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Abstract  

 

Global financial m arkets are volat ile r ight  now and will rem ain so for the next  

2-years. Equity m arkets are shaky. I nvestors r isk appet ite is suddenly 

m oving to com m odit ies. Bond m arket  is precarious as Sovereign debt  r isk 

goes high. Global econom y is slowly m oving into recession which will be 

either U or W-Shaped. Recovery figures are quest ionable and are creat ing 

doubts am ong investors. So, where are we heading towards? As we navigate 

through t reacherous t im es, I slam ic financial market  provides a new hope 

without  speculat ion and exploitat ion of resources. The em ergence of Sukuk 

I slam ic Bond in the financial m arkets heralds a new era which can provide 

m uch needed financial stabilit y and m it igat ion of r isk in these arduous t im es. 

With advent  of Sukuk in the financial world, the m arket  players have got  a 

new opt ion to invest  into this asset  which hold considerable value and 

benefit  for all.  This bond prom ises to all investors an equitable return which 

is just ifiable and above all safe for the st rategic investm ent  purpose. 

 
1 . Background 

 
Global financial m arkets are volat ile r ight  now and will rem ain so for the next  
2-years. Equity m arkets are shaky. I nvestors r isk appet ite is suddenly 
m oving to com m odit ies. Bond m arket  is precarious as Sovereign debt  r isk 
goes high. Global econom y is slowly m oving into recession which will be 
either U or W-Shaped. Recovery figures are quest ionable and are creat ing 
doubts am ong investors. So, where are we heading towards? As we navigate 
through t reacherous t im es, I slam ic financial m arket  provides a new hope 
without  speculat ion and exploitat ion of resources. 
 
I n the last  few years, I slam ic finance indust ry experts have developed 
Shariah Com pliant  inst rum ents for m anaging liquidity. Som e of them  are as 
follows:  
 
a. Bai Salam  in Bill Discount ing. 
b. Murabaha in Usance Bill Discount ing. 
c. Running Musharakah. 
d. Musawam ah for Short  Term  Liquidity Managem ent . 
e. Treasury Financing/ I nvestm ents by way of Pool Managem ent  m echanism . 
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f.  Treasury I nvestm ents/ Financings by way of Short  Term  I nvestm ent  
through Com m odity Murabaha i.e. Tawarruq. 

g. Shariah Com pliant  Asset  Backed Securit izat ion like Sukuk. 
h. Developm ent  of I slam ic Benchm ark i.e. I I BOR and I slam ic T-Bill is 

underway which will deepen and integrate the financial m arkets 
com prising I slam ic Financial I nst itut ions. 

 
I slam ic Finance is cater ing to the needs of all investors. I slam ic finance apart  
from  being Shariah Com pliant  also has am ple potent ial to at t ract  investors 
solely from  the business point  of view as well.  I slam ic Finance is growing in 
m ult iple dim ensions and is now spreading in other financial sectors like 
insurance, st ructured finance, project  finance, m utual funds, syndicated 
finance, investm ent  banking etc. 
 
I slam ic Finance is now able to provide one stop solut ion to its custom ers. 
Shariah com pliance also ensures Corporate Social Responsibilit y (CSR)  and 
ethical com pliance. I slam ic banks do not  conduct  business with com panies 
producing tobacco, alcohol or engaged in the business of gam bling, casino, 
nightclubs, prost itut ion etc. This m echanism  has given I slam ic banking the 
nam e of ‘ethical banking’ in Europe.  
 
I slam ic I nvestm ents are not  involved in Risk Arbit rage, Junk Bonds, Muni 
Bonds, Brady Bonds, Currency Opt ions, Swapt ion, Swaps, Call/ Put  Opt ions, 
Com binat ions or spreads of Opt ions, Futures t rading, Forward cont racts, 
Credit  Default  Swaps, short  selling, speculat ive insurance underwrit ing, 
subprim e loans, debt  swaps, rollover loans, CDOs, excessive leveraging etc. 
 
The balance sheet  of I slam ic banks is capable of taking financial shocks. 
I slam ic banks are not  obliged to give fixed return to their  depositors and 
general creditors. The creditors, shareholders and depositors share and 
part icipate in the bank’s business. Therefore, incase, there is a shock on 
asset  side (NPL increasing) , I slam ic banks will be able to share this loss with 
their  depositors and shareholders.  
 
I slam ic banks cannot  rollover loans. Therefore, the packaging and 
repackaging of loans and then issuing m ore and m ore debt  securit ies on the 
back of these non perform ing loans cannot  legally happen in I slam ic Banks. 
I slam ic banks are obliged to have backing of assets in all their  investm ents. 
Therefore, I slam ic bank’s losses even theoret ically cannot  go beyond the 
value of the real asset .  
 

2 . Overview  of I slam ic Finance 

 



I slam ic Finance is a growing indust ry which is constant ly evolving and has 
been com pet it ive to reach and sustain its growth m om entum  am idst  even 
the Great  Recession and beyond. Assets of the global I slam ic finance 
indust ry are est im ated to grow to around $1.6 t r illion by 2012 (Source:  
Reuters) . Som e reports suggest  that  assets held by I slam ic financial 
inst itut ions m ay r ise five- fold to m ore than $5 t r illion (Source:  Moody’s 
I nvestor Service) . 
 

I n Egypt , first  I slam ic savings bank was established based on the pr inciple of 

profit -sharing at  Mit  Gham r in 1963. The I slam ic financial system  in Malaysia 

was first  int roduced in 1963. I t  started from  a hum ble beginning with the 

founding of the Malaysian Pilgr im s Fund Board (Tabung Haj i) , to the set t ing 

up of the count ry’s first  I slam ic bank, Bank I slam  Malaysia Berhad (BI MB) , 

which com m enced business on July 01, 1983.   

 

I n 1975, the I slam ic Developm ent  Bank was established to provide financing 

to projects in the m em ber count r ies. Dubai I slam ic Bank was the first  

m odern I slam ic com m ercial bank established in the sam e year. I ndonesia's 

first  I slam ic bank was Bank Muam alat , which was founded in 1991. I n 

Bahrain, first  I slam ic com m ercial bank was established in 1978. 

 

I n Pakistan, Meezan Bank was the first  I slam ic com m ercial bank established 

in 2002. Since then, Bank I slam i, Dubai I slam ic Bank, First  Dawood I slam ic 

Bank, Bank Al-Barakah and Em irates Global I slam ic Bank have started their  

operat ions as full fledged I slam ic banks. The branch network of 6 full-

fledged I slam ic banks and 12 convent ional banks (with dedicated I slam ic 

banking branches- I BBs)  increased to 528 branches by the end of June 2009. 

I t  is est im ated that  I slam ic banking will achieve a m arket  share of 12%  by 

2012 in Pakistan. (Source:  SBP St rategic Plan for I slam ic Banking 2009) .  

 

Total assets of I slam ic banking in Pakistan reached Rs. 313 billion by June 

2009. The financing and investm ent  port folio of I slam ic banks reached Rs. 

195.0 billion by June 2009. I n term s of m arket  share, total assets, financing 

& investm ent  and deposits reached 5.1%  and 4.2%  and 5.2%  respect ively, 

at  June 2009. The deposit  base of I slam ic banks reached Rs. 238 billion at  

end-June 2009. (Source:  Business Recorder, Septem ber 09, 2009) . Lately, 

the Vat ican said banks should look at  the rules of I slam ic finance to restore 

confidence am ongst  their  clients at  a t im e of global econom ic cr isis. (Source:  

Osservatore, March 04, 2009) . 



 

I slam ic Finance indust ry is an em erging and growing indust ry. I slam ic 

financial indust ry beyond banking has achieved financial deepening in Asset  

Managem ent , I nvestm ent  Banking, Public Finance, St ructured Finance and 

I nsurance. On the geographical level too, I slam ic banking has grown from  

Middle East  to Europe and now is well posit ioned in South Asian m arkets as 

well.  

 

3 . I nt roduct ion to Sukuk 

 
Sukuk are securit ies that  com ply with the I slam ic law and its investm ent  
pr inciples, which prohibit  the charging or paying of interest . Sukuk investors 
receive a pass- through of incom e generated by the underlying assets. A 
Sukuk represents proport ionate beneficial ownership in the underlying asset . 
The asset  is then leased to the client  using I jarah or Dim inishing Musharakah 
or sold to the client  using t rade based I slam ic m ode of financing like Salam , 
Murabaha and in case the asset  needs to be m anufactured, the I slam ic m ode 
of I st isna is used. The asset  leased or sold yield the return on the Sukuk for 
the cert ificate holders. The return m ay be fixed or variable, but , the key 
point  is that  it  can not  be interest  for lending m oney only.  
 
AAOI FI , an I slam ic body for account ing, audit ing and financial regulat ion 
defines Sukuk as:  
 

“Cert ificates of equal value represent ing undivided shares in the 
ownership of tangible assets, usufructs and services or ( in the 
ownership of)  the assets of part icular projects or special 
investm ent  act ivity” . 

 
Sukuk is an I slam ic bond and is based on the concept  of securit izat ion. I t  is 
an I slam ic alternat ive for asset  m onet izat ion, syndicate project  financing, 
financing through asset  backed securit izat ion and public financing.  
 

4 . Sukuk Structures 

 
There are 14 ways to st ructure Sukuk as per the Account ing and Audit ing 
Organizat ion for I slam ic Financial I nst itut ions (AAOI FI ) . I n what  follows, the 
widely used Sukuk st ructures are br iefly explained. 
 

4.1 Mudarabah Sukuk 
 
These represent  ownership of units of equal value in the Mudarabah equity 
and are registered in the nam es of holders on the basis of undivided 



ownership of shares in the Mudarabah equity and returns are based on the 
ownership share. The owners of such Sukuk are the rabbul-m aal. Mudarabah 
Sukuk are used for enhancing public part icipat ion in big investm ent  projects.  
 

4.2 Musharakah Sukuk 
 
These are investm ent  Sukuk that  represent  ownership of Musharakah equity. 
The only difference in Musharakah Sukuk from  Mudarabah Sukuk is that  in 
Musharakah Sukuk, the issuer form s a com m it tee from  am ong the holders of 
the Sukuk who can be referred to in investm ent  decisions and need not  be 
dorm ant  partners as in the case of Mudarabah.  
 
Musharakah Sukuk are used for m obilizing the funds for establishing a new 
project  requir ing heavy investm ent  or developing an exist ing one or 
financing a business act ivity on the basis of partnership cont racts. The 
cert ificate holders becom e the owners of the project  or the assets of the 
enterprise as per their  ownership share.  
 
 

4.3 I jarah Sukuk 
 
These are Sukuk that  represent  ownership of equal shares in a rented 
property or the usufruct  of the property. These Sukuk give their owners the 
r ight  to own the property, receive the rent  and dispose of their  Sukuk in a 
m anner that  does not  affect  the r ight  of the lessee, i.e. they have an act ive 
secondary m arket . The holders of such Sukuk are owners of the leased 
property/ asset  and bear all cost  of m aintenance and r isk of dam age to the 
asset / property.  
 
I j arah Sukuk are the t radable securit ies represent ing ownership of ident ified 
assets t ied up to a lease cont ract . Rentals from  these assets are passed 
through to the Sukuk holders.  
 

4.4 Murabaha Sukuk 
 
I n Murabaha Sukuk, the issuer of the cert ificate is the seller of the Murabaha 
com m odity while the Sukuk holders are the buyers of that  com m odity. The 
cert ificate holders own the Murabaha com m odity and bear r isk of dam age to 
the property unt il the asset / com m odity is sold. Sukuk holders are ent it led to 
the final sale pr ice upon the re-sale of the Murabaha com m odity. These 
Sukuk have no secondary m arket  as the cert ificates represent  a debt  owing 
from  the subsequent  buyer of the Com m odity to the cert ificate-holders and 
such t rading am ounts to t rading in debt  for debt  on a deferred basis with 
unequal am ount  and this difference is r iba. 



 
I n Hybrid Sukuk discussed later, Murabaha Sukuk could be t radable if they 
are the sm aller part  of a port folio of assets which also include I jarah, 
Musharakah and Mudarabah. I n South Asia especially in Pakistan, their  use 
is avoided to safeguard from  Bai-al-Dayn (Sale of debt  for debt ) .  
 

4.5 Salam  Sukuk 
 
I n Salam  Sukuk, the issuer of the cert ificates is a seller of the goods of 
Salam  while the Sukuk holders are the buyers of the goods. I n a Salam  
cont ract , the goods do not  exist  at  the t im e of sale and hence it  is regarded 
as an except ional sale. The holders of Salam  cert ificates are the owners of 
the Salam  goods and are ent it led to the sale pr ice of the Salam  goods sold. 
 
Salam  Sukuk m ay be created and sold by an SPV under which the funds 
m obilized from  investors are paid as an advance to the com pany in return 
for a prom ise to deliver the goods at  a future date. SPV can appoint  an 
agent  to sale the sam e quant ity of goods for the sam e date of delivery, but  
at  a higher pr ice due to sm all gap in t im e to m aturity in Parallel Salam . The 
difference between the purchase price and the sale pr ice is the profit  to the 
SPV and it  passes through to the holders of the Sukuk. 
 
I n Salam , it  is necessary that  buyer pays in full at  spot  and that  the goods 
are standardized and rem ain available in the m arket  from  the date of sale to 
delivery date so that  if goods can not  be provided by the seller from  an 
expected source, they can be provided by purchasing from  the m arket . 
 

4.6 I st isna Sukuk 
 
I n I st isna Sukuk, the issuer is the m anufacturer while the Sukuk holders are 
the buyers of the goods which are required to be m anufactured. The 
cert ificate holders own the m anufactured goods and bear r isk of dam age to 
the goods unt il they are sold to a third party. They are ent it led to the sale 
pr ice of the product . I st isna Sukuk are quite useful for financing large 
infrast ructure projects. A financial inst itut ion m ay undertake the const ruct ion 
of a facilit y for a deferred pr ice, and sub cont ract  the actual const ruct ion to a 
specialized firm . These Sukuk have no secondary m arket . 
 

4.7 Hybrid Sukuk 
 
I n a hybrid Sukuk, the underlying pool of assets can com prise of I st isna, 
Murabaha and I jarah. Having a port folio of assets com prising of different  
classes allows for a greater m obilizat ion of funds and diversificat ion of asset  
class r isk. Since Murabaha and I st isna cont racts cannot  be t raded on 



secondary m arkets as securit ized inst rum ents, at  least  51%  of the pool in a 
hybrid Sukuk m ust  com prise of Sukuk t radable in the m arket  such as I jarah 
Sukuk.  
 

5 . Analysis of Sukuk from  a Finance Standpoint  

 
Cakir and Raei (u.d)  showed em pir ical evidence using the delta-norm al 
approach and the Monte-Carlo sim ulat ion that  Sukuk are different  types of 
inst rum ents than convent ional bonds, as evidenced by their  different  pr ice 
behavior. They argued that  if an investor is ready to allocate certain am ount  
of funds in the bonds of a certain issuer, diversificat ion by including Sukuk in 
the investm ent  port folio could significant ly reduce the port folio’s VaR 
com pared to a st rategy of invest ing only in convent ional bonds of that  
issuer. 
 
Although internat ional issues of Sukuk are sim ilar to convent ional bonds 
when it  com es to such features as rat ing, issuance and redem pt ion 
procedures, coupon paym ents, and default  clauses, correlat ions of Sukuk 
returns with returns on convent ional bonds are m uch sm aller than the 
correlat ions of returns on convent ional bonds with each other. I f an 
inst rum ent  is not  perfect ly correlated with other assets in the port folio, by 
definit ion one should expect  som e reduct ion in VaR. I ndeed, part  of the 
reduct ion in VaR in their study was due to the benefits gained from  
diversificat ion through sim ply adding another inst rum ent  to the port folio with 
a different  durat ion. Nevertheless, the reduced VaR was not  just  due to the 
inclusion of an ext ra inst rum ent  in the port folio but  rather is a result  of the 
very different  behavior of Sukuk prices in the secondary m arket  com pared to 
convent ional bonds. The authors further substant iated their  findings by 
quot ing that  in the case of Bahrain, where Sukuk and convent ional bonds 
have sim ilar durat ions, the correlat ion of returns is st ill close to zero. 
 
Wilson (2008)  noted that  the use of LI BOR in Sukuk pr icing is not  preferable 
as argued by I slam ic scholars as well.  He suggested that  Corporate Sukuk 
could be benchm arked against  indicators relat ing to the perform ance of the 
com panies being financed. He argued that  share pr ices would be an 
inappropriate indicator, as this would blur the dist inct ion between Sukuk 
securit ies (akin to debt  and yielding fixed and regular incom e)  and equity 
investm ent . However, he proposed that  the use of dividend or profit  
indicators would be ent irely appropriate, which could be the basis for a new 
type of Sukuk based on a Musharakah partnership st ructure (which is one of 
the m ost  preferable and dist inct ive I slam ic underlying asset  am ong I slam ic 
scholars) . He further noted that  Sovereign Sukuk could be pr iced using 
m onetary indicators such as Nom inal GDP.   



 
Arm en (2008)  analyzing the challenges facing the growth of Sukuk explained 
that  lack of standardizat ion, higher costs and st ructur ing com plexit ies are 
som e of the key challenges faced by the Sukuk m arket . He proposed the 
creat ion of an authent ic third party that  acts as an I slam ic clearing agent  
and fulfills the role of an independent  cent ral I slam ic t rustee that  could be 
used by m any issuers. 
 
Working on a behavioral finance perspect ive, Christophe & et  al. (2010)  used 
a m arket -based approach to invest igate whether investors react  different ly 
to the announcem ents of issues of Sukuk and convent ional bonds and found 
that  the stock m arket  is neut ral to the announcem ent  of convent ional bonds. 
Nevertheless, they observed a significant  negat ive stock m arket  react ion to 
the announcem ent  of Sukuk. They explained this different  stock m arket  
react ion using the adverse select ion m echanism , which favors Sukuk 
issuance by lower-quality debtor com panies. They concluded by saying that  
differences exist  between Sukuk and convent ional bonds because the m arket  
is able to dist inguish am ong these securit ies. 
 
 

6 . Controversy in Sukuk 

 
The cont roversy regarding Sukuk got  heated up when Maulana Taqi Usm ani 
cr it ically com m ented on unscrupulous Sukuk issuance. Maulana Taqi Usm ani 
is reported to have said that  85%  of the Sukuk issued worldwide are 
unislam ic. (Source:  BBC News, Decem ber 11, 2009) .  
 
Aldr in (2010)  caut ioned that  due to the absence of appropriate Sukuk pricing 
m odel, indust ry current ly uses sam e pricing benchm ark for both 
convent ional and Sukuk I slam ic bond i.e. LI BOR. Hence, high correlat ion 
between the two inst rum ents is no surprise;  rather it  m ust  be a signal for 
indust ry to m ake a dist inct ive benchm ark for itself.   
 
Andreas & et  al. (2008)  cr it ically analyzing indust ry pract ices in Sukuk 
argued that  com pared to the replicat ion efforts m ade, less research and 
efforts were m ade on how to innovate and develop purely Shariah based 
products. 
 
Shaikh, Salm an (2010)  analyzing the tendency of proponents of I slam ic 
finance who argue that  the dem ise of financial inst itut ions in developed 
m arkets was due to excessive securit izat ion wrote:  
 
“But , securit izat ion in I slam ic finance is also possible and is used frequent ly 
in recent  t im es. The argum ent  that  Asset  backed nature of financing would 



ensure effect ive r isk m anagem ent  is also weak as CMOs, MBS, ABS etc were 
inst rum ents with m ortgage loans as their  underlying assets. The problem  
was with excessive leveraging and lax regulat ion and not  with securit izat ion 
per se. Securit izat ion in I slam ic finance as in Sukuk also suffered a setback 
in Dubai Crisis in 2009/ 10. Asset  backed financing also lacks the potent ial to 
provide need based loans for educat ion, m arr iage, financing to pay short  
term  debt , salar ies, other accrued expenses to 3 rd part ies etc.”  (p. 152)          
 

7 . Future Out look for the Sukuk I slam ic Bonds 

 
Global Sukuk sales are expected to reach $25-27 billion in 2010 com pared 
with $23.3 billion in 2009. Fear of a double dip recession and fiscal chaos in 
euro zone bode negat ively for global Sukuk issuance going forward. Rising 
Sukuk defaults, debt  rest ructur ing difficulty in Dubai and lack of liquidity in 
som e financial m arkets is also ham pering in growth in issuance. Global sales 
stood at  $34.3 billion in 2007, $14.9 billion in 2008 and im proved to 23.3 
billion in 2009. UAE and Malaysia are st ill the two m ain count r ies of Sukuk 
issuance. Massive infrast ructure projects in the Gulf are going to require 
huge amounts which could be financed through Sukuk issuance. Banks can 
also tackle m aturity m ism atch between liabilit ies and assets through the 
issuance of Sukuk. 
 
Governm ents facing fiscal im balances can also opt  to issue Sukuk as the 
Governm ent  and sovereign issuances dom inated the m ajor ity of the am ount  
raised in the first  half of 2010, with around $17.2 billion raised through 
issuance of Sukuk com prising 71%  of the total am ount  raised. 
 

The em ergence of Sukuk I slam ic Bond in the financial m arkets heralds a new 
era which can provide m uch needed financial stabilit y and m it igat ion of r isk 
in these arduous t im es. 
  
With advent  of Sukuk in the financial world, the m arket  players have got  a 
new opt ion to invest  into this asset  which hold considerable value and 
benefit  for all.  This bond prom ises to all investors an equitable return which 
is just ifiable and above all safe for the st rategic investm ent  purpose. 
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