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Each issue of So Far will be devoted to a single topic of current 

relevance to the Islamic finance industry. 

Each contribution to the Journal will be from a participant and 

practitioner within the Islamic finance industry rather than from an 

academic. The idea is that each issue will stimulate debate and 

discussion within the industry amongst practitioners and in so doing 

will provide some much needed airing of difficult issues. 

We would encourage readers to share their own views with us on 

whether they agree or disagree with the views expressed within So 

Far. Opinions, thoughts and contributions should be sent to 

media@yasaar.org and we will review these contributions for 

inclusion in subsequent issues. Only those contributions that add 

depth and colour to the debate will be considered for publication. 

The opinions expressed in the various contributions are those of the 

authors themselves and do not represent the views of the 

organizations for which they work or of Yasaar Media. 
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Raja Teh Maimunah Raja Abdul Aziz 

Kuala Lumpur, Malaysia 

 

Sukuk have lost a lot of credibility of late. Is this justified? Did we 

get it wrong? How do we fix it? What are the alternatives to 

Sukuk? 

 

„Sukuk have lost a lot of credibility of late‟ seems to be the view 

formed by many soon after a series of high profile Sukuk defaults in 

the GCC starting with Investment Dar followed by the Saad Group 

and more so after the debacle surrounding  Dubai World‟s Nakheel 

Sukuk in 2009. 

Oversimplification, I would say, as most formed that view almost 

entirely on the back of the Nakheel Sukuk default which attracted 

adverse attention more than the others because of Nakheel‟s famed 

Palm Jumeirah island development as well as another man-made 

island project in the shape of the world. Also, the absence of clarity 

then on how the Sheikhdom had planned to meet the December 14 

2009 payment obligations resulted in heightened anxiety in the 

markets. Many failed to acknowledge that Nakheel‟s Sukuk 

represents 5 per cent of Dubai‟s total debt which is made up 

predominantly of conventional bonds and loans and the total Sukuk 

gone bad amount to some 3 per cent of total outstanding Sukuk 

globally. One bad apple (or two) is not representative of the rest, 

surely? 

The issue of Nakheel and the others is one of credit and should not be 

quickly dismissed as being an instrument or structure issue. There 

have been several media reports claiming that rights of Nakheel 
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Sukuk investors are uncertain under Shari‟ah law in the UAE thus 

contributing further to the fallacy of rights and governance in a 

Sukuk. Whilst the Sukuk was structured to comply with Shari‟ah 

principles, the rights of the investors and issuer‟s responsibilities are 

governed by English law or UAE law i.e. one must see how assets 

could be seized under those laws not under Shari‟ah law. 

Furthermore, (though not intending to defend the failure of the issuer 

to meet payment obligations), it is highly unbecoming of investors to 

cry „bloody murder‟ when the prospectus had clearly set out the risks 

relating to the obligors …  „The growth strategy is based on certain 

assumptions relating to, inter alia, economic conditions, market for 

real estate and demographic conditions in Dubai ... This could, for 

example, have an impact on the rental income, sales proceeds or other 

income  … which could affect its ability to make payments..‟ 

Investors and market observers alike were too quick to conclude the 

failure of Nakheel to meet its debt repayment as a failure of the 

instrument i.e. Sukuk whereas the frustration I suspect stems mainly 

from the fact that they all thought that the Nakheel Sukuk was 

guaranteed by the sovereign i.e. failsafe. The lesson learnt here is that 

a guarantee, if not explicit, cannot be relied upon. 

There are other lessons to be drawn upon as well. There is a pressing 

need for the capital market to be more regulated especially in young 

markets like the GCC, where authorities would have to play a more 

interventionist role to nurture the markets back to health by 

introducing tighter rules on issuances of Sukuk e.g. in Malaysia 

where ratings are mandatory and only investment grade papers can be 

sold.  

Most markets lack wisdom at one time or another regardless of age 

and what is hoped is that they will learn from their mistakes and 

improve on the past. The Asian currency crisis had cut so deep that 

Asian markets still bear scars from the wounds and whilst the 

excitement of credit derivatives on subprime mortgages engulfed 

much of the west, Asian financial institutions generally kept at bay.  
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The Malaysian Sukuk market whilst experiencing a slowdown due to 

global economic conditions, had not suffered to the same extent as the 

GCC. It is imperative to note that the ringgit Sukuk market still 

dominates the global Sukuk market and that the credibility of the 

instrument itself is not being questioned in Asia but the credit 

reasonableness of each issue is always being put to test. It is not good 

enough to entice Asian investors with high yields if the paper does 

not make the credit.  

Investors too must also learn to ask and not get caught in the frenzy of 

a bull market and rely on ratings at face value. The recent Sukuk 

defaults should not be regarded as a failure of the instrument in itself 

but a myriad of things typical of any credit issue. The hope is that 

markets become wiser and embrace better credit review practices and 

not get blindsided by promises of untold riches.  
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Blake Goud 

Portland, USA 

 

Sukuk have lost a lot of credibility of late. Is this justified? Did we 

get it wrong? How do we fix it? What are the alternatives to 

Sukuk? 

 

A lot of the controversy about the Sukuk market that has come to 

light recently was obvious to anyone who read a Sukuk prospectus 

during the past few years.  As a result, a lot of the soul searching 

about Sukuk going on could have been addressed years ago.  That 

being said, the Sukuk market was not discredited by the default of a 

few Sukuk and the near default of the Nakheel Sukuk in December 

2009. 

For the past 10 years, Sukuk have grown from being nonexistent to 

being the face of Islamic finance in many people‟s eyes.  The recent 

defaults faded from the limelight as quickly as the news did in 2007 

and 2008 of revised AAOIFI guidance on Sukuk.  The current 

situation faded from the headlines partly because new troubles in 

Greece and other parts of Europe have emerged, but the relative 

insignificance of Islamic finance in the global fixed income markets 

also contributed.  The insignificance of Sukuk globally was in part 

caused because they are often structured exactly to mimic other bonds 

(sovereign, quasi-sovereign and corporates, both from developed and 

emerging markets).  The insignificant of the Sukuk market and the 

reasons for it should lead to questions about the way Islamic finance 

in general, and the Sukuk market in particular, has developed.  Should 

Sukuk retain the same features as conventional bonds in a default?  



11 So Far – Volume 1 Issue 1 – March 2010 

 

Should Sukuk be issued on an unsecured basis?  Should Sukuk move 

from using a transfer of beneficial interest to creating a „true sale‟ 

instead?   

The credibility problems for Sukuk began far before the Dubai debt 

crisis in November 2009.  Two years earlier, Sheikh Taqi Usmani 

came out and said that 85 per cent of Gulf-based Sukuk were not 

Shari‟ah-compliant.  His comments were provided rather 

spontaneously and without further guidance until the following 

February when AAOIFI‟s Shari‟ah Board issued revised guidance on 

Sukuk‟s Shari‟ah compliance.  The AAOIFI publication tilted the 

balance in the Sukuk market away from Mudaraba and Musharaka 

Sukuk towards Ijarah Sukuk.  This change, along with a global 

tightening of credit as the financial crisis in the US intensified and 

spread worldwide, led to a dearth of new Sukuk issuance.   

The shift towards Ijarah Sukuk as the predominant structure for new 

issues had consequences for how the industry developed from that 

point on. Before the AAOIFI Sukuk guidance, many issuers of Sukuk 

were Islamic banks.  Lacking significant physical assets to use for 

Sukuk, their Sukuk were mostly Mudaraba and Musharaka, which 

financed the banks‟ lending activities.  Many of the other Sukuk 

issued using the Ijarah Sukuk structure were based on real estate 

assets based on the real estate boom in Dubai and other parts of the 

Gulf.  

This further biased the Sukuk industry towards one sector, which also 

was the sector (real estate) that had the most exposure to the global 

economic downturn.  The biggest area that should have been 

discussed following the AAOIFI guidance was that the Sukuk 

industry was creating too many Sukuk identical to conventional 

bonds without adding anything substantive to the structure to make 

them different from bonds for investors outside of the Islamic finance 

industry.  There have been many critiques of Islamic finance for just 

replicating conventional finance, but the difference with Sukuk is 

that, unlike bank lending, they are competing directly with 

conventional bonds for investor appetite.  They are the face of Islamic 

finance to all intents and purposes in the global capital markets. 
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Sukuk, unlike other Islamic financial activities, bridge the divide 

between conventional investors and the Islamic finance industry.  

They are offered by companies wanting to tap Islamic capital markets 

or by Shari‟ah compliant companies who cannot issue conventional 

bonds. Sukuk are purchased by Islamic investors and institutions 

searching for Shari‟ah compliant fixed income investments and 

conventional investors looking for a new asset class.   

While the economies were strong in the countries where Sukuk 

issuance is strong like the GCC, the demand from Shari‟ah compliant 

institutions was sufficient to take nearly all of the new issues and it 

was difficult for other investors in search of a new asset class to 

receive an allocation of new Sukuk.  However, when the financial 

crisis began, many Shari‟ah compliant institutions curtailed their 

investment in new Sukuk and many investors who saw Sukuk as a 

new asset class had difficulties of their own that precluded them from 

investing in new Sukuk.  This raised the price for issuers looking for 

Shari‟ah compliant financing and many issuers delayed planned 

Sukuk.  As the financial crisis spread into the GCC and some issuers 

began to default on Sukuk, it became clear to many investors that 

Sukuk carried additional risks due to the untested structures used to 

receive Shari‟ah compliance.  However, these Sukuk in general 

provided an identical outcome to conventional bonds.  Investors 

looking at Sukuk saw no difference in what the economic outcome 

provided compared with conventional bonds but realized that the 

untested structures created additional risks with few benefits for 

purposes of diversification.   

With the rhetoric of Islamic finance focused on the sharing of risk and 

return, the move towards Ijarah Sukuk that replicated a conventional 

unsecured debt bet the house on the success of these Sukuk in a 

global financial maelstrom.  When Nakheel‟s Sukuk was on the verge 

of defaulting, all eyes turned towards it and Islamic finance‟s image 

in the global mindset became intertwined with its success or failure.   
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The Nakheel Sukuk failure was avoided with a last-minute bailout 

from Abu Dhabi and two of its state-owned banks, but the damage 

was done.  The world had focused on the offering documents of the 

troubled Sukuk and concluded that Islamic finance was not any 

different from other emerging market debt issues; but carried greater 

risk in case of default.  These Sukuk, which had attracted so much 

positive attention before the crisis, were relegated to being one more 

casualty of the financial crisis.   

Critics argue that this provides the denouement in the tragedy of 

Sukuk; a final moment in the brief attempt of Sukuk to become a new 

asset class.  However, despite all the problems, Sukuk continue to 

find buyers despite the problems of a few Sukuk that make the 

headlines.  What can we learn from the rise and fall of the Sukuk 

market? 

By far, the easiest lesson is that one should not put all one‟s eggs in 

one basket, no matter how closely it is watched.  The troubles in the 

Sukuk market in the past couple of years has been inextricably tied 

with the global economic troubles and the cascading real estate busts 

that began with the US subprime market.  However, there are other 

lessons for Sukuk issuers and structurers that can be taken from the 

„stress testing‟ that the last few years has effected.   

Avoid creating carbon copies of conventional bonds 

The overwhelming lesson that Islamic finance should take from the 

Sukuk defaults is that it is not immune from crisis and cannot hold 

itself out as a substitute for conventional debt on that basis alone.  

Sukuk are always subject to the general economic conditions in 

whatever it is being used to finance and if that sector or company 

experiences a downturn, Sukuk investors will have exposure. 

In the absence of this defiance of economic gravity, Sukuk can 

provide an alternative financing mechanism, but they will always be 

tied to the profitability of the enterprise they are funding.  In many 

situations, Sukuk are used to replace conventional debt financing.  

However, they are usually structured to retain the economic substance 
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of debt financing.  The offering circulars are replete with the investor 

protections familiar to bond investors to provide an equivalent 

outcome within the bounds of Shari‟ah compliance.   

This limits Sukuk as an asset class because they often are little more 

than a bond that is structured to be Shari‟ah-compliant and often 

based on an asset.  This does not take advantage of the opportunity to 

add in real risk sharing in some situations that is often claimed as an 

advantage of Islamic finance.  In the wake of the AAOIFI ruling, the 

number of Sukuk issued using structures that incorporate risk sharing 

fell dramatically. One of the first Sukuk that defied this trend was the 

Saudi Hollandi Bank Sukuk, which was a Mudaraba Sukuk.  The 

bond-like features were retained but the repurchase undertaking was 

altered to put the risk of loss back on the investors, as the Mudaraba 

contract stipulates.  

 The primary difference between the Saudi Hollandi Sukuk and those 

issued prior to the AAOIFI ruling was that investors are not 

guaranteed redemption at par.  However, the difference is subtle.  

Banks of all kinds make their money by profiting from the spread 

between the cost of their funding and the cost of their borrowing and 

Islamic banks are no different.  Therefore if the bank is operating in a 

normal environment, the risk to the investors should be minimal.  

 The Saudi Hollandi Sukuk was issued to expand the Islamic banking 

business of the bank and its business as a bank is maximising the 

spread between the cost of funding and profit from lending.  The 

Sukuk investors provided an investment and their return is based on 

the profitability of the Islamic banking operations.  They receive a 

regular payment based on the SAIBOR (the Saudi rate analogous to 

LIBOR) plus a fixed margin.  If the Islamic banking business is 

unsuccessful, however, the Sukuk certificate holders will lose on their 

investment in proportion to the loss in the Islamic banking business. 

Crtitics of the „new Mudaraba‟ argue that the rate of return is fixed 

and therefore Sukuk investors are disadvantaged compared with both 

conventional debt holders and equity investors. The investors receive 

a limited fixed return on the upside regardless of the profitability of 
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the Islamic banking business at Saudi Hollandi and are liable for 

losses.  This is a concern, but the structure of the Sukuk avoids 

creating an incentive for the bank to manipulate its accounting 

because the calculation of profit or loss is measured across the entire 

Sukuk term.  The bank cannot benefit at the expense of the investors 

by recognizing all of the profits in one period and then showing losses 

in other periods.  

The advantage from the perspective of attracting new investors is that 

there is a substantive difference with this Sukuk from a conventional 

bond, although the nature of the banking business that backs the 

Sukuk reduces the likelihood that the investors will be forced to 

absorb losses.  It incorporates some risk sharing but does not subject 

the investors to the same risk profile that a pure equity investment 

would entail.   

Provide investors with a realistic alternative to repayment of 

principal 

The Mudaraba Sukuk described above is one example of a Sukuk that 

uses a risk sharing structure, and it is appropriate for a fixed income 

substitute based on the industry for which it is raising funds.  

However, not all issuers are in businesses where a Mudaraba or 

Musharaka makes sense.  In particular, there may be benefits to 

issuers with significant assets to use an alternative structure like the 

Ijarah Sukuk.   

The Ijarah structure may be superior for both investors (based on the 

security of the asset backing the Sukuk) and issuers (based the return 

that investors require to purchase the Sukuk) to a Mudarba Sukuk.  In 

these cases, an Ijarah Sukuk offers a different risk profile for issuers 

that can better meet both parties‟ needs.  One of the lessons from the 

Nakheel Sukuk was that investors realized after the fact that an Ijarah 

can be structured so that investors do not have priority claims on the 

assets underpinning the Sukuk.  In the Nakheel case, there was an 

additional mortgage granted to the investors, but in most Sukuk that 

do not provide a mortgage over the underlying asset, the investors are 
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left with just an unsecured claim against the issuer if the Sukuk are 

not redeemed at maturity.   

Investors do not necessarily need to share in changes to the valuation 

of the underlying asset.  Investors looking for fixed income 

alternatives would probably baulk at this proposition.  However, 

when a Sukuk is promoted as being based on a tangible asset, many 

investors would assume that they then have some ownership over that 

asset in cases of a default.  A close reading of the offering documents 

of an asset-based Sukuk show that they explicitly do not provide 

investors with this protection.  However, when an asset is used to 

structure a Sukuk, the issuer should be required to make greater 

disclosure of the investor‟s recourse (or lack thereof) to the 

underlying asset.   

The sale of the asset in an asset-based Sukuk typically only represents 

a sale of beneficial interest and not a „true sale,‟ where full ownership 

transfers to the SPV that is acting on behalf of investors.  The use of a 

true sale would provide some insulation for Sukuk investors against 

the other creditors of the issuer in the case of a default (or bankruptcy 

as in the case of the East Cameron Partners Musharaka Sukuk).  This 

„true sale‟ could be done alongside the purchase undertaking to 

provide a way for the company to retain the right to repurchase the 

asset and redeem Sukuk investors in full to avoid the loss of the asset 

where it plays an instrumental role in the business.   

One difficulty I can foresee with the structure of „true sale‟ Ijarah 

Sukuk is that there would be a limited incentive for the investors in a 

defaulted Sukuk to negotiate a debt restructuring where they can 

instead retain possession of the asset and hope to be able to recover 

their investment by selling it to another buyer.  

Create something new 

The discussion of the structures used for Sukuk should highlight more 

than anything the need to create an investment product that is 

fundamentally distinct from conventional debt.  Investors in Sukuk 

are not always motivated by the Shari‟ah compliance of the Sukuk.  
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Instead, they may be looking for different types of fixed-income 

equivalents in which to make an investment.  One solution would be 

to focus the selling of Sukuk on Shari‟ah sensitive investors by 

focusing on the Shari‟ah compliance, but this could limit the source 

of funds by excluding many large, diverse investors for Sukuk that 

can help to lower financing costs to issuers.   

The other solution is to demonstrate how Sukuk differ from 

conventional bonds in practice and use this difference as a way to 

attract investors who might otherwise ignore the Sukuk market.  The 

Mudaraba Sukuk is clearly different from a conventional bond and 

while Ijarah Sukuk may not necessarily be as easily differentiated, it 

does have unique attributes.  In addition to the diversity of investors, 

Islamic finance should look to develop diversity of issuers, which has 

occurred to some degree with issuers like GE Capital and the 

International Finance Corporation.  However, this diversity of issuers 

is not occurring with sufficient regularity to put Islamic finance on 

the global bond market radar.   

There is clearly a lot of work to do to make Sukuk a more well 

understood part of the global fixed income markets, but there are a 

few areas where the emphasis should be placed.  The primary focus 

should be on highlighting and developing the areas where Sukuk 

differ from conventional bonds.  This is also important to re-establish 

the credibility of Sukuk within the Islamic finance industry.  They 

should not just be carbon copies of bonds.  A renewed focus on these 

areas can solidify the place of Sukuk within Islamic finance, while 

also attracting other investors looking for an asset class distinct from 

conventional bonds.   
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Dr. Armen V Papazian 

Dubai, UAE 

 

 

Across the theory and practice of finance and financial valuation, the 

two most important principles used to value instruments and 

investments are Time Value of Money and Risk and Return. This is a 

textbook fact, and is also true about theoretical and applied financial 

valuation models.  

I propose the concept of Space Value of Money as the abstract and 

universal parallel to a key principle of Islamic finance, i.e., the 

principle that prohibits interest, and seeks to incorporate real activity 

into its instruments and transactions.  

Space Value of Money 

Interest is earned via two basic components, i.e., capital and civil 

calendar time. Thus, the principle of banning interest within Islamic 

finance is based on the idea of having more than just time and capital 

in the cooking pot.  

An investment project of whatever nature has space value of money 

when it has an impact on the physical space and its inhabitants. Such 

a project achieves its earnings by using, alongside time and capital, 

real people and real assets.  

The real activity involved gives the project a community impact that 

would otherwise be absent if the earned return was to be interest on 

time and capital alone. Thus, when a project or instrument is 

structured in such a way that it involves real activity, it has a space 

value of money. 
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Space value of money is the aggregate real asset impact of a project. 

Asset is here understood to include everything from people to 

buildings, from resources to products, from factories to ships and 

airplanes, from innovations to institutions. In other words, it is 

possible to measure the real impact of a project, either in monetary 

terms, or in terms of quantity and types of assets used. 

Islamic finance requires projects and instruments to have a space 

value of money. Indeed, existing products achieve this on a variety of 

levels. Some involve real activity in the legal sense, and the impact on 

real people and real assets is relatively insignificant, others engage 

real assets directly and have a larger asset footprint.  

Space Value of Money vs. Time Value of Money 

One of the most important pillars of modern conventional finance is 

the principle of Time Value of Money. It is based on the basic 

observation that a dollar today is worth more than a dollar tomorrow, 

due to the fact that a dollar today will earn interest, and by tomorrow, 

it will be worth more than a dollar. The key variables that make this 

relationship possible, are time and interest applied to capital.  

Islamic products and investments do not pay an interest, but they do 

have expected future cash flows. Thus, one can always discount 

future cash flows with an appropriate opportunity cost. The 

opportunity cost will be the return on an alternative investment that 

has the same level of risk. Fundamentally, this will be a percentage 

that will be applied to calculate the present value of future cash flows. 

One important difference to be introduced when a project is Islamic 

in nature, or when a project has space value of money as well as time 

value of money, is that initial investment will have an asset footprint 

that will by itself generate additional value creating economic and 

financial transactions. 

To give a simple example, a bond earns its return due to capital, time, 

and the interest charged. The earning mechanism of a bond does not 

involve real assets and real people. Sure, bankers manage and arrange 
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for the execution of a bond, but the coupon earnings are due to the 

investors simply because time has passed, and interest is owed on 

capital. 

An Islamic bond is expected and required to involve real assets and 

real people in its earning mechanism. Thus, it has a space value of 

money which can be assessed based on the aggregate asset impact of 

the transaction. In other words, the discounting of future cash flows 

alone will not give a full picture of the economic benefit of the 

project, until the space impact of the instrument is also taken into 

account. 

Space Value of Money with Bond Cash Flow: Sukuk 

Sukuk are, in fact, fixed Return investments that have a space value 

of money. The fixing of return based on a pre-agreed equation of risk 

and reward does not in itself contradict the principles. The 

unacceptable element within the value framework of Islamic finance 

is the fixed interest on money + time.  

The key clarification to be made here is that the shape of the cash 

flow is not really relevant.  In other words, just because an Islamic 

bond has a conventional bond cash flow does not mean that it is not 

Islamic. After all, whether we are talking of a fixed, open ended, or 

variable cash flow, what makes the cash flow Islamic is not its time 

patterns, but its source and impact. 

To fulfil the spirit of the principles, we need to ensure that the return 

is not earned simply on time and capital, but also through real 

activity, productive resources, and an ethical contribution to society 

and economy, i.e. that the instrument has a space value of money. 

A number of Sukuk structures aim to achieve exactly that. The 

complexities of these structures are the direct result of these efforts. 

However, we need to ensure that Sukuk complexities do not become 

merely legal complexities, and the initial purpose of introducing 

them, i.e. to involve more than just time and capital, is successfully 

achieved.  
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In other words, Sukuk should be instruments that have both a bond 

cash flow and a space value of money, with a real asset footprint. 

Conclusion 

This short article proposed the concept of Space Value of Money as a 

universal parallel to the Islamic principle that prohibits interest, and 

seeks to incorporate real activity into its instruments and structures. 

Indeed, Islamic finance requires products and investments to have a 

space value of money, thus requiring a positive, real, and ethical 

contribution to society and economy.  

If an investment project is earning its return based on more than time 

and capital alone, i.e., it uses real assets and real people, then it has a 

Space value of money as well. In other words, it adds and impacts the 

physical environment and its inhabitants. 

Sukuk are unique instruments that have a typical bond cash flow, but 

also offer a space value of money. As such, they clarify an important 

issue: it is not the time patterns of the cash flows that make an 

instrument Islamic, but the source and impact of the cash flows.  

Space value of money does not replace the principle of time value of 

money. It comes to compliment its basic proposition of time value 

with space value. Indeed, time-space is a more complete 

representation of our reality than time alone. Moreover, taking into 

account time and space parameters is bound to make us more relevant 

to our current moment. 
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David Vicary (Daud Vicary Abdullah) 

Kuala Lumpur, Malaysia 

 

Sukuk have lost a lot of credibility of late. Is this justified? Did we 

get it wrong? How do we fix it? What are the alternatives to 

Sukuk? 

 

The loss of credibility is probably justified, because as an industry we 

should have done more to explain Sukuk, rather than stating that it is 

just like an Islamic bond.  The pronouncements of Sheikh Taki 

Usmani, later clarified by the AAOIFI Shari‟ah Board, and the 

ongoing misperception regarding Shari‟ah backed and Shari‟ah based 

assets, have probably done a lot to make both investors and the public 

at large wary of Sukuk.  However, Sukuk are now bouncing back and 

there is a window of opportunity to educate the investing public and 

corporations. 

Did we get it wrong? 

It would be fair to say both yes and no.  Yes Sukuk is a valid capital 

raising instrument that when used correctly is Shari‟ah compliant and 

useful to the community.  No, when we do not spend enough time 

educating the investor on its structure and what happens in the event 

of a default.  For everyone, there needs to be more done to explain the 

risks and moral hazards of investing in all instruments. 

How do we fix it? 

In my view there are two key areas to approach:- 
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Firstly, the area of education that I have alluded to above.  Related to 

Sukuk, in particular, the differentiation between asset backed and 

asset based needs to be explained in plain language.  Perhaps a simple 

litmus test to identify the role of asset in Sukuk could be applied by 

asking these two simple questions: 

1.  If there is a default, can the investors deal with the asset 

i.e. can the investors dispose of the asset?  Where in the 

documentation is this stated? 

2. If something goes wrong with the asset itself, will the 

investors‟ return be affected? Or will the investors‟ 

return be uninterrupted? 

If the answer to both questions is “NO”, then it is an asset based deal 

because the asset has no genuine role in the structure. 

Secondly, in the area of transparency Shari‟ah rulings.  The industry 

needs to build a process whereby the way in which a Shari‟ah 

decision is reached is brought to the attention of the public in a 

transparent way.  It is insufficient, in my view, to rely on a process 

whereby Shari‟ah scholars, no matter how eminent, are not obliged to 

declare the process of their thinking and how they have reached the 

conclusion they have reached.  Implementation of such a process 

would do a great deal not only to provide education but to broaden 

the credibility of the decisions reached to the whole world, both 

Muslim and non-Muslim. 

What are the alternatives to Sukuk? 

As an industry we should be exploring the usage of equity based, risk 

sharing instruments to raise capital for the benefit of the community.  

An example would be raising capital for infrastructure project 

finance, such as a toll road or an energy efficient power plant.  The 

government in question, rather than raising money in the market by 

way of Sukuk, could alternatively use a Musharykah structure to raise 

funds via the tax-payers.  As opposed to paying for this via their tax 

contributions, citizens would alternatively be obliged to invest in the 

scheme as an alternative to paying a portion of their tax, and would 
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share in the risk and rewards of the project long-term.  This would 

help to enforce greater transparency on the projects invested in, and if 

managed correctly, would provide benefit to the nation and its 

taxpaying investors. 
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Paul McNamara 

Dubai, UAE 

 

Sukuk have lost a lot of credibility of late. Is this justified? Did we 

get it wrong? How do we fix it? What are the alternatives to 

Sukuk? 

 

For reasons more to do with form than substance, Sukuk became the 

attractive and talked-about face of the Islamic finance industry in the 

mid-2000s, for good or for bad. The upside of this was that we could 

all revel in the newest, biggest, fastest, most complicated structures 

used in Sukuk as they hit the headlines of the media in the Gulf and 

parts of Asia. We could even pretend to believe that the rest of the 

world cared as much as we did about the newest Sukuk when the 

truth is that no one else cared very much at all. Now that the world‟s 

financial markets have gone off the rails and the wheels have come 

off Sukuk it might be time for us to take a breath and take stock of 

exactly where we are going in this rickety bogey of Islamic debt-type 

instruments. 

It seems to me that the best thing to do might be to strip the argument 

right back to first principles and imagine that we are a corporate 

entity, as opposed to a sovereign entity, that finds that it needs to raise 

funds.  

Core questions 

The first question the entity is faced with is: what does the corporate 

need the funds for? Are the funds to be used for building a massive 

residential tower filled with luxury condominiums? Are the funds to 
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be used for extracting gas from the ground? Or are they to be used to 

build a desalination plant in Sudan? 

If the funds are to be used for „general corporate purposes‟, as they so 

often are, then I would humbly submit that the corporate might want 

to look at issuing conventional debt rather than Sukuk since if there is 

nothing inherently Islamic about the intended focus of the funds then 

the corporate will almost certainly find it quicker and easier and 

cheaper to go for a conventional solution. If the funds are to be used 

for something that will benefit the human race and is inherently 

Islamic then it is only reasonable that the corporate explores Shari‟ah 

compliant modes of financing too.  

The second question the corporate should ask is: equity or debt? 

There may be excellent reasons why the corporate does not wish to 

issue more equity in order to raise funds but this is not really the place 

to have that debate. But if presume that the funds have to come from 

a non-equity source then we come to the third question: what kind of 

debt-type structure should we be looking at? 

My suspicion is that, in the past, corporates simply asked themselves, 

or their advisers, what a conventional firm would do in the same 

circumstances. The response came back that a conventional firm 

would issue a bond or some other form of debt. The corporate then 

asked itself how it could get around the prohibition-on-interest-

problem inherent in a conventional bond. 

Some smart legal and Shari‟ah advice later on and the corporate has a 

structure that looks like a bond, smells like a bond, and even walks 

like a bond but does not pay interest. Admittedly the profit that it pays 

looks very much like interest and competes with interest but it is not 

interest. Or maybe it is, but we will call it a rental return or profit 

instead.  

Investors seem to love them. Rating agencies don‟t have a problem 

with them. Exchanges love to list them. We even fund funds 

dedicated to investing in them. So where is the problem? 
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Identifying the problem 

Where to begin? First of all, we run into the Shari‟ah issue of whether 

these structures are actually Shari‟ah compliant or not: and if they 

were Shari‟ah compliant in 2007 that is no guarantee that they are still 

Shari‟ah compliant in 2010.  

Perhaps the issue touched upon here is one that is greater than the one 

facing Sukuk but concerns itself more with Islamic finance structures 

in general and the fatwas that are attached to them. 

Then there is the issue of whether or not they are asset backed or asset 

based. These are the kinds of questions that become very important in 

the event of a default. The typical investor wants to know what 

recourse they would have in the event of a default.  

The real dilemma here is whether ownership of the asset in an Ijarah 

structure when it is transferred to a Cayman Islands SPV is a real 

transfer or not. If it is real enough to satisfy the Shari‟ah scholars then 

presumably it must be real enough to satisfy the courts in the event of 

default. This is one of the core questions that should be answered 

after the current spate of defaults on Sukuk have washed their way 

through the courts. 

Another problem 

Problem number three comes when we imagine how individual 

investors around the world look for satisfaction from defaulting 

widow SPVs dotted around the world, with a high concentration in 

the Cayman Islands. There is no easy method of recourse in such 

situations which perhaps shows up the weakness in the system.  

And indeed it seems that there has to be a systemic solution to this 

problem, which might be something akin to the Central Islamic 

Trustee that has been posited by Armen Papazian and which would be 

a facilitator, although not a guarantor, in the event of disputes over 

defaulting Sukuk. 
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Suddenly the big foreign funds like CalPers wouldn‟t touch a Sukuk 

with a bargepole and that is a terrible shame since opening up the 

industry to serious investors like these was one way the industry was 

going to be able to grow significantly as a force in global finance. 

Without interest from these types of investors then Islamic finance is 

likely to remain a small pool while the greater world of conventional 

finance grows apace. 

Where to from here? 

If the preceding argument appears unduly pessimistic then it is not 

intended to be so. My belief is that we had to go through the pain and 

the missteps that we have in order to get to the point we are at today. 

My worry is that if, as the global financial crisis begins to recede and 

the Sukuk market begins to gather steam, we simply act like nothing 

happened then we are doomed to repeat past mistakes. We must learn 

from our past errors of judgement in order that we build a system that 

is most robust and healthy than that which prevailed in the past. The 

time to do that is now and the time for healthy debate is now also. 

Lessons from history 

What we know for sure is that the Islamic debt capital market started 

in earnest around 2002 and then grew gradually until mid-2008 when 

issuance virtually ceased. The twin reasons for this were the global 

financial crisis and the by now legendary Taqi Usmani comments on 

Shari‟ah compliance of certain non-Ijarah structures. That the 

issuance of conventional debt instruments also suffered a collapse at 

the same time would suggest that the crisis was largely to blame for 

the drying up of Sukuk issuance too. No one wanted to lend and 

therefore no one could borrow. 

The trick, as far as Islamic finance is concerned, lies in using the 

present lull in activity to forge a new environment in which to prosper 

when the world returns to relative normalcy. The key steps to doing 

this are hardly rocket science and would cover the design, 

development and implementation of a comprehensive and dynamic 

regulatory-prudential- supervisory framework to accommodate 
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Sukuk. This would be uniquely and properly designed for „our‟ 

system and not one that was cobbled together from the conventional 

world of finance plus a few extra bolt-ons. 

Who is best placed to do this? Well, at the risk of overburdening the 

relevant authorities with too much responsibility and not enough 

authority, I would like to humbly suggest that both Bank Negara 

Malaysia and the Central Bank of Bahrain get together and form a 

task force to make this happen. 

The reason for picking these two central banks is that they have been 

pioneers in the Sukuk industry for many years and deserve the credit 

for putting the Sukuk space back on track. The Central Bank of 

Bahrain has a rich history of introducing new instruments including 

short term Ijarah Sukuk as well as equally short term Salam Sukuk in 

an effort to use Sukuk as a liquidity instrument for domestic Islamic 

banks. 

Bank Negara, on the other hand, has been active in ensuring that 

Islamic finance is the favoured form of finance in Malaysia at both 

retail and investment banking levels for many years. Indeed the 

dovetailing of the initiatives if Bank Negara Malaysia, the Securities 

Commission Malaysia, Bursa Malaysia and the leading banks in the 

country should be held up as an example to the rest of the world of 

what they could achieve if they worked in concert and put egos to one 

side. 

Dream team 

In any event, my dream team of the Central Bank of Bahrain and 

Bank Negara could put together a task force of their most experienced 

heads in order to study the feasibility of constructing such a 

regulatory-prudential-supervisory framework such as we need. I will 

even offer my own services as a facilitator of this initiative. 

Only when we have ironed out the wrinkles should we seek to issue 

more Sukuk. At the risk of sounding naive, Islamic finance is more 

than just about making a profit. Every investment proposition should 
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be tested against the Maqasid al-Shari‟ah (objectives of the Shari‟ah), 

where the primary objective is the realisation of benefit to people. 

That means that we should look long and hard at the proposed use of 

the funds when a Sukuk is first discussed. We need to make sure that 

the funds will be uses for the „realisation of benefit to people‟. If they 

are not, then the issuer should be encouraged to issue conventional 

debt. If we start at first principles then have a chance of doing it right 

this time. 

Back to basics 

If we now turn to our original questions: 

Sukuk have lost a lot of credibility of late. Is this justified?  

Yes, it is entirely justified. The industry made some big mistakes and 

it is now paying the price. But there is a sense of inevitability about 

these mistakes. Without making them, we would not be in the 

position that we are today, armed with a welter of information about 

how we go about undoing the mistakes of the past. 

Did we get it wrong?  

Yes, we got it wrong. We grew everything too fast and we lost sight 

of the first principles that should guide us in everything: The primary 

objective of all activity financed Islamically is the realisation of 

benefit to people. In other words, it is not just about money. 

How do we fix it?  

We fix it by building a robust, comprehensive and dynamic 

regulatory-prudential-supervisory framework to accommodate Sukuk. 

No-one can do this alone. It has to be a collaborative effort and we 

should all feel obligated to play our part. 

What are the alternatives to Sukuk? 

If I had a comprehensive answer to this question then I would either 

have a crystal ball or a time machine, and I have neither to hand. 
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What I do have, and we each of us has, is a brain and an imagination. 

It is up to us to come up with a comprehensive suite of products that 

the industry can be proud of and that can be used efficiently, 

effectively, and profitably, and that can deliver the realisation of 

benefit to people. 
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Penumbra 
pe·num·bra (p -n m br ) 

1. A partial shadow between regions of complete shadow and complete illumination  

2. An area in which something exists to a lesser or uncertain degree 

 

In subsequent issues, the Penumbra section will be devoted to carrying thoughts, 

insights, comments and observations that reader have sent us on the preceding issue. 

Our hope and intention is that we will be able to encourage a healthy and frank debate 

on issues affecting how we can improve the performance, transparency and 

profitability of the industry. 

While some of the discussion on these issues will take place within the pages of So 

Far, we hope that such discussions will also take on a life of their own as the brightest 

people in the industry put their heads together to solve the problems and meet the 

challenges thrown up by this, the most fascinating sphere of modern financial services. 

To comment on anything in this issue – simply send an email to media@yasaar.org 

We will print the most interesting responses – and they can be as brief or as long as 

you like. We do reserve the right to edit long responses for reasons of space. If you 

send us a response, please include your full name and location. 

We look forward to hearing from you! 

 

mailto:media@yasaar.org
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