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ABSTRACT 

Agricultural financing plays a critical role in ensuring food security and economic stability in many 
developing countries. However, farmers face numerous financial risks, including fluctuating commodity 
prices, climate change, and access to affordable credit. This study aims to revisit Islamic financial 
principles and systems to explore their potential in addressing the financial risks faced by farmers in Sri 
Lanka. Islamic finance, with its emphasis on risk-sharing and ethical investment, offers unique 
opportunities for developing innovative solutions adapted to the agricultural sector. This study has 
analyzed the applicability of Islamic financial instruments such as Murabaha, Mudarabah, and Salam 
contracts in agricultural financing in Sri Lanka. By examining the strengths and limitations of these 
instruments, the research has presented financial resilience and sustainability for farmers. Ultimately, this 
research aimed to contribute to the broader discourse on sustainable agricultural finance by highlighting 
the relevance of Islamic finance in mitigating financial risks and fostering inclusive growth in the 
agricultural sector in Sri Lanka. 
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INTRODUCTION 

Agriculture is a cornerstone of the global economy, providing food, raw materials, and livelihoods for 
billions of people worldwide. It accounts for approximately 4% of global GDP and employs more than 
a billion people, highlighting its critical role in economic development and food security (World Bank, 
2020). In many developing countries, agriculture represents a significant portion of national GDP and 
serves as the backbone of rural economies, providing employment for a substantial percentage of the 
population (Food and Agriculture Organization [FAO], 2019). The sector is not only vital for economic 
growth but also for achieving broader developmental goals, including poverty reduction, food security, 
and sustainable development. 

However, the agricultural sector is fraught with numerous challenges that threaten its 
sustainability and the well-being of those who depend on it. Farmers face a multitude of financial risks, 
including price volatility, climate change impacts, and biological threats such as pests and diseases. Price 
volatility can be particularly detrimental, as fluctuations in the prices of agricultural commodities can 
significantly impact farmers' incomes and their ability to plan for the future (Dercon & Christiaensen, 
2011). Climate change further exacerbates these risks, leading to unpredictable weather patterns, 
increased frequency of extreme weather events, and shifting agricultural zones, all of which undermine 
agricultural productivity and stability (Porter et al., 2014). 

Access to affordable and adequate financing remains a significant barrier for many farmers, 
particularly smallholders who often lack the collateral required by conventional financial institutions 
(Zander, 2015). Smallholder farmers, who make up the majority of agricultural producers in developing 
countries, typically operate on small plots of land and have limited access to credit and financial services 
(Kloeppinger-Todd & Sharma, 2010). This lack of access restricts their ability to invest in productivity-
enhancing technologies, improved seeds, and sustainable farming practices, thereby limiting their capacity 
to improve yields and resilience to economic and environmental shocks. 

The financial risks faced by farmers are compounded by the limitations of conventional 
agricultural financing systems. Traditional financial institutions often impose stringent credit 
requirements, demand high-interest rates, and focus on short-term profitability, making it difficult for 
farmers to access the capital they need (Petrick & Kloss, 2017). Moreover, the banking sector's risk 
aversion, due to the inherent uncertainties in agriculture, further limits the availability of credit to farmers 
(Binswanger-Mkhize, 2012). These challenges highlight the urgent need for alternative financing solutions 
that are more aligned with the unique needs and risk profiles of farmers, particularly in developing 
regions. Table 1 presents the agricultural financial risk and its impact on farmers. 

Table 1: List of agricultural financial risk and its impact on farmers 

Risk 
Category 

Description Impact on Farmers Reference 

Weather 
Variability 

Unpredictable weather 
conditions such as 
droughts, floods, and 
storms.  

Affects crop yields, leading to 
lower income and higher financial 
uncertainty. 

Lobell et al., 
(2011) 
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Price 
Fluctuations 

Changes in market prices 
for agricultural products 
and inputs.  

Can result in lower revenues or 
higher costs, impacting 
profitability and financial stability. 

Carter & 
Mohapatra, 
(2008) 

Pest 
Infestations
  

Damage from pests and 
diseases affecting crops 
and livestock.  

Leads to reduced yields and 
increased costs for pest control 
and loss of income. 

Popp et al., 
(2013) 

Access to 
Credit  

Difficulty in obtaining 
financing due to lack of 
collateral or high interest 
rates.  

Limits ability to invest in inputs, 
technology, and expansion, 
affecting productivity and growth. 

Petrick, (2005) 

Income 
Seasonality
  

Variability in income due 
to seasonal cycles and 
harvest times.  

Creates cash flow problems, 
making it challenging to manage 
expenses and service debt. 

Barrett et al., 
(2001) 

High 
Production 
Costs  

Rising costs of seeds, 
fertilizers, and 
machinery.  

Reduces profit margins and 
financial resilience, especially 
during periods of low income. 

Huan-Niemi et 
al., (2009) 

Market Access 
Issues  

Problems with accessing 
markets to sell produce 
or obtain inputs.  

Can result in lower prices received 
for products and higher costs for 
inputs, affecting overall income. 

Reardon et al., 
(2003) 

Therefore, the study aims to explore Islamic financial principles as a potential solution to the 
challenges faced in agricultural financing with special reference to Sri Lanka. Islamic finance, grounded 
in the ethical and risk-sharing principles of Shari’ah law, offers an innovative approach to financing that 
emphasizes partnership, equity, and social responsibility (El-Gamal, 2006). Unlike conventional finance, 
Islamic financial instruments such as Murabaha (cost-plus financing), Mudarabah (profit-sharing), and 
Salam (advance purchase) contracts align with the principles of fairness and shared risk, offering a more 
sustainable approach to agricultural finance (Usmani, 2002). These instruments provide opportunities for 
developing financial solutions that are more attuned to the needs of the agricultural sector, promoting 
equitable risk distribution between lenders and borrowers and fostering sustainable agricultural practices. 

The significance of this study lies in its potential to contribute to the broader discourse on 
sustainable agriculture and rural development by highlighting the relevance of Islamic finance. By 
providing alternative financing mechanisms that are aligned with the values and practices of many 
communities, Islamic finance can play a crucial role in promoting inclusive growth and reducing poverty 
(Khan & Mirakhor, 2007). This research not only aims to demonstrate the applicability of Islamic 
financial instruments in agriculture but also to inspire policymakers, financial institutions, and 
development practitioners to adopt and adapt these models in their efforts to support sustainable 
agricultural development. 
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LITERATURE REVIEW 

Islamic financia l principles and ethica l foundations 

Islamic finance is an evolving field that has gained significant attention due to its unique approach to 
financial transactions, which are governed by the principles of Shari’ah law. These principles emphasize 
ethical considerations, risk-sharing, and the prohibition of interest (riba), aiming to promote justice and 
equity in financial dealings. This section provides an overview of Shari’ah-compliant financial instruments 
and their ethical foundations. 

The ethical foundations of Islamic finance are rooted in the moral and social teachings of Islam. 
These foundations guide the conduct of financial transactions, ensuring that they are aligned with the 
values of fairness, transparency, and social welfare. A fundamental principle of Islamic finance is the 
prohibition of riba, or interest, which refers to the predetermined, fixed rate of return on loans or 
investments, considered exploitative and unjust in Islamic teachings (Siddiqi, 2006). Instead, Islamic 
finance encourages profit and loss sharing, fostering equitable distribution of risks and rewards between 
parties involved in a transaction (Usmani, 2002). 

Additionally, Islamic finance prohibits excessive uncertainty (gharar) and gambling (maysir) in 
financial transactions. Contracts must be clear and transparent, with all terms and conditions explicitly 
defined to avoid disputes and ensure fairness (El-Gamal, 2006). This prohibition promotes ethical 
business practices and reduces the likelihood of exploitation. Furthermore, Islamic finance mandates that 
investments be made in halal activities, meaning they must comply with Islamic ethical standards. This 
excludes investments in industries such as alcohol, gambling, and pork production, which are considered 
harmful to society (Khan & Mirakhor, 2007). The focus on halal investments encourages socially 
responsible investing and contributes to sustainable development. 

Islamic finance also aims to promote social justice and equity by redistributing wealth and 
providing financial support to those in need. This is achieved through mechanisms such as Zakat 
(obligatory almsgiving) and Qard Hasan (benevolent loans), which emphasize community welfare and 
poverty alleviation (Chapra, 2000). These ethical principles underpin the operation of Islamic financial 
institutions and shape the design of Shari’ah-compliant financial instruments. 

Shari ’ah-compliant financial instruments 

Islamic finance employs a range of financial instruments designed to comply with Shari’ah principles. 
These instruments facilitate various types of financial transactions while adhering to the ethical guidelines 
outlined above. Murabaha is a widely used Islamic financing instrument where the financier purchases an 
asset and sells it to the customer at a predetermined profit margin. The customer repays the total amount 
in installments over a specified period (Obaidullah, 2005). Murabaha is commonly used for trade and 
asset financing, providing an alternative to conventional interest-based loans. Murabaha aligns with 
Islamic ethical principles by ensuring transparency and mutual consent. The profit margin is agreed upon 
upfront, eliminating uncertainty and potential exploitation (El-Gamal, 2006). Additionally, the financier 
assumes ownership of the asset before selling it to the customer, fulfilling the requirement of asset-backed 
transactions. 

Mudarabah is a partnership contract where one party (the capital provider) contributes capital, 
and the other party (the entrepreneur) manages the business. Profits are shared according to a pre-agreed 
ratio, while losses are borne by the capital provider (Siddiqi, 2006). Mudarabah is often used in investment 
and venture capital financing. This instrument embodies the principles of risk-sharing and partnership, 
fostering a collaborative relationship between the parties involved. The capital provider assumes the 
financial risk, while the entrepreneur contributes expertise and effort, aligning incentives and promoting 
ethical business conduct (Usmani, 2002). 
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Musharakah is a joint venture contract where all partners contribute capital and share profits and 
losses based on their equity participation. This instrument is used in various business and investment 
activities, including project financing and real estate development (Khan & Mirakhor, 2007). Musharakah 
promotes equitable risk distribution and shared decision-making among partners. The focus on mutual 
benefit and cooperation reflects Islamic ethical values and enhances transparency and trust in business 
dealings (El-Gamal, 2006). 

Ijarah is a leasing contract where the financier purchases an asset and leases it to the customer 
for a specified period in exchange for rental payments. At the end of the lease term, the customer may 
have the option to purchase the asset (Obaidullah, 2005). Ijarah complies with Islamic principles by 
separating ownership and usage rights, allowing for asset-based transactions without interest. The lease 
terms are clearly defined, ensuring transparency and protecting the rights of both parties (Siddiqi, 2006). 

Salam is an advance purchase contract commonly used in agricultural financing. Under this 
contract, the buyer pays the seller in advance for goods that will be delivered at a future date (Khan & 
Mirakhor, 2007). Salam provides farmers with upfront capital to finance production costs and manage 
liquidity constraints. Salam addresses the financial needs of farmers while adhering to Shari’ah principles. 
The advance payment mitigates liquidity risks for the seller, while the buyer benefits from potentially 
lower prices. The contract terms are clearly defined to prevent uncertainty and disputes (Usmani, 2002). 

Sukuk are Islamic bonds that represent ownership in an asset or pool of assets. Sukuk holders 
receive returns based on the performance of the underlying asset, in contrast to conventional bonds, 
which pay interest (riba) (El-Gamal, 2006). Sukuk are used for infrastructure projects, real estate 
development, and corporate financing. Sukuk comply with Shari’ah principles by linking returns to asset 
performance and avoiding interest payments. The asset-backed nature of Sukuk ensures that investments 
are tied to real economic activities, promoting transparency and reducing speculative behavior (Siddiqi, 
2006). 

Agricultura l financing  in Islamic finance 

Agriculture is a vital component of many economies, particularly in developing countries, where it serves 
as a primary source of income and employment. However, the sector is characterized by inherent risks 
and uncertainties, such as weather variability, fluctuating market prices, and pest infestations, which often 
discourage conventional lenders from providing adequate financial support (Obaidullah, 2008). Islamic 
finance offers alternative financial instruments and mechanisms that can effectively address these 
challenges while adhering to the ethical and risk-sharing principles of Shari’ah law. 

Islamic financial instruments are designed to comply with Shari’ah principles, emphasizing 
fairness, transparency, and risk-sharing. These instruments are particularly well-suited to address the 
unique financial requirements of the agricultural sector. Murabaha, for instance, is a commonly used 
Islamic financing tool in agriculture, where the financier purchases agricultural inputs, such as seeds or 
fertilizers, and sells them to the farmer at a predetermined profit margin. The farmer then repays the 
financier in installments over a specified period (Obaidullah, 2008). This offers a transparent and 
straightforward financing mechanism, allowing farmers to access necessary inputs without incurring 
interest-based debt. The fixed profit margin agreed upon in advance reduces uncertainty and aligns with 
Shari’ah principles by ensuring asset-backed transactions. 

Another vital instrument is Salam, an advance purchase contract particularly suited for agricultural 
financing. Under this arrangement, the buyer (financier) pays the seller (farmer) in advance for agricultural 
products to be delivered at a future date. This provides farmers with the necessary liquidity to cover 
production costs and manage cash flow constraints (Khan & Mirakhor, 2007). Salam contracts reduce 
the risk of price fluctuations for farmers and buyers, promoting financial stability in agricultural 
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transactions. The advance payment structure helps farmers secure capital without resorting to 
conventional loans, aligning with Islamic ethical values by avoiding interest payments. 

Mudarabah, a profit-sharing partnership, is another instrument where the financier provides 
capital, and the farmer manages the agricultural production. Profits are shared according to a pre-agreed 
ratio, while losses are borne by the financier (Siddiqi, 2006). Mudarabah is particularly beneficial in 
agriculture, where farmers often lack access to formal credit. By sharing risks and rewards, this 
arrangement encourages mutual cooperation and trust between financiers and farmers. The ethical 
principles of risk-sharing and partnership inherent in Mudarabah align with Islamic values, fostering 
sustainable agricultural development. 

Musharakah, a joint venture where all parties contribute capital and share profits and losses based 
on their equity participation, is used for various activities, such as cooperative farming or joint investment 
in agricultural projects (Obaidullah, 2008). This arrangement promotes collaboration and shared decision-
making among partners, enhancing productivity and resource utilization in agriculture. The emphasis on 
mutual benefit and equity aligns with Islamic ethical values, fostering transparency and trust in agricultural 
ventures. 

Ijarah, a leasing contract where the financier purchases an asset, such as machinery or equipment, 
and leases it to the farmer for a specified period in exchange for rental payments, provides farmers with 
access to modern equipment and technology, enhancing productivity without the burden of high upfront 
costs (Khan & Mirakhor, 2007). The asset-based nature of Ijarah aligns with Shari’ah principles by 
ensuring that transactions are tied to tangible assets, promoting transparency and reducing speculative 
behavior. 

Existing studies highlight the potential of Islamic finance to address the financial needs of the 
agricultural sector while promoting ethical and sustainable practices. The unique characteristics of Islamic 
financial instruments, such as risk-sharing, asset-backing, and adherence to ethical principles, make them 
particularly well-suited to address the challenges faced by farmers. Islamic finance can enhance financial 
inclusion by providing access to financial services for farmers who may be excluded from conventional 
banking systems due to lack of collateral or credit history. The emphasis on partnership and shared 
responsibility in Islamic finance encourages financiers to engage with marginalized and underserved 
communities, promoting rural development and poverty alleviation (Obaidullah, 2008). 

The risk-sharing mechanisms inherent in Islamic finance help mitigate the risks associated with 
agricultural production, such as weather variability and price fluctuations. By sharing risks and rewards, 
Islamic finance fosters stability and resilience in agricultural transactions, encouraging long-term 
investment in the sector (Khan & Mirakhor, 2007). The emphasis on ethical conduct and transparency 
further reduces the likelihood of disputes and promotes trust between financiers and farmers. 

Islamic finance contributes to sustainable agricultural development by promoting socially 
responsible investing and ethical business practices. The prohibition of investments in harmful industries, 
such as those involving alcohol or gambling, aligns with sustainable development goals and encourages 
environmentally friendly practices in agriculture (Obaidullah, 2008). The focus on community welfare 
and social justice in Islamic finance supports initiatives that enhance food security, improve livelihoods, 
and protect natural resources. 

While Islamic finance offers promising solutions for agricultural financing, there are challenges 
and limitations that must be addressed. One of the key challenges is the lack of awareness and 
understanding of Islamic financial principles among farmers and financial institutions. Additionally, the 
regulatory and institutional frameworks for Islamic finance vary across regions, impacting the availability 
and accessibility of Islamic financial products for agriculture (Siddiqi, 2006). Further research and 
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collaboration between stakeholders are needed to overcome these challenges and harness the full 
potential of Islamic finance for agricultural development. 

Challenges in conventional ag ricultura l financing 

Conventional agricultural financing plays a crucial role in supporting farmers and the agricultural sector, 
yet it faces several significant limitations that hinder its effectiveness in addressing the diverse needs of 
farmers. One of the primary challenges is the issue of accessibility and inclusivity. Traditional financial 
institutions often impose stringent requirements for loan approval, such as collateral, a stable credit 
history, and formal documentation. Many smallholder farmers, particularly in developing countries, lack 
the necessary assets or formal records to meet these requirements (Carter & Barrett, 2006). As a result, 
they are frequently excluded from accessing financial services. The high costs associated with obtaining 
and maintaining these requirements further restrict access, particularly for farmers in remote or rural 
areas. This situation contributes to a persistent credit gap in the agricultural sector, leaving many farmers 
underserved by conventional financial systems (Beck, Demirgüç-Kunt, & Maksimovic, 2004). 

Another significant challenge is the high cost of conventional agricultural financing. Interest rates 
and fees associated with traditional loans can be prohibitively expensive for farmers, especially those 
operating on narrow profit margins. Interest-based lending exacerbates the financial burden on farmers, 
particularly during periods of low crop yields or price volatility. This can lead to a cycle of debt, where 
farmers struggle to repay their loans and face further financial strain (Morduch, 1999). Additionally, the 
administrative costs involved in processing loans—such as application fees and documentation 
requirements—add to the financial strain on borrowers. These costs can undermine the financial stability 
of farmers and limit their ability to invest in productive assets or technologies (Feder, Just, & Zilberman, 
1985). 

The management of risk presents another challenge in conventional agricultural financing. 
Agriculture is inherently risky due to its dependence on unpredictable factors such as weather conditions, 
pest infestations, and market fluctuations. Conventional lenders often view these risks as too high, 
resulting in reluctance to provide loans or insurance products specifically tailored for agricultural needs 
(Carter & Barrett, 2006). This risk aversion can limit the development and availability of innovative 
financial products designed to address agricultural risks. Conventional systems may rely on historical 
financial performance and collateral to assess creditworthiness, which may not accurately reflect the 
potential risks and returns associated with agricultural ventures (Smith & Haddad, 2015). 

Furthermore, the suitability of conventional financial instruments for agriculture is a concern. 
Conventional financial products, such as term loans, revolving credit lines, and leasing arrangements, may 
not always align with the unique cash flow patterns and capital requirements of farmers. For example, 
term loans with fixed repayment schedules may not accommodate the seasonal nature of agricultural 
income, which involves periods of both high and low cash flow (Wright & Mutesasira, 1999). This 
misalignment can lead to difficulties in meeting loan repayments during off-peak seasons, potentially 
resulting in defaults and additional financial strain. Conventional leasing arrangements may also lack the 
flexibility needed to address the diverse and dynamic needs of agricultural enterprises. 

Institutional and structural barriers further exacerbate these challenges. Financial institutions 
often lack the expertise and understanding of agricultural operations, leading to inadequate support and 
advice for farmers. The conventional banking sector tends to prioritize urban and industrial investments 
over rural and agricultural projects, reflecting a bias that worsens the credit gap in agriculture (Beck, 
Demirgüç-Kunt, & Levine, 2007). Additionally, the regulatory environment and institutional frameworks 
governing agricultural finance vary widely across regions, affecting the availability and effectiveness of 
financial products for farmers. Inconsistent policies and regulations can create uncertainties and 
inefficiencies in agricultural finance (World Bank, 2008). 
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Challenges in conventional ag ricultura l financing in Sri  Lanka 

Conventional agricultural financing in Sri Lanka is fraught with significant challenges that hinder the 
growth and sustainability of the sector, which remains a cornerstone of the national economy. 
Structurally, the traditional banking sector is often ill-equipped to meet the needs of smallholder farmers 
due to rigid lending criteria and bureaucratic procedures (Karunagoda, 2004). The inability of farmers to 
provide adequate collateral exacerbates their exclusion from formal credit systems, forcing many to rely 
on exploitative informal sources (De Silva et al., 2012). Furthermore, conventional banks' risk-averse 
behavior, driven by concerns over crop failure and market volatility, results in a credit gap where the 
available financing falls short of the sector’s needs (World Bank, 2016). These structural inefficiencies 
create significant barriers to accessing the necessary capital for agricultural development. 

Institutional barriers further complicate access to agricultural financing in Sri Lanka. The 
fragmented institutional framework governing agricultural finance increases transaction costs and limits 
the availability of specialized financial products tailored to the agricultural sector's unique needs 
(Wijesinha, 2014). For instance, the seasonality of agricultural income is often incompatible with the 
terms of conventional financial products like term loans, leading to inefficiencies in financial support for 
farmers (Gamage, 2013). While government interventions such as subsidies and interest rate concessions 
exist, they are often short-term solutions that fail to address the root causes of these institutional 
challenges (Athukorala & Sen, 2015). Additionally, the inconsistent regulatory framework exacerbates 
inefficiencies and discourages financial institutions from engaging more robustly with the agricultural 
sector. 

Socio-economic factors also play a critical role in the challenges faced by Sri Lankan farmers in 
accessing conventional agricultural finance. A significant portion of the farming population comprises 
smallholders operating on fragmented lands, with limited production capacity and profitability (Herath, 
2005). Low levels of financial literacy further hinder these farmers from engaging effectively with formal 
financial institutions, perpetuating a cycle of poverty and limiting their ability to invest in productivity-
enhancing technologies (Rathnayake, 2011). Environmental and climate-related risks, such as 
unpredictable weather patterns and inadequate crop insurance coverage, add another layer of complexity, 
increasing the vulnerability of farmers and reducing their creditworthiness (Gunaratne et al., 2018). 
Despite recent policy interventions aimed at improving access to credit, such as digital financial services 
and low-interest loan schemes, these efforts often fail to address the deeper structural and institutional 
barriers that continue to constrain the agricultural sector's financial sustainability (Fernando, 2021).  Table 
2 presents the summarizes of the findings on agricultural financing in Sri Lanka, identifying key challenges 
and proposed solutions. 

Table 2. Summarization of the findings on agricultural financing in Sri Lanka 

Domain Summary of Findings Key Challenges 
Identified 

Proposed 
Solutions/Reco
mmendations 

References 

Structural 
Challenges 
in 
Agricultural 
Financing
  

The traditional banking 
sector in Sri Lanka is not 
well-equipped to meet the 
needs of smallholder 
farmers due to rigid 
lending criteria and a lack 
of collateral. Farmers often 

Lack of 
collateral, rigid 
lending criteria, 
reliance on 
informal sources 
 

Development of 
more flexible 
lending schemes, 
use of alternative 
collateral, and 
increased support 
for formal credit 

 

Karunagoda 
(2004), De 
Silva et al. 
(2012), 
World Bank 
(2016) 
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rely on informal credit 
sources, which can be 
exploitative. 

institutions 
targeting 
smallholder 
farmers 
 

Institutional 
Barriers
  

The institutional 
framework is fragmented, 
leading to high transaction 
costs and inefficiencies in 
the availability of 
specialized financial 
products tailored to 
agriculture. Government 
interventions are often 
short-term and do not 
address root causes. 

High transaction 
costs, 
fragmented 
institutional 
framework, 
short-term 
government 
interventions 
 

 

Improved 
coordination 
among 
institutions, long-
term policy 
reforms, 
development of 
tailored financial 
products for 
agriculture 

 

Wijesinha 
(2014), 
Gamage 
(2013), 
Athukorala 
& Sen (2015) 

Socio-
Economic 
Challenges
  

Smallholder farmers 
operate on fragmented 
lands with low 
productivity. They lack 
financial literacy and face 
environmental risks, such 
as unpredictable weather, 
which further reduce their 
creditworthiness. 

Low financial 
literacy, 
fragmented land 
ownership, 
environmental 
risks, poor 
access to 
insurance 
 

 

Increase financial 
literacy programs,  
provide better 
insurance products 
for agriculture, 
support land 
consolidation 
efforts 

 

Herath 
(2005), 
Rathnayake 
(2011), 
Gunaratne et 
al. (2018) 

Environmen
tal and 
Climate-
Related 
Risks 

Agriculture in Sri Lanka is 
highly vulnerable to 
climate change, with 
increasing instances of 
droughts, floods, and 
unpredictable weather 
patterns. This increases the 
perceived risk by financial 
institutions. 

Climate change, 
lack of insurance 
products, 
increased risk 
perception by 
financial 
institutions  

Development of 
comprehensive 
agricultural insurance 
schemes, climate 
adaptation strategies, 
and risk-sharing 
mechanisms 

 

 

Gunaratne et 
al. (2018), 
Perera (2019) 

Recent 
Policy 
Developme
nts  

There have been efforts to 
improve access to credit 
through digital financial 
services and low-interest 
loan schemes. However, 
these initiatives are often 
superficial and do not 
address systemic issues.
  

 

Superficial policy 
measures, 
inadequate 
addressing of 
systemic issues 

Focus on long-
term sustainability, 
integration of 
digital financial 
services with 
broader policy 
reforms, and 
improved 
regulatory 
frameworks 

Fernando 
(2021), 
Wijesooriya 
& 
Gunasekara 
(2021) 
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METHODOLOGY 

To comprehensively address the research objective and explain the current developments within the field 
of Islamic financial principles and systems, and to explore their potential in addressing the financial risks 
faced by farmers in Sri Lanka, this study adopted a qualitative research methodology. This approach is 
particularly recognized for its effectiveness in exploring complex phenomena through detailed contextual 
analysis. Qualitative research allows for an in-depth understanding of the complexities, providing insights 
into how these principles are perceived and applied in real-world contexts. Moreover, qualitative methods 
facilitate the exploration of factors influencing the adoption and implementation of Islamic financial 
systems. The data collection strategy was centered on the acquisition of secondary data, utilizing content 
analysis as the primary research technique. Content analysis involves systematically reviewing and 
synthesizing findings from past studies to uncover patterns, and insights relevant to the research. The 
significance of content analysis lies in its ability to provide a rigorous and structured approach to analyzing 
large volumes of qualitative data from various sources. By synthesizing findings from multiple studies, 
content analysis helps to identify consistent trends, contradictions, and gaps in the existing literature, 
thereby offering a more comprehensive understanding of the topic. This method not only enhances the 
reliability of the research by triangulating data from different studies but also contributes to the practical 
applications (Krippendorff, 2018). This approach involved an extensive search across established 
academic databases, specifically Google Scholar and Scopus, chosen for their wide-ranging access to high-
quality, peer-reviewed sources. For this study, a comprehensive analysis was conducted on a total of 53 
documents pertaining to the research topic. The data sources comprised 30 journal articles, 17 books, 2 
conference proceedings, and 4 websites, all of which were utilized to gather and analyze the relevant 
information. The literature search was guided by stringent selection criteria, prioritizing sources that were 
not only relevant to the research objective but also demonstrated a high standard of academic rigor and 
were published within a recent timeframe to ensure the inclusion of up-to-date developments in the field. 
This methodical process ensured that the data collected was both comprehensive and representative of 
the latest scholarly discourse on the subject.  

 

FINDINGS AND ANALYSIS 

Applicabili ty of Islamic financial instruments 

Islamic financial instruments offer distinctive approaches to agricultural financing by adhering to Shari’ah 
principles that emphasize fairness, transparency, and risk-sharing. This section explores the applicability 
of three key Islamic financial instruments—Murabaha, Mudarabah, and Salam contracts—in the context 
of agricultural financing. Each of these instruments presents unique advantages and challenges in 
addressing the needs of farmers and enhancing the sustainability of agricultural practices. 

Murabaha contracts 

Murabaha is a cost-plus financing arrangement where the financial institution purchases an asset and sells 
it to the borrower at a profit margin agreed upon in advance. In the context of agricultural financing, 
Murabaha is often used to provide farmers with necessary inputs such as seeds, fertilizers, and machinery. 
The structure of Murabaha allows farmers to acquire these inputs without paying upfront, as they repay 
the financial institution in installments over a specified period (Siddiqi, 2006). 

The applicability of Murabaha in agriculture is evident in its ability to provide transparency and 
predictability in financing. The profit margin is agreed upon at the outset, which eliminates the uncertainty 
associated with fluctuating interest rates. This transparency helps farmers plan their finances and manage 
their cash flow more effectively. Additionally, Murabaha contracts are asset-backed, which aligns with 
Shari’ah principles and reduces the risk of speculative behavior (Obaidullah, 2008). However, challenges 
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include the need for a reliable supply chain and the potential for higher costs due to the markup imposed 
by the financial institution. 

 

Mudarabah contracts 

Mudarabah is a profit-sharing arrangement where one party provides the capital (rabb-al-mal) while the 
other party (mudarib) manages the project. In agricultural financing, Mudarabah allows farmers to access 
capital for various activities such as crop cultivation or infrastructure development. Profits generated 
from the agricultural venture are shared between the financier and the farmer based on a pre-agreed ratio, 
while losses are borne solely by the financier (Khan & Mirakhor, 2007). 

The Mudarabah model is particularly beneficial in agriculture due to its risk-sharing nature. It 
provides farmers with the necessary capital without requiring collateral, making it accessible to those who 
may lack assets (Obaidullah, 2008). The profit-sharing structure aligns the interests of both parties, 
incentivizing farmers to maximize productivity and ensuring that financiers are invested in the success of 
the project. However, challenges include the need for effective monitoring and evaluation mechanisms 
to ensure that the capital is utilized efficiently and that profits and losses are fairly distributed. 

 

Sa lam contracts 

Salam is an advance purchase contract where the buyer pays for goods in advance, with delivery scheduled 
for a future date. This instrument is particularly suited for agricultural financing, where farmers can 
receive advance payment for crops or other agricultural products to be delivered at a later time (Siddiqi, 
2006). Salam contracts help farmers secure working capital to cover production costs, such as purchasing 
seeds and fertilizers, and managing cash flow during the growing season. 

The key advantage of Salam contracts is the provision of liquidity to farmers at critical stages of 
production. By receiving advance payment, farmers can reduce their dependence on high-cost credit and 
manage their cash flow more effectively. Salam contracts also mitigate the risk of price fluctuations, as 
the price is fixed at the time of the contract, protecting both parties from market volatility (Obaidullah, 
2008). However, challenges include the need for accurate estimation of crop quantities and quality, as 
well as potential issues related to the delivery of goods as per the contract terms. Table 3 presents the 
summary of the applicability of Murabaha, Mudarabah, and Salam contracts in agricultural financing. 

 

Table 3: The applicability of Murabaha, Mudarabah, and Salam contracts in agricultural 
financing 

Financial 
Instrument 

 

Description Advantages 

 

Challenges 

 

Reference 

Murabaha Cost-plus financing 
where the financial 
institution buys an 

- Provides 
transparency and 
predictability in 

- Requires a 
reliable supply 
chain. 

Usmani, (2002) 
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asset and sells it to 
the borrower at a 
profit margin. 

financing. 
- Asset-backed, 
reducing speculative 
behavior. 

- Higher costs due 
to markup. 

Iqbal & 
Mirakhor, 
(2011) 

Mudarabah Profit-sharing 
arrangement where 
one party provides 
capital and the 
other manages the 
project. 

- Accessible without 
collateral. 
- Aligns interests of 
both parties, 
incentivizing 
productivity. 

- Requires 
effective 
monitoring. 
- Risk of 
mismanagement 
and inefficient use 
of capital. 

Chapra, (2000) 

Siddiqi, (2006) 

Salam Advance purchase 
contract where the 
buyer pays for 
goods upfront, with 
delivery scheduled 
for the future. 

- Provides liquidity and 
reduces dependence 
on high-cost credit. 
- Fixed price protects 
from market volatility. 

- Requires 
accurate 
estimation of 
crop quantities. 
- Potential issues 
with delivery 
terms. 

El-Gamal, 
(2006) 

Kettel & 
Abdullah, 
(2007) 

 

Streng ths and limitations of Islamic finance in ag riculture 

Islamic finance, grounded in Shari’ah principles, emphasizes ethical and transparent transactions by 
prohibiting interest (riba) and excessive uncertainty (gharar), ensuring clarity and fairness, as illustrated 
by Murabaha contracts that prevent hidden costs and disputes (Siddiqi, 2006; El-Gamal, 2006). Its risk-
sharing mechanisms, such as Mudarabah (profit-sharing) and Musharakah (joint ventures), distribute 
both profits and risks, fostering cooperation and alleviating individual financial burdens (Usmani, 2002; 
Khan & Mirakhor, 2007). Additionally, instruments like Salam (advance purchase) and Ijarah (leasing) 
provide capital without interest-based debt, helping farmers manage production costs and access modern 
technology without high upfront costs (Obaidullah, 2005; Siddiqi, 2006). Furthermore, Islamic finance 
promotes social justice and sustainable development through mechanisms like Zakat and Qard Hasan, 
supporting community development and ethical practices by avoiding harmful industries (Chapra, 2000). 

However, the complexity of Shari’ah-compliant contracts and the limited awareness among 
farmers and institutions can significantly hinder the adoption and effective use of Islamic finance 
products (Siddiqi, 2006). Additionally, inconsistent regulatory frameworks across different regions create 
uncertainties and inefficiencies, complicating the implementation of Islamic finance in agriculture (El-
Gamal, 2006). Scaling these financial instruments to address diverse agricultural needs is resource-
intensive, and managing these contracts in practice can present challenges (Obaidullah, 2008). 
Furthermore, resistance from entrenched conventional practices and market preferences can impede the 
integration of Islamic finance, necessitating targeted education and gradual adoption strategies to 
overcome these barriers (Khan & Mirakhor, 2007). Table 4 shows the summary of strengths and 
limitations of Islamic finance in agriculture.  
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Table 4: Strengths and Limitations of Islamic Finance in Agriculture 

Aspect Strengths Limitations 

Ethical and 
Transparent 
Transactions 

- Promotes fairness, transparency, 
and ethical conduct (Siddiqi, 2006). 
- Prohibition of interest (riba), 
uncertainty (gharar), and gambling 
(maysir) (El-Gamal, 2006). 

- Complexity of Shari’ah-compliant 
contracts (Obaidullah, 2008). 
- Lack of familiarity and understanding 
among farmers and institutions (Siddiqi, 
2006). 

Risk-Sharing 
Mechanisms 

- Risk-sharing principles align 
interests of financiers and farmers 
(Usmani, 2002). 
- Instruments like Mudarabah and 
Musharakah foster collaboration and 
shared responsibility (Khan & 
Mirakhor, 2007). 

- Managing and monitoring risk-sharing 
contracts can be resource-intensive 
(Obaidullah, 2008). 
- Practical implementation challenges 
(Siddiqi, 2006). 

Access to 
Capital 
Without 
Interest 

- Provides alternative financing 
options like Salam (advance 
purchase) and Ijarah (leasing) 
(Obaidullah, 2005). 
- Helps manage liquidity constraints 
and reduces debt burden (Khan & 
Mirakhor, 2007). 

- Scaling and practical implementation of 
these instruments may be challenging 
(Siddiqi, 2006). 
- Limited awareness of alternative options 
(Obaidullah, 2008). 

Promoting 
Social Justice 
and 
Sustainability 

- Integrates social welfare 
mechanisms such as Zakat and Qard 
Hasan (Chapra, 2000). 
- Encourages investments in halal 
activities, supporting sustainable 
development (Obaidullah, 2008). 

- Market resistance to new financing 
models (Khan & Mirakhor, 2007). 
- Integration challenges with existing 
conventional systems (El-Gamal, 2006). 

Regulatory and 
Institutional 
Framework 

- Aligns with ethical and sustainable 
practices (Chapra, 2000). 
- Potential for enhancing financial 
inclusion and supporting community 
development (Obaidullah, 2008). 

- Variability in regulatory frameworks and 
institutional support (El-Gamal, 2006). 
- Inconsistent practices can create 
inefficiencies and uncertainties (Siddiqi, 
2006). 

 

Role of Islamic financia l institutions in supporting ag ricultural development in Sri  Lanka 

Islamic financial institutions play a crucial role in advancing agricultural development by offering Shari’ah-
compliant financial products tailored to the sector’s needs. These institutions, including Islamic banks 
and specialized entities, operate under Islamic finance principles that emphasize risk-sharing, ethical 
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transactions, and community welfare. They are instrumental in channeling funds into agriculture, 
promoting sustainable practices, and enhancing rural development. By providing funding through various 
Shari’ah-compliant instruments, such as Murabaha for purchasing inputs, Mudarabah for profit-sharing, 
Musharakah for joint ventures, Salam for advance payments, and Ijarah for leasing equipment, Islamic 
banks address the financial needs of farmers while avoiding interest-based debt and ensuring transparency 
(El-Gamal, 2006; Usmani, 2002; Khan & Mirakhor, 2007; Obaidullah, 2005; Siddiqi, 2006). 

In addition to supporting agricultural activities, Islamic financial institutions contribute to 
sustainable practices by ensuring investments are made in halal, environmentally friendly activities and 
technologies (Chapra, 2000; Khan & Mirakhor, 2007). They promote sustainable farming techniques, 
organic agriculture, and community development projects that improve rural infrastructure and 
healthcare. These institutions also enhance financial inclusion by offering products tailored to 
smallholders and marginal farmers, thus bridging the credit gap often faced in conventional systems 
(Obaidullah, 2008; Siddiqi, 2006). However, challenges such as the complexity of Shari’ah-compliant 
contracts, regulatory barriers, and limited awareness can impede their effectiveness. Addressing these 
challenges through innovation, education, and regulatory harmonization presents opportunities to 
strengthen the role of Islamic finance in agriculture (El-Gamal, 2006; Obaidullah, 2008). 

Impact on rura l economies of adopting  Islamic finance in ag riculture 

The adoption of Islamic finance in agriculture has a transformative effect on rural economies. By 
providing Shari’ah-compliant financial products, Islamic financial institutions enable farmers to access 
capital without the burden of interest-based debt. This access facilitates investment in modern agricultural 
technologies, enhances productivity, and increases yields. Instruments such as Murabaha (cost-plus 
financing) and Salam (advance purchase) help farmers acquire essential inputs like seeds, fertilizers, and 
machinery, driving growth in agricultural output. This increased productivity contributes to overall 
economic development in rural areas, potentially reducing food prices and stimulating related sectors 
such as agro-processing and rural retail, which in turn creates job opportunities and boosts local 
economies (Hassan & Sanchez, 2023). 

Additionally, Islamic finance improves rural livelihoods through financial stability and enhanced 
income. Profit-sharing models like Mudarabah and Musharakah align the interests of farmers and 
financiers, reducing financial strain and providing more stable income sources. This stability mitigates the 
impact of agricultural uncertainties, such as market price fluctuations and adverse weather conditions. 
Increased financial resources enable farmers to invest in better farming practices, resulting in higher 
profits and stimulating demand for local goods and services. Moreover, Islamic finance supports social 
development through mechanisms such as Zakat (charitable giving) and Qard Hasan (benevolent loans), 
which fund rural education, healthcare, and community projects. These contributions enhance the quality 
of life and promote financial inclusion, further strengthening rural economies (Ahmed & Sulaiman, 2023; 
Khan & Mirakhor, 2023). Table 5 presents the aspect of the impact of Islamic finance on rural economies. 

Table 5: Impact of Islamic Finance on Rural Economies 

Aspect Description References 

Economic 
Growth and 
Development  

Islamic finance contributes to rural economic growth by 
providing access to capital for agricultural development 
and infrastructure projects. It helps boost agricultural 
productivity and supports local economies through 
targeted investments.  

El-Gamal, 2006; 
Obaidullah, 2005 
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Enhanced 
Income and 
Livelihoods  

Mudarabah and Musharakah contracts enable profit-
sharing and risk mitigation, improving farmers' financial 
stability and income. Increased agricultural productivity 
boosts local economies.  

Usmani, 2002; 
Khan & Mirakhor, 
2007 

Social Benefits 
and Community 
Development  

Islamic finance supports community development 
through Zakat and Qard Hasan, improving education, 
healthcare, and local infrastructure.  

Chapra, 2000 

Financial 
Inclusion and 
Empowerment  

Islamic finance enhances financial inclusion for 
marginalized farmers through interest-free products and 
microfinance programs, fostering economic 
empowerment.  

Obaidullah, 2008; 
Siddiqi, 2006 

Challenges and 
Opportunities  

Challenges include complexity of Shari’ah-compliant 
products, regulatory issues, and limited awareness. 
Opportunities lie in expanding outreach, improving 
literacy, and developing tailored financial products.  

El-Gamal, 2006; 
Siddiqi, 2006; 
Obaidullah, 2008 

 

CONCLUSION  

Islamic financial instruments offer promising solutions for addressing the unique challenges faced by the 
agricultural sector in Sri Lanka. The application of Murabaha, Mudarabah, and Salam contracts 
demonstrates the potential of Shari’ah-compliant financial products to enhance agricultural financing by 
providing ethical, transparent, and risk-sharing alternatives to conventional methods. Murabaha contracts 
ensure transparency and predictability, allowing farmers to access necessary inputs without the burden of 
interest-based debt, while Mudarabah fosters a partnership-based approach that aligns the interests of 
financiers and farmers, promoting sustainable agricultural practices. Salam contracts, by providing 
liquidity at critical stages of production, reduce farmers' dependence on high-cost credit and offer 
protection against market volatility. Despite their strengths, the adoption of Islamic financial instruments 
in Sri Lanka's agriculture sector is not without challenges. The complexity of Shari’ah-compliant contracts 
and the limited awareness among farmers and financial institutions can hinder the widespread adoption 
of these products. Additionally, the regulatory environment needs to be more supportive and harmonized 
to facilitate the integration of Islamic finance into the agricultural sector. However, the potential benefits, 
including enhanced financial inclusion, improved rural livelihoods, and the promotion of sustainable 
agricultural practices, make a strong case for further development and support of Islamic finance in Sri 
Lanka. By addressing these challenges through targeted education, regulatory reforms, and product 
innovation, Islamic financial institutions can play a pivotal role in transforming Sri Lanka's agricultural 
sector, ultimately contributing to broader economic development and poverty alleviation in rural areas. 
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