


The Wiley Finance series contains books written

specifically for finance and investment professionals as well

as sophisticated individual investors and their financial

advisors. Book topics range from portfolio management to

e-commerce, risk management, financial engineering,

valuation and financial instrument analysis, as well as much

more. For a list of available titles, visit our Web site at

www.WileyFinance.com.

Founded in 1807, John Wiley & Sons is the oldest

independent publishing company in the United States. With

offices in North America, Europe, Australia and Asia, Wiley

is globally committed to developing and marketing print

and electronic products and services for our customers'

professional and personal knowledge and understanding.

http://www.wileyfinance.com/


Sukuk Securities

New Ways of Debt Contracting

MEYSAM SAFARI

MOHAMED ARIFF

SHAMSHER MOHAMAD



Cover image: Wiley 

Cover design: ©iStock.com/javarman3

Copyright © 2014 by John Wiley & Sons Singapore Pte. Ltd.

Published by John Wiley & Sons Singapore Pte. Ltd. 

1 Fusionopolis Walk, #07-01, Solaris South Tower, Singapore 138628

All rights reserved.

No part of this publication may be reproduced, stored in a retrieval system, or

transmitted in any form or by any means, electronic, mechanical, photocopying,

recording, scanning, or otherwise, except as expressly permitted by law,

without either the prior written permission of the Publisher, or authorization

through payment of the appropriate photocopy fee to the Copyright Clearance

Center. Requests for permission should be addressed to the Publisher, John

Wiley & Sons Singapore Pte. Ltd., 1 Fusionopolis Walk, #07-01, Solaris South

Tower, Singapore 138628, tel: 65-6643-8000, fax: 65-6643-8008, e-mail:

enquiry@wiley.com.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have

used their best efforts in preparing this book, they make no representations or

warranties with respect to the accuracy or completeness of the contents of this

book and specifically disclaim any implied warranties of merchantability or

fitness for a particular purpose. No warranty may be created or extended by

sales representatives or written sales materials. The advice and strategies

contained herein may not be suitable for your situation. You should consult with

a professional where appropriate. Neither the publisher nor the author shall be

liable for any damages arising herefrom.

Other Wiley Editorial Offices 

John Wiley & Sons, 111 River Street, Hoboken, NJ 07030, USA 

John Wiley & Sons, The Atrium, Southern Gate, Chichester, West Sussex,

P019 8SQ, United Kingdom 

John Wiley & Sons (Canada) Ltd., 5353 Dundas Street West, Suite 400, Toronto,

Ontario, M9B 6HB, Canada 

John Wiley & Sons Australia Ltd., 42 McDougall Street, Milton, Queensland

4064, Australia 

Wiley-VCH, Boschstrasse 12, D-69469 Weinheim, Germany

ISBN 978-1-118-93787-7 (Hardcover) 

ISBN 978-1-118-94375-5 (ePDF) 

ISBN 978-1-118-94374-8 (ePub) 

ISBN 978-1-119-02923-6 (oBook)

http://istock.com/javarman3
mailto://enquiry@wiley.com


As often happens with new topics of investigation, writers

benefit from ideas that come from many unexpected

sources. So we want to acknowledge the many who,

through their discourses with the authors of this book, have

provided seminal ideas that are part of the growing

literature on Islamic debt instruments. We dedicate this

book to all those people first because we owe them all a

collective debt. Next, we dedicate this book to the

researchers and practitioners who are day by day

expanding our understanding of what constitutes Islamic

finance.



Contents

Preface

Acknowledgments

About the Authors

PART One The Foundation of Sukuk Securities

CHAPTER 1 Introduction to Sukuk Markets

Islamic (Participation) Debt Securities

The Origin of Sukuk Structures

Contemporary Sukuk Securities

How Sukuk Securities Are Priced

The Structure of This Book

Notes

CHAPTER 2 Sukuk Securities: Definitions,

Classification, and Pricing Issues

Fundamental Principles

Definitions and Regulations

Classification Based on Practices

Conclusion

Notes

CHAPTER 3 Pragmatic and Idealistic Approaches to

Structuring Sukuk

Shari’ah : The Basic Foundations of Islamic

Finance and Sukuk

Islamic Financial Principles

Three Approaches to Islamic Finance

The History of Sukuk



Sukuk Structures: Pragmatic and Idealistic

Approaches

Conclusion

Notes

CHAPTER 4 Contract Design and the Structure of

Common Sukuk Securities Issued to Date

Mudarabah (Partnership)

Musharakah (Profit Sharing)

Murabahah (Markup)

Ijarah (Leasing)

Salam (Futures)

Istisna (Working Capital)

Conclusion

Notes

CHAPTER 5 Samples of Sukuk Issued

Sukuk Simpanan Rakyat (Malaysia)

Central Bank of Bahrain

Khazanah Nasional Berhad (Malaysia)

Qatar Central Bank

Nakheel Sukuk (UAE)

Mahan Airline Company (Iran)

Conclusion

Note

CHAPTER 6 Contract Design and the Structure of

Sukuk Securities Yet Issued

Wakalah (Agency)

Manfaah (Usufruct)

Muzarah (Farmland Leasing)

Musaqah (Orchard Leasing)



Muqarasah (Tree Leasing)

Conclusion

CHAPTER 7 Sukuk Securities and Conventional

Bonds

Comparison of the Yields of Islamic Securities and

Bonds

Yield Curves

The Granger Causality Test for the Yields of Sukuk

and Conventional Bonds

Conclusion

PART Two Sukuk Securities in Practice

CHAPTER 8 Regulations with a Difference

Regulating Sukuk

Conclusion

Note

CHAPTER 9 Securitization, Trading, and Rating

Sukuk Trading

Sukuk Rating Methodologies

Conclusion

Notes

CHAPTER 10 Worldwide Sukuk Markets

The Geographical Location of Sukuk Securities

The Effect of Geographical Location on Contract

Specifications

Conclusion

CHAPTER 11 Regulatory Issues for Sukuk Financial

Products

The Current Sukuk Market

Regulation and Shari’ah Issues in the Current

Sukuk Market



Current Sukuk Structures

Possible Developments and Implications

Notes

PART Three Payoff Structures and Sukuk Valuation

CHAPTER 12 The Foundation and Principles of

Islamic Finance

Foundation

Principles

Conclusion

Notes

CHAPTER 13 Cash-Flow Identification and Pattern

Recognition for Theoretical Valuation Models

Zero-Promised Regular-Payment Sukuk

Fixed-Promised Regular-Payment Sukuk

Variable-Promised Payment Sukuk

Undetermined-Promised Payment Sukuk

Conclusion

CHAPTER 14 A Matter of Choice: Sukuk or Bond?

The Economics of Conventional Bond-Based

Funding

World Markets for Conventional Loans

The Case against Interest-Based Debt with No

Risk Shared

Are Sukuk an Alternative to Bonds?

Conclusion

Note

CHAPTER 15 Challenges and Future Developments

Valuation

Liquidity



Market Widening and Market Depth

Cost of Issuance

Variation in Schools of Thought

Educating More Experts in Sukuk

Regulatory Sufficiency

Conclusion

Bibliography

Index

End User License Agreement

List of Tables

Chapter 5

Table 5.1

Chapter 7

Table 7.1

Table 7.2

Chapter 9

Table 9.1

Table 9.2

Chapter 10

Table 10.1

Table 10.2

Table 10.3

Table 10.4

Table 10.5

Table 10.6



Table 10.7

Table 10.8

Table 10.9

Table 10.10

Table 10.11

Table 10.12

Chapter 12

Table 12.1

List of Illustrations

Chapter 2

Figure 2.1 Fundamental Principles of Sukuk

Security Compared to Conventional Debt Security

Figure 2.2 Classification Based on Cash Flow Payoff

Patterns of Sukuk Securities

Figure 2.3 A Simple Classification of Long-Term and

Short-Term Sukuk Securities

Figure 2.4 Classification of Sukuk Contracts Based

on Their Financial Characteristics

Figure 2.5 Sukuk Based on Their Underlying

Contractual Structure

Chapter 3

Figure 3.1 Structure of Ijarah Sukuk

Figure 3.2 Structure of Hybrid Sukuk

Figure 3.3 Structure of Mudarabah Sukuk

Chapter 4



Figure 4.1 Diminishing Musharakah Sukuk

Structure

Figure 4.2 Ijarah Sukuk Structure

Figure 4.3 Salam Sukuk Structure

Chapter 7

Figure 7.1 Yield Curve of Government-Issued

Securities (Conventional Bonds versus Sukuk)

Figure 7.2 Yield Curve of Government Agency–

Issued Securities (Conventional Bonds versus Sukuk)

Figure 7.3 Yield Curve of AAA-Rated Financial

Institution–Issued Securities (Conventional Bonds

versus Sukuk)

Figure 7.4 Yield Curve of AAA-Rated Corporate-

Issued Securities (Conventional Bonds versus Sukuk)

Chapter 9

Figure 9.1 Formation of an SPC

Chapter 10

Figure 10.1 Number of Worldwide Sukuk Issues

Figure 10.2 Sukuk Issuance by Country, 2011

Figure 10.3 Sukuk Securities Issued Based on the

Country of Domicile

Figure 10.4 Ijarah Sukuk Securities Issued Based on

the Country of Domicile

Figure 10.5 Mudarabah Sukuk Securities Issued

Based on the Country of Domicile

Figure 10.6 Musharakah Sukuk Securities Issued

Based on the Country of Domicile



Figure 10.7 Sukuk Securities Issued Based on the

Issuing-Country Risk

Figure 10.8 Ijarah Sukuk Securities Based on the

Issuing-Country Risk

Figure 10.9 Mudarabah Sukuk Securities Based on

the Issuing-Country Risk

Chapter 13

Figure 13.1 Zero-Promised Regular-Payment Cash-

Flow Pattern of Sukuk Securities

Figure 13.2 Fixed-Promised Regular-Payment Cash-

Flow Pattern of Sukuk without Promised Maturity

Payment

Figure 13.3 Cash-Flow Pattern for Sukuk with Fixed-

Promised Regular Payments and Promised Maturity

Payment

Figure 13.4 Growing-Promised Regular-Payment

Pattern with Predetermined-Promised Maturity

Payment

Figure 13.5 Declining-Promised Payment Cash-Flow

Pattern

Figure 13.6 Undetermined-Promised Payment Cash-

Flow Pattern



Preface

This book is about an emerging financial market that

promises to provide effective funding for production

activities under a set of safe risk-sharing and profit-sharing

finance principles built into the design, and trading of a

wholly new form of fixed-income securities called sukuk. In

a speech on October 13, 2013, announcing new laws to get

London to join sukuk trading, British prime minister David

Cameron said that the new investments are possible

“because of the unique openness of the city of London and

because of our commitment to help London lead the way in

Islamic finance across the world, just as it has led the way

in global finance across the ages.”

Sukuk contracts are based on an entrepreneur and a

financier taking a business risk together and sharing the

profits while being prepared to incur losses together if the

venture goes bust. The sukuk securities market is found in

12 countries, as of 2014. Sukuk trading started in 1998 on

a small scale and has grown to its present size of close to

US$1.2 trillion. When fully developed, it offers an

alternative mode of fund-raising for all users of funds as

long as the specific needs are taken into account and a

sukuk contract is provided that meets those needs.

There is no literature dedicated solely to introducing these

revolutionary securities markets to the readers in a

comprehensive manner or, equally important, to providing

a technical introduction to market players to what is

described by the financial press as the Islamic

(participation) debt market.

Given the endorsement of the World Bank for this new form

of financing for developing countries, the value of new



issues has grown 45 percent per year from 2011 to 2013,

compared with a 17 percent growth per year from 1998 to

2010. The markets for this new form of debt are becoming

more attractive to corporations, which are increasing

players in all 12 markets. Governments are substantial

players in sourcing infrastructural development funding.

Agencies such as central banks and public works and

energy firms are also seeking to raise funds in this new

form.

This book attempts to answer a number of questions for

both novices and experts in these marketplaces: What is a

sukuk security? How should it be classified vis-à-vis bond

markets? How is it designed? What are the different types

of sukuk contracts that uniquely match the needs of

farmers, on the one hand, and the working capital of a

manufacturer, on the other hand? How big is the market?

Why is its targeted funding mode superior to the general-

purpose borrowing through conventional bond funding?

How is this market different from the common bond

market?

Commentators have hailed this form of financing with full

asset backing as having the potential to reduce the appetite

for debt. By design, borrowers could not borrow more than

100 percent of the value of their assets. We look at this new

debt instrument in the context of debt overload in both the

public and private sectors in the first two decades of the

current century. Since 2008, debt has been decreased by

governments, corporations, and individuals because the

world has taken on too much debt per capita in the last

quarter century. According to the World Bank criterion,

debt should not be more than 80 percent of the gross

domestic product (GDP) for the economy to be sustainable.

Since the onset of the global financial crisis as well as the

Eurozone debt crisis, economic agents are quickly limiting



debt across the world to make their economies crisis-

resistant. The design features explained in this book on

sukuk offer a better choice than the radical idea of fully

backed banks or the idea of returning banks to the same

mode as corporations in backing equity at about 30 percent

of total assets. These calls are being made by analysts to

stabilize the financial system without examining the merits

of sukuk as an alternative to the same malady.

This new debt instrument locks the producer and the

financier to the profit-and-loss outcomes of a project before

asking for rewards from a venture. Such a mode of finance,

along with the limiting of loans to no more than 100

percent of the asset value of a borrower, is extolled by

many scholars and international institutions as a solution to

the debt overload at current period. It appears that this

debt overload is the servitude of humanity to modern

financial corporations predicted by Thomas Jefferson in the

19th century at the birth of fractional banking. Under

fractional banking, banks create money with very little

asset backing compared to the 100 percent asset backing

by the borrower when a sukuk contract is made.

In a sermon in August 2013, Pope Benedict XVI commented

that modern lending practices are basically faulty in logic

and harmful to the world order and natural justice. Could

the new form of debt described in this book be a long-term

solution to the ills of modern debt practices based on one-

sided contracts in which risk is not shared?
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PART One 

The Foundation of Sukuk Securities



CHAPTER 1 

Introduction to Sukuk Markets

On Christmas Eve 2013, Pope Francis, in his first apostolic

exhortation, pleaded for “a return of economics and finance

to an ethical approach which favors human beings.”

Instituting an ethical approach to finance is the purpose of

Islamic financial markets, which have created securities

that conform to Islamic scripture and traditions. In some

countries this form of contracting has been dubbed

participation finance to emphasize the profit-sharing aspect

of this new market practice. Islamic securities are specially

tailored financial products that conform to the set of ethical

and common law–based financial transaction principles laid

out in Shari’ah, or Islamic law. Shari’ah literally means “the

way,” and it takes its body of principles from the Quran and

the Sunnah (an account of the normative behavior of the

Prophet Muhammad). Those principles are strictly applied

when designing the financial contracting terms that cover

such products. Compliance is assured by a committee of

experts working at each financial institution, and the

institutions must abide by the rulings of both the national

and international committees on compliance standards.

Although sovereign laws enacted by various governments

originated with some strong ethical foundations in order to

protect people, these were watered down in recent

centuries by the power of the moneyed class, which

includes modern banks. The result is that some of the high

moral edicts that governed the financial behavior of human

societies are no longer taken into consideration in the

design, marketing, and sale of financial products. There has

been a call in recent years to go back to human ethics,

since the world has witnessed how new and untested



financial innovations could wreck the wealth of societies. It

is a call for finance that favors human beings against the

interests of the moneyed class.

For example, in the environment of close to zero percent

interest rates that has prevailed since 2010, banks are now

going back to the old bad habit of offering bets on future

events to entice bank depositors to bring their savings to

the banks with a “bet.” If the bets are won, the contracted

low interest rate will be increased by the banks. Of course,

the experience of depositors in the United States in 1994–

2008 was that bets like these made lots of people lose

money. Although such bets are just another form of

gambling, bank regulators have yet to move aggressively to

outlaw these contracts being offered by regular (versus

investment) banks that cater to the common person with

little savings.

ISLAMIC (PARTICIPATION) DEBT

SECURITIES

Islamic financial instruments, constructed with some extra

elements of ethical precepts, have helped to form a niche

market for financial products in 76 countries today. The

total assets of this niche market are no more than a small

fraction of the world’s conventional securities markets.

These Islamic securities may be classified into four major

groups: stocks, mutual funds, money markets, and sukuk

(bonds that comply with Shari’ah requirements).

Sukuk certificates are Islamic debt securities held by the

lenders. This book is about these new instruments, which

are currently issued and traded in 12 markets; the first

public issue was in 1998. In October 2013, Britain

announced its intention to start a sukuk market in 2014–

2015. This book describes the foundation of sukuk as



Islamic securities, sometimes also called participation debt

certificates or participation debt securities to connote the

risk-sharing aspect of sukuk debt contracting.

The principles to which Islamic securities adhere are quite

different from those used in the design of conventional

securities, but some modern terms are shared by the two

practices, borrowed from conventional financial

contracting. The modern financial principles that guide the

design of conventional debt securities evolved over two and

a half centuries without much reference to the type of

ethical principles that have been applied in designing

Islamic financial products in historical times as well as

today.

The vast majority of the lending for production funding was

secured by the invention of fractional reserve banking

around 1850 CE. This new form of banking was

revolutionary, and it has secured widespread acceptance

from regulators. This revolution started about four decades

after the papal edict that made lending at interest

permissible for the adherents of the Roman Catholic

Church.

Production funding that existed before this papal edict was

not based on interest, nor did it shirk risk sharing in

lending. Loans were based on profit sharing and risk

sharing, but this slowly gave way to a one-way contract in

which the return and risk of a production loan became

divorced from the outcomes of lending. The voyages of

Christopher Columbus were designed as risk-sharing and

profit-loss-sharing contracts. Queen Isabella and King

Ferdinand of Spain secured 70 percent of Columbus’s

profits on goods, including slaves, that managed to survive

the risk of transatlantic navigation.

Today’s mode of funding is based on the entrepreneur

taking the full risk of a venture; the lender takes no risk of



failure but is assured of a prenegotiated reward if the

venture succeeds. Fractional banks can therefore offer

much cheaper loans than the risk-shared loans of historical

times.

This is not the case with Islamic financial securities. The

financial contracts designed under the Islamic

(participation) label require strict adherence to some

fundamentally different principles for all kinds of

securities, be they publicly traded bills, shares, debtlike

sukuk, stocks and derivatives, or privately traded

instruments.

Islamic financial instruments can be classified into four

core types of contracts:

1. Musharakah securities. Ownership and control of a

firm’s assets through the purchase of shares of stock

makes this class very similar to common stock

ownership. The shares of stocks are securities that give

the owner a claim to the profits only if the profits are

earned after the risk of the project has been shared.

2. Sukuk securities. These are mostly finite-period debt

(rarely equity) or funding arrangement contracts, mostly

without managerial control of the project funded but

with unique fractional ownership of a set of income-

producing assets of a borrower. These assets are set

aside by the borrower as asset-backed or asset-based

contracts held in a special purpose company (SPC)

owned by the fund providers, whose payoff is based on

profit sharing from the assets of the SPC.

3. Takaful (insurance). Takaful contracts are risk-

transfer arrangements that contain the provision that

the insurance premiums collected from the insured

parties are to be invested only in approved (i.e.,

permissible by Shari’ah) securities. Takaful uses mutual



insurance principles; hence, the excess profits of the

insurance operator are distributed at regular intervals

to members based on a prenegotiated profit ratio.

4. Islamic mutual funds. These are investment funds

managed on behalf of clients for a fee and recovery of

the costs incurred in managing the portfolios. Return of

profits occurs after the management costs are

recovered. These funds are to be invested only in

socially beneficial production activities, not antisocial

(as defined by Shari’ah) projects.

This simple four-category division of Islamic financial

products may resemble the conventional security classes of

stocks, bonds, insurance, and mutual funds. However, there

are significant differences in their structure, in the mode of

pricing them, in collateralization, and in what economic

production activities may have access to the funds.

For example, the pricing of Islamic securities is done

through profit-sharing and risk-sharing contracts under the

ethical principle of giving rewards only after the risks are

shared. Conventional securities are priced by interest-

based payments to investors, usually prenegotiated, with

no risk shared. Some Islamic securities may even have

special features, such as a strange form of diminishing

principal repayments with profit sharing. Thus, profit

payments are reduced as the entrepreneur takes more

control of the production. This is called diminishing

musharakah. There are other exotic contracts, all tied to

the specific funding needs in the production process.

These and other characteristics make participatory

financial instruments very different from conventional

instruments. The appearance of similarity is somewhat

exaggerated by critics not knowing that the important

structural differences are meant to safeguard both



borrowers and lenders and to ensure ethics-based funding

arrangements.

Since Islamic securities, once issued as publicly traded

instruments, are also traded in financial markets, we have

to also include two more categories of Islamic financial

instruments: Islamic capital markets, and private equity (or

private sukuk, private takaful, or private mutual funds).

The latter category is a separate group of securities when

such securities are not traded in public markets, so we may

also call them nontraded private Islamic securities.

Thus, we have six categories of Islamic financial

transaction modes. We have provided these introductory

remarks to set the stage for our discussion of only one of

these classes, sukuk, in the rest of the book. We now

proceed with this task by examining sukuk securities as a

class by itself.

THE ORIGIN OF SUKUK STRUCTURES

Historical research in the Mediterranean region,

traditionally known as the cradle of civilization, indicates

that lending for production purposes was done through

profit-sharing and risk-sharing contracts. Further, the loan

was given only if the borrower had some assets or was

likely to acquire some as a result of the financing. The

exception to this rule was borrowing by kings and

governments and perhaps also by the moneyed class as

well as those in financial difficulty.

Historical records allude to the creation of sukuk as a

borrowing instrument that Islamic legal scholars in the

Turkish empire helped to design for public financing when

the emperor needed to borrow large sums of money for

reconstruction after the devastation of the empire after five

crusades that ended in 1285 CE. The innovation of fund-



raising consistent with Islamic ethics of borrowing differed

considerably from Christian practices at that time, which

were based on Babylonian and Greco-Roman laws.

A financial contract must have the following characteristics

under the Islamic participatory finance principles of

borrowing and funding. Ownership and control contracts

must be based on profit sharing by participating in the risk

of the project so that the profit accrues to lenders after the

fund is used for the project. The outcome of such funding is

the profit earned, which is shared in proportion by the

financier and the business. The important issue is that it is

a shared arrangement even though the sukuk is a

borrowing instrument for a limited period. One brings the

capital and the other entrepreneurship to make things

useful for the society under a joint arrangement.

The rewards to the financier depend on the outcome of the

funds being applied, which includes a small chance of

losses. The parties have a mutual interest in securing a

good outcome of the business activity; the project risk is

not shifted entirely to the entrepreneur. This enhances

society’s welfare. The interests of the moneyed class

engaged in the lending are thus subject to the welfare of

the community in which the moneyed class resides.

When no ownership and control is involved with the assets

of an enterprise, a sukuk instrument is agreed upon as

follows: (1) The fund provider has a share of that part of

the borrower’s assets transferred to a special legal body,

the SPC, to be owned by the lenders; (2) the borrower

earns rewards from the income of the set-aside assets to

service the borrowed money at the end of the contract

period; and (3) the earnings of the SPC assets could

provide periodic incomes to be paid as rewards if the

contracts provided for such payoffs at regular intervals as

ordinary annuity.



In a sense, then, to borrow, a producer firm must have part

of its assets removed from the producer firm’s control so

that the lender has income from those set-aside assets to

service the fund provider. While the asset transfer makes

such debt riskier, it also ensures that the borrower is

limited to borrowing only to the extent that the assets have

value. The principle is “Have assets, can borrow.”

Borrowing for any purpose other than economic usefulness

to society is discouraged. The setting aside of assets of a

producer firm ensures an income as return to the lender,

which is meant to make the borrowing contract more

secure—two-sided or asynchronous. That is not the case in

current conventional bond markets, although without risk

sharing with prenegotiated interest payments, conventional

debt contracts may still be less risky.

Borrowing in conventional bond markets is usually based

on the good credit reputation of the borrowers. Certainly,

the assets are not owned from day one of the funding, nor

are risks shared before payoffs occur. Under the modern

laws applying to conventional lending, a lender may still

have to take the borrower to court under the provisions of

the corporate laws to make a claim for the assets owned by

the borrower, the producing firm. This is a costly process.

A sukuk contract, in contrast to a conventional bond, was

agreed upon by the Turkish emperor to raise money by

setting aside some of the treasury assets to be owned by

the lending public to rebuild the infrastructure of the

empire.

Another characteristic in sukuk funding is that the reward

that the fund provider gets from investment is from income

from the assets set aside by the borrower in order to pay an

agreed-upon return (regular payoffs, if such a term is

contracted) based on profit share and to repay the

borrowed funds at the end of the term of the loan contract.



Although sukuk funding as described above is a producer

loan, another class of borrowing is individuals borrowing

for sustenance, in which case funds are lent without any

promised payoff (the so-called increase or commenda)

above the sum lent. This form of Islamic lending is based

on repayment of the principal lent, nothing more. This is

called qard hassan, or benevolent loan, which is a form of

lending with no interest. Repayment of the principal by the

borrower is a must, however. Qard hassan is mandated

solely to fund household funding needs. This form of

borrowing is an insignificant portion of the total market.1

This form of funding is similar to the papal lending that

occurred in Italy during periods of famine and war; the

Church lent money generously without any interest and

with no expectation of the principal being repaid. Though

the principal is to be repaid, forgiving the return of

principal is advised in the Quran. Lending for sustenance

without an expectation of reward—and even the forgoing of

the principal amount—is clearly lauded as an act of piety in

the Torah, the Bible, and the Quran. There is a shared

Abrahamic moral ethos for consumption lending, but this

should not be confused with production lending based on

shared risk and profits.

CONTEMPORARY SUKUK SECURITIES

The current Islamic sukuk funding market in Malaysia was

rediscovered about in 1990 when a private-sector firm,

Shell Malaysia, issued a sukuk borrowing instrument to

raise RM125 million (US$40 million) through a private

issue in the Kuala Lumpur capital market (now Bursa

Malaysia). Since then, and especially since 2000, this

market has grown, with private-sector firms as well as

government agencies raising money by issuing sukuk

securities in Kuala Lumpur and 11 other countries. The



Bank for International Settlements, which deals with both

publicly traded and private issues, reports that the sukuk

bond market around the world is worth about US$1,200

billion (about 1.2 percent of conventional bond issues).

Private issues dominate this market because the

government issues amount to less than US$100 billion in

open markets in the same 12 locations. The most active

markets are found in just 6 of these locations: Malaysia,

Kuwait, the United Arab Emirates (UAE), Oman, Qatar, and

Saudi Arabia (in that order). Sukuk issues have grown in 23

years, and there is room for the further growth of this

market.

Scholars have different opinions on the character of the

assets transferred and jointly owned by the lenders in the

form of SPCs. One school of thought is that as long as the

assets transferred are not real assets, a sukuk contract is

not likely to be secure. The majority opinion is that real

assets must back funding contracts.2 In the last two

decades, this provision has been watered down so much

that some institutions have gotten the approval of the

Shari’ah regulators to consider any assets permissible as

long as they are income producing. In practice, usufructs

and incomes of financial assets are used as substitutes for

real assets.

One school of thought is that the assets must be owned,

and the other school is that the assets need not be owned,

so that the contract could provide for asset-based

contracting. In extreme cases, the assets transferred are

recontracted to be owned by the borrower. This issue is

addressed separately in Chapters 3 and 9.

The sukuk market has grown very fast in the six countries

mentioned above, which offer new sources of funds for

investors to fund both private and public projects. All these

countries follow the profit-sharing formula and the SPC


