather than an 
asset) is purchased by a financier and then resold to a third party (as borrower or an investor).  The 
commodity is sold on a deferred payment basis.  But the party seeking liquidity (the financier if a deposit 
account; the borrower if a loan; the feeder, if a fund) resells the commodity on a “spot” basis back into the 
commodities market for the cash that then represents the deposit cash, the loan proceeds or the 
investment capital.  The commodity is simply an artifice. 

5. Many scholars and commentators criticize this transaction form, sometimes termed a “reverse 
murabaha” or tawarruq as an abuse or misuse of the transaction form.

6. However, it is in fact widely used and serves as the basis for thousands (or more) market transactions 
and most resembles a conventional transaction in terms of cost and complexity.

7. Latter form of transaction has been sanctioned, if not endorsed, by AAIOFI, so long as ultimate purchaser 
of commodities is not the same party as the original commodity seller and other requirements are met.
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II. KEY NOMINATE CONTRACTS

B. Murabaha

Financier

TRADITIONAL FORM OF MURABAHA

Asset Purchase Agreement 
(as agreed by product user)

Seller Agreed Price

User

2

Murabaha
Agreement

1

Title to Asset

3

4

6

Deferred 
Payments

5

Asset
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II. KEY NOMINATE CONTRACTS

B. Murabaha

“REVERSE MURABAHA” OR TAWARRUG TRANSACTION

Seller

Commodity Purchase Agreement 
(as agreed by Party in Interest)

Agreed Price

Commodity

Party in Interest

Deferred 
Payments

Commodity

Murabaha
Agreement

Commodity Sale 
Agreement

Commodity

1

2

5

6

8

9

4 Financier

Third Party 
Purchaser

Agreed Spot Price 7

3
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II. KEY NOMINATE CONTRACTS

Investor

Equity Co.

Invest Co.
(Owned by corporate services 

company)

US Co.

Share
Subscription

Murabaha
Financing A

Murabaha
Financing B

Voting Equity (2%)

Subscription Agreement and
Capital Contribution

Fund

Debt Co.

Voting Equity Holder

Musawama 
Undertaking

Investment ProcessThere are a number of variations on this approach. One such variation uses a
wakala (agency agreement) to establish the relationship between the investor and
the investment vehicle. Many compliant investors seek “opt out” rights.

(1) Investor subscribes for shares in Debt Co. and Equity Co. with a value equal to
total commitment in Fund. Investment may, for tax purposes, be allocated
approximately 75/25 between Debt Co. and Equity Co., but dependent on amount
of project-level debt.

(2) Debt Co. provides Murabaha Financing A to US Co.

(3) Equity Co. provides Murabaha Financing B to Invest Co. Invest Co. subscribes
for non-voting shares in US Co.

(4) Invest Co. provides Equity Co. with a Musawama undertaking. Under the
Musawama undertaking, if the Fund return is higher than fixed profit margin on
Murabaha Financing B, Invest Co. promises to purchase from Equity Co. an
amount of commodities at a profit price equal to the excess of the final Fund
return and the fixed profit margin under Murabaha Financing B. The cost
component in the Musawama may be nominal. The Musawama undertaking
allows the Investor to benefit from higher performance of the Fund.

(5) The Voting Equity Holder subscribes for the voting shares in US Co.

(6) US Co. subscribes for partnership interest in Fund for an amount equal to the
sum of the principal amounts of Murabaha Financing A and Murabaha Financing
B.

B. Overview of Combination Murabaha and Musawama Fund Investment Structure
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III. THE FUTURE
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A. “Ethical” investments – positive screens (DJIM Sustainability Index):

1. “Green” investment
2. Microfinance

B. Islamic Real Estate Investment Trusts:

1. Malaysia
2. High-tax jurisdictions

C. Debt Funds

III. THE FUTURE



Shearman & Sterling LLP 31Shari’ah-Compliant Investment in Real Estate in the United States

D. Islamic Banks

1. Announced receptivity by US banking authorities 
2. Hurdles

a. Capital ratios;
b. Product development:

i. Restrictions on ownership of real estate;
ii. Liability issues;
iii. State and local transfer taxes;

c. Insured accounts.
3. Constitutional dimension

E. Blockchain and Shari’ah Compliant Tokens

III. THE FUTURE  (CONT.)



ABU DHABI • BEIJING • BRUSSELS • DUBAI • FRANKFURT • HONG KONG • LONDON • MENLO PARK • MILAN • NEW YORK • PARIS • ROME • SAN FRANCISCO • SÃO PAULO • SAUDI ARABIA* • SHANGHAI • SINGAPORE • TOKYO • TORONTO • WASHINGTON, DC

Copyright © 2018 Shearman & Sterling LLP. Shearman & Sterling LLP is a limited liability partnership organized under the laws of the State of Delaware, with an affiliated limited liability partnership organized for the practice of law in the United Kingdom
and Italy and an affiliated partnership organized for the practice of law in Hong Kong.

*Dr. Sultan Almasoud & Partners in association with Shearman & Sterling LLP

John L. Opar
Partner
T +1 212 848 7697
M+1 646 322 6805
jopar@shearman.com
shearman.com

Kris Ferranti
Partner
T +1 212 848 7117
M+1 646 322 5624
kris.ferranti@shearman.com
shearman.com

Jonathan Newman
Associate
T +1 212 848 4442
M+1 646 506 5380
jonathan.newman@shearman.com
shearman.com

NYDOCS03 - #1128612.2


