TANMEAH BASSMAH PRESS
International Journal of Digital Accounting and Fintech Sustainability (IJDAFS).
Volume 1, Issue 2, 2024

journal homepage: www. https://ijdafs.com/

Exploring the Role of Islamic Finance Contracts and Liquidity
Management in Promoting Sustainable Economic
evelopment: Evidence from the UAE

Othman Abdul Qawi Abdul Alllah!*, Abdullaah Bin Jalil>, & Hisham Bin Sabri®

123 Faculty of Economics and Muamalat (FEM), Universiti Sains Islam Malaysia (USIM). 71800 Nilai, Negeri

Sembilan, Malaysia.

CHRONICLE

Article history:

Received: June 30,
2024

Received in revised
format: September
20, 2024

Accepted: December
24,2024

Available online:
December 31, 2024

Keywords:

Sharia; Islamic
finance, Sustainable
Development, Islamic
contracts, Cash flow,
Sustainability.

ABSTRACT

This study examines the role of Islamic finance contracts and
liquidity management in promoting sustainable economic
development, with a focus on the United Arab Emirates (UAE).
Islamic finance, rooted in Sharia principles, offers ethical and
risk-sharing financial solutions that align with sustainability
goals. Key contracts, including Murabaha, Mudarabah, and
Ijarah, contribute to infrastructure development, equitable
wealth distribution, and long-term economic growth. However,
the practical implementation of these contracts often faces
challenges related to liquidity management, which is critical for
enabling financial institutions to meet obligations and fund
sustainable projects. Using a descriptive-analytical approach,
this study investigates how liquidity mediates the relationship
between Islamic finance contracts and sustainable development.
The findings reveal that effective liquidity management
enhances the impact of Islamic finance contracts on
sustainability outcomes, highlighting the need for integrated
financial strategies and supportive regulatory frameworks.
These insights provide actionable recommendations for
policymakers and financial institutions to optimize the role of
Islamic finance in achieving sustainability goals.

JEL Classification: E44, F65, G15, K12, 053, 056, & R53.

1. Introduction

Islamic finance has emerged as a vital component of the global financial system, offering a Sharia-compliant
alternative to conventional finance. Grounded in principles of risk-sharing, ethical investment, and
prohibition of interest (Riba), Islamic finance is uniquely positioned to contribute to sustainable economic
development (Al-Taher, 2023). In the United Arab Emirates (UAE), Islamic finance plays a critical role in
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supporting long-term initiatives such as the UAE Vision 2021 and the UAE Green Economy Initiative,
which emphasize economic diversification, environmental sustainability, and societal well-being (Barani,
2016). Islamic finance contracts, such as Murabaha (cost-plus financing), Mudarabah (profit-sharing), and
[jarah (leasing), are instrumental in aligning economic activities with Sharia principles while fostering
equitable wealth distribution and infrastructure development (Abu Ali, 2022). These contracts provide
financial solutions that not only comply with Islamic jurisprudence but also promote investments in real
economic activities, making them an effective tool for achieving the United Nations' Sustainable
Development Goals (SDGs). However, the practical application of these contracts is often constrained by
challenges in liquidity management, which can limit their potential impact on long-term economic growth
(Makrorubin & Alafianta, 2023). Liquidity, the lifeblood of any financial institution, is a critical factor in
enabling Islamic banks to meet their financial obligations and invest in sustainable projects. Unlike
conventional banks, which rely on interest-based instruments for liquidity, Islamic banks face unique
challenges in managing cash flow due to their adherence to Sharia principles (Zaid, 2021). Effective liquidity
management is essential not only for maintaining financial stability but also for ensuring that Islamic finance
contracts can contribute meaningfully to sustainable economic development (Hamed, 2022).

Despite its growing prominence, the role of Islamic finance in promoting sustainable development remains
underexplored, particularly in the context of the UAE. Existing research has primarily focused on the
theoretical benefits of Islamic finance, with limited empirical evidence on how liquidity mediates the
relationship between Islamic finance contracts and sustainable outcomes (Fartas, 2018; Zaid, 2021). This
study aims to address this gap by examining the impact of Islamic finance contracts and liquidity
management on sustainable economic development in the UAE. By analyzing these interlinkages, the
research seeks to provide actionable insights for policymakers and financial institutions to enhance the
contribution of Islamic finance to the UAE’s economic and sustainability goals. This paper is organized as
follows: the first section reviews the literature on Islamic finance, liquidity management, and sustainable
development. The subsequent section outlines the research methodology, followed by an analysis of the
findings. Finally, the paper concludes with policy implications and recommendations for improving the
effectiveness of Islamic finance in promoting sustainable economic development in the UAE.

2. Literature Review

2.1 Islamic Finance and Its Principles

Islamic finance operates within the framework of Sharia principles, emphasizing ethical transactions,
prohibition of Riba (interest), risk-sharing, and investment in real economic activities. The primary
contracts, Murabaha (cost-plus financing), Mudarabah (profit-sharing), and Ijarah (leasing), are designed to
foster equitable wealth distribution, economic stability, and social responsibility (Al-Taher, 2023). These
contracts are pivotal in addressing socio-economic challenges by encouraging investments that align with
ethical and sustainability principles (Abu Ali, 2022). In the UAE, Islamic finance has been integrated into
national strategies such as the UAE Vision 2021, focusing on economic diversification and green growth.
Studies highlight the significant role of Islamic finance in funding developmental projects, particularly in
sectors like infrastructure, education, and renewable energy, which contribute to long-term sustainability
(Barani, 2016; Fartas, 2018).

2.2 Islamic Finance Contracts and Sustainable Development

Islamic finance contracts have demonstrated the potential to contribute to sustainable economic
development. Murabaha provides secure financing for businesses and individuals without violating Sharia
principles, enabling productive economic activities (Zaid, 2021). Similarly, Mudarabah fosters
entrepreneurship by offering financial support based on profit-sharing agreements, while Jarah supports
infrastructure development through leasing arrangements (Hamed, 2022). While these contracts provide a
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theoretical foundation for promoting sustainability, their practical application often encounters challenges,
particularly in liquidity management. Several studies have explored the indirect role of these contracts in
fostering economic stability and social equity but have noted a lack of empirical evidence linking them to
specific sustainability outcomes (Al-Mohammedi, 2021; Zaid, 2021). Moreover, the focus of many Islamic
banks on short-term financing, such as trade finance and leasing, limits their capacity to engage in long-
term development projects (Makrorubin & Alafianta, 2023).

2.3 Liquidity Management in Islamic Finance

Liquidity management is a cornerstone of financial stability and a prerequisite for sustainable development.
In conventional banking, interest-based instruments are widely used for liquidity provisioning. However,
Islamic banks must adhere to Sharia principles, which prohibit speculative activities and Riba, making
liquidity management more complex (Zaid, 2021). This unique challenge has spurred interest in innovative
Sharia-compliant liquidity tools, such as Sukuk (Islamic bonds) and structured finance contracts, which
mobilize financial resources for sustainable economic activities (Awwad et al., 2024). Studies have
highlighted the role of liquidity in enabling banks to finance large-scale projects that contribute to
sustainability. For instance, Fartas (2018) demonstrated that Dubai Islamic Bank played a critical role in
funding infrastructure projects, emphasizing the need for robust liquidity management practices. Similarly,
Hasban (2019) stressed the importance of liquidity in supporting cooperative societies and social
development. However, these studies often fall short of exploring the mediating role of liquidity between
Islamic finance contracts and sustainable development.

2.4 Islamic Finance Modes and Sustainable Development

Islamic finance modes, such as Sukuk and structured finance contracts, provide innovative mechanisms
for promoting sustainable economic development. Sukuk, for instance, offers an alternative to conventional
bonds, allowing Islamic banks to raise funds for green projects and infrastructure development (Awwad et
al., 2024). These instruments align with the principles of sustainability by channeling investments into
productive sectors while adhering to ethical and environmental standards (Al-Taher, 2023). Despite these
advancements, challenges such as regulatory constraints and limited awareness hinder the widespread
adoption of Islamic finance modes in sustainability-focused projects (Makrorubin & Alafianta, 2023).
Research suggests that a more integrated approach, combining liquidity management with Islamic finance
modes, could enhance their effectiveness in achieving sustainable development goals (Zaid, 2021).

2.5 Mediating Role of Liquidity

Liquidity plays a pivotal role in bridging the gap between Islamic finance contracts and sustainable
economic development. As a mediating variable, liquidity enables financial institutions to meet their
obligations while funding long-term sustainable projects (Hamed, 2022). This mediation effect highlights
the importance of robust liquidity management practices in translating the theoretical benefits of Islamic
finance into tangible sustainability outcomes. Zaid (2021) and Abu Ali (2022) emphasize that liquidity
constraints can impede the effectiveness of Islamic finance contracts in achieving their sustainability
objectives. For instance, insufficient liquidity may limit an Islamic bank’s ability to invest in renewable
energy projects or infrastructure development, undermining its contribution to long-term economic growth.
The mediating role of liquidity underscores the need for integrated policies that address both financial
stability and sustainability goals (Makrorubin & Alafianta, 2023).

2.6 Gaps in the Literature

Despite the growing body of research, several gaps remain in understanding the relationship between Islamic
finance, liquidity, and sustainable development: Limited empirical studies on the direct impact of Islamic
finance contracts on sustainability outcomes. Insufficient exploration of liquidity as a mediator in the
relationship between Islamic finance contracts and sustainable development. Lack of integrated models that
address the interplay between Islamic finance modes, liquidity management, and sustainability objectives.
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Addressing these gaps is critical to enhancing the effectiveness of Islamic finance in promoting sustainable
economic development, particularly in the UAE, where it is a cornerstone of national economic strategies.
This literature review highlights the theoretical and practical contributions of Islamic finance to sustainable
development while identifying key challenges and areas for further research. By addressing these gaps, this
study aims to provide actionable insights for policymakers and financial institutions to optimize the role of
Islamic finance in achieving sustainability goals.

3. Conclusion

Islamic finance, with its ethical foundations and emphasis on risk-sharing, has emerged as a significant
contributor to sustainable economic development. By aligning financial activities with Sharia principles,
Islamic finance contracts such as Murabaha, Mudarabah, and Jarah have demonstrated their potential to
support equitable wealth distribution, infrastructure development, and societal well-being. In the UAE,
where economic diversification and sustainability are central to national strategies like Vision 2021, Islamic
finance is well-positioned to drive long-term growth. However, the effective implementation of Islamic
finance contracts faces challenges, particularly in liquidity management. Liquidity, a critical factor for
financial stability, plays a mediating role in linking Islamic finance practices with sustainability objectives.
Without adequate liquidity, Islamic banks may struggle to fund long-term sustainable projects, undermining
their contribution to economic development. This underscores the need for innovative Sharia-compliant
liquidity tools, such as Sukuk and structured finance contracts, to bridge the gap between theoretical benefits
and practical application. Despite the progress in Islamic finance research, gaps remain in understanding its
direct impact on sustainability and the role of liquidity as a mediator. This study highlights the importance
of addressing these gaps through empirical research and integrated models that connect Islamic finance,
liquidity management, and sustainability outcomes. By doing so, policymakers and financial institutions in
the UAE can unlock the full potential of Islamic finance to achieve sustainable development goals.

In conclusion, Islamic finance has a vital role to play in fostering sustainable economic development, but its
success depends on robust liquidity management and supportive regulatory frameworks. For the UAE to
realize its vision of a resilient and sustainable economy, it must continue to strengthen the integration of
Islamic finance principles with sustainability objectives, ensuring that both the private and public sectors
benefit from this alignment. Through coordinated efforts, Islamic finance can become a cornerstone of
global sustainability initiatives, setting an example for ethical and inclusive economic growth.
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