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1. Introduction 

Islamic finance experienced rapid growth since 2001 until about the 2008 global 

financial crisis, when a number of sukuk defaulted while others nearly defaulted. A 

number of issuers were unable to make periodic payments to investors on schedule 

as promised. When it became clear that not only the periodic payments but even the 

investors’ capital was at risk, alarm bells rang across the world of Islamic finance.  

The recent global financial crisis was a “test” of sorts for Islamic financial 

innovation. There is no doubt that at least some defaults took place because the sukuk 

obliged entrepreneurs to make predetermined payments to investors, as well as to 

guarantee investors’ capital, regardless of the conditions prevailing in the market and 

the profitability (or lack of it) of the businesses being financed.  

The defaults made it clear that the sukuk that defaulted were not designed to 

share risk, but to confine it to issuers. Had the sukuk been designed to share risk, 

investors would have had to share losses with issuers. There would have been no 

defaults, only losses.  

The defaults illustrated the risks of fixed income instruments, which committed 

issuers to make predetermined (fixed) payments, regardless of the profitability of the 

underlying assets. During an economic downturn, issuers may be unable to earn 



 2 

sufficient profits to make payments promised to investors. The commitment to 

guarantee both periodic payments as well as capital increased the risk of bankruptcy 

faced by issuers. 

The sukuk that defaulted or nearly defaulted featured both of the primary 

characteristics of bonds: a commitment to pay fixed income to capital providers, and 

the commitment to guarantee (return) the investors’ capital. The first commitment is 

known as the “income guarantee.” The second commitment is known as the “capital 

guarantee.”  

The income and capital guarantees had the effect of transforming what should 

have been risk-sharing contracts into replicas of debt instruments or conventional 

bonds. In this way the inclusion of income and capital guarantees, introduced into the 

sukuk contract a new risk, one that was not there before: the risk of default.  

The fact that sukuk are commonly referred to as “Islamic bonds” confirms the view 

that little substantial differences exist between sukuk and conventional bonds. The 

differences appear to be largely formal. This is further conformed by the fact that 

sukuk are treated in the same way as bonds for the purposes of taxation.  

2. Sukuk  

Sukuk is the plural of sakk, meaning a “certificate.” Sukuk are certificates of 

investment. Sukuk are certificates of ownership of specific “underlying” assets.” As 

owners of the underlying assets, sukuk holders become entitled to a share of the 

profits generated by those assets.  



 3 

Sukuk are issued to finance trading and investment. Sukuk are issued by parties 

that require funds for the purpose of investment or trading. They are purchased by 

parties willing to provide such funds.  

Sukuk signify ownership of assets1  known as the “underlying assets.” 2  These 

assets generate the returns (profits) to investors. In principle, if not always in practice, 

sukuk certificates may be traded in the secondary securities markets. 

All sukuk require assets “to be sold, leased, or invested in. This is the essence of 

sukuk … the certificate should represent an ownership interest in the underlying 

asset.”3 The claim embodied in sukuk is “not simply a claim to a cash flow but an 

ownership claim …”4 This recognition needs to be reflected in the way the sukuk are 

structured, as the sukuk would “lose their Shariah compliance without a share in 

ownership of the asset.”5  

As co-owners of productive assets, sukuk holders face the risks of ownership. In 

particular, they face the risk that their assets may not generate profits or may even 

incur losses. They also face the risk that the assets may be damaged or destroyed.  

Early forms of sukuk were used as far back in Islamic history as the time of the 

caliph Omar. These sukuk entitled the bearer (typically a soldier) to collect a specified 

quantity of food (such as grain) at designated centres of distribution. The sukuk were 

marketable and were commonly traded at discounts. They were directly exchangeable 

into a specific and intrinsically valuable asset, and they derived their value from the 

asset backing the sukuk, normally a specified quantity of a given commodity.  

When a person bought an asset-backed certificate of this type, he purchased not 

only the certificate, but also the underlying asset backing the certificate. If the sukuk 
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were not exchangeable into the asset backing them, they would lose their value. These 

were the earliest examples of what we would today call “asset-backed” sukuk. 

Borrowing at interest is not permitted in Islam, as “all loans must be interest-

free…”6 The interest-free loan is known as qard hasan (good loan). Not everyone, 

however, may be willing to lend a given sum of money without getting something in 

return. Accordingly, another incentive is required to reward people with surplus funds 

who make them available to those that need funds. This other incentive is profit. While 

Muslims cannot make or obtain loans at interest, they are permitted – indeed 

encouraged – to earn profit. One way to earn profit is by investing in sukuk. 

Sukuk are categorised into trade-based and participatory sukuk. Trade-based 

sukuk are used to finance trade, while participatory sukuk are used to finance 

investment.7 Sukuk issued to finance trade are known as contracts of exchange, ('uqud 

mu'awadhat). Sukuk issued to finance investment are known as contracts of 

participation ('uqud ishtirak).8  

Sukuk issued to finance trade enable issuers to make payments (to sellers) or 

deliveries (to buyers) on a deferred basis.9 Sukuk murabahah, for example, enable 

buyers of assets (issuers of sukuk) to pay sellers of assets on a later date or dates. By 

issuing sukuk, the party buying a given asset evidences its debt to the seller of the 

asset (sukuk subscribers).  

Trade-based sukuk include bai' bithaman ajil (BBA), sukuk istisna' (a contract to 

manufacture specified items), sukuk salam (a forward sale) and sukuk ijara (a sale and 

leaseback contract). In so far as they represent promises to deliver goods rather than 
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funds on a future date, sukuk salam and istisna are also known as “non-monetary debt 

securities.”10  

The type of sukuk a trader issues depends on the type of contract he or she 

intends to finance. The most popular trade-based instruments are sukuk murabahah. 

The expression murabahah comes from ribh, meaning gain or profit. A murabahah is 

a sale in which an asset is sold at a price that includes the price of goods plus a mark-

up. The cost price of the item is made known to the buyer.11 The price can be paid on 

the spot or on a deferred date or dates. When the price is paid on a later dates or 

dates, buyers of the asset issue sukuk murabahah to evidence their debt to the sellers 

of the asset.  

Sukuk salam is a prepaid (or forward) sale. Payment is made on the spot and the 

assets (typically commodities) are delivered in future. The seller of the commodity 

issues sukuk salam to the buyer of the commodity in exchange for cash paid on the 

spot. The sukuk certificates evidence the obligation of the seller to deliver the 

receivables (commodities) to the buyer in future. The price, quantity, quality, and the 

delivery date are all agreed upon in advance. Buyers of the commodities realise a 

profit by reselling them for a higher price to third parties.12  

Sukuk istisna’ is a manufacturing contract. A financial institution will buy an asset 

(not yet constructed) from a manufacturer for a cash price paid on the spot. The 

manufacturer will use the proceeds to construct the asset according to specifications. 

The financial institution will subsequently sell the completed project to a third party 

for a higher (deferred) price, to be paid in instalments. The third party buying the 

completed assets will issue sukuk istisna to the financial institution (investor) to 
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evidence its obligation to make the promised payments over the course of the 

payment period.  

Sukuk ijarah is a sale and leaseback contract of selected assets over a period of 

time. The originator (party seeking to raise funds) sells specific assets to an SPV 

(special purpose vehicle) that acts as a trustee on behalf of investors (sukuk holders). 

The buyers of the assets (lessors/investors) subsequently lease the assets back to the 

seller (lessee/originator) for a specified period of time at an agreed upon rental 

payment. The asset can be a parcel of land, a building, an aircraft, a ship, or any other 

rental-generating asset. After an agreed period of time, the lessor (investors) sells the 

asset back to the originator.  

Profit and loss-sharing sukuk are known as “participatory” sukuk, because they 

enable investors to participate in different ways in a given business enterprise. By 

selling participatory sukuk to investors, issuers invite interested parties to become 

partners in a given business venture. Like sukuk issued to finance trade, participatory 

sukuk reward investors (sukuk holders/partners) with profit – when profit is earned. 

Profit is earned in exchange for funding and participating in a business enterprise, and 

for taking risk in the course of this participation.  

Contracts of participation include the musharakah (partnership) and the 

mudharabah (managed partnership). Participatory (profit and loss-sharing) sukuk are 

similar to ordinary shares. 13  Sukuk mudarabah and musharakah are risk-sharing 

contracts par excellence.14 In return for making funds available to issuers, investors 

(subscribers) become part owners of the underlying assets.  
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Participatory sukuk evidence the participation of investors (sukuk holders) in a 

business enterprise. As owners of the assets, sukuk holders (investors) are entitled to 

an agreed upon share of the total profits they generate, less any legitimate deductions 

such as management fees. Neither profit nor capital is guaranteed to investors.15  

The ratio at which profit is shared among partners is determined beforehand. The 

total amount of profit earned, however, is not determined in advance. Neither party 

knows how much profit may be generated by a given investment. This means that the 

counterparties are required to share the risks of the enterprise. Profitability depends 

on a number of factors. Prominent among these are the efficiency of the assets 

purchased using the raised funds, the management, the regulatory environment, as 

well as prevailing economic conditions.  

Participation in a business partnership will depend on the role investors (buyers 

of sukuk or sukuk holders) wish to play. In the case of the mudarabah, a professional 

manager (mudarib), who can also be a partner, is hired to manage the enterprise. The 

party financing the investment (buyer of the sukuk or investor) is the rabb al mal 

(capital provider). The owner of the capital and the mudarib share profits according 

to a pre-agreed ratio. Losses are borne exclusively by the rabb al mal, unless the 

mudarib is also a partner. Where the mudarib functions only as a professional 

manager, he is responsible for losses only in cases of wilful negligence or fraud.16 The 

mudarib cannot guarantee profits to sukuk investors. 

It should be noted that it is not permissible to guarantee the capital or profit in a 

mudharabah sukuk transaction. The mudarib is considered as the manager and 
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trustee (amin) of the mudharabah fund and its project. Thus, the mudarib is not 

responsible for losses unless they are due to negligence or dishonesty.17 

If investors wish to participate more directly in the management of the business 

and have a say in how the business is run, the partnership may take the form of a 

musharakah. Partners share both profits and losses, as the case may be.18 Profits are 

shared – as in a mudharabah – according to a pre-agreed ratio. Losses, however, are 

shared on a proportional basis (according to the amounts invested by each partner).19 

As in a mudharabah, neither profits nor capital are guaranteed.20  

The advantage of participatory sukuk is that they enable genuine profit and loss 

sharing. The sharing of rewards as well as losses is more in agreement with justice 

than an arrangement where the party providing financing shares in the profits but not 

in the losses of the enterprise.  

Participatory sukuk provide opportunities people to participate in projects such as 

universities, schools, hospitals, clinics, factories, bridges, highways, roads, ports, 

airports, and other projects. The construction of dams, waste disposal facilities, 

telecommunication infrastructure, electricity generating stations as well as power 

delivery grids are likewise commonly financed by issuing sukuk.   

Sukuk are issued by means of “securitisation.” This enables governments and 

businesses to obtain credit or funds in the capital markets for the purpose of trade, 

investment or development. Securitised assets commonly include real property, 

usufructs or receivables, or a combination of these. Securitisation makes it possible to 

the trade assets by trading securities.  
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There is limited consensus among Muslim scholars on what constitutes acceptable 

assets for the purpose of securitisation. Some insist that real assets such as buildings 

or land need to comprise at least 51% of the portfolio of the securitised assets. Others 

maintain that receivables (debts) may also qualify as assets for the purpose of 

securitisation.21  

Securitisation begins with the party seeking funds (originator) selling some of its 

assets to a special purpose company. This company is known as a “special purpose 

vehicle” (SPV) or a special purpose mudarib (SPM).22 The SPM acts as a trustee on 

behalf of the sukuk holders (investors). It acts in the interests of the sukuk holders 

(investors).  

The mudarib issues and sells sukuk to investors, local and foreign. The proceeds 

of the sale are used by the mudarib to purchase the securitised assets from the 

originator (entrepreneur). The buyers (subscribers) of the sukuk become the sukuk 

holders (investors) and the owners of the underlying assets.23 The SPM periodically 

remits dividends generated by the underlying assets to the sukuk holders, less the 

agreed-upon share due to the mudarib.24  

To protect the interests of the sukuk holders, the SPM needs to be “bankruptcy-

remote” from the originator. This requires the SPM to be legally separate from the 

sponsoring company (originator). The SPM owns and manages the securitised assets 

independently of the originating company.  

Bankruptcy-remoteness can be achieved by setting the SPM up as an “orphan” 

company. This will prevent originators (the parent company) from using the assets of 

the SPM to pay for any liabilities that may result from a possible originator bankruptcy. 
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Moreover, to ensure that the securitised assets become “bankruptcy remote” from 

the originator, they have to be sold to the SPM by way of a “true sale.” 

In a true sale, sellers transfer all rights to an asset to buyers. When a true sale 

takes place, originators legally transfer the ownership of the underlying assets to 

investors. In this case, the returns (profits) to sukuk holders/buyers should remain 

unaffected even if the originator (the company that sold the assets to the SPM) goes 

bankrupt because the profits come directly from the productive activities of the 

underlying assets rather than from the general revenues of the originators.25  

In practice, however, most sukuk have been structured to enable originators to 

retain legal ownership of the underlying assets, even after “selling” them to the 

investors.26 The reason is that “many companies do not want to ‘sell’ their quality 

assets to investors.”27 Retaining legal ownership of the underlying assets is typically 

accomplished in two ways. Originators retain legal ownership of all assets owned by 

the SPM by retaining legal control and ownership of the SPM. Such an SPM would not, 

however, be bankruptcy-remote. Under such an arrangement, no true sale of the 

securitised assets takes place.  

Alternatively, the originator can retain legal ownership and control of the 

underlying assets by retaining them on its balance sheet rather than selling to the 

mudarib (SPM) at all. In these cases, no sale of assets to an SPM acting on behalf of 

the investors takes place, let alone a true sale. Originators retain legal ownership of 

the underlying assets in both cases. In neither case does a “true” sale of the assets 

take place.28 
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Structuring sukuk to replicate conventional bonds was justified on the grounds 

that the “market tends to … expect sukuk to be within the ‘fixed income’ types of 

investment with minimal or controlled risks and capital preservation features.”29 

Market expectations, however, cannot provide guidelines on how to structure sukuk 

in ways that comply with the Shariah.  

Markets have many expectations, some of which include the production of 

intoxicating substances or the provision of gambling services. Markets are willing to 

supply any products or services, as long as there is a demand for it. Surely, complying 

with the Shariah needs to take priority over meeting market expectations.  

Contrary to a popular misconception, a large volume of funds that finance 

business investment is raised in the form of equity (and not loans) on the open market 

(that is, common stocks, which are permissible under Islamic law. Indeed, “[a]s a 

practical matter, equity financing is widely used and has many advantages over debt-

based financing.”30 

The issuance of sukuk was spurred over the last few decades by the need to 

finance large infrastructure development in Muslim countries including the 

construction of highways, ports, airports, universities, hospitals, power generating 

stations, distribution grids, telecommunication networks, railroads, housing, clean 

water supply as well as drainage facilities. The need to tap Islamic funds generated by 

the sales of oil in the Middle Eastern and other resource-rich Muslim countries 

contributed to the growth of the sukuk market.31 As Muslims are not permitted to 

issue, buy or sell interest-bearing securities, there was a need to find a way of raising 
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and investing funds in the capital markets that would dispense with the need to pay 

or earn interest. This need was met by sukuk.32  

In Malaysia, sukuk made their first appearance in the early 1990’s. They were 

known as Islamic Debt Securities or IDSs. These included the murabaha sukuk in the 

form of the BBA (Bai’ Bithaman Ajil, deferred payment sales).33 Additional types of 

sukuk appeared after 2000. These included istisna, salam, ijarah, and intifa’.34 The 

IDSs remained the most common type of sukuk up until 2004, when the market saw 

the emergence of participatory sukuk such as the mudarabah and musharakah, as 

well as sukuk exchangeable or convertible into common shares.  

By 1996, total sukuk issued in Malaysia amounted to RM2.3 billion. This rose to 

RM5.2 billion in 1997. There was a slowdown in the issuance of sukuk in 1998 and 

1999 due to the Asian financial crisis. In 2000, total sukuk issued rose to RM7.6 billion, 

rising to RM13.2 billion in 2001. By 2003, the total amount of sukuk issued in Malaysia 

was RM 70 billion. By 2006, the total amount of sukuk outstanding grew to RM105.2 

billion. By 2007 it stood at RM135.8 billion. As of September 2008, just before the 

recent financial crisis, the total outstanding sukuk stood at RM146 billion.35 In 2009, 

total sukuk issuance in Malaysia was RM32 billion. In 2010, sukuk issuance in Malaysia 

fell 30% from 2009 to RM22.4 billion.36 By the end of September 2011, sales of sukuk 

in Malaysia totalled RM 19.3 billion.37 By the end of July 2011, Malaysia had RM 350 

billion (US$ 112.3 billion) of sukuk outstanding, or 62.7 per cent of the world’s total.38 

“Bursa Malaysia's total sukuk listings amount to US$27.6 billion, comprising 19 sukuk 

listed by 17 issuers, three of which are foreign issuers.”39 
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Global sukuk issuance increased from slightly more than US$5 billion in 2001 to a 

record of US$ 32 billion in 2007.40 In 2008, issuance declined to US$14.9 billion.41 It 

rose again to US$24.7 billion in 2009. 42  In 2010, global sukuk sales amounted to 

US$15.3 billion.43 By the end of July 2011, they reached US$18 billion.44 Most of the 

issues were sovereign (government) or quasi-sovereign (government-linked). The 

total amount of sukuk outstanding globally by the end of September 2011 was US$130 

billion, of which 60% has been issued by Malaysia.45  

In 2002, Malaysia launched the world’s first US dollar denominated sovereign 

issue of sukuk ijarah, worth US$600 million, with a five-year tenor.46 In 2003, Qatar 

followed with its own sukuk ijarah worth US$ 700 million. In the same year the Islamic 

Development Bank issued US$ 400 million worth of sukuk istithmar. In 2004, Dubai 

Civil Aviation issued US$1 billion of sukuk ijarah. 2005 saw the Emirates Airlines issue 

US$550 million of sukuk musharakah. In the same year Pakistan issued US$600 million 

worth of sukuk ijarah. In 2006, Khazanah Nasional of Malaysia issued the first tranche 

of US$750 million exchangeable sukuk musharakah. In the same year, PCFC and 

Nakheel issued US$3.5 and US$3.52 billions of sukuk musharakah and ijarah, 

respectively. In 2007, Al Daar Properties issued US$2.35 billions of mudarabah 

convertible sukuk. In the same year, Daar International issued US$600 million of ijarah 

sukuk. Khazanah Nasional of Malaysia issued its second tranche of musharakah 

exchangeable sukuk of US$750 million in 2007. In the same year, Malayan Banking 

issued US$300 million worth of sukuk.47 In 2009, Petronas of Malaysia issued US$ 1.5 

billion of sukuk ijarah.48 In 2010, after a hiatus of eight years, Malaysia issued US$1.25 

billion sovereign sukuk ijarah with a five-year maturity period. The sukuk yield 3.928% 

returns per annum.49 In 2011, notable issues included the RM600 million issue, the 
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first tranche of a RM3.5 billion program that ends in 2016, by Kuwait-based Gulf 

Investment Council (GIC). The sukuk were structured to yield 5.25% per annum.50 In 

the same year, Malaysia issued two tranches of sukuk wakala. The first was a US$1.2 

billion 5 year tranche yielding 2.99% per annum, and a US$800 million 10 year tranche 

yielding 4.65% per annum.51 Top originators currently include Nakheel, PCFC, Aldar 

Properties, DP World from UAE, SABIC from the Kingdom of Saudi Arabia, and Nucleus 

from Malaysia. Together these originators have issued about 31% of total world 

sukuk.52 

3. Defaults 

Default takes one or both of two forms: i) the failure of borrowers to make a 

promised periodic repayment, and ii) the failure of borrowers to repay the principal 

amount of the loan.  

Adverse economic conditions played a role in the sukuk defaults and near defaults. 

When the cash flows of any enterprise utilising loan financing in preference to risk 

sharing turn out to be lower than expected, the likelihood of default increases.  

However, the fact that the majority of sukuk were structured to replicate 

conventional bonds, i.e. securities subject to default, played a key role in the defaults 

and near defaults. By mimicking the chief characteristics of conventional bonds, 

income and capital guarantees, issuers replicated and thereby exposed themselves to 

the risk of default.53  

On April 27, 2009, Kuwait-based The Investment Dar (TID) missed a $100 million 

payment on its sukuk registered in Bahrain.54 TID, which claimed 50% of British luxury 
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carmaker Aston Martin in its portfolio of investments, had debts at that time 

amounting to nearly $3.5 billion. 55  The default was followed by a dispute with 

Lebanon’s Blom Bank.56  

On April 12, 2010 another Kuwait company, the International Investment Group 

(IIG) failed to pay a distribution payment of $3.3 million on a $200 million sukuk. IIG 

defaulted a second time, on July 12, 2010, when it missed a $152 million due on 

another sukuk.57  

In Malaysia, “there were … seven sukuk defaults totaling RM741 million, 

accounting for only less than half a per cent of the country’s total sukuk market, 

between January and November 2009.”58 

The Saad Group of Saudi Arabia, which owns a stake in HSBC,59 and has been at 

the centre of fraud allegations, defaulted on a $650 million sukuk, even as it asked 

creditors not to take legal action.60 Texas-based East Cameron Gas Company, which 

issued a US offering of sukuk worth $165 million backed by oil and gas assets, was 

another defaulter.  

Most prominent among the “near defaults” were sukuk issued by Nakheel World, 

a subsidiary of Dubai World, owned by the Dubai government. 61  Due to the 

extraordinarily large sums involved, the Dubai “near defaults” had the greatest impact 

on the sukuk market.   

All sukuk that defaulted or nearly defaulted had three distinctive characteristics 

of “conventional fixed income or ‘debt’ instruments.”62 First, the sukuk agreements 

legally (contractually) obliged originators to pay fixed income – similar to interest 

payments – to investors (sukuk holders) on specified dates. The magnitude of the 
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“dividend” payments as well as due dates were determined in advance, much the 

same way as the payments of interest are determined on conventional loans.  

Second, originators were legally required to return to investors all of their capital 

– just as borrowers are required to return the principal amounts of loans to creditors 

– on a specific day, again determined in advance, known as the “maturity date.” Third, 

the quantum of the “dividends” to be paid to the providers of capital was determined 

as a percentage of the amount of money invested rather than as a percentage of the 

amount of profit earned. This means there was no link in these contracts between the 

amount of profit earned by the underlying assets and the amount of “dividends” paid 

to “investors.”  

Determining profits as a proportion of the total amount of the loan rather than as 

a proportion of the total profits effectively made the amount of “profit” paid to 

investors depend on a factor other than the efficiency (profitability) of the underlying 

assets. This stands in sharp contrast with the standard business practice of making 

reward – whether in the form of profit, rent or wages – dependent on and indeed 

proportionate to the value of the contribution by the party receiving the reward.  

The risk of default was incorporated into the sukuk structures by the inclusion of 

profit and capital guarantees in the sukuk agreements. The risk of default in the form 

of a failure to make a periodic payment on time was incorporated into the sukuk 

structure by requiring originators to make predetermined “dividend” payments to 

investors. The risk of default in the form of a failure to repay the principal amount was 

incorporated into the sukuk structure by requiring issuers to repurchase the 

underlying assets on a specified date in the future.  
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The obligation to repurchase the underlying assets incorporated the risk of default 

into the sukuk structure by producing an “amount owing” by issuers to sukuk 

holders.63 Since originators were obliged to repurchase the underlying assets at the 

same (exercise) price at which they initially sold them, “investors” would get back 

exactly the same amount as they originally “invested.” The repurchase undertaking, 

in other words, was a way to “repay principal to the Sukuk investors.”64 In cases where 

originators fail to repurchase the assets on the due date, they will be in default. The 

repurchase undertaking (wa’d) replicated the “redemption” of conventional bonds.65  

The risk of default in the form of a failure to repurchase the underlying assets is 

known as asset redemption risk. This is the risk is that by the time the sukuk “mature,” 

issuers might not have enough money to “redeem” the sukuk by repurchasing the 

underlying assets.66 The risk arises “due to the fact that the originator has to buy back 

the leased assets.”67 When the originator does not have enough money “to buy [the 

underlying assets] back from the certificate holder,”68 a “default” takes place. As a 

consequence of such “default,” originators may be forced into bankruptcy or forced 

into restructuring their obligations.  

The incorporation of income and capital guarantees in the sukuk structures 

transformed what are expected to be profit and loss sharing securities into replicas of 

debt instruments, similar to bonds. Income and capital guarantees effectively 

rendered the principle of profit and loss sharing inoperative.  

Despite formal compliance with the Shariah, “much of Islamic finance today is 

focused on replicating the conventional system … an inevitable consequence is that 

any problems/flaws are also likely to be replicated (emphasis supplied).”69 To make 
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matters worse, not only were sukuk structured to replicate bonds; the vast majority 

(90%) were structured to replicate unsecured bonds.70 

The practice of guaranteeing to sukuk holders both dividends as well as capital, 

“created sukuk instruments that, in substance, attempt to be identical to conventional 

bonds.”71 “[M]any sukuk are structured to resemble conventional bonds … This is one 

of the criticisms of Islamic products: instead of coming up with products that reflect 

the spirit and substance of Islamic law, they are structured very similar to conventional 

products.”72  

In other words, while sukuk have achieved Shariah compliance in form, it is less 

evident that they achieved it in substance. “Questions have been raised as to whether 

mirroring existing products and returns through financial engineering is a sound basis 

for the industry to develop … Islamic finance differentiates itself from other forms of 

finance through the sanctity of the [S]hariah principles on which it is based … If this 

sanctity is compromised, then the point of Islamic finance is lost.”73  

For these reasons, “The AAOIFI Sharia Board recommends and advises Islamic 

financial institutions to limit their dependence on operations which closely replicate 

traditional lending and borrowing, and to capitalize on real musharakah transactions 

based on profit and loss sharing, in a way that better achieves Shariah objectives.”74 

The recommended form of business participation in Islam is the partnership, in 

the form of the mudarabah or the musharakah. “Mudharabah may be viewed as 

equity due to its feature of no pre-fixed periodic payments; rather payments are made 

from profits, similar to dividends. Further, as a general rule, the rab al-mal cannot 

foreclose or take legal action if there are no profits for distribution.”75 The fact that 
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profit and loss sharing sukuk do not come with guarantees does not mean that their 

holders of cannot liquidate (recover) their investments. Depending on timing and 

market conditions, holders of profit and loss-sharing instruments can sell their 

securities in the secondary market. 

The defaults and near defaults, as well as doubts regarding the protection 

afforded to investors in cases of default dented the reputation of sukuk as investment 

vehicles that offer strong investor protection. In order to restore investor confidence 

in Islamic finance and ensure compliance with the Shariah, a change is required in the 

way sukuk are structured. There is a need to move away from structuring sukuk as 

debt-like instruments and structure sukuk as securities that enable genuine profit and 

loss sharing, a fundamental pillar of Islamic finance. 

Sukuk are typically categorised into “trade-based” and “participatory,” depending 

on whether they are issued to finance trade or investment. However, as a result of the 

recent defaults of a number of sukuk and the near defaults of others, a new 

classification entered the sukuk discourse, that between “asset-backed” and “asset-

based” sukuk.  

Few investors, it seems, were aware of the differences between the “asset-based” 

and “asset-backed” sukuk or of the implications these differences have on investor 

protection. An examination indicates that the apparently minor difference in the 

designation of the sukuk obscures significant differences. These centre on the type of 

sale utilised in the securitisation process, the kind of ownership this type of sale 

bestowed on them, and the degree of protection investors could expect from the type 

of ownership they acquired. 
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The sukuk defaults took place in the aftermath of the recent (2008) financial crisis 

and came as a surprise. This was the first time any issuers of sukuk “defaulted” in 

recorded history. All sukuk that defaulted were of the “asset-based” variety. As a 

result, investors were asking not only why the sukuk defaulted, but why in particular 

the asset-based sukuk defaulted while the asset-backed did not. 

One need not look far for the reason why the “asset-based” sukuk defaulted while 

the “asset-backed” did not. The asset-based sukuk, unlike their asset-backed 

counterparts, were structured to replicate debt instruments, such as bonds. The latter 

require issuers (borrowers) to guarantee both interest and the principal amount of 

the loan to bond buyers (creditors). Taken together, these guarantees are known as 

“income and capital guarantees.” 

Bonds are IOUs or loans. All lenders are exposed the risk that their loans might 

not be paid back. This risk is known as credit risk or the risk of default. However, 

because they were structured to replicate conventional bonds, the asset-based sukuk 

also replicated the risk of default.  

By contrast, none of the asset-backed sukuk defaulted. The reason was that the 

asset-backed sukuk did not have a debt-like structure. All “asset-backed” sukuk – 

unlike their asset-based counterparts – were structured to share profits and losses 

rather than replicate bonds. Originators of asset-backed sukuk did not promise 

investors profits whose quantum and due dates were determined in advance.  

Unlike issuers of bonds, issuers of profit and loss sharing securities cannot default. 

The reason is that raising funds on the basis of risk sharing does not require issuers to 



 21 

commit themselves legally to make predetermined payments of dividends to investors. 

Neither does it require entrepreneurs to guarantee investors’ capital.  

In other words, issuers of risk sharing securities offer investors neither income nor 

capital guarantees. Issuers of such securities pay dividends to investors only when the 

underlying assets earn profits. 

Issuers of asset-based sukuk, however, incorporated both income and capital 

guarantees in the sukuk contracts. By doing so, they imparted a debt-like structure of 

conventional bonds to the sukuk they issued. Income and capital guarantees are the 

chief characteristics of bonds. The inclusion of income and capital guarantees, 

however, ensured that a single failure to make a periodic payment on time, or to 

redeem the principal amount on the due date, would constitute “default.”76  

The income guarantee was incorporated into the sukuk structure by requiring 

issuers to pay investors a specified amount of “dividends” on specific dates. Both the 

amount of the dividends as well as the dates on which they were to be paid were 

determined in advance.  

In other words, the quantum of the profits that the originators were going to pay 

was determined before the business activities that were to generate the profits even 

commenced. In a striking departure from business practice, if not from common sense, 

entrepreneurs (originators) agreed to pay investors “dividends” even when their 

enterprises experienced losses.  

The asset-based sukuk resembled bonds also in that “dividends” were calculated 

as a percentage of the total amount “invested” rather than as a percentage of total 
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profits, just as interest payments are determined as a percentage of the total amount 

of a given loan.77  

The capital guarantee was incorporated into the sukuk structures by requiring 

originators to refund to investors their capital in full, on a specific day in the future, 

known as the maturity date. To comply with the Shariah – at least in form – the full 

repayment of the principal amount “invested” was ensured by requiring originators 

to repurchase the underlying assets from investors on an agreed-upon date. The price 

at which the assets were repurchased was identical to the price at which they were 

first sold to the investors.  

This had the effect of returning to “investors” exactly the same amount they 

“invested” when they initially purchased the assets. In other words, the repurchase 

had the same effect in substance as repaying a loan. It is thus hardly surprising that 

asset-based sukuk are commonly referred to as “Islamic bonds.” Even from the 

perspective of the law – for the purpose of taxation – asset-based sukuk are treated 

as bonds.  

The sukuk were structured to replicate conventional bonds on the grounds that 

“this is what investors were looking for” and because “this is what the market wanted.” 

The “market,” however, cannot provide guidance on what type of sukuk meets 

Shariah requirements. Markets facilitate trade. They reflect what people are buying 

and selling, as well as the quantities and prices at which trading takes place. Markets 

are neither equipped, nor able to make, judgments of an ethical nature.  

Another reason for replicating debt-like instruments was that issuers wanted to 

raise capital without having to sell any assets. Investors, on their part, did not want to 
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become owners of assets and assume the risks of ownership. They wanted bond-like 

instruments with income and capital guarantees. They wanted their profits to be 

guaranteed and to earn them without taking risk.  

In order to enable both originators and investors to realise their respective 

objectives, a special type of sale was accordingly required. Selling the underlying 

assets to investors by way of a true sale, as required by the Shariah, would not achieve 

the desired objectives of the originators and the investors.  

What was required was a type of sale that would enable originators to “sell” 

underlying assets to investors, while at same time enabling them to maintain legal 

ownership of the assets thus “sold.”  

This could be accomplished by utilising a special type of sale, known only in 

common law. This type of sale is known as a sale that “falls short of a true sale.” Such 

a sale does not require the transfer of legal ownership from the seller to the buyer. A 

sale that falls short of a true sale transfers merely “beneficial ownership” on the buyer.  

A sale that “falls short of a true sale,” however, is not recognised as a valid sale 

under the Shariah. It is, however, recognised as a valid sale in another legal system, 

the common law, widely known for its creditor friendliness. Resorting to the common 

law instead of the Shariah notion of sale, however, raises a number of issues.  

First, is the departure from the Shariah conception of a valid sale justified? Second, 

is it reasonable to expect that a sale that is not valid under the Shariah is likely to 

produce sukuk that are Shariah compliant? Third, what implications do sales of 

underlying assets to investors by means of sales that fall short of true sales have on 

investor protection in cases of originator bankruptcy?  
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Sales that fall short of true sales transfer only “beneficial” but not “legal” 

ownership of the underlying assets from sellers to buyers. Beneficial ownership 

accordingly does not entitle investors to sell the underlying assets in cases of 

originator bankruptcy. In this way, the failure to gain legal ownership of the underlying 

assets exposes investors to the risk of losing all their investments in cases of originator 

bankruptcy. 

As a result of a lack of a true sale of the underlying assets by originators to 

investors, a new class of sukuk emerged, known as “asset-based” sukuk. The “asset-

based” sukuk, however, were declared non-compliant by the AAOIFI in 2008, just 

months before the recent global financial crisis. It was in this class of sukuk that all the 

defaults took place. Sukuk issuers defaulted because – due to the economic and 

financial crisis – they did not earn sufficient profits to make the payments promised 

to investors. 

The development of the two types of sukuk created something of a crisis in the 

sukuk industry, reflecting differing visions of Islamic securitisation. One vision seeks to 

implement profit and loss sharing, while the other appears satisfied with replicating 

conventional bonds and achieving at least formal if not substantial compliance with 

the Shariah. There is a need to harmonise these two visions. 

Taking a look the roots of Islamic finance, and its quintessential requirements 

should be helpful. Consensus needs to be arrived on how sukuk differ from 

conventional instruments and on how they need to be structured to comply with the 

Shariah. Revisiting the notion of a valid sale in Islamic securitisation would be a good 

place to begin. 
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The tendency to replicate conventional instruments not only gave rise to a new 

type of sukuk, the asset-based sukuk. It also gave rise to a new type of ownership. This 

ownership is known as “beneficial ownership.” It is distinguished from traditional 

“legal ownership.” Like the sale that “falls short of a true sale,” the concept of 

“beneficial ownership” has been “imported” into the Shariah from the common law. 

It has no precedent in fiqh. 

Ownership is the right to possess, use, sell, donate or give as a gift any asset 

(property) belonging to a person known as the “owner.” Ownership signifies a 

particular kind of relationship between a person known as the “owner” and assets 

known as “property.”  

Ownership (milkiyah) is not the same as possession (qabd), as it is possible to own 

something without possessing it, or to possess something without owning it.  

Islam recognises the right of people to own property. Property is enjoyed as a 

convenience of life. It brings facility and ease (taysir). The protection of property is 

one of the objectives of the Shariah.  

Ownership of property, however, comes with responsibility. This includes the 

obligation to pay zakah and to use property only for good ends, whether private or 

public. In other words, property should never be used for evil ends or criminal 

activities. 

The owner of an asset has control over his or her property to the exclusion of 

others. This means that a person cannot use someone’s property without the owner’s 

permission. In this sense, the right to property is an “exclusive” right. The right to own 

property is one of the expressions of the right to privacy.  
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At a higher level, however, Islam teaches that all property belongs to God, and His 

servants are its custodians on earth. All property is held on trust (amanah) from God.78 

Islam sees man as a vicegerent (khalifa) of God on the earth. Property is to be used 

for good purposes, such as helping the needy and the destitute. Within these limits, 

people may do with their property as they please.  

Ownership of an asset can be obtained by buying, inheriting it from one’s relatives, 

or accepting it as a gift or a donation. Ownership of an asset can also be acquired 

through work (’amal) or by manufacturing it. Where an asset is made by its owner, it 

is typically manufactured out of materials belonging to the owner, in a place owned 

or leased by the owner, and using tools belonging to the owner.  

However, an asset can also be manufactured using facilities owned and provided 

by others. In such cases, the manufacturer would rent any facilities required for 

making an asset from their respective owners. He may even engage the labour of 

others by paying them wages. Nevertheless, the person responsible for organising the 

production of the asset (the entrepreneur) would still be its rightful owner. 

In contrast to views espoused by ideologies such as socialism, ownership can take 

a “private” as well as a “public” form.79 Private property is owned directly by people 

or households; public property is owned on behalf of the people by the government. 

The government represents (acts on behalf of) the people. Publicly owned property is 

also known as “government property.” Public utilities, for example, may be owned 

jointly by government and businesses or individuals.  

Private property may include land, houses, automobiles, home appliances, 

furniture as well as books, clothes and other items. Private property may also include 



 27 

businesses (sole proprietorships and partnerships). Examples of assets owned by firms 

include land, buildings, manufacturing equipment, materials, transportation and 

communication equipment, office furniture, and other items.  

Government property includes the infrastructure utilised in the delivery of public 

services. These include the supply of water, electricity, the maintenance of public 

safety, the administration of justice, and the establishment and maintenance of 

recreational amenities such as public parks and libraries. Government property 

additionally includes the infrastructure and equipment used in the provision of public 

education, health, welfare, and transportation. It may include infrastructure used in 

public broadcasting.  

A common way of transferring the ownership of an asset from one party to 

another is by selling it. In order to be valid under the Shariah, however, the sale 

requires the seller to transfer all his rights to the asset to the buyer.80  After the 

transfer of all rights to the asset is complete, the seller has no more claims to the asset 

sold. The new owner has the right to dispose of the asset as he/she sees fit. This 

includes selling the newly acquired asset to a third party.  

In the case of assets of lesser value, such as a home appliance, there is no need to 

record the transfer of ownership in writing. In the case of more valuable assets such 

as land or houses, the name of the new owner should be recorded on a deed or 

certificate of ownership, as well as registered in public records, where applicable.  

The Shariah recognises the right of people to transfer ownership to others in 

different ways, which include by means of making a gift, inheritance or by way of a 
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sale. However, the Shariah recognises only one type of sale as a valid sale. This type 

of sale is known as a “true sale.”  

In a true sale the seller transfers all his/her rights to an asset to the buyer, 

including the right to sell the asset to a third party. In other words, a true sale transfers 

full legal ownership from the seller to the buyer of the asset. This type of sale 

produced a class of sukuk known as “asset-backed” sukuk.  

If the seller transfers to the buyer only some but not all rights to an asset, such as 

the right to sell the asset, then such a sale is known as “a sale that falls short of a true 

sale.” This type of sale produces sukuk known as “asset-based” sukuk.  

However, a sale that falls short of a true sale is not recognised as a valid sale under 

the Shariah. The reason is that in a sale that “falls short of a true sale” sellers transfer 

only some but not all rights to an asset to the buyers.  

These rights include the right to use the asset or obtain revenues from it. An 

important right – some would say the most important right – is not transferred to the 

buyers in a “sale that falls short of a true sale.” This is the right of the new owner to 

sell the asset he purchased to a third party. 

Unlike a true sale, which bestows full legal ownership of an asset on the buyer, a 

“sale that falls short of a true sale” transfers merely “beneficial” ownership from the 

seller to the buyer.  

As a result, in all cases where this kind of sale was utilised – a sale that falls short 

of a true sale – investors acquired merely “beneficial” rather than full legal ownership 

of the underlying sukuk assets. Investors who purchased assets by way of sales that 
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“fall short of true sales” thus acquired merely the right to a cash flow but not to the 

productive assets themselves.  

A number of issues arise in relation to a sale that “falls short of a true sale.” First, 

does the Shariah permit a seller of an asset to collect the full purchase price from a 

buyer without transferring legal ownership to the buyer of the asset in exchange?  

The sale that falls short of a true sale creates uncertainty about ownership 

because, since the seller of the asset retains legal ownership of the asset “sold,” he 

could conceivably sell the same asset again to another party, as he would still be the 

legal owner of the asset. Similarly, does the Shariah require a “buyer” to pay for an 

asset in a “sale” that does not entitle him to its legal ownership?  

Moreover, on what grounds is a party that acquires merely “beneficial ownership” 

of a given asset entitled to claim revenues generated by that asset? Revenues 

generated by an asset rightfully belong to the legal owners of the assets.   

Additional concerns arise about the validity of sales in which investors “sell” 

underlying sukuk assets back to the originators at the end of the sukuk term, as 

commonly required by repurchase undertakings. Effectively, investors are selling 

assets that do not legally belong to them. What is more, sukuk holders can sell the 

underlying assets only to the originators. In other words, investors are not permitted 

to sell their assets to third parties.  

The inability of the buyer to sell the sukuk assets to a third party acquired by way 

of sales that “fall short of true sales” means that buyers are effectively unable to 

“liquidate” their assets in the open market. This prevents them from recovering the 

money they paid for the assets by selling them. The investors become dependent on 
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the originators not only for maintaining periodic payments but also for liquidating the 

underlying assets at the end of the sukuk term.  

This may not be a problem under normal conditions. However, a different 

scenario may emerge at a time of crisis, when originators may be experiencing 

liquidity problems, and for that reason be unable to keep their promise to repurchase 

the underlying assets at the price previously agreed upon.  

Liquidity is one of the most important features sought by investors. A lack of 

liquidity acts as a deterrent for investors to invest in any securities that give them 

anything less than legal ownership of underlying assets.  

It is for this reason that the sukuk certificates that signify merely beneficial 

ownership of the underlying assets – the asset-based sukuk – effectively become less 

tradable in the secondary markets, unlike their counterparts that offer legal 

ownership of the underlying assets to investors, the asset-backed sukuk.  

In principle, one may well wonder in what sense a transaction in which the legal 

ownership of an asset “sold” remains with the seller can be viewed as a “sale”? Is not 

the objective of a sale first and foremost the transfer of ownership of an asset from 

seller to buyer? If a transfer of ownership does not take place, can one reasonably 

claim that a “sale” has in fact taken place? One cannot help wondering how many 

buyers of a sound mind would knowingly enter a transaction that requires them to 

buy an asset in a manner that subsequently prevents them from selling it.  

It appears that the sale that “falls short of a true sale” defeats the primary purpose 

of a sale, which is to transfer ownership from seller to buyer. Due to its inherently 

ambiguous nature, a sale that “falls short of a true sale” could be used for fraudulent 
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purposes. For example, it could be used to extract money from unsuspecting buyers 

by making them believe that they were purchasing assets while in fact they were not, 

at least not in the sense that matters most, the legal sense. 

The absence of legal ownership of the underlying assets in all asset-based sukuk 

had important implications for investors’ protection. The fact that investors obtained 

less than legal ownership of underlying assets exposed them to the risk that – in case 

of originator bankruptcy – they could lose their investments in toto.  

Investors in asset-based sukuk face this risk because – unlike investors in asset-

backed sukuk – their status in any originator bankruptcy proceedings would be akin 

to that of (unsecured) creditors. Their recourse would be only to the originators rather 

than to the assets. This might not matter much as long as originators were able to 

make all the agreed-upon payments to investors. However, a very different scenario 

may emerge at times of distress, when originators may be experiencing difficulties in 

meeting their financial commitments and perhaps facing bankruptcy at a time of 

dwindling profits.  

Recent experience when a number of sukuk “defaulted” and others nearly 

defaulted during the global financial crisis has provided evidence of this risk. A number 

of investors who thought they were the legal owners of the underlying assets realised 

that in fact they were not. This came as a shock to them, because they assumed that 

when they “purchased” the underlying assets, they also became the legal owners of 

those assets. It appears these investors were unaware of the difference between legal 

and beneficial ownership or of the difference between sukuk that were “asset-backed” 

and those that were merely “asset-based.”  
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In hindsight, it appears that there is a need to enhance both Shariah compliance 

as well as investor protection. Indeed, enhancing the former is likely to enhance the 

latter. There is also a need for greater transparency. Investors need to be informed 

what type of sukuk they are buying, in what sense they are buying them, and what 

type of ownership of the underlying assets they can expect. The law may need to be 

amended in order to ensure compliance with disclosure requirements.  

If it is confirmed that a “sale that falls short of a true sale” does not meet the 

requirements of a valid sale under the Shariah, it should be replaced by a sale that 

does, the true sale. The true sale of the underlying assets will not only ensure better 

compliance with the Shariah but will also provide better protection for investors, as 

they will become legal rather than merely beneficial owners of the underlying assets.  

The common law and the Shariah, while overlapping in some respects, 

nonetheless constitute different legal systems. In order for Islamic securitisation to 

remain Shariah compliant, maintain its credibility, and ensure investor protection, it 

is advisable to utilise Shariah notions of sale and ownership rather than those 

“imported” from other legal systems, such as the common law. Otherwise, there is a 

risk that Islamic securitisation may produce instruments that reflect the ethos of the 

common law more fully than that of the Shariah.  

4. Replication  

When Islamic finance first made its appearance in its contemporary form in the 

1990s, expectations were high. It was hoped that Islamic finance would provide a 

more stable – and just – alternative to the conventional system, based on riba and 
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characterised by roller-coaster cycles of boom and bust, caused by alternating 

expansions and contractions of credit. Islamic finance would also avoid other pitfalls 

of conventional finance, among them the rise of large and growing levels of debt – 

public and private – as well as a dramatically uneven distribution of wealth.  

Muslim nations with high birth rates, generously endowed with natural resources, 

needed Shariah compliant ways to channel funds from the sales of oil into 

development. This included the provision of infrastructure, oil exploration, drilling and 

refining, manufacturing, transportation, communication, health care and education. 

Islamic finance would channel funds first to where they were needed most. Sukuk, the 

Islamic financing instruments par excellence, would help direct resources in Shariah 

compliant ways to sectors requiring funding, and do so in the necessary quantities.  

Business enterprises requiring investment funds would issue sukuk to parties with 

surplus capital. These funds would be used to generate halal returns to investors in 

the form of profit. End-users such as workers in offices and factories, students in 

schools and universities, or patients in hospitals, would reap various benefits from 

these investments, for example better quality infrastructure or educational facilities.  

What actually transpired was different from what was expected. Some businesses 

– such as Dubai World – ended up with unexpectedly high levels of debt, as well as a 

glut of infrastructure (residential and commercial property) for which there appeared 

to be little demand.81 The surplus of property was proving particularly difficult to sell 

or rent as the financial crisis of 2008 went into full swing.  

Soon a number of sukuk defaulted. Others – such as those issued by Nakheel – 

nearly defaulted. The defaults came as a surprise as, in principle, only borrowers can 
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default. The sukuk defaulted because they replicated conventional debt instruments 

(bonds) But sukuk were not expected to replicate debt. Something went wrong.  

Since the defaults and the near defaults it has become clear that sukuk defaulted 

not only because of lower profits earned by originators as a result of the financial crisis. 

They defaulted because they were structured to replicate instruments that are 

exposed to the risk of default: interest bearing bonds.  

While reduced profits due to the financial crisis triggered the defaults, it was the 

debt-like structure of the sukuk that made issuers vulnerable to default in the first 

place. Had the sukuk been structured as profit and loss sharing securities – as indeed 

required by the Shariah – no defaults could have taken place. At most, investors would 

have suffered losses. Default is an event that takes place in the context of lending, not 

investment. 

One risk in structuring sukuk in ways that replicate conventional bonds is that 

issuers may raise and invest funds in excess of what is required by commercially viable 

projects. “Since banks are effectively insulated from the outcomes of business in the 

system of interest-based loans, they lend on criteria different from the intrinsic merit 

of investment.”82 This exposes banks to a moral hazard. It arises from the lack of 

exposure to market discipline. Since they do not share the risks of business enterprise 

with their clients, they occasionally extend loans even to projects with limited 

prospects of commercial success. 

The rationale for replicating debt instruments in the structuring of sukuk was that 

investors had little appetite for risk; they wanted to “invest” in instruments that come 

with income and capital guarantees. Nonetheless, it appears that issuers were happy 
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to oblige. However, by providing investors with income and capital guarantees, issuers 

inadvertently replicated a major risk associated with conventional debt instruments, 

the risk of default.  

Replicating conventional bonds produced several anomalies. For one, sukuk 

contracts required issuers to pay “dividends” even when the underlying productive 

assets incurred losses. Moreover, the amount of the “dividends” – like payments of 

interest – was not determined as a proportion of the profits earned but rather as a 

proportion of the capital “invested.” Determining the amount of “dividends” as a 

proportion of the capital invested in turn enabled the investors to determine the 

amount of the “dividends” in advance. Finally, just as issuers of conventional bonds, 

issuers of asset-based sukuk were required to return all capital to investors on dates 

specified in advance.  

Few inquired about the rationale for paying investors dividends when underlying 

assets incurred losses. Neither did many inquire in what sense can instruments that 

are universally acknowledged as replicas of debt instruments can pay “dividends” in 

the first place. It appears that the difference between investment and lending was 

becoming blurred in the process of sukuk structuring.  

One adverse consequence of raising funds by way of asset-based sukuk has been 

large – and in some cases growing – levels of debt. These debts need to be serviced 

regardless of how well or poorly the enterprises owing them perform. Other 

consequences included defaults and near defaults.  

When the time came to repay creditors their principal sums, some issuers – 

notably Dubai World – were short of cash. Only a last minute rescue by its neighbour 
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– Abu Dhabi – prevented a full-scale default in December 2009 on a Nakheel sukuk in 

excess of four billion US dollars.  

The most recent financial crisis (2007) inflicted less damage on Islamic finance 

than on its conventional counterpart, where losses by insolvent companies (and costs 

to the taxpayers including future generations) have been estimated in the trillions of 

US dollars.83 However, in light of some sukuk defaults and near defaults, there is now 

a significant “public scepticism concerning sukuk and the extent of the differences 

with conventional bonds…”84  

As a result, some observers are concerned that the “conventionalisation” of 

Islamic finance is gradually and imperceptibly eroding its distinctive character by 

assimilating it to, and making it more and more indistinguishable from, its 

conventional counterpart. This process is sometimes referred to as the “convergence” 

of Islamic and conventional finance. One may ask, however, what is the point of having 

Islamic finance in the first place, if it is merely going to replicate its conventional 

counterpart, along with all the problems (including indebtedness and instability) that 

the latter brings in its wake. 

Thus, there is a need to rethink whether replication of conventional bonds in the 

best way to move forward in Islamic finance. Risk sharing has many advantages. 

Prominent among these is that raising funds on the basis of profit and loss sharing 

does not require issuers to go into debt. Neither does it require issuers to commit 

themselves to making “dividend” payments to the suppliers of capital that have been 

determined in advance, regardless of whether the businesses they finance earn profits 

or incur losses.  
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This protects issuers against the risk of bankruptcy, caused by the need to pay 

“dividends” even when their businesses experience losses. Finally, issuers get to keep 

all capital they raise by way of profit and loss sharing instruments. They get to keep 

this capital in exchange for giving up a share of the ownership of the business 

enterprise receiving financing. 

In light of recent experience, it may be a good time for Islamic finance to utilise 

profit and loss sharing structures on a larger scale rather than continue with debt-like 

structures. In the case of sovereign issues, this will be better not only for issuers, but 

also for the future generations, as they will not be saddled with having to service and 

repay large amounts of debt incurred by the current generation.  

Structuring sukuk as profit and loss sharing securities requires first of all sukuk to 

be free of income and capital guarantees. The reason for this is that income and capital 

guarantees effectively render the principle of profit and loss sharing in the sukuk 

structures inoperative, and effectively transform sukuk into replicas of debt 

instruments that mimic bonds in all but name.  

The replication of conventional practices – or the conventionalisation of Islamic 

finance – has also been evident in a practice known as “benchmarking.” 

“Benchmarking” is used in both contracts of exchange ('uqud mu'awadhat) and in 

contracts of participation ('uqud ishtirak). It links the profits paid to investors in Islamic 

sukuk to interest rates on conventional bonds. Linking profits to interest rates in effect 

makes the magnitude of profits depend on interest rates.  



 38 

Benchmarking makes it possible for issuers of Islamic securities (sukuk) to specify 

in advance the amount of profit they will pay to subscribers (sukuk holders). As a result, 

investors know exactly how much “profit” they will earn and when.  

The magnitude of the dividends paid to investors by issuers of sukuk that replicate 

bonds is determined in the same way as the amount of interest is determined on 

bonds, as a proportion (percentage) of the total amount of the loan or notional 

amount of the bond.  

In the case of sukuk that replicate bonds, the amount of “dividends” is similarly 

determined as a proportion of the total amount “invested,” which in this case is the 

total amount paid for the “purchase” of the assets. A reference interest rate is 

selected and a few basis points are added to it to arrive at a benchmark profit rate.85 

In most cases, the reference interest rate is Libor (London Interbank Offer Rate). This 

benchmark rate will then be applied to the total amount “invested” in order to 

determine the amount of “dividends” due to “investors” every year, over the duration 

of the term of the sukuk. 

For example, if Libor is 4 per cent and 50 basis points are added to it, the “profit 

rate” becomes 4.5 per cent. If $100 million was “paid” for the assets, then $4.5 million 

will be due yearly to “investors” in the form of “dividends.”86 It is because of this close 

resemblance between sukuk and bonds that sukuk are commonly referred to as 

“Islamic bonds.”  

The immediate effect of benchmarking is that profits on Islamic instruments 

become comparable in magnitude to the interest income received by conventional 

bondholders. However, as real sector investments (shares) normally outperform 
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bonds over the longer term by 5 per cent to 6 per cent on average, one may well 

wonder about the rationale for a practice that imposes an upper limit on investors’ 

income by tying it to interest rates.  

Benchmarking is also used in the issuance of trade-based sukuk, known as sukuk 

murabahah. Sukuk murabahah are issued by buyers to evidence their obligation to 

make a deferred payment or payments to sellers of assets. The price of the asset sold 

to the buyer includes its cost price (paid by the seller) and a mark-up (similarly added 

to the cost price of the asset by the seller).  

A benchmark interest rate is implicit in the mark-up added to the cost of the asset 

or service sold in murabahah transactions. The formula used to calculate the total 

amount of the mark-up is the same as that used to calculate the total amount of 

interest a borrower would pay to a lender, had the transaction been a loan instead of 

a sale.87 The price of the asset sold takes the place of the principal amount of a loan.  

Benchmarking investors’ profits to interest rates raises a number of questions. 

First, how can profits be determined in advance when they cannot be known in 

advance? Profits cannot be known in advance because of the uncertainty in business 

activity.  

In the real sector, payments of dividends depend on whether any profits are 

earned in the first place. Profits can neither be guaranteed nor specified in advance 

because they cannot be known in advance. Profits can at best be “projected.” But a 

projected profit is very different from actual profit.  

Second, what is the rationale for determining the amount of profit paid to 

investors with reference to a factor other than the actual profit earned by the 
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enterprise? The benchmark interest rate is an external factor, entirely unrelated to 

the internal profitability of the business.  

Determining profits to sukuk holders by benchmarking them to interest rates is 

like paying the shareholders of a business an amount of profit equal to the amount of 

interest paid by another business to its creditors. It is hard to see the logic in this 

arrangement. The profits of each business depend on a number of factors, most of 

which differ from business to business. To expect two unrelated businesses, operating 

in entirely different conditions, to earn similar profits is hardly reasonable.  

Third, can rewards that are specified in advance as a proportion of capital 

provided – and are moreover guaranteed – be credibly viewed as “profits”? Can 

profits be earned by lending? Fourth, is guaranteeing the sukuk holders’ income, as 

well as the sukuk holders’ capital, consistent with risk sharing?  

Along with imparting the essential characteristics of conventional bonds to sukuk, 

benchmarking introduces a risk into Islamic financing, which was not there to begin 

with. This risk is known in conventional finance as “interest rate risk.”88 The risk arises 

from the fact that that prices of securities change when interest rates change.  

Another risk arises from the fact that issuers may be required to pay floating rates 

of profit to sukuk holders. As profits are benchmarked (linked) to interest rates, profits 

will rise and fall in tandem with interest rates. But rising interest rates generally slow 

down economic activity. Thus, the risk in linking profits to interest rates is that issuers 

may become obliged to pay higher “dividends” to investors precisely at a time when 

their earnings are likely to decline as a result of declining economic activity caused by 

rising interest rates.  
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To promise an investor a specific profit in advance, whose quantum moreover 

does not depend in any way on actual profit earned, seems unwise. It entails making 

a promise that one may be unable to keep. There is no guarantee in a volatile business 

environment that the issuing enterprise will be able to earn any profits at all, let alone 

profits sufficiently large to pay investors profits that were promised to them in 

advance. As the promise to pay predetermined profits is explicit in the sukuk contract, 

it has the status of a legal commitment. In case originators are not able to make the 

promised payments, the prospect of default or a restructuring becomes unavoidable.   

Benchmarking is also problematic from the macroeconomic point of view. The 

primary reason is that it amounts to a form of price fixing. Price fixing prevents prices 

from rising or falling in accordance with changing market conditions. As long as prices 

are prevented from fluctuating, the process of reallocating resources in accordance to 

changing market conditions will remain effectively paralysed, as there will be no 

incentive for any re-allocation of resources to take place in the first place. Thus, price-

fixing in the form of benchmarking can hardly fail to reduce the overall efficiency with 

which resources will be allocated over the long-term within a given economic system.  

Price fixing also raises the costs of financing. This will translate into higher prices 

of goods and services. Higher prices of goods and services will in turn reduce consumer 

spending as well as business investment. Any decline in private spending will reduce 

economic growth. By causing inflation, price fixing also reduces real income, and thus 

causes hardship, especially to parties on fixed income such as pensioners.  

Moreover, price fixing effectively eliminates competition among participating 

businesses or sectors. In finance, it gives an unfair advantage to lenders at the expense 
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of borrowers. This causes injustice (zulm). For these reasons, price fixing is illegal in 

many nations. Convictions in cases of price fixing include fines as well as prison terms.  

Given the above concerns, the following questions arise: is the reduction of 

competition between the Islamic and the conventional sector in the public interest 

(maslahah)? Should Islamic financial institutions continue to use interest rates, or any 

other “benchmarks” for that matter to calculate their profits? What is there to prevent 

an Islamic financial institution from determining the amount of mark up on a sale 

transaction, to be paid on a deferred date or dates, without referring to any 

benchmark?  

Profits should be determined by the forces of demand and supply or the 

interaction between buyers and sellers, in a competitive environment (with the 

exception of industries made up of natural monopolies).89  

Due to savings resulting from lower cost of financing resulting from greater 

competition among suppliers of credit, consumers would have more money to spend 

on consumer goods and services, and producers would have more money to spend on 

investment. This will stimulate economic growth. It will also result in a more efficient 

allocation of resources.  

There is no compelling reason why Islamic financial institutions should adhere to 

any benchmark, let alone an interest rate benchmark. However, there are many 

reasons to abandon benchmarking. Profits are best determined by market forces and 

competition among various businesses.90 Profits may fluctuate, but this is healthy, as 

it will signal a more efficient overall allocation of resources. 



 43 

Adopting an Islamic benchmark will not overcome any of the problems identified 

above. First, even if profits are determined by reference to an Islamic benchmark, they 

are still determined with reference to a factor that is external to the profitability of 

the business, and indeed wholly unrelated to it. Second, profits are still predetermined 

even when Islamic benchmarks are used. Third, as long as they guarantee investors’ 

dividends and capital, even sukuk that utilise Islamic rather than conventional 

benchmarks still fall short of the Shariah ideal of enabling genuine risk sharing. 

5. Conclusions  

A number of issues in Islamic finance need to be addressed. One, it is important 

to ensure a true sale of the underlying assets in the securitisation process. A true sale 

would ensure that investors become the legal owners of the underlying assets. This 

would not only ensure better investor protection in cases of originator bankruptcy, 

but also ensure that the sale complies with the Shariah. Once true sales become 

utilised in Islamic securitisation, all sukuk will become asset-backed.  

True sales will result in legal rather than beneficial ownership. The legal ownership 

of the underlying assets will establish a direct link between the rewards paid to 

investors and the performance (profitability) of the underlying assets. It will ensure 

that investors will share the risks of business enterprise with the originators. Capital 

and income guarantees need to be discontinued, as they are inconsistent with the 

principle of risk sharing.   

It is also important to ensure that the sukuk issuing SPVs (special purpose vehicles) 

that act on behalf of investors remain bankruptcy-remote from the originators. If not, 
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originators can “claw back” some of the securitised assets from the SPV in a time of 

stress, and use them to pay of any of their liabilities (debts).   

In case the underlying assets do not generate sufficiently attractive profits, 

investors as legal owners of the sukuk assets will be able to sell the assets to recover 

their capital. The trading of sukuk should also be enhanced in the secondary markets.  

Educational efforts need to be intensified to explain the difference between 

permitted profit and forbidden riba. Structuring Islamic financial instruments will then 

have a better chance of compliance with the Shariah. 

Risk sharing rather in preference to risk transfer needs to be implemented. Risk 

sharing will enhance the Shariah compliance of the sukuk, as well as enhance overall 

macroeconomic stability. The practice of benchmarking similarly needs to be 

abandoned. Profits need to be determined by market forces. Competition will help 

realise greater macroeconomic efficiency. The replication of conventional instruments 

should be discontinued. Islamic finance needs to return to its roots and emphasise risk 

sharing.  

In addition, Islamic financial institutions need to be structured as investment 

companies. Such companies operate exclusively in the real sector and on the basis of 

risk sharing. Since risks are ultimately borne by the shareholders or investors, a major 

risk that faces conventional banks – liquidity risk – simply does not arise. In general, 

financial institutions should operate on the basis of risk sharing rather than as de facto 

lenders.  

There is a need to ensure that a true sale takes place when originators sell assets 

to investors (sukuk holders). Sukuk need to be structured as asset-backed rather than 
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asset-based. This can be achieved by ensuring a true sale, which will have the 

advantage of ensuring legal rather than merely beneficial ownership. Structuring 

sukuk on the basis of risk sharing will require abandoning the incorporation of income 

and capital guarantees in the sukuk structures. It is necessary to ensure that all SPMs 

are bankruptcy remote of the originators, to ensure that investors become the true 

(legal) owners of the underlying assets and thereby ensure their protection. The 

practice of benchmarking profits on sukuk to interest rates also needs to be 

abandoned, as it reduces competition among financial institutions, thereby reducing 

efficiency in the allocation of resources.  
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