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I 

 

ABSTRACT  

 

Despite the large and rapidly growing research literature on Sukuk risk analysis, little is known about the risk 

caused by different Sukuk structures. Drawing on the research literature and practice of Islamic finance, the 

study argues that different Sukuk structures affect the risk/expected return profile of Sukuk. Thus, risk 

classification schemes based on Sukuk structure provide significant insights into Sukuk risk not obtainable from 

conventional schemes. This is because Sukuk structure risk classification schemes link Sukuk risk more directly 

to the fundamental causal factors creating those risks. These links are less evident in conventional risk 

classification schemes. In the empirical research the deductive approach is applied. Statistical methods, including 

multifactor regression analysis are applied to a unique proprietary Sukuk data set provided by Idealratings, Inc. 

Sukuk structure risks will be correctly priced in an efficient market. However, the results of this study show that 

Sukuk structure risk factors have no power in explaining Sukuk market returns. The results of the thesis imply 

significant mispricing in Sukuk markets. This conclusion is in line with the comparative analysis of the 

risk/expected return profiles of Sukuk and conventional bond indices also reported in this study. These results 

on the informational inefficiency of Sukuk markets have significant implications for issuers, investors, 

governments, regulators, scholars and researchers. 
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CHAPTER 1 

INTRODUCTION  

 

1.1 Background 

The Islamic finance industry has made remarkable advances since the 2008 global financial crisis; assets have 

passed the USD$1000 billion mark, profits have risen sharply and the industry has been feted for pushing into 

new markets and sectors. It has become an investment option for many investors around the world including 

in the West. Recently, the previous Prime Minster of the United Kingdom David Cameron announced at the 

World Islamic Economic Forum (WIEF), (2013), in London that the UK became the first non-Muslim country 

to issue Sukuk. He also announced plans for a new Islamic index on the London Stock Exchange. He created 

a trend and built a vision to make London an international centre for Islamic finance, according to the British 

Broadcasting Corporation news (BBC) website (http://www.bbc.com/news/business-24722440, dated 29th Oct 

2013). 

 

The appearance of the modern Islamic finance market has been highlighted in 1973 and since then innovations 

in Islamic finance have played a crucial role towards increasing the dynamics of the Islamic finance industry. 

In particular, as a Shariah compliant alternative to conventional fixed income securities, the use of Sukuk has 

become increasingly important, both as a means of raising government finance through sovereign issues and 

as a way of companies raising finance through the offer of corporate Sukuk. 

  

Sukuk are Islamic trust certificates or ñIslamic bondsò (ñSukukò is the plural of ñSakkò. In the literature 

ñSukukò is sometimes used for both the singular and plural). Sukuk are similar in some respects to conventional 

bonds. However, there are major differences as well. This is because Sukuk are constrained by the Shariah 

(Islamic law). Most importantly, Sukuk must be structured to avoid the practices of Riba (interest or usury), 

Gharar (excessive uncertainty or ambiguity) and Maysir (gambling). 

 

The development of the modern Sukuk market is very recent. The first Sukuk was issued by Shell in Malaysia 

in 1990. From 2000, with 3 issued Sukuk worth a total of USD$336 million, the total number issued Sukuk 

grew by the end of 2007 to reach 77 with a total value of over USD$36 billion. 2012 is considered the year of 

Sukuk which reach up to USD$ 117 billion. However, the issuance volume reduce effectively after 2012 and 

reach by the end of 2016 the total figure exceeded USD$42 billion (McMillen, 2016 and IIFM newsletter 

report, 2017). 

 

It is reasonable to expect that this rapid growth in the Sukuk market will continue, and that Sukuk will become 

one of the major financial asset investment classes of the future. However, there is currently very little empirical 

finance research on Sukuk. Almost all of the papers in the literature discuss only the theory, principals, legal 

and Shariah issues underlying Sukuk. Even so, not all of the theoretical issues and problems concerning Sukuk 

have been resolved.  

  

http://www.bbc.com/news/business-24722440
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The main theoretical contribution of this thesis is the investigation of how different Sukuk structures affect the 

risk/expected return profile of Sukuk. Sukuk are more flexible than their counterpart conventional bonds. There 

is a wide variety of different types of Sukuk, structured in different ways to meet the different needs of issuers 

and investors. The impact of structure on Sukuk risk has so far been little discussed in the literature.  

 

The main reason for the lack of empirical research in Sukuk, and in Islamic finance generally, has been the 

lack of empirical data. Despite this challenge, the University of Portsmouth is fortunate to have developed a 

relationship with IdealRatings Inc, one of the leading global providers of Islamic finance data. The Chief 

Executive Officer (CEO) and founder of IdealRatings has recently accepted the offer of Visiting Research 

Fellow in Islamic Finance at the University of Portsmouth, for the purpose of furthering research into, and the 

development of Islamic capital markets. Due to this relationship, the author has recently obtained access to 

data on a sample of Sukuk not accessible to other researchers. This data is used to test the hypotheses arising 

from the theoretical research on Sukuk structures stated above. 

 

The main contributions of this thesis can be categorised into four areas, as illustrated in the figure below: 

 

Figure 1: Summary of the thesisôs main contribution areas 

 

 

The systematic review of the literature presents an up to date review of the relevant literature. The unique 

Sukuk data set, obtained from the core files underlying the Idealratings subscription service, are used to test 

hypotheses regarding the pricing of structure risk, and other risks, in the Sukuk market. The third area of 

contribution updates and expands on an empirical approach already applied in the literature. Due to the lack of 

empirical data in Islamic finance noted above, most empirical research contributions on Sukuk are based on 

comparisons of the available Sukuk and bond indices. This approach is updated and refined in this study. The 

fourth main area of contribution is introducing and investigating Sukuk structure risk as a risk factor. A number 

of hypotheses concerning Sukuk structure risk, in combination with several other risk factors, are empirically 

tested using the uniquely available Idealratings data set referred to above. 

To provide a 
systematic review of 
the relevant literature 

Use of a unique 
Sukuk data set 

obtained from the 
proprietary 

IdealRatings 
underlying data files 

To update and expand 
the  current literature 
on the analysis of the 

risk/return 
performance of 
Sukuk and bond 

indices

The empirical 
analysis of Sukuk 
structure as a risk 

factor
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The rest of Chapter 1 expands on this introduction with; a general overview of Islamic finance (Section 1.2), 

the meaning of Sukuk (Section 1.3), how Sukuk differ from conventional bonds (Section 1.4), the history and 

development of Sukuk in the Saudi Arabian and Malaysian markets (Section 1.5), certain other issues 

concerning Sukuk (Section 1.6), a statement of research aims, objectives, rationale, and main research 

contribution (Sections 1.7 to 1.11), and an overview of the remainder of the thesis (Section 1.12) 

 

1.2 General overview of Islamic finance 

With the Islamic Financial Services Board reporting that assets in Islamic finance are expected to reach 

USD$2.8 trillion in 2015, and with the continued growth of the global Sukuk market, opportunities for investors 

abound. The academic interest in Islamic banking and finance has grown immensely over the years. Many 

studies have been conducted on its theories and applications from different aspects, and the demand for its 

studies and research in the area continues to expand. The appeal of Islamic banking to the Muslim world is 

decades old.  

Many of the practices in conventional banking that caused the recent global financial crisis are forbidden in 

Islamic finance. Consequently, Islamic banks and financial institutions were not involved in these activities, 

and survived the aftermath of the financial crisis far better than their conventional counterparts. The 2008 

financial crisis, together with the ongoing Eurozone crises have spurred further interest in Islamic finance in 

the academic community. Currently, notable academics from conventional economics have either written 

papers on Islamic finance or commented in conferences on the viability of the Islamic finance proposition (e.g., 

S¸endeniz-Yüncü, 2011, Rogoff, 2011a; Rogoff, 2011b, Beck, Demirgüç-Kunt and Merrouche 2013; Abedifar, 

Molyneux and Tarazi 2013; Zaheer, Ongena and Van Wijnbergen, 2013, Ongena and Roubini, 2013, Baele, 

Farooq and Ongena, 2014). This is a wanted development and may help add more solidity and diversity to 

Islamic finance research. In addition, it creates a challenge to academics and practitioners to solve the many 

theoretical and practical questions concerning the development and implementation of Islamic finance. Also, 

the innovative environment of Islamic finance instruments, such as Sukuk has increased the interest towards 

conducting more research on it. 

 

Empirical work in Islamic finance is on the rise due to the increasing availability of data. In particular, data on 

debt instruments such as Sukuk. Hence, this research is a journey that builds on the existing empirical work on 

Sukuk, and investigates further those factors hypothesised as determining the risk/expected return 

characteristics of Sukuk. 

 

With the developments and changes in the financial industry over recent decades, Islamic finance has found 

itself a fast and innovative player in its sectors. It has evolved to become one of the most dynamic and fastest 

developing business areas in global finance (Pock, 2007), which is currently growing at between 10-15% each 

year (Ainley, 2007), the value of Islamic finance assets in the world reached over one trillion US dollars in 

2012 (Mansor & Bhatti, 2011), and is continuing this growth, reaching above two trillion USD in 2015-2016, 

according to the annual report (2016) of the City UKôs, UK Islamic Finance Secretariat (UKIFS). Clearly, the 

expansion of Islamic finance has increased its position around the world after the recent financial crisis. 
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The main clients for Islamic finance are Muslim people, estimated today at around 24% of the world population 

(Kettani, 2010), (See appendix A). They are expected to be the major drivers for creating the demand in Islamic 

finance. In turn, the main players in Islamic finance are hosted in Islamic countries such as Malaysia, the 

Kingdom of Saudi Arabia, the Kingdom of Bahrain and the United Arab Emirates (UAE). In spite of this, the 

expansion of Islamic finance as an industry is quite modern. According to Iqbal and Molyneux (2005), the age 

of the Islamic finance system began in 1975. 

The philosophy of establishing a new financial system or of adapting conventional instruments in such a way 

that serves savers and investors in the Islamic world may help as well to stabilise banking systems in the rest 

of the world. Hameed and Ahamed (2010) note the rapid growth in in Islamic banking and finance, with more 

than 400 Islamic financial institutions distributed in 92 countries, and achieving growth rates of 10% annually. 

From these observations, it can be seen that the Islamic financial system has brought optional banking and 

investment services to particular customers. The Islamic financial system now plays a crucial role, side by side, 

with the conventional financial system.  

 

The distinctive factor of Islamic finance is that it has a different methodology used for investment and dealing 

with money. It has an important characteristic in that it supports risk-sharing between users and providers of 

capital. This feature is not shared in other financial systems to the same extent. The Islamic finance system is 

Islamic in the sense that it is guided by Islamic law, the Shariah, which defines the rules and guidelines for the 

appropriate functioning of the Islamic financial system. 

 

Elfakhani and Hassan (2005) emphasised that Islamic financing structures are based on participatory schemes 

and that Islamic finance gains its features from the characteristics of the Shariah Law. The most important 

element of the Shariah Law is forbidding dealing in three things: Riba (interest), Maysir (gambling and pure 

games of chance), and Gharar (selling something that is not owned or that cannot be described in accurate 

detail such as the type, size, and amount). 

 

Islamic finance theory shares common financial concepts with Ethical finance theory. Murninghan (1992) says 

that Ethical finance goes back to the attempts of some religious institutions to avoid the so-called sin industries 

such as gambling and drugs. Cowton (1994) explained Ethical investing as the use of ethical screening based 

on social factors to obtain and manage investment portfolios, while Hussein (2004) identified that the most 

important difference between Islamic and Ethical finance is that, in addition to the exclusion of particular 

sectors, Islamic finance does not deal in the fixed income market and the receipt and payment of interest is not 

permitted. This implies that Islamic finance and Ethical finance are similar in many respects, with the difference 

that Islamic finance is constrained by the Shariah as Hussein explained. The risk-sharing aspect of Islamic 

finance promotes long-term financing, a competitive advantage of Islamic banking (Zaher & Hassan, 2001). 

 

Islamic finance instruments reflecteed these features by setting up an Islamisation of conventional finance 

instruments, such as Sukuk against bonds. Both of them are used for short-, medium- and long-term investment 

but each of them has a different methodology. Sukuk markets have grown rapidly over the last decades along 

with the demand for Islamic finance instruments. Investments in Sukuk worth enormous amounts have 

appeared, and have been widely subscribed to by many Islamic banks (Usmani, 2008).  
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It has become a competitive instrument against bonds around the world. According to Zawya, 2011 was a 

record year for Sukuk issuance, reaching US$84.4 billion. In 2012 US$68 billion were issued in the first half 

of the year, an increase of 55% over the same period of 2011. The total global Sukuk issuance in 1Q of 2014 

was USD$32.9 billion, an increase of 13.8% over 1Q of 2013 (Zawya, 2014). 

 

 

Forecasts for Sukuk growth continue to be positive for the coming years, and estimates show that the total 

global Sukuk issuance may reach USD$237 billion by 2018 (Zawya, 2013). A study by Thomson Reuters 

(2013) estimates that the gap between global supply and demand for Islamic bonds is likely to peak in 2014 

and then shrink gradually for several years as issuance grows. The graph below shows Sukuk growth trends 

for the global Sukuk market forecast for the period (2009-2018). It is clearly explaining how Sukuk are growing 

in a healthy trend creating expanding in its market share appealing more investors.  

 

Figure 2: Global Sukuk Forecast 

 

 

Source: Zawya Sukuk monitor, 2012 & Thomson Reuters, 2013 

 

By contrast, the size of the current global bond issuance is estimated to be around US$349.5 billion (SIFMA, 

2013). However, according to Zawya (2014) Sukuk annual returns have out-performed those of conventional 

bonds as shown in the graph below: 
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Figure 3: JPMorgan Global Aggregate Bond Index Vs HSBC/NASDAQ US Dollar Sukuk Index:  

 

 

 

 

 

 

 

Source: Zawya, Sukuk Perceptions and forecast Study2014 

 

1.3 What are Sukuk? 

Sukuk, plural of Sakk (Arabic: Sakk ЩЊ, Sukuk  ШнЫЊ) is the Arabic name for an Islamic investment trust 

certificate. Over the flourishing period of Islam in the 13th century, Sakk, which is believed to be the source 

root of the European óóChequeôô, was any certificate representing a contract or conveyance of financial rights, 

obligations or money transactions that is Shariah compliant for thriving trade activities (Adam & Thomas, 

2004). While the word Sukuk is sometimes used erroneously as a singular noun, it is correctly used as a plural 

noun for all contexts. 

 

The modern Sukuk concept is based on asset monetisation or securitisation in which the issuance of Sukuk 

(Taskeek) converts the future cash flows of an asset into present cash flow. Sukuk may be issued on existing 

as well as specific assets that may become available at a future date.  

 

The lack of low risk Islamic investment instruments limits the investment opportunities for Muslims. The stock 

market, with high volatility and real estate investments are currently the most available investment 

opportunities. In terms of fixed income instruments, conventional interest-bearing bonds are not permissible in 

the Shariah Law, and Sukuk are the Shariah compliant alternative. 

 

Sukuk are asset-based securities while conventional bonds are based on debt. Sukuk are structured according 

to Shariah principles, and referred to variously as Islamic bonds, Islamic debt securities, or Islamic trust 

certificates. In addition, Sukuk are compliant with the Islamic Law which prohibits dealing in interest. Sukuk 

are a unit of equal value representing undivided shares in the ownership of physical assets and/or services, or 

in the ownership of the assets of a particular project or investment activity. 

 

Sukuk are asset-based, balanced income, tradable and Shariah compatible trust certificates. As Sukuk are used 

to mobilise financial resources, the existence of assets on the balance sheet of a Sukuk issuer, such as a 

government, monetary authority, corporate body or financial institution is considered the primary condition for 

the issuance of Sukuk (LMC, 2008). 
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While Sukuk securitisations are different from those of bonds, the model of Sukuk securitisation is derived 

from the conventional securitisation process in which an SPV (Special Purpose Vehicle) is set up to purchase 

assets and issue financial claims on the assets. These financial asset claims represent a proportional beneficial 

ownership to the Sukuk holders. Therefore, the SPV plays a crucial role in the Sukuk life cycle.  

 

In a simple context, the steps involved in the issuance of Sukuk are first preparing a detailed feasibility study 

for finding the proper asset to suit potential investorsô appetites. Second, setting up a general framework and 

organisational structure of Sukuk certificates, including Shariah structure and legal documentation. Third, 

setting up a special purpose vehicle, SPV, to represent the investors. Finally, investment management of the 

assets underlying the Sukuk to generate the profits that pass to the Sukuk investors (LMC, 2008). Thus the 

simple lifecycle of Sukuk can be illustrated as follows:  

 

Figure 4: Sukuk certificate basic concepts 

 

 

 

 

 

 

 

 

 

 

This indicates how Sukuk became a competitive player in the global financial market. On the other hand, it 

invites questions surrounding how Sukuk distinguish themselves from bonds. 

 

1.4 How are Sukuk distinct from conventional bonds? 

Due to the Islamising methods that have been adopted in Islamic finance products (Wilson, 2004), a question 

arises surrounding Islamic products and how they are distinct from conventional ones. In the Sukuk case, they 

have common functions with bonds in terms of resource mobilisation from the markets and injecting liquidity 

into projects or government. Also, both of these instruments provide stable income for investors.  However, 

there are differences between Sukuk and bonds. In general, the differences are based on the methodology of 

operation, principles of law and financial strategy. There are a lot of studies conducted on analysing the 

differences between Sukuk and bonds. Wilson (2008) comments that conventional bonds are associated with 

interest rate movement, as it structures the returns solely in terms of interest. For example, the prices of 

conventional fixed-interest bonds rise when variable market interest rates fall. Conventional bond trading is 

therefore largely about exploiting interest rate changes and trading in paper that is usually unrelated to the 

value of any underlying asset. This is a critical difference because Sukuk gain value from the asset they are 

attached to. Also, returns on Sukuk are derived either from the performance of an underlying asset or the 

contractual agreement that is based on this asset (Nanaeva and Mammadov, 2010). 
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Furthermore, Sukuk are different from conventional bonds in terms of underlying structure and provisions 

(Ahmad & Radzi, 2011). While a bond represents the issuerôs pure debt, Sukuk represents units of equal value 

with undivided ownership in the underlying assets, usufruct, services or investment in certain projects or special 

investment activities (Kamil 2009). 

 

Khalil (2011) clarified that the conventional bond is a contractual debt obligation whereby the issuer is 

contractually obliged to pay to bondholders, on certain specified dates, interest and principal. In comparison, 

Sukuk holders are entitled to claim an undivided beneficial ownership in the underlying assets. Hence, Sukuk 

revenues are generated by the returns on the Sukuk assets as well as a share in the proceeds of the realisation 

of the Sukuk assets. 

 

Helmi, Munisamy and Ramasamy (2011) stated that Sukuk are different from conventional bonds in terms of 

rates, and in terms of the treatment of delayed payments. In conventional finance the rate of return on a 

conventional bond is an interest rate, and, in a situation where the borrower fails to repay in time the interest 

accrued is added to the principal and thus earns interest based on the length of the time the funds are utilized 

by the borrower. In contrast, Islamic finance charges a mark-up (profit) over the principal and when default or 

delay occurs in repayment a penalty is charged. In addition, the delayed amount is not added to the principal 

and no extra amount is charged. This implies that the lender faces more risk in Sukuk. Therefore, Islamic 

finance may expect to gain a higher return (profit rate) than conventional finance caused by various risks 

associated with Islamic finance instruments. This is implied by the positive relationship between risk and 

return. 

 

From an operational perspective, it could be said that the main types of Sukuk structures are theoretically 

straightforward; they may become complicated in practice compared to conventional bonds, as some financial 

institutions combine characteristics of two or more types of tools to form hybrid instruments. Nonetheless, the 

market practice of issuers is to promote Sukuk with similar features to those of conventional bonds to facilitate 

the progress of their recognition in both Islamic and conventional financial markets. Another critical 

differentiation factor between Sukuk and conventional bonds is that Sukuk returns are related to the profit/loss 

or revenues of a project. In contrast, conventional bonds represent pure debt obligations; Sukuk holders may 

be affected by asset related expenses, while asset related expenses do not affect conventional bond holders; 

Sukuk prices depend on the market value of the underlying asset, while conventional bonds depend solely on 

the creditworthiness of the issuer; selling Sukuk is principally the sale of a share of an asset, while selling 

bonds is principally the sale of debt. However, Sukuk and conventional bonds share some similarities such as 

rateability, credit enhancement and versatility (Alsaeed, 2012). 

 

Miller, Challoner, and Atta (2007) maintain that Sukuk are similar to conventional bonds in certain respects. 

However, they emphasise that in the case of Sukuk, returns are generated from the assets underlying the Sukuk, 

while conventional bond returns are based on the obligation of the issuer to par interest. Wilson (2008) explains 

that investors are more cautious when it comes to investing in Sukuk compared with conventional securities, 

because of the uncertainties arising from investment in a new asset class. Sukuk issuers therefore, tend to 

replicate some aspects of conventional securities. 
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Woodruff (2007) presents the difference between conventional bonds and Sukuk as follows: 

¶ The sale of financial instruments in the secondary market represents the sale of a debt obligation in the 

case of conventional bonds and the sale of a right of the use of an asset for Sukuk. 

¶ The second difference is the tax treatment, under several tax systems; Sukuk rental payments are not 

deductible before tax in the same way as conventional bonds interest payments. A Sukuk transaction is 

one whereby investors finance the purchase of an asset by means of profit- sharing financing. The payment 

to investors should come from after-tax profits.  

¶ Sukuk, like conventional bonds, are easily marketable and transferable in the secondary market. The 

secondary market for Sukuk is not as liquid as for conventional bonds because of the buy and hold 

strategies of many Sukuk investors and the limited supply of Sukuk relative to demand.  

 

Tariq (2015), considering the similarities and differences between Sukuk and conventional bonds, referred to 

the gap in the transition of Sukuk theory into practice. He commented that, in theory Sukuk are meant to be 

securitised representations of undivided shares in an underlying asset or service. In practice, however Tariq 

(2015), stated that many Sukuk prospectuses are drafted by lawyers with the aim of replicating conventional 

bond structures. Consequently, the over US$600 billion Sukuk certificates that have been issued in the global 

market can be considered as the Islamic equivalent of conventional bonds.  

 

Generally speaking, Sukuk are prepared in the same way as conventional asset-backed securities or covered 

bonds. The difference is that Sukuk, like any other Islamic financial instrument need to act in accordance with 

Shariah. Sukuk investors hold the ownership of the underlying asset via a special purpose vehicle or entity 

(SPV/SPE), in which they receive unsecured payments from direct investment in real, religiously-sanctioned 

economic activity (Wilson, 2004).  

 

This research attempts to consider Sukuk from the point of view of the measurement of financial risk, in order 

to understand further the similarities and conventional bonds. 

 

1.5 Overview of the development of the Sukuk market 

The Islamic financial market has grown significantly since its appearance in its modern form in the 1970s. The 

globalisation of financial markets has expanded the global platform of Sukuk to encompass banking, insurance 

and capital markets, extending the reach of Sukuk markets well beyond traditional Muslim jurisdictions, and 

into Europe, the US and the Asia Pacific region. 

 

The development of Sukuk with its associated types of structure has given rise to much discussion and debate 

among scholars of Islamic law. This was driven by the unique feature of Islamic debt compared to non-Islamic 

debt, namely, that Islamic debt offers a secure investment based on the principle of rent and profit sharing 

without a legalised interest system (Fauzi, Locke, Basyith and Idris, 2015). 

 

As far as Sukuk are concerned, it considered the fastest growing financial security in the market. In 2006 there 

were over US$41 billion in Sukuk issued. Governments, notably in the Gulf Cooperation Countries (GCC) and 

Malaysia, have prepared several Sukuk offerings.  
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These sovereign Sukuk offerings include the Kingdom of Bahrainôs Sovereign Sukuk programme, started in 

2001, while the Qatar Global Sukuk raised US$700 million in 2003, and US$1.6 billion Sukuk are planned to 

be issued by Dubaiôs Civil Aviation Authority. Moreover, Western governments have issued Sukuk, such as 

the German Government raising ú100 million from both Middle Eastern and European investors. This German 

Sukuk was backed by real estate assets. In addition to the fact that many Sukuk are listed on the London Stock 

Exchange, the United Kingdom expanded its presence in the Islamic financial market through the issuance in 

2014 of a £200 million Sukuk.  

 

On the other hand, corporate Sukuk have expanded rapidly, reaching US$11.3 billion from US$5.7 billion over 

the period 2004-2005 and from US$11.3 billion to US$24.8 billion for the period 2005-2006 to reach nearly 

US$32 billion in 2007. Sukuk have been used in the USA, where oil and gas assets in the Gulf of Mexico were 

backed with a US$165.7 million Sukuk offering that closed in 2006 (Said, 2011). This implies that Sukuk 

issuance has several drivers. The figure below from the ISRA Sukuk report categorises those drivers; sustained 

global economic growth, sovereign liquidity needs (for continued infrastructure spending) and the 

attractiveness of cross-border destinations for fund raising and working capital and capex needs.  

Figure 5: Key drivers of Sukuk issuances 

 

Source: Global Sukuk Report Q1, 2015 

 

Sukuk change the expected capital gains from joint risk sharing between borrowers and lenders in Shariah 

compliant finance contracts, such as lending transactions by Sukuk investors with instalment payments and 

trust based investments in existing or future assets. Hence, Sukuk are used to finance the assets of one or a 

combination of three basic forms of Islamic finance (Iqbal and Mirakhor, 2006). Total Sukuk outstanding 

globally exceeded US$90 billion in 2007 (Moodyôs, 2008). Although in 2006 the financial market experienced 

a collapse, in 2007 the number of Sukuk transactions grew to 119, up from 109 in 2006, while the average 

transaction size rose to US$270 million in 2007 from US$175 million in 2006 (Said, 2011).  
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Thomson Reuters reported that the Sukuk market grew from US$6 billion to US$24 billion between 2004 and 

2007. However, in 2008, the Sukuk market shown a decline of about 30% due to uncertainty in the global 

capital markets. As market conditions in the aftermath of the 2008 global financial crisis stabilised, the Sukuk 

market recovered during the second half of 2009. The graph below summarises Sukuk issuance over this period.  

Figure 6:  Sukuk issuance 2001 - 2009 

Source: Islamic Finance and Global Financial Stability report, IFSB, 2010 

 

Figure 7: Total global Sukuk issuance since Jan 2001 

 

Source: IIFM Newsletter, March, 2017 
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Figure 8: Total domsitc Sukuk issuance since Jan 2017 

 

Source: IIFM Newsletter, March, 2017 

 

Figure 9: Total International Sukuk issuance since Jan 2017 

 

Source: IIFM Newsletter, March, 2017 

 

The above updated figures are from the International Islamic Finance Market (IIFM) issued in March 2017. It 

shows that the Sukuk market has shown resilience and stability and a positive issuance trend over time.  It can 

be seen that Sukuk issuance was hit in 2008, caused by the global financial crisis, and recovered subsequently. 

 

Moreover, according to Zawya (2012) Sukuk issuance in the global market has rapidly improved. The graph 

below illustrates the Sukuk issuance improvement.  It can be seen that 2007 was the best year on record until 

2011. The market trend was negatively affected by the global financial crisis in 2008/2009. 
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Figure 10: Global Sukuk Issues (US$m) 

 

 

 

 

 

 

 

 

 

 

 

Source: Zawya Sukuk monitor, 2012 

The growth of the supply and demand of Sukuk has been phenomenal. Zawya (2015) predict that by 2020  

Soucre: Zawya, 2012 

 

Sukuk issuance will surpass $US200 billion with demand reaching almost a trillion. This is illustrated in the 

graph below. 

 

Figure 11: Sukuk demand and supply levels (2014 ï 2020) 

 

Source: Zawya, Sukuk perceptions and forecast 2015 
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The Sukuk market emerged in the mid-1990s. It began in Malaysia with a variety of Sukuk structures issued 

such as Sukuk Mudharabaha in 1994, Sukuk Ijarah in 2001, Sukuk Musharakah in 2005 and exchangeable 

Sukuk in 2006. Malaysia has become the largest Sukuk market in terms of the outstanding size and number of 

Sukuk issues, estimated at US$47 billion in 2006. Sukuk accounted for 14% of Malaysian public sector bonds 

that were outstanding. Sukuk have represented about half of the total stock within Malaysianôs corporate bonds, 

estimated at US$32 billion (Said, 2011). In the Malaysian market a great variety of Sukuk structures have been 

used, ranging from Sukuk representing the payment obligations of deferred payment sales to more complicated 

trust certificates with exchangeable features. 

 

Sukuk have also been hosted by the Kingdom of Bahrain market. In 2002 it issued domestic sovereign fixed 

rate Ijarah and Salam Sukuk. Other structures too are issued in this market, including floating rate Ijarah 

Sukuk, as well as Sukuk based on Salam, Ijarah, Istisna, and Istisna combined with Ijarah, by corporate and 

sovereign issuers (LMC, 2008). 

 

According to Jobst (2009), the issuance of Sukuk weakened in the first half of 2008 and remained lower than 

the 2007 record. Sukuk volume dropped to US$15.2 billion in 2008, down by about 35% on an annualised 

basis. The issuance of conventional structured finance instruments collapsed to just under US$387 billion, 

down by about 80%. This study will examine Sukuk performance from a financial risk perspective in the Saudi 

Arabian and Malaysian Sukuk markets.  The Saudi Arabian market catapulted to second position, after 

Malaysia, in terms of global Sukuk issuances since 2012.  

 

It has been observed that Sukuk have different types of potential investors. Potential investors for Sukuk can 

be broadly categorised into six types, each with its own requirements and investment criteria. They are pension 

funds, Islamic banks, Shariah investment funds, Islamic insurance companies (Takaful), corporates and 

individuals (Sukuk report, Alawwal Capital, 2013). Recently, global players in the finance industry have 

become active participants in Sukuk markets, including international investment banks, Islamic banks and 

securities firms that have participated in the issuance of Sukuk. 

 

Product development and innovation will remain a key topic for research in Islamic finance for reasons related 

to risk management as well as increasing competitive advantage (Tariq, 2015, Ali, 2013). The analysis of 

Sukuk risk structures conducted in this study may have implications for Sukuk as a recommended Islamic 

financial instrument relevant for all categories of Sukuk investors and participants. 
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Figure 12: Types of investors in Sukuk markets 

 

 

Source: (Saudi Hollandi) Alawal Capital, 2013 

 

This research contributes in respect of gaining a better understanding of Sukuk risk performance by introducing 

structure risk factors into the measurement of risk. As Saudi Arabia and Malaysia are the main market players 

in Sukuk, these markets are major focus of this research. Further background on these markets is given in the 

following sections, and in Appendix B and C 

 

1.5.1 The Saudi Arabian Sukuk market 

 

Section 1.5.1 presents a brief overview of the Saudi Arabian market. Some extensive further background is 

presented in Appendix B. 

 

 

Islamic finance has penetrated the Gulf region (Saudi Arabia, Kuwait, Qatar, United Arab Emirates and 

Bahrain). Islamic financial institutions have had strong performance over the past decades. Also, the financial 

crisis has further supported the growth of Islamic financial institutions and markets. Table 2 shows the 

comparison in terms of aggregate size and performance of Islamic banks and conventional banks in the Gulf 

region (Saudi Arabia, Kuwait, Qatar, United Arab Emirates and Bahrain). 
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Table 1: Comparative Profiles of Conventional and Islamic Banks in the Gulf Region 

 Conventional Banks Islamic Banks 

Assets (US$ billions) 1,135,669 232,189 

Profits (US$ billions) 22,008 7,666 

Asset growth 2007-2008 16.3% 38.2% 

Profits growth 2007-2008 -6.1% 20.1% 

Profits/Assets 1.9% 3.3% 

Source: Islamic Finance and Financial Stability Report, IFSB, 2008 

 

 

Ideally, the system which should be followed in Saudi Arabia is the Islamic finance system, because it is 

classified as an Islamic country. Al -Hassan, Khamis, and Oulidi (2010) investigated how it can be possible for 

both systems operate in the Saudi Arabian market (Islamic finance and conventional finance). The financial 

sector in this area is dominated by banks. In other words, non-bank financial institutions are found to be fewer 

than banks and do not compete head to head with banks in this field. They claimed that because of the massive 

production and export of oil from Saudi Arabia and the Gulf countries, it can be said that the Saudi Arabian 

market shares with neighbouring countries the same economic principles, which means sharing the same 

strengths and vulnerabilities. The Saudi financial markets and economy were impacted by the 2008 global 

financial crisis, with indices falling by around 40% (Al-Hassan et al (2010), Woertz (2008), Gomel and Saidi 

(2010)). During the recent oil price falls during 2014 to 2016 the Saudi Arabian financial market has been 

negatively by the sharp falls in oil revenues.  

 

Obay and Kashani (2008) describe the financial sectorôs main features. They note that its main feature is its 

focus on the narrow domestic market. Another factor is that the financial system is monitored by highly 

restrictive regulations from the government. Obviously, these regulations affect the operations of the Saudi 

banks, but at the same time they could help reduce involvement in highly risky investments. 

 

In terms of the Sukuk sector, the Saudi Arabian market in government bills and conventional bonds has become 

more complex in recent years, partly reflecting the growth of government debt and the consequent efforts to 

find more methods of funding it. The Saudi Arabian Monetary Authority (SAMA) handles these through its 

transactions with the commercial banks, with repos serving as their liquid assets. The average value of repos 

was SR1.8 billion and reverse repos SR3.2 billion in 2002, compared with averages of SR1.6 and SR1.0 billion 

respectively in 2000 (Wilson, 2008). Currently, the official repo rate is 2% and the reverse repo rate is 0.75% 

(www.sama.gov.sa dated 31st Dec 2016). In addition, recently the Saudi Arabian government raised USD$17.5 

billion in the biggest ever bond sale from an emerging-market nation as it sought to improve its finances, 

weakened the fall in the oil price. The Saudi Arabian government intends to issue sovereign Sukuk in future. 

Moreover, a huge development of corporate Sukuk was conducted after the establishment of the sovereign 

Sukuk.  The players competing in the market in terms of Sukuk issuers are Saudi Arabia Basic Industries 

http://www.sama.gov.sa/
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Corporation (SABIC), Saudi Electricity Company, Aramco Company and  Alawwal Bank. The trend towards 

Sukuk development in Saudi Arabia is continuing to improve. A comprehensive picture is provided in 

Appendix B.  

 

1.5.2 The Malaysian Sukuk market 

Section 1.5.2 presents a brief overview of the Malaysian Sukuk market. Some extensive further background is 

presented in Appendix C. 

 

According to Kettel (2013) Malaysia is the worldôs core Islamic finance centre, although the richer Gulf States 

and Saudi Arabia have bigger Islamic banks and Indonesia the largest Muslim population. Malaysia also 

influences the global market for Sukuk. Kettel (2013) commented that leadership in financial services is not 

always an obvious one. Yet, in many ways the country is the worldôs most important Islamic finance centre. 

The Muslim population is registered at 61.3% and over a 20% of the countryôs banking system, by assets, is 

Shariah compliant.  

 

Malaysiaôs global footprint is enhanced by being the home of certain global bodies of Islamic finance, such as 

the Islamic Financial Services Board (IFSB), an international standard setting body which was established in 

2002. The work of the IFSB complements that of the Basel Committee on Banking Supervision, the 

International Organisation of Securities Commissions and the International Association of Insurance 

Supervisors. In addition, Malaysia is the host country of the International Islamic Liquidity Management 

Corporation (IILM) which is an international institution established by central banks, monetary authorities and 

multilateral organisations to create and issue short-term Shariah compliant financial instruments to facilitate 

effective cross-border Islamic liquidity management. The IILM was established on 25 October 2010. The 

current shareholders are from the central banks and monetary agency of Indonesia, Kuwait, Luxembourg, 

Malaysia, Mauritius, Nigeria, Qatar, Turkey, the United Arab Emirates and the Islamic Development Bank.  

 

Hence, Malaysia is thriving on its vibrant and comprehensive Islamic financial services industry. Malaysia has 

continued to be the favoured domicile for Sukuk issuances globally, where 69% of the global Sukuk issuances 

originated from Malaysia in 2013 amounting to USD$82.4 billion (RM271 billion). In terms of currency, the 

ringgit also maintained its domination in 2013, with 67% of total Sukuk issuances worth UDS$89.4 billion. 

(Sukuk report, IIFM, 2014).  
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Figure 13: Global Sukuk issuance by domicile (2013) 

 

Source: Sukuk report. IIFM, 2014 

 

Figure 14: Global Sukuk issuance by currency (2013)  

 

 

Source: Sukuk report. IIFM, 2014 

 

The success story of Malaysia in the development of the Sukuk market reflects the strategic strong commitment 

of the government to develop a comprehensive Islamic financial system that will ultimately lead to Malaysia 

becoming the centre for Islamic finance globally.  
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Malaysia pioneered the development of the global Sukuk market with the launching of the worldôs first 

sovereign five year global Sukuk worth US$600 million in 2002 (Kettel, 2013 and Sukuk report, IIFM, 2014). 

Having introduced the worldôs first global sovereign Sukuk, Malaysia continued to facilitate the development 

on innovative Sukuk structures such as the exchangeable Sukuk Musharakah by Khazanah Nasional Berhad, 

the investment arm of the Malaysian Government. Since then, Malaysia had led the world in Sukuk issuances 

covering sovereign global, domestic and corporate issuances. Malaysia successfully issued its second sovereign 

global Sukuk Ijarah and third Wakalah global Sukuk in 2010 and 2011 respectively (Sukuk report, IIFM, 

2014). 

 

The progressive development of the Sukuk market in Malaysia over the years paved the way for Malaysia to 

emerge as a vibrant Sukuk centre, offering a complete platform for Sukuk activities through its issuance 

environment, policies for encouraging investment activities and comprehensive Islamic financial 

infrastructures. This has made the Malaysian Sukuk market uniquely attractive for global investors and players 

as a preferred Sukuk issuance and investment destination. A comprehensive picture is provided in appendix C.  

 

1.5.3 Comparison between the Saudi Arabian and Malaysian Sukuk markets  

Saudi Arabia and Malaysia are the main players in Islamic finance sector in the world. Many recent studies 

have selected Malaysia, Saudi Arabia, and other Gulf countries as case studies in order to examine the theory 

and practise of Islamic finance. It is important to address the similarities and differences between the Saudi 

Arabian and Malaysian markets. The differences are presented in four categories related to the Sukuk markets 

in both countries. These categories explain the differences in terms of the Shariah, legal issues, the market, 

trading and liquidity.  

1) Shariah interpretations under Sukuk securitisation   

The current practise of Islamic banking in Malaysia has been criticised as being insufficiently different from 

conventional banking. One of the main criticisms is the application of the Shariah based Bay-Al-Inah contract 

in creating a number is so-called Islamic financing products. Bay-Al-Inah is a sale contract with immediate 

repurchase (Kettel, 2013). This has been questioned by many Islamic finance academics, experts and 

commentators (Mohammad and Yousef, 2008, Ascarya and Yumanita, 2008, Hasan, 2010, Kettal, 2013). 

Although more than 70% of global Sukuk are issued in Malaysia an important Shariah related question 

concerns whether any investors, outside Malaysia, actually buy them.  

Bay-Al-Inah refers to sale and buys back agreement. It is a contract of sale where a person sells an asset on 

credit and then buys back at a lesser price for cash. Example: Mohammed asks a loan of £10 from Ahmed. 

Ahmed, instead of asking for interest on this loan applies a contrivance. He sells an asset to Mohammed for 

£12 on credit and then immediately after that he buys back from him the same asset for cash at £10.The buying 

back agreement allows the seller to assume ownership over the asset in order to protect against default without 

explicitly charging interest in the event of late payments or insolvency (Kettel, 2013). 
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Shariah schools conform to the Shariah law but each school has the right to have its own interpretations of the 

Shariah law within a certain rules and bounders (Kettel, 2013). These schools are referred to as the Islamic 

jurisprudence schools, and are discussed in greater detail escribed in Appendix D. By virtue of the differences 

between the schools, the undertaking of Islamic finance transactions is not a standard process throughout the 

Islamic world. This, in turn, means that a transaction such as Sukuk that may be deemed to be acceptable in 

one school, but could be rejected in the other view because of its perceived non-compliance with the rules of 

Shariah.  

The majority of scholars reject the concept of sale of debts, as it an application of interest (Riba) which is 

prohibited by Shariah law. Others such as the Shafiôi school of Sunni Islam have a different view, and accept 

the sale of debt in Bay-Al-Inah contracts. This view is adopted in the Malaysian Islamic financial markets, 

according to the Malaysian Securities Commission (2002). In contrast, it is not approved in the Saudi Arabian 

interpretation of Islamic finance, according to the Hanbali school. Furthermore, the prohibition on debt trading, 

including Bay-Al-Inah is considered in the AAOIFI Shariah standard 21 as a void contract. Mohammed and 

Yousef (2008) explained that Islamic judges are agreed in allowing the activity of selling debts to the debtor 

as, the debt can be delivered to the debtor and the prohibition on Gharar (uncertainly) is avoided. However, 

there are differences in opinion with regard to selling the debts to a third party. This illustrates the different 

interpretations of Shariah law in Saudi Arabia and Malaysia. Malaysia, which has the worldôs largest Sukuk 

market, follows the Shafiôi school of Shariah law, and base their opinion on certain rulings which the scholars 

in Saudi Arabia, the heartland of Islamic finance following other schools, generally speaking, do not agree with 

(Ketell, 2013). In the authorôs view, it could be said that debt trading is the same concept as in the conventional 

banking system, whereby money is an asset that can be bought and sold, while the Islamic finance theory 

emphasises that money is not an asset and should be, ideally a vehicle to be used as a medium for the exchange 

of real assets. However, the diversity of interpretation of Shariah may affect the determination of certain rulings 

on a special issue where one Islamic finance expert would accept a new product as being Shariah compliant 

while others would decide it to be non-compliant (McMillen, 2006). In fact, this is a critical dilemma that faces 

Islamic bankers in the current market, despite the fact that there have been several recorded attempts regarding 

the standardisation of the Shariah rules, especially in international trades which may involve non-Muslim 

counterparties. At the present time, the AAOIFI Shariah standards are often used as a benchmark for best 

practice.   

Most Shariah scholars in the Gulf region, including Saudi Arabia do not permit securitisation of debt trading 

in Sukuk. By contrast, in Malaysia the view is different. The securitisation of debt trading in Sukuk is permitted. 

For example, it is permissible to trade Sukuk Murabaha in Malaysia while in Saudi Arabia is not. The investorsô 

practise in Saudi is holding the Sukuk Murabaha till the redemption date due. This implies different risk 

profiles for the same Sukuk structures trading in different markets, according to the differences in the 

interpretations of the Shariah rules in these markets.  

2) Shariah governance  

The diversity of practices and models of Shariah governance systems is a current feature of Islamic finance. 

Hasan (2010) contributed with a study of regulatory frameworks of Shariah governance systems including 

Malaysia and Saudi Arabia. He illustrated different approaches to Shariah governance in respect of the 

regulatory framework. He observes that Malaysia follows a pro-active approach. Proponents of this model 
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argue for a regulatory-based approach in strengthening the Shariah governance framework. In Malaysia many 

laws have been passed and amended by the Malaysian parliament, including the Islamic Banking Act 1983, 

the Takaful Act 1984, the Banking and Financial Institutions Act 1984 and the Securities Commission Act 

1993. The Central Bank of Malaysia Act 2009 confirms the status of the National Shariah Advisory Council 

(SAC) to be the sole authoritative body in Islamic finance. Furthermore, Bank Negara Malaysia (BNM) issued 

the Guidelines on the Governance of Shariah Committee for the Islamic Financial Institutions known as the 

BNM/GPS1. In addition, the Securities Commission of Malaysia issued the Registration of Shariah Advisers 

Guidelines 2009, setting out the criteria for the registration of a Shariah adviser in the capital market sector.  

 

On the other hand, Saudi Arabia has adopted a passive approach to Shariah governance. The Saudi Authority 

Monetary Authority (SAMA) treats Islamic finance as being equal to its conventional counterparts. SAMA has 

yet to issue legislation pertaining to Islamic finance and guidelines on a Shariah governance system. There is 

no national Shariah advisory board or any institutions mandated to be the sole authoritative bodies in Islamic 

finance. The existing Shariah governance system as practiced by the Islamic financial system in the Kingdom 

of Saudi Arabia is a product of self-initiative rather than regulatory requirement or regulatorôs direction. Hassan 

(2010) advised that establishing a Shariah board at national level, providing legal provision on the final 

authority of the Shariah boardôs rulings, allowing relevant experts to be appointed as the Shariah board 

members and issuing universal Shariah prudential standards is a proper solution to improve the Saudi Arabia 

model in Shariah governance. This solution has been adopted in other countries such Sudan and Pakistan as 

well as in Malaysia. Another solution may be to adopt the international Shariah standards issued by global 

bodies such AAOIFI and the International Islamic Fiqh Academy.  

. 

3) Sukuk markets 

 

According to Aljazirah Capital report (2010) the Saudi Arabian Sukuk market saw significant growth during 

the previous 5 year period, while still trailing Malaysia, the largest Sukuk market in the world, with Sukuk 

financing in Malaysia accounting for 5.3% of the total financing in the country compared to just 1.3% for Saudi 

Arabia.  In 2015, as a proportion of GDP, Malaysiaôs Sukuk financing accounted for 7.0% compared with 6.0% 

in 2010, while the 2015 figure for Saudi Arabiaôs is 1.3% and only 0.7% in 2010. This implies that Saudi 

Arabian Sukuk market still holds significant potential for development.  

 

 Figure 15: Sukuk financing as a % of GDP/Sukuk as a % of total financing 

 

Source: Aljazira Capital report, 2010 
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Moreover, in terms of lack of long term financing avenues, it notable that Saudi Arabiaôs short-term bank 

lending accounted for approximately 58.0% of total bank lending during that period. There is great potential 

for the Sukuk market to emerge as alternative mode of long-term financing given that most Sukuk are issued 

for periods exceeding five years.   

Table 2: Comparison of Saudi and Malaysian Sukuk Markets  

 

Comparison Factor Saudi Arabia Malaysia 

Shariah schooling 

Hanbail, 

AAOIFI Shariah standard is not 

banding 

Shaifi, 

AAOIFI Shariah standard is 

not banding 

Shariah governance model Passive approach 
Pro-active approach 

Total value of Sukuk issuance USD$7.8 billion (2014) 
USD$20 billion (2014) 

Global % of Sukuk issuance 

market share  (2015) 
10% 

70% 

Size of outstanding Sukuk 

(2015) 

USD$51, 491 million  

(Q3 2015) 

 

USD$148,474 million 

(Q3 2015) 

Number of Sukuk issues 68 
1679 

Date of modern market 

emergence 
2009 

2002 

Sukuk issuance account 

compare to GDP rate 
1.3% 

7% 

Types of Sukuk structures most 

used 

Wakalah: 44% 

Hybrid: 23% 

Ijarah: 14% 

Murabahah: 12% 

Mudarabah: 6% 

Musharakah: 1% 

Murbahah: 76% 

Musharakah: 10% 

Wakalah: 9% 

Hybrid: 5% 

Sources: Moodyôs, securities commissions Malaysia, Bursa Malaysia, Zawya, IFIS, Tadawul and 

developed by the author (2015) 

 

 

The comparison above shows that, although Malaysian Sukuk market currently occupies the leading role in the 

global Sukuk market and is seeking to maintain its position, the Saudi Arabian Sukuk market has the potential 

to develop quickly and to challenge Malaysiaôs position. Both markets are in competition for the position of 

global Sukuk leadership. There are major differences between Malaysiaôs market and Saudi Arabiaôs market. 

The differing Shariah schools and interpretations play a crucial role in structuring the market positions. Clearly, 

the total value of Sukuk issuance in Malaysia currently outperforms the Saudi market. Of great interest is that, 

while the same Sukuk structures and terminologies are used in both markets, the different interpretations of the 
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Malaysian and Saudi Arabian Shariah schools means that the risk/return performance of the same structures 

may differ between these markets. For example, some Sukuk that are tradable in Malaysia are not tradable in 

Saudi Arabia, and hence bear greater liquidity risk in the Saudi market. The impact of Sukuk structure on 

Sukuk risk profiles is discussed in a number of studies, including Alsayed (2013), Abdul Jalil & Abdul Raham 

(2012), Saad & Mohamad (2012), Muhamed & Radzi (2011), Wilson (2008), Zaidi (2009) and Tariq and Dar 

(2007). Despite differing Shariah interpretations and different standards adopted, Sukuk investors are targeting 

Sukuk as attractive Shariah compliant instruments. This is evidenced by the rapid growth and investor demand 

for Sukuk in both markets. 

 

1.6 Issues surrounding Sukuk  

As an emerging financial instrument, many concerns surrounding Sukuk have arisen. Because Sukuk have only 

recently appeared this is a natural expectation. On the other hand it is important that these issues are addressed 

with more analysis and research.  

 

Since late 2007, the Sukuk market has been adversely affected by two major events (Weddernurn-Day, 2010). 

First was the announcement by AAOIFI on the permitted Sukuk structures that adversely affected scholarsô 

acceptance of certain types of Sukuk. Second, the impact of the 2008 global financial crisis on sovereign Sukuk 

issuance that contributed to the fall in Sukuk issuance. 

 

In the literature it has been observed that many theoretical issues concerning Sukuk have not yet been resolved. 

Christophe, Turk-Ariss and Weill (2011) report that Sukuk as an instrument has issues not sorted out yet. The 

root of this issue is whether Sukuk really differ from conventional bonds. Miller et al. (2007) and Wilson 

(2008) argue that Sukuk returns are structured to replicate conventional bond characteristics, while others, such 

as Cakir and Raei (2007) take an opposite view, noting the empirical results showing that Sukuk are different 

from bonds because they present diversification benefits in terms of risk reduction when added to a portfolio 

of fixed income securities. Further, Wilson (2008) highlighted that Sukuk differ from conventional bonds in 

that Shariah issues in Sukuk play a crucial role because they can lead to default risk.  

 

Shariah concerns include the problems that may arise facing Sukuk issuance in secular jurisdictions. This 

occurs when the Sukuk contract chooses a governing law that does not incorporate any aspect of Shariah. In 

this case the parties involved in the transaction can choose to include additional clauses in the contract to take 

account of Shariah. Consequently, any breach of the contract can be punished by the courts, and a secular 

jurisdiction is thus able to take account of local law (Al Elsheikh and Tanega, 2011).  

 

In the case of Shamil Bank of Bahrain v Beximco Pharmaceuticals Ltd (2004) the Court of Appeals noted that 

it was required to consider the commercial purposes under which a contract was written when interpreting it, 

despite the fact that the law governing the contract must be national law and that the courts would not rule on 

the principles of Shariah. More importantly, the ruling also stated that a contract must choose to abide by the 

laws of a specific country, and cannot be subject to Shariah alone. Note also that the parties must abide by 

national laws in addition to Shariah, and that in any situation where Shariah conflicts with the local law, 
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priority must be given to the latter. There may also be difficulties in specifying the exact principles that the 

parties must abide by, given the lack of any single compilation of Shariah principles (McMillen, 2007).  

 

In general, those issues may be categorised into three perspectives: Shariah issues, default risk and risk 

measurement within the context of Islamic finance theory. Thus, Sukuk require more research to be a reliable 

secured investment instrument.   

Figure 16: Sukuk issues categorisation  

 

1.7 Research statement  

The literature relating to Islamic debts has predominantly focused on the legal, theological and philosophical 

aspects of Islamic law and jurisprudence, on the basic concepts and principles, and the validity of how debts 

are conducted in Islamic finance within the general framework of Islamic debt (Mirakhor, 1996; Cakir, 2007; 

Dar and Tariq, 2007; Wilson, 2008; Ashhari, 2009; Somolo, 2009). So far, to the best of the authorôs 

knowledge, only a minimal amount of empirical research has been conducted looking at the relationship 

between Sukuk structure and financial performance. 

  

Considering the recently recorded defaults of some Sukuk securities, market players may need to consider the 

principle differences in Sukuk structuring. This is an important matter in order to reform the market and to 

analyse the implications of the different Sukuk structures in the event of restructuring during a default. 

Especially important is the debate between the asset-based and asset-backed nature of Sukuk, where it is likely 

to impact many restructuring issues in the market. As asset-based Sukuk essentially exposes investors to the 

credit risk of the originator, in that case the restructuring process is aligned with that of unsecured instruments. 

Moreover, the rapid expansion that has been witnessed on the Sukuk market against the complexity of Sukuk 

structuring leads to questions on how those structures affect Sukuk performance and reflect Sukuk growth. 

1.8 Research aims and objectives 

The research objectives are designed as follows:  

¶ To examine how Sukuk markets have developed and progressed. 

Sukuk Risk 
Measurement 

Default Risk 

Sukuk pricing

ShariahIssues

Substitution  
Sukuk assets
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¶ To evaluate the risk/expected return performance of Sukuk compared to their counterpart conventional 

bonds. 

¶ To identify the common Sukuk structures in the global Sukuk market.  

¶ To identify, measure and analyse the key financial Sukuk risks, including credit risk, maturity risk, 

investment rate risk, and structure risk. 

¶ In particular, to evaluate Sukuk structure risk as a risk factor in Sukuk pricing. 

¶ To demonstrate how the understanding of Sukuk risks, including Sukuk structure risks, may contribute to 

minimising Sukuk risk from the standpoint of issuers and investors. 

1.9 Research questions 

The research attempts to answer the following questions: 

¶ What are the key risk factors in pricing Sukuk? 

¶ What is the impact of Sukuk structure risk in Sukuk ricing?  

¶ How could a greater choice of Sukuk structures increase the validity and value of Sukuk? 

¶ On the basis of the unique, but still limited data set available for this study, what is the empirical evidence 

that the theoretically motivated risk factors identified in this study are actually priced in the market? 

 

1.10 Research methods  

This research follows the deductive method. However, difficulties are encountered when applying the 

deductive method to the study of Sukuk. Therefore, it can be said that, while the research follows the principles 

of the deductive method, the conclusions drawn from the study are less conclusive than they would be, for 

example in the exact sciences. 

 

1.10.1 Steps in applying the deductive method: 

1) Hypotheses concerning Sukuk are developed from two sources: 

a) The extensive review of the existing academic literature on Sukuk. 

b) The general background knowledge of the Sukuk markets studied. 

 

The hypotheses, therefore are essentially expectations of what we expect to find when we look at the data. 

 

The degree of confidence in these hypotheses or expectations is less than is usual in the study of conventional 

finance. This is because Sukuk markets have a very short history and are still very under-developed. For 

example, it might be hypothesised that, because Sukuk are asset-backed or asset-based they are safer than 

conventional bonds. In that case it would be hypothesised that the rate of return on Sukuk should be lower than 

that of conventional bonds, due to the lower level of risk. However, it can also be argued that the many 

uncertainties concerning Sukuk, such as whether a particular Sukuk issue is Shariah compliant or on the legal 

rights of investors in the case of default, may mean that Sukuk are actually more risky than conventional bonds. 

In that case the hypothesis would be that the rate of return on Sukuk would be higher than that of bonds. It is a 

matter of judgement which of these conflicting hypotheses is the most plausible. 

 

In the hypothesis development of this thesis the author applies his own judgement as to which hypotheses are 

the most plausible. Clearly, not all experts in Islamic finance will necessarily agree with these choices. 
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2) The second step in the deductive method is empirically testing the hypotheses. The data will either support 

the hypothesis (the hypothesis is corroborated) or the data will undermine the hypothesis (the hypothesis 

is refuted). 

 

Hypothesis testing in the social sciences is less clear cut than in the exact sciences. In particular, in the study 

of Sukuk ñcorroboratedò means only that the hypothesis has obtained some degree of empirical support, while 

ñrefutedò means only that our confidence in the hypothesis has been weakened to some extent. 

 

The major problem in the second step of the deductive method as applied to Sukuk is that empirical data on 

Sukuk is very limited. The Idealratings back data used in this study is currently the most extensive data set 

available for Sukuk. However, it is still the case that the empirical testing is limited. The short history and 

limited number of trades in the Sukuk market means that the data required for rigorous empirical testing simply 

does not exist. 

 

3) The third step in the deductive approach is evaluating the hypotheses in the light of the results of the 

empirical tests. This leads to further hypothesis development, where new hypothesis are proposed or 

existing hypotheses revised. It may also lead to further research questions. 

 

4) Well-corroborated hypotheses may be applied in practice, and will be of value to many stakeholders, 

including investors, bankers, corporate and sovereign issuers, regulators and governments.  

 

While there are difficulties in applying the deductive method to the study of Sukuk, the principles underlying 

the deductive approach are sound.  

1.11 Research rationale and motivation 

There are several reasons for the remarkable growth of the Sukuk market, including: 

¶ Sukuk are Shariah compliant financing instruments preferred over conventional bonds by Muslim 

investors. 

¶ The huge wealth of Gulf countries, in particular Saudi Arabia, is producing a substantial demand for 

investment opportunities in instruments such as Sukuk. 

¶ Saudi sovereign and corporate entities are looking to diversify their financing options to minimise risk and 

satisfy their Muslim shareholders (Alsaaeed, 2012, Watheeqa, 2010). 

¶ Sukuk can offer long term financing solutions with attractive terms. 

¶ Sukuk are financing instruments securitised on tangible and intangible assets. 

¶ Sukuk have the potential to become liquid instruments due to their tradability. 

¶ Sukuk offer an alternative mode of financing to traditional bank financing and equity financing. 

¶ The global acceptance of Sukuk is attracting international financial institutions to the industry, adding 

value to the market through innovation (Alsaaeed, 2012). 

 

Research on Sukuk has attracted the attention of many academics, and the demand for Sukuk research from 

practitioners, scholars, regulators, governments and quasi-governmental bodies is immense and growing. 
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Indeed, the development of Islamic finance is regarded as one of the most significant developments in finance 

in recent decades.  

 

The rationale of this research is to add value to the Sukuk market by contributing to the understanding of the 

factors that determine Sukuk risk. A better understanding of Sukuk risk will help with developing and 

innovating long term types of Sukuk, with feasible financial features such as risk/return profiles that are 

attractive to both issuers and investors. With innovative structuring, competitive rules and regulations and the 

appropriate technical infrastructure, Sukuk could be a major driving force in the economic progress and 

development of Saudi Arabia and other Islamic countries (Hassan and Mahlknecht, 2011). 

1.12 Research content and structure  

This thesis is divided into nine chapters. Chapter 1 concludes the introduction. 

 

Chapter 2 discusses the principles of Islamic finance in depth. The discussion includes, a comparison between 

Islamic finance and conventional finance, the principles of Islamic finance, the growth of Islamic finance 

around the world, risk management in Islamic finance, and how Islamic finance faced the recent finance crisis. 

The rationale for this chapter is to build on the introductory material in Chapter 1 to give a wider perspective 

on the subject. 

 

Chapter 3 presents the different kinds of Sukuk structures and mechanisms. Sukuk are more flexible than 

conventional bonds, in that there is great scope in Sukuk for innovative structures to meet the needs of issuers 

and investors. The different kinds of Sukuk structure are presented in detail in this chapter.  

 

Chapter 4 discusses Sukuk risks. Sukuk risks can be classified in a number of different ways. These different 

classification schemes are discussed in this chapter. It is argued that Sukuk structure risk, a risk that has hitherto 

not been discussed much in the literature, is one of the main risk factors that should be taken into account when 

evaluating Sukuk risk.  

 

Chapter 5 discusses research methodology and expands on the discussion of research methods presented in 

Chapter 1. 

 

Chapter 6 discusses the data used in this research study.  

 

Chapter 7 presents an empirical analysis that updates and extends the empirical analyses already undertaken 

on Sukuk. These studies are based on the analysis and comparison of Sukuk and conventional bond indices.  

 

Chapter 8 presents the empirical research using the unique Idealratings Sukuk referred to in Chapter 1 and 

presented in Chapter 6.  

 

Chapter 9 concludes the thesis. 

 

Further descriptive background material is contained in the Appendices.  
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Figure 17 shows the research design which have been developed as an achievement diagram of the study: 

Figure 17: Study design and achievement guideline 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

1.13 Conclusion  

Despite Islamic financial growth and penetrating the global market, the majority of Islamic finance instruments 

have not developed and grown as fast as Sukuk. Sukuk are an innovative product with its own features, 

principles and methods that are different from conventional bonds. This chapter introduces, and presented an 

introduction and overview of Islamic finance, the meaning of Sukuk, how Sukuk differ from conventional 

bonds, some background on the Saudi Arabian and Malaysian markets, a statement of research aims, objectives 

and motivation and rationale, and the main research contribution of the thesis. The remaining chapters present 

the research topic in detail.  
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CHAPTER 2 

AN INSIGHT INTO THE ISLAMIC FINANCE SYSTEM 

2.1 Introduction  

The purpose of this chapter is to present a comprehensive background to the Islamic finance system. This 

chapter extends the introduction to the general theory of Islamic finance presented in Chapter 1. It addresses 

the concept of Islamic finance, its features, market developments, common methods of Islamic financing and 

risk management in Islamic finance. 

2.2 Islamic finance concepts  

The first Islamic finance institutions in the modern era were Islamic banks, designed to comply with the ethical 

principles and provisions of Islamic law, which is known as Shariah. This law is derived from the Holy Quran 

and Sunna (the speech of Prophet Mohammed peace and blessings of Allah be upon him).  

 

Muslim and non-Muslim authors have considered the foundations of Islamic finance in depth (Hanif 2014, 

Wilson 2009, Gait and Worthington 2007, Metwally 2006, Iqbal and Molyneux 2005,Siddiqi 2004, Akacem 

and Gilliam 2002, Zaher and Hassan 2001, Lewis and Algaoud 2001,Al -Jarhi and Iqbal 2001, Warde 2000, El-

Gamal 2000, Dar and Presley 1999, Dumale and Sapcanin 1999, Abdul-Gafoor 1999, Moore 1997, Iqbal 1997, 

Haron 1995, Kahf and Khan 1993, Metwally 1993, Noorzoy 1982). Generally, Islamic finance builds on 

Islamic interpretations in respect of money. These interpretations can be summarised into two main ground 

rules: sharing of profit/loss and the prohibition of the collection (giving) and payment (charge) of interest 

(usury). By contrast, conventional finance is guided mainly by the rules of the capitalist financial system, which 

are based on the profit maximisation principle. In other words, Islamic finance is based on trade while 

conventional finance is based on debt. There is a fine line between these two counterpart systems.  

 

The role of Islamic financial institutions becomes problematic, given the prohibition on charging and receiving 

interest. What then, should be the role of Islamic finance in an interest-free financial system? The answer is 

that instead of engaging in interest-based transactions, Islamic providers of finance should invest in viable 

projects with reliable borrowers. If the project succeeds, the profits are shared; if it fails, losses are suffered.  

 

Fundamental to an understanding of Islamic finance is the Islamic theory of money. Money value in Islam has 

an exclusive frame of interpretations and originality different from other financial systems; it is the main driver 

of Islamic finance principles. 

 

2.3 Money in Islam  

Beyond the Islamic finance concept, it is interesting to address the money value theory in Islam because it is a 

fundamental driver in designing Islamic finance instruments. This explains why the Islamic finance system 

exists in the financial industry. Money is considered to be a vehicle, or value instrument bringing benefits for 

its holder in the context of exchanging values with others.   
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The debate surrounding the value of money is deeply entrenched in finance and Shariah scholars. Adebayo 

(2010) discussed the capitalist tendency of giving money the status of a commodity, where the interest rate is 

regarded as the price of this commodity. He considers money in Islam as a platform of exchange and a store of 

value and so as a representative of assets and not a genuine asset in itself. Consequently, money is means of 

securing economic satisfaction as it bears some, but not all qualities attributed to assets. Ayub (2007) discussed 

the money value in Islamic finance. He attributed it to the valuation of the credit period based on the value of 

the goods or their usufruct, and as being different from the conventional concepts of ñopportunity costò or 

ñtime valueò. He discussed the Shariah scholarsô concerns of the credit price of a commodity as a replacement 

of money. In Islamic finance, the time valuation of money does not exist in the exchange of monetary values, 

loans or debts. However, it is possible only in business in the trade of goods and services. In addition, he stated 

the concept of time value of money in the context of the Shariah is also entrenched in the Shariah prohibitions 

on mutual exchanges of gold, silver or monetary values in the form of a defered sale. This is because a person 

may obtain the opportunity by using the currency which he has received but he has not given its counter value 

from which the other party could take a benefit. 

 

Therefore, since all goods possess the quality of depreciation by the lapse of time, money should therefore 

adopt this feature as well. Once this feature is imputed to it, as it should be, nobody would be interested in 

holding it back. It would be put back into circulation as soon as it was received, causing more demand on 

available products (that are bought and sold) which will further boost production to increase supply, leading to 

more employment and higher wages. Higher wages would cause higher demand and more supply. It is this way 

an act of unfairness to hoard money, believing that idle money should retain its purchasing power through the 

receipt of fixed interest payments.   

 

Ahmad and Hassan (2006) presented three reasons why money should not be considered to be a commodity. 

These are that: (i) money has no intrinsic value like a commodity. It can only be used to buy some goods or 

services, in contrast to a commodity which can be used directly without exchanging it for something else; (ii) 

commodities have different in qualities and features compared to money. Money has the sole quality that it is 

a measure of value or vehicle for trade and exchange. Hence, all money units are of the same grade and they 

are exactly equal in this respect; and (iii) money cannot be pin-pointed in a transaction of exchange as against 

selling and purchasing transactions which are effected on an identified commodity. In the Islamic theory of 

money value it would be wrong to exempt money from the law of depreciation or a store of value since 

money itself cannot perform any function; money only becomes useful when it is exchanged for a real asset 

or used to buy a service. 

 

As early as Fisher (1911) and later Ingham (2004) it was noted that in capitalist theory there is no difference 

between money and commodities as far as trade transactions are concerned. Both are treated on a par and can 

be sold at whatever price the parties agree on. For them selling £100 for £110 is the same as selling a box of 

potatoes costing £100 for £110. 

Asutay (2010) justified the Islamic theory of money by attributing to Islamic finance principles such as the 

importance of moral behaviour in the market place, whereby the market is a tool for producing economic 

outcomes compatible with social justice. This is in contrast with the rationalist, self-maximising and 
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productivity-oriented capitalist market economy. He explained that Islamic finance theory differs from the 

capitalist theory as money and commodities have different natures and considerations. For example, money 

has no intrinsic value but is only a store of value or a vehicle of exchange; it has no capacity to fulfilling human 

needs by itself, unless converted into commodities.  

Thus, a commodity can fulfil human needs directly, and can have different features while all money is the same 

in the sense that a new note of £50 is exactly equal in value and function to an old note of £50. Also, 

commodities are transacted or sold by pinpointing the commodity in question to given certain specifications. 

Furthermore, the growth and development of the Islamic finance system came from its theory towards the value 

of money and this appeared essentially as a product of its promotion of justice in its transactions (Adebayo, 

2010). Precisely, the principles of the Islamic finance system are focused on the benefit of society, and for the 

individuals or groups in that society. Justice has therefore been considered an actual instrument to achieve it. 

This implies the purpose of Islamic finance theory. It creates a challenge for Islamic finance institutions to 

apply best practices of those principles to Islamic finance products and instruments such as Sukuk.  

Therefore, in the Islamic finance context, money cannot be used to trade on itself, and when there is a need to 

exchange money in the case of borrowing or lending, the payment on both sides must be equal. In other words, 

money is treated as "potential" capital (Asutay, 2010). It is considered as actual capital when associated with 

other resources to enable a productive activity. Islam recognises the time value of money, but only when it acts 

as capital, not when it is "potential" capital. This explains the reason behind prohibited dealing with interest 

(Riba) in Islamic finance. Interest is used as a target in the conventional system but Islamic finance is designed 

to target profit from trade transactions. Profit against interest is the differential purpose of the two systems. In 

fact, the difference lies among the risk factor and gain factor; while parties share both risk and gain in trading. 

Risk lies solely on the borrower only in Riba operations [God has permitted sale (bai) and prohibited Riba] 

(2\275). Profit against interest summarises the different purposes of the two systems. The table below explains 

in more detail the comparison between interest and profit:  

Table 3: Difference between interest and profit 

Interest Profit  

Return on capital Return on a project 

Interest is guaranteed Risk of loss is involved 

Fixed return Variable return 

Return on deposit 

Return on joint ventures in a risk sharing 

relationship, provided they remain within the 

framework of Shariah permissible [Halal] activity 

and return is not unreasonably high. 

Interest is fixed at the time of contract and is not 

based on profit or loss 

Profit distribution is based on profits and profit 

shares are fixed at the time of contract 

The interest rate is based on the amount of money 

involved 

The rate of profit financing is based on the amount of 

profit obtained 

Payment of interest is fixed as promised without 

taking into account the profitability of the project 

managed by the other party 

Distribution of profit depends totally on the 

profitability of the project concerned. Should the 

project be non-profitable or incur losses, then the risk 

is borne by both parties 

The amount of interest paid does not increase 

even if the profit obtained is manifold 

Distribution of profit increases in accordance with 

the amount of profit  obtained 

Source: created by Asutay (2010) and developed by author (2016) 
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This shows that the root of Islamic finance theory concerns the concept of money and its treatment in Islamic 

theory. This is the answer to the question raised regarding the essential differences between the two counterpart 

financial systems.  

2.4 Features of the Islamic financial system  

Islamic finance implies a connection between investors, banks and traders through a risk sharing mechanism. 

This feature shows a major difference between the Islamic system and the conventional. The Islamic finance 

system is Islamic in that it is guided by Islamic law, which defines the rules and guidelines for the appropriate 

operational of the Islamic system. 

Akram, Rafique, and Alam (2011) discussed the Islamic finance features and summarised them into four 

categories as follows: 

 

1) Risk sharing 

2) Materiality 

3) No exploitation 

4) No financing for sinful activities.  

 

Thus, the risks are dispersed between all stakeholders of the investment deal, such as the investor or capital 

provider, the bank and client, and materiality means that a real transaction must exist and avoid exploitation 

for all parties. Also, financing sinful activities is clearly in contravention of the Islamic rules.  

 

In profit and loss sharing transactions (PLS), the profit and loss sharing ratio is pre-determined. Profit and loss 

sharing in Islamic banking may serve to eliminate inflation, unemployment and poverty.  

 

The figure below shows the connections between those features that should be adopted in all Islamic finance 

instrument e.g. Sukuk.  

Figure 18: Islamic finance features   
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These features of the Islamic finance system require a close link between financial and productive flows in the 

society. This connection helps to channel funds into real economic activities. This has the effect of protecting 

the Islamic financial system from risks associated with extreme financial leveraging and speculative activities. 

 

It is required for Shariah compliant instruments to reflect these features in reality. For example, consider Sukuk 

Murabahah, which is considered as a debt based certificate. It is a transaction whereby existing assets are 

purchased and then resold to the client with a mark-up. For example, a bank may purchase inventory assets on 

behalf of a firm and sell those assets to the firm, with immediate delivery, with payment in instalments with a 

mark-up over cost. Murabahah transactions are practised by Islamic financial institutions under such various 

names as: mark-up, cost plus financing, production support programmes, short-term financing or sale-purchase 

contract (Ahmad, 1993). 

 

The full picture of the financing methodology of Murabahah presents sharing risks between the buyer and 

purchaser. The transparency of Murabahah commodity finance is essential for it to be in compliance with the 

Shariah. This shows that Islamic finance supports the economy with productive demand to supply the bankôs 

clientôs financial needs. The figure below illustrates this structure in simple context. On the other hand, 

Murabahah financing form can be observed that is similar to a conventional interest-based lending structure. 

However, a major difference exists between Murabahah and interest-based lending is that the mark-up in 

Murabahah is obtained towards work that incurs costs and efforts to provide the service. For example, in 

seeking and purchasing the required goods at the best price. The amount mark-up is not determined by the time 

period. Thus, if the client fails to make a deferred payment on time, the mark-up does not increase from the 

agreed price owing to delay. Also, the Islamic bank owns the commodity between the two sales; this implies 

that it carries the associated risks (Iqbal and Mirakhor, 1999). 

 

Profit and loss sharing (PLS) dominates the theoretical literature on Islamic finance in contrast to the extent to 

which it is applied in practice. Currently, Murabahah and other debt based products are dominant in Islamic 

finance. Murabahah represent around 80% of the Islamic finance market compared to 20% for PLS products 

(Dar and Presley, 2000). Debt based products such as Murabaha in some respects are close to conventional 

financing methods. One criticism of Islamic finance is that Islamic finance products tend to be created by 

adapting existing conventional products rather than developing entirely new Islamic products.  

 

Hanif & Iqbal, (2010) categorised Islamic modes of financing into two themes, Shariah compliant and Shariah 

based. The table below displays Islamic modes of financing under this classification.  

Table 4: Classification of Islamic modes of financing  

Shariah based  Shariah compliant  

Musharaka Murabaha 

Mudaraba Ijarah 

Diminishing Musharakah Bai Salam 

Muzaraôa (Sharecropping) Bai Muajjal 

Musaqa (Irrigation) Istasna 

Mugharasa (Agriculture or Plantation) Wakala (Agency) 

Source: Hanif and Iqbal, (2010) and developed by Author (2016). 
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Hanif and Iqbal, (2010) explained Shariah compliant products as the modes of financing where the return to 

the financier is predetermined and fixed but within Shariah constraints. The financing methods harmonising 

the operations of Islamic finance with conventional finance include Murabaha (cost plus profit sale), Ijarah (a 

rental arrangement), Bai Salam (spot payment for future delivery), Bai Muajjal (sale on deferred payment), 

Istasna (order to manufacture) and Wakala (agency). They are all Shariah compliant products. On the other 

hand, Shariah based transactions are the financing modes incorporating the Shariah concept of profit and loss 

sharing. These contracts include Mudaraba (partnership of capital and skill), Musharaka (partnership in 

capital), Diminishing Musharaka (Islamic housing finance), Muzaraôa (sharecropping), Musaqa (irrigation) 

and Mugharasa (agriculture). Under Shariah based profit and loss sharing modes of financing, returns to the 

financier are not fixed in advance. Rather it depends upon the outcome of the project. However, loss is to be 

shared according to capital contributions. 

 

It can be concluded that the major difference between conventional and Islamic financing lies in the Shariah 

based modes of financing (Hanif, 2011).  

 

Figure 19: Simple Murabaha Structure  

 

Source: Islamic finance board, 2015 

 

A fundamental feature of Islamic finance is the fact that Islamic finance is focussed on serving the financing 

needs of the real economy. This is due to the asset based nature of Islamic finance transactions. In conventional 

finance there are no restrictions on the purposes for which financing can be raised. For example, conventional 

finance allows borrowing for leveraged speculation in securities markets. This may assist in explaining the 

occurrence of bubbles and crashes in the stock market, for instance the crisis on the Shanghai Stock Exchange 

(SSE) in August 2015 where the market index lost 1400 points within three days. Abdullah (2016) explained 

that the difference between the real economy in China and financial economy contributed effectively in this 

crisis, noting that GDP growth was recorded at the relatively low figure of 7.7% (www.world Bank.com, dated 
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31st Dec 2015) compared with a rise in the stock market of 150% during the year from June 2014 to June 2015, 

with the average PE ratio of 70:1 in contrast to a PE of 16:1 for the Dow Jones Stock index. This implies that 

applying the Shariah principles that financing should be asset based and anchored in the real economy may 

reduce the abuse of the stock market as a way of gambling, and move it towards its main purpose of providing 

finance to the real economy. 

 

Elfakhani and Hassan (2007) emphasise that Islamic finance structures are based on profit sharing partnership 

schemes. In addition, the most important element of the Shariah Law is forbidding dealing in three things: 

Riba (interest), Maysir (gambling and pure games of chance), and Gharar (selling something that is not owned 

or that cannot be described in accurate details such as the type, size, and amount).  

 

In this light, Asutay (2010) states the features of Islamic finance in terms of an actual moral, equitable 

distribution in resources and social fairness, with risk-sharing as a component of Islamic trade rather than the 

risk-transfer of conventional finance.  He discussed these features and categorised them into six elements as 

summarised below. In addition, the other features stated by other researchers such as Iqbal (1997), Elfakhani 

and Hassan (2007), Wilson (2007), and Akram et al. (2011) have been added on.  

 

Figure 20: List of Islamic finance features  

 

 

As far as the prohibition of interest is concerned in Islamic finance theory, questions arise concerning the 

justification of this prohibition. It is argued that prohibition of interest (Riba, Usury) provides for a stable and 

socially efficient economic environment. In addition, interest is unfair in that it affects borrowers and lenders 

alike. The borrower pays the interest and repays the capital as well as bearing any losses from the use of these 

funds. The lender may lose the value of capital when applying interest and encourage the borrower to defer the 

payment. On top of this, interest leads to money being made from money, an unacceptable practise in Islamic 

finance. In Islam, money is an exchange instrument that has no value in itself. The second feature is prohibition 

of fixed return. This is driven by Islamic finance rules that do not allow capital to gain a fixed return without 

Prohibition of interest (Riba, Usury) 

Prohibition of fixed return

Privilege of money value 

Profit Loss Sharing (PLS)

Participatory nature in financing methods 

Avoidance of Gharar 

Avoidance of Maysir (gambling, pure games of chance):
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carrying any risk. In addition, it is shared through an economic activity in the real economy rather than in the 

financial economy. Also, Islamic finance aims at productive economic activities or asset based financing over 

the debt based system. The third feature is the Islamic theory of money value. The wisdom behind it is that 

money does not have any inherent value in itself and therefore money cannot be created through the credit 

system. This reflects the value of money in Islam as well as bringing another rationale for the prohibition of 

interest. The fourth feature is profit and loss sharing (PLS). This shows the nature of the relationship between 

capital and work in the Islamic finance industry. In fact, this may be considered the best method of establishing 

justice between work effort and return, and between work effort and capital. The fifth feature is the 

participatory nature in financing methods. In fact, the participation methodology is reflected in PLS theory; 

Islamic financial instruments, capital and labour merge to establish a partnership. The sixth feature is avoidance 

of Gharar. This is considered a critical feature and means selling something that is not owned or that cannot 

be described in accurate details such as the type, size, and amount. Al-Dareer (1997, p7) defines Gharar in 

jurisprudential terms under three headings: 

 

óóFirst, Gharar applies exclusively to cases of doubtfulness or uncertainty, as in the case of not knowing 

whether something will take place or not. The definition by Ibn Abidin is a case in point: Gharar is 

uncertainty over the existence of the subject matter of a sale. A second view holds that Gharar applies 

only to the unknown, to the exclusion of the doubtful. This view is adopted by the Zahiri School. Thus, 

according to Ibn Hazm, Gharar in sales occurs when the purchaser does not know what he has bought 

and the seller does not know what he has sold. The third view is a combination of the two categories 

above; Gharar here covers both the unknown and the doubtful, as exemplified by the definition proposed 

by Al-Sarakhsy who states that Gharar obtains where consequences are concealed. This is the view 

favoured by most scholarsôô. 

 

More simply, El-Gamal (2001, p5) defines Gharar as ñé the sale of probable items whose existence or 

characteristics are not certain, due to the risky nature which makes the trade similar to gamblingò. In other 

words, the Gharar is anything whose consequences are hidden. In finance, Gharar is exists in derivative 

transactions, such as forwards, futures and options, in short selling, and in speculation. In Islamic finance, 

most derivative contracts are not Shariah complaint contracts because of the structuring of ambiguity and 

uncertainty involved in the future delivery of the underlying asset. To explain further the concept of a purely 

speculative derivative, it is a type of contract where neither party is hedging a pre-existing risk and a contract 

that, in many ways, is tantamount to a gambling practice that, arguably, made a significant contribution to the 

recent financial crisis (Nicholas, 2012). However, there is a debate among Shariah scholars on the acceptability 

within Islamic law on the use of derivative contracts within Shariah constrains. The challenge here is how to 

structure the asset that underlies the contract without falling into the practice of Gharar. Current conventional 

derivative trading frequently involves leverage and resembles a gambling game (Maysir). Innovation is 

required to create a new class of derivatives contracts that adhere to Shariah rules, in particular to ensure that 

such contracts require delivery of the underlying real asset.  Conventional derivatives contracts are traded 

where the trader has no intention of taking delivery and is just speculating on future price movements. Also, 

conventional trading in derivatives is highly leveraged, and hence implicitly involves interest.  
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The seventh feature in Figure 3 is avoidance of Maysir (gambling, pure games of chance). The Maysir is a sort 

of gambling conducted on money using gaming instruments.  Al-Dareer (2012) argued that Maysir is 

considered a type of Gharar and is not a special class in its own right. The rationale behind the prohibition of 

Maysir is that gambling contains high risk in its transactions: some people win a large amount of money, but 

others suffer from a loss of money, and sometimes face bankruptcy. This leads to great financial and social 

problems. Also, those games of chance and gambling are unnecessary for society, because they cannot add any 

surplus to societal wealth.  

 

The IFSB explained the concepts of Islamic finance by creating the following model of the essential features 

of Islamic finance.  

Figure 21: Essential features of Islamic finance 

 

 

 

 

 

 

 

 

 

 

 

 

Source: IFSB, Islamic finance global financial stability, 2010 

 

The Islamic finance features are inherited from Shariah law and have been developed during the life of the 

Islamic finance industry. The Islamic financial services industry continues its double digit growth, led by Sukuk 

where new jurisdictions are entering the market and where continual innovation is taking place.  

 

2.5 Brief history of the Islamic finance system  

From a historical point of view, the main clients for Islamic finance are the Muslim people, which are estimated 

today at around 24% of the worldôs population (See Appendix A: the Muslim world map). They are the major 

drivers for creating the growth of Islamic finance. In spite of this, the expansion of Islamic finance as an 

industry is quite modern. According to Iqbal and Molyneux (2005), the age of the modern Islamic finance 

Overarching Principles 

¶ Towards achieving the objectives of Shariah rules (Maqasid al-Shariah): 

V Protection for religion, life, lineage, intellect and wealth 

V High ethical values such as justice, fairness, trust, honesty and integrity 

V More equitable distribution of wealth 

 

 

Materiality and Validity of Transactions  

ÁEconomically productive underlying activities 

ÁAvoidance of interest-based transactions 

ÁNo involvement in illegal and unethical activities 

ÁGenuine trade and business transactions 

ÁAvoidance of speculative transactions 

Mutuality of Risk Sharing  

ÁEntitlement of profit contingent upon risk 

taking 

ÁHonouring both substance and form of 

contract 

Embedded Governance Disclosure & Transparency 
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system is measured as being around 40 years. This explains the reason behind the need to develop Islamic 

finance. The figure below shows the history of Islamic finance and Islamic banking mentioned in previous 

research using Google software Ngram Viewer. It shows that Islamic finance has been highlighted from 1940 

and the research on it increased rapidly afterwards, especially after 1980 and 2000.  

 

Figure 22: Historical Record of Academic Research on Islamic Finance  

 

 

This indicates the important contribution of research to the development of Islamic finance. 

 

Islamic finance has experienced several essential moments in this history timeline. Iqbal and Molyneux (2005) 

state that the first individual attempt to introduce Islamic products, which attracted no interest, was in Egypt 

by Ahmed Alnajjar in the Egyptian town of Mit Ghamr in 1963, for the purpose of helping to reduce poverty. 

In 1972, the Mit Ghamr Savings project became part of Nasr Social Bank which, currently, is still in business 

in Egypt. Hanafy (2004) argued that the development toward introducing Islamic banking needed to have some 

attempts witnessed in the Middle East area. For instance, AlRajhi finance and Investment Company in Saudi 

Arabia started in 1958. The second development went from individual initiatives to group businesses 

establishing Islamic banks in the financial market. This began with the Islamic Development Bank in Jeddah, 

Saudi Arabia in 1973 and then with Dubia Islamic bank in 1975. After these attempts the expansion continued 

by establishing new Islamic banks in the Arabian Gulf region and the Islamic world followed later. Malaysia 

played a big role in the progress of developing Islamic banking in an Asian country. Azahari (2009) revealed 

that the first Islamic bank in Malaysia was established in 1982. This bank was called Bank Islam Malaysia, 

which was the result of persuading the prime minster about the necessity of Islamic banks in Malaysia to serve 

and offer Islamic compliant products for Muslim customers. The final and current movement is the innovation 

of Islamic finance instruments. For example, Sukuk, which arrived early in 2000 and are still developing to 

meet the liquidity management and investment opportunities in the Islamic finance market. The figure below 

presents the history timeline of the development of the Islamic financial system around the world.  

  

http://en.wikipedia.org/wiki/Mit_Ghamr
http://en.wikipedia.org/wiki/Mit_Ghamr
http://en.wikipedia.org/wiki/Mit_Ghamr
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Figure 23: Historical timeline of Islamic finance 

 

Source: Islamic finance breakfast briefing, 2012 

The figure below shows how Islamic banks were established historically.  

Figure 24: A brief historical tracking of the establishment of Islamic banks and institutions  

 

Source: KFH Research, 2013 
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2.6 Islamic finance market development  

It is difficult to obtain exact figures on the size of the Islamic financial sector. Without doubt, it is small in 

comparison to the conventional financial sector but it is experiencing strong growth. Iqbal and Mirakhor (1999) 

report that Islamic banks grew from an asset base of $5 billion in 1985 to a level of over $100 billion in the 

late nineties. 

The statistic for the Islamic finance industryôs growth shows a positive expansion in different aspects of the 

industry. Total assets increased from $1166bn in 2012 to $1267bn in 2013, representing 8.7% annual growth. 

However, the growth of 2012 has recorded a slowdown from 20.7% to 8.67% in 2013; the compound annual 

growth rate since 2006 was recorded as 16.02% (The Banker, 2015). This is considered a healthy performance 

overall. The figure below presents an overview.  

Figure 25: Historical view of the development of total asset value of Islamic finance market 

 

Source: The banker, 2013 and developed by author, 2015 

There many developments resulting from the entry of Islamic banks offering financial services to clients. This 

opens a competitive environment between Islamic banks and their counterpart conventional banks in terms of 

targeting customer satisfaction. The number of institutions reporting Shariah-complaint activities has grown 

to 349 institutions in 2013 from 307 institutions in 2012, equal to 13.68% growth in the new institutions (The 

banker, 2015). This shows how the financial markets respond to meeting the market needs.  

The main driver for the Islamic finance expansion is the huge demand by Muslim clients around the world. 

Moreover, the resilience of Islamic financial institutions during the recent financial crisis and its aftermath 

brought more attention to Shariah-compliant products by non-Muslim investors and users as well. This 

increases the profitability platform of the industry. The figures comprising the ranking show ongoing high 

growth around the world. In 2013, the total Shariah profits of standalone banks were recorded as $14.7bn and 

the average return on assets for standalone banks was 1.43% (the Banker, 2015).  
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It may be argued that the rapid growth of the Islamic finance industry is not always high quality in terms of 

profitability due to it not growing in line with assets. The aggregate return on assets (ROA) ratio for Islamic 

banks was 1.51% for the four years 2009 to 2012 inclusive. By contrast, the ROA on conventional banks was 

2.12% for the same period (The Banker, 20153). The figure below presents the ROA of a sample of Islamic 

finance markets. It includes Qatar, Saudi Arabia, Turkey, Malaysia and Iran. 

Figure 26: Islamic Banks: Return on assets evolution 

 

Source: The Banker database: Maris Strategies, (2015) 

 

On the profitability side, the Islamic finance markets have recorded the profit ratio differently. While the profit 

ratio in the Gulf Cooperation Council (GCC) countries is (27.73%) and Asia (19.24%), the profit has declined 

slightly (-3.42%) in Africa. However, the biggest decline was in Australia, Europe and America (-60.33%) 

(The Banker, 2015).  

Figure 27: Regional assets growth 

 

Source: The Banker database: Maris Strategies, (2015) 

  


