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This booklet is the first cultural product of a special public awareness programme on Islamic finance 

organized by Abu Dhabi Commercial Bank (ADCB) for the benefit of its highly valued clients. ADCB is 

proud to take the lead in this cultural campaign, the first of its kind in the Emirates, with the objective 

to enlighten the public on the ethical and practical appeal of Islamic banking and investment ser vices. 

Believing that public awareness is necessar y for the breaking of new grounds in the provision of Islamic 

finance, the ADCB is already committed to the gradual but steady introduction of authentic Islamic 

banking products. We believe that public awareness on the principles of Islamic finance leads to better 

customer relationships, and hence augurs for brighter and wider horizons vis-à-vis the growth of Islamic 

finance. 

As the title implies, the Master Key to Islamic Banking and Finance – 1 is intended to set the scene for 

its readers to appreciate the potential capacity of Islamic finance in terms of accommodating modern 

banking needs. At this stage, basic questions are addressed about Islamic finance, why it is needed, 

and how it fundamentally dif fers from conventional banking. This is done in terms of five basic questions 

which are carefully chosen to address the most common queries which tend to be publicly raised about 

the case for Islamic banking. This preliminar y background will, then, be supplemented by the Master 

Key to Islamic Banking and Finance – 2 which is intended to lay down the basic foundation of Islamic 

modes of financing. 

Having set the scene and laid the basic foundation of Islamic finance, the programme will proceed to 

more practical questions of how banking needs can be provided in the Islamic way. It is the objective 

of for thcoming booklets, to be produced later this year, to handle more technical issues in relation to 

retail, corporate, and investment banking. The programme is addressed to a wide spectrum of potential 

audience who wish to understand the relevance of Islamic finance to the ever rising challenges of the 

modern world. Retail banking clients, corporate executive managers, institutional investors, professional 

bankers, government of ficials, and academic students may all benefit from ADCB’s planned series. 

Introduction (1) Why Islamic banking and finance?

It is the mechanism of lending and borrowing at the interest-rate which triggered Muslims’ search for 

an alternative financial order. Islamic finance owes its driving force to a solid consensus amongst 

contemporar y Shari’ah scholars that the charging of interest on borrowed money is a breach of the 

Quranic prohibition of usur y (riba). It is well known that similar prohibition existed in the earlier scriptures 

of Judaism and Christianity. 

In the Quran, it is stated that “God has permitted trade and prohibited usur y” (Quran 2:275). The 

prohibition of usur y is stated in the strongest terms whereby Muslims are warned of “war from God 

and His Messenger” if they fail to abide by this order (Quran 2:279). The tradition (Sunnah) of the 

Prophet (peace be upon him) came to reasser t this Quranic prohibition and to elaborate on various 

manifestations of usur y.

Money lending at a (fixed) price was practiced in many ancient civilizations though under severe ethical 

criticisms by philosophers and religious leaders. The famous Greek Philosopher, Aristotle, developed the 

argument that ‘money is sterile’ and therefore it should not command a return for its own sake. In other 

words, money can only function as a medium of exchange, to facilitate trade in goods and ser vices.

 

It is notewor thy that the contemporar y Western banking system emerged from a historical battle against 

the Christian Church on the issue of usur y. It eventually benefited from a groundbreaking verdict by the 

Protestant Bishop, John Calvin, who argued that money lending for productive activities was permissible 

since it dif fered from the biblical usur y. Yet, when related to the Quran and the Prophet’s Sunnah, this 

verdict was not shared by the majority of Muslim scholars. It explains why Muslims have conscientiously 

shouldered the responsibility of reviving the human ethics of interest-free financing. 
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nThis is the sixth and final cultural product of ADCB’s public awareness 

programme, which aims at portraying ethical and practical dimensions of 

Islamic finance. It comes after five successive ADCB’s introductory booklets: 

(a) ADCB Master Key to Islamic Banking and Finance–1, which addressed 

preliminary questions – ‘why Islamic finance is needed, and how it fundamentally 

differs from Conventional banking,’ (b) ADCB Master Key to Islamic Banking 

and Finance–2, which demonstrated alternative Islamic financing modes, (c) 

ADCB Key to Islamic Retail Banking-3, which explained the nature of assets 

and deposits of a typical retail Islamic bank. It also furnished a historical 

background of a vibrant Islamic banking experience in the early centuries of 

Muslim civilisation, (d) ADCB Key to Islamic Retail Banking-4, which explained 

how Islamic Retail financing services may satisfy personal, household, 

professional and entrepreneurial needs, and explained the main governing 

principles of fee income in relation to Islamic ancillary banking services; and 

lastly (e) ADCB Key to Islamic Corporate Banking-5, which addressed the role 

of Islamic banking in satisfying primary needs of Corporate clients in meeting 

short-term, medium-term, and long-term Corporate financing as well as other 

Corporate services. 

Building upon the previous booklets, the present booklet is aimed at 

complementing the financing background of the previous ADCB booklets, by 

considering the topic of Investment Services. From a purely banking perspective, 

the term ‘Financing Service’ stands for the standard balance sheet operation 

when banks utilise depositors liabilities to create financial assets, whereas 

‘investment services’ stands for off-balance sheet operations; that is, when 

banks attract large pool of investment subscriptions within specifically 

structured investment vehicles and offer to manage such funds for the best 

interest of the investors. This booklet explains how Islamic investment funds 

differ from the Conventional ones. 

Yet, there is much more to Investment Services than the technical structuring 

and banking management of investment funds. After all, Investment Services 

are by-products of highly liquid financial investment markets in the industrially 

developed world. At the outset, it has to be emphasised that the term 

‘Investment Asset’ is no longer confined to productive machinery, tradable 

goods and real estate properties as it was held in the old tradition before the 

upsurge of modern financial investment markets. Rather, ‘Investment Assets’ 

could be ‘Physical’ as well as ‘Financial’ as long as both categories command 

market prices and generate future streams of income. Investment banking is, 

indeed, more of an active trade in secondary financial market securities than 

in physical assets. Hence, to better appreciate the external environment of an 

Islamic Investment Fund, a preliminary background has been provided about 

the financial system and tradable securities in modern investment markets 

and the relevant Shari’ah issues.  

The present booklet concludes ADCB’s public awareness programme, which 

aimed at enlightening a wide spectrum of individuals about the relevance 

of Islamic Finance to the ever rising challenges of the modern world. The 

series has been targeted towards Retail banking clients, corporate executive 

managers, institutional investors, professional bankers, government officials 

and students, as all may benefit from ADCB’s planned series. We believe 

that an increased public awareness about the principles of Islamic Finance 

contributes to better customer relationships, and eventually brighter growth 

prospects. At the conclusion of this programme, ADCB wishes to thank its 

highly valued clients for the deep appreciation they already expressed about 

the positive impact of this series on public awareness. 

ADCB wishes to extend its gratitude to Dr. Hussain Hamid Hussan for his 

guidance in completing this series of booklets. 



In the terminology of AAOIFI (Accounting and Auditing Organization of Islamic 

Financial Institutions), Islamic Investment Services are divided into two broad 

categories: Unrestricted Investment Accounts and Restricted Investment 

Accounts. The first category consists of the Profit and Loss Sharing (“PLS 

accounts”) accounts, being the balance-sheet alternative for Conventional 

interest-based term deposit where Islamic banks are authorized to mix their 

own resources with the clients’ investment deposits.  

The second (Restricted Investment Accounts) are also governed by the Islamic 

Profit and Loss Sharing principle, but it is managed by banks as off-balance 

sheet investments on behalf of their clients, and in accordance with different 

investment preferences of the clients. It is, indeed, the second category which 

makes up for widely ranging Investment Services offered by Islamic banks to 

satisfy the ever-changing needs of their clients. This booklet is particularly 

focused on the structural features of ‘Islamic Investment Funds’ which is the 

dominant investment vehicle marketed under different terms and conditions 

by Islamic banks. 

The working principle of an Investment Fund is to invite subscriptions from 

multiple investors, combine them into relatively large funds and appropriately 

manage them against a fee or a pre-agreed ratio of the return through 

investment banking departments. Each subscribing investor will hold a number 

of units in the given fund, priced at a specific value on the subscription day. 

Working in the best interest of the investors, the fund manager’s objective 

is to generate economic growth that reflects an ever rising unit value of the 

Investment Fund. 

Apart from growth prospects, open-end investment funds offer valuable 

liquidity services to investors through well-timed schedules of entr y and 

exit – or ‘Subscription’ and ‘Redemption’ as they are often known. Risk 

management is a particularly valuable service offered to investors through 

professionally managed investment funds.  Investors are, therefore, attracted 

by the prospect of access to a wide range of investments made possible 

by economies of scale which, otherwise, are unattainable through individual 

investment efforts.  

Islamic Investment Funds are structured along similar lines of open-ended 

unit investment trusts as usually seen in the UK, or mutual funds as usually 

seen in the USA. Where the underlying value of the assets is always directly 

represented by the total number of units issued multiplied by the unit price, 

less the transaction or management fee charged and any other associated 

costs. The fund manager, also known as the portfolio manager, utilizes the 

collected investment subscriptions for the purpose of generating investor 

returns from the underlying investments.

The value of a share of the fund, known as the net asset value per share/

unit (NAV), is calculated through the division of the total value of the fund by 

the number of shares/units currently issued and outstanding. The investment 

proceeds are then passed along to the individual investors in terms of 

appreciated unit values, or depreciated unit values in the case of loss.

The Islamic Investment 
Fund



Shari’ah issues are particularly related to three structural properties commonly 

shared by Investment Funds as follows:

1.The Management contract: This relates to the contractual relationship 

between the manager of the fund, on one hand, and the community of investors 

making up the fund on the other.  

2.Funds’ utilization: This relates to the operational process of utilizing the 

funds and generating investment returns. 

3.Distribution of returns: This relates to how investment returns are distributed 

to the subscribing investors. 

The Management contract 
There are two possible options for the manager/investor relationship in Islamic 

Investment Funds: (1) an Agency Contract, as it is most commonly adopted (2) 

or, more occasionally, the Profit and Loss Sharing principle. 

The latter is where the Islamic bank performs management under; for example, 

the capacity of Mudarib, with or without mixing of bank’s funds, vis-a-vis the 

community of investors as the Rabb al-Mal parties. In this case, the Profit 

and Loss Sharing rules of Mudaraba have to be adopted as explained in the 

booklet ADCB Master Key to Islamic Banking and Finance–2, or the booklet 

ADCB Key to Islamic Retail Banking Services–4. And since the Mudarib will get 

nothing in the case of loss, the major attraction of Mudaraba management lies 

in the strong profit incentive for more efficient management. 

On the other hand, the Agency contract has the special appeal of generating 

fee income to the manager as a pre-assigned percentage of the fund’s 

NAV (Net Asset Value, as defined above), where as it is denominated in 

a specific amount prior to the commencement of a Wakala period per the 

relevant documentations. The legitimacy of such fee income has already been 

elaborated in the booklet ADCB Key to Islamic Retail Banking–4. Unlike the 

case of Mudaraba, where manager’s income is tied up with net profit, the 

Agency Fee is relatively more secure since it is tied up with the fund’s NAV.  

Taking the manager as Agent and investors as Principal, it should be noted that 

the agent can only work on best-effort basis, hence cannot guarantee the desired 

results to the principal. Nonetheless, the Agency contract has its own incentive-

compatible property since the NAV fluctuates up and down with the market unit 

value of the fund, thus putting appropriate pressure on management to perform 

most efficiently. Furthermore, the Agent may be given a “Performance Incentive” 

being an amount equal to profits generated above a certain rate of return on the 

Wakala Capital invested for a relevant Wakala period.

Utilization of funds
The second structural feature of Islamic Investment Funds relates to how the 

pooled funds are utilized in the pursuit of investment returns. At the outset, 

it is obviously clear that Islamic funds should operate in accordance with 

Shari’ah rules; hence excluding illegitimate economic activities (e.g. production 

of haram goods and services) and illegitimate financial transactions (mainly, 

interest rate transactions and gharar dealings).   

However, Investment Funds operate primarily in secondary financial markets 

where financial securities are bought and sold rather than primary financial 

markets where productive economic projects are yet to be financed. Secondary 

financial markets include ‘Capital Markets’ and ‘Money Markets’ where 

governmental and corporate securities are traded, together with ‘Securitized’ 

financial assets (issued through special purpose vehicles), and financial 

market derivatives (e.g., futures, options and swaps). 

The study of secondary financial markets has therefore become an integral 

The structural properties



part of investment funds. It is true that ‘Securitized’ assets and financial 

derivatives are vital for the operation of Investment Funds, but this is beyond 

the scope of the present booklet. It suffices within the limited scope of 

this introductory booklet to shed light on capital market and money market 

securities. 

Distribution of returns
The third and final structural feature of Islamic Investment Funds relates to the 

distribution of investment returns to the investor community who subscribed 

to the fund.  

Whether or not the management contract is one of Mudaraba or Agency, the 

manager’s role is to pass the investment proceeds along to the individual 

investors in terms of appreciated unit values – or depreciated unit values in 

the case of loss. In other words, the manager of an Islamic Investment Fund 

cannot guarantee any returns to the investors. This is an important difference 

from Conventional Investment Funds where in certain Agent agreements 

investment returns are guaranteed. 

Another important difference relates to the equal treatment (pari passu) of 

investors in Islamic Funds, as opposed to the possibility of prioritizing the 

payment of investment returns in accordance with an agreed preferential order 

of investment classes. It is a common practice in Conventional funds to issue 

three or more securities on the basis of the fund with different levels of default 

risk, such as security A is the first to be paid off from the investment proceeds, 

followed by security B and then the residual goes to security C, if any.  

This procedure clearly violates the Shari’ah principle of fair treatment to 

investment partners where the same level of investment risk has to be faced 

by all partners and all the net profit has to be distributed on pro-rata basis, at 

the same time to the investors.  

Having reviewed the major features of Islamic Investment Funds, the next theme 

of this booklet is to demonstrate the underlying financial market environment 

of the investment funds. This involves looking at the overall function of a 

financial system from a Shari’ah perspective. 

Simply defined, a financial system performs the essential economic function 

of channeling funds from surplus persons (those who spend less than their 

incomes at a given point of time; mostly salaried individuals and households) 

to deficit persons (those wishing to spend more than their incomes at a given 

point of time; mostly business firms and governments), either directly or 

indirectly.  

It might sound rather surprising to realise that individuals and households 

in Western markets are indeed net lenders, while business corporations 

and governments are net borrowers! After all, it is the essence of modern 

financial markets to successfully channel extremely small savings through 

financial intermediaries, to transform them into large pools of liquid capital 

for the financing of huge development projects. This, in its own right, is a 

commendable Islamic objective so long it is operated and regulated in 

accordance with Shari’ah rules.

 

The modern financial 
system 
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The above diagram offers a schematic structure of a financial system to 

show the two ways channelling of funds – either indirectly through financial 

intermediaries (banks, insurance companies, etc) or directly in terms of the 

sale and purchase of financial securities.   

The Financial Asset (‘Security’) 
Just as physical productive assets (e.g., plants, equipment and real estate 

properties) are objects of exchange in real asset markets, Financial Assets - or 

Securities - are the objects of exchange in financial markets. What is common 

between the two kinds of assets is that they both generate future cash flows 

for the buyer, and both are bought and both are sold at a price. Yet, while 

the buying and selling of physical productive assets is freely allowed under 

Shari’ah there are important Shari’ah constraints governing the buying and 

selling of financial assets.  

The issue of Shari’ah compliance crops up through the recognition of a 

financial security as a legal contract between any two parties, say A and B, 

such that Party A submits a surplus saving to Party B, authorising the latter 

to utilise the submitted surplus against a prospective monetary reward to 

the former, subject to terms and conditions between the two parties. Thus, 

Shari’ah issues in relation to any financial security will boil down to basic 

questions about the underlying contract between the two parties.   

The two parties can be identified as lender (Party A) and borrower (Party B) 

within a debt contract, such that the borrower guarantees principal and interest 

to the lender towards the end of the contract. This is the contractual basis 

of bonds – Government or Corporate bonds – as they are commonly bought 

and sold in modern financial markets. We shall shortly review different types 

of bonds, though they all fall within the category of non-Shari’ah-compliant 

securities due to the lending and borrowing process in terms of the interest 

rate.  

Alternatively, the two parties can be identified as investor (Party A) and investee 

(Party B) within an equity contract, such that neither profit nor principal is 

guaranteed to the investor by the investee. The equity contract has already 

been introduced as the basic ingredient of Corporate capital in the previous 

booklet, ADCB Islamic Corporate Banking-5, where the Shari’ah approval 

of equity – in the sense of ordinary shares or common stocks – has been 

demonstrated by reference to the Islamic Profit & Loss Sharing principle.  

Within the context of Conventional financial markets, borrowers and investees 

are the sellers of securities while lenders and investors are the buyers of 

such securities, no matter whether securities are sold to the public through 

public issues or sold to private entities through private placements. A security 

is, therefore, an income earning asset for the holder (lender/investor), and a 

liability/obligation for the issuer (borrower/investee).  

In this regard, not only does the contractual nature of the security matter from 

Shari’ah perspective but also the ‘Negotiability’ of security – that is, whether 

it can be freely bought and sold against prices in the financial market. This will 

shortly be considered in the context of Islamic bonds. 

Investment in global equity markets
It is little wonder that Corporate equity – in the sense of ordinary shares 

– tends to be the most dominant vehicle of investment in Islamic Investment 

Funds, given the Shari’ah approval of trading in equity investments.  

In the statement of the generally accepted AAOIFI’s Shari’ah standards it is 

stated that: “It is permitted to buy and sell shares of corporations on a spot 

or deferred basis in which delay is permitted, if the activity of the corporation 

is permissible irrespective of it being an investment (that is, the acquisition of 

share with the aim of profiting from it) or dealing in it (that is, with the intention 

of benefiting from the difference in price).”



It has further been permitted, subject to a carefully detailed set of criteria, 

to trade in the shares of corporations whose primary activities are lawful 

but they make deposits or borrow on the basis of interest, thus opening the 

door for Islamic investments in global equity markets and the construction of 

global Islamic Indices (e.g. Islamic Dow Jones, Islamic FTSE, etc.) under strict 

Shari’ah supervision. 

•It is not our intention to offer a comprehensive statement of the relevant 

Shari’ah criteria for trading in global equity funds, though it is worth while 

highlighting three important rules as follows:

•The total amount of debt raised in the corporation through borrowing at the 

interest-rate, both long term or short term,  should not exceed 30%  of the 

market capitalisation of the corporation (that is the market value of outstanding 

shares in the secondary market at a given point of time).  

•The total amount of income generated from prohibited activity or prohibited 

asset does not exceed 5% of the total income of the corporation. This condition 

invokes special efforts on part of Shari’ah to explore sources of income that 

are not sufficiently disclosed in the corporate statements. 

It should be borne in mind, however, that the returns realised from global equity 

funds which abide by the above given percentages are not totally halal since 

they embody an illegitimate component no matter how small it could be. Thus, 

it is held obligatory on the investor (or the fund manager on the investor’s 

behalf) to eliminate the prohibited component specific to the share.

In the actual practice, managers of global Islamic Equity Funds advice Muslim 

clients of the amount of prohibited income that needs to be purified out of 

the distributed returns. It is a usual practice to dispose of such component in 

charitable activities.   

Financial markets are classified into Money and Capital Markets. Money 

Markets are those where short term debt instruments, with maturity less 

than one year, are traded whereas Capital Markets are those where the 

traded securities have maturities above one year. 

Corporate Equity, by definition, is a Capital Market security since Corporate 

Equity never matures, but three or six-months’ Treasury Bills are the 

subject matter of Money Markets. 

It has to be emphasised that ‘Money’ in whatever denomination cannot be 

taken as an object of trade, from Shari’ah perspective. In particular, foreign 

exchange has to satisfy the hand-to-hand condition; for any deliberate 

delay or deference in the exchange of currency falls in the category of 

prohibited usury. 

Why Money Markets?
In addition to the property of ‘less than a year maturity’ money market 

instruments have three common characteristics: (1) they are usually sold 

in very large denominations, hardly accessible to households and small 

businesses; (2) they usually have low default risk and, (3) they have a 

highly active and liquid secondary market.  

Being wholesale markets with large transactions, usually in excess of $ 1 

million, money markets are more suited to brokers and dealers within the 

trading rooms of large banks and brokerage houses or through complex 

electronic networks, than to small scale investors and individuals. Given 

Money market  and 

short term securities



the relatively simple nature of capital market where equity and longer term 

debt with maturities of one year or more are traded, it requires a special 

attention to view money market instruments from Shari’ah perspective.

The low risk associated with money markets is largely attributable to relatively 

low investment rates of return compared to capital market rates. Buyers of 

money market securities are not primarily attracted by prospects of high 

returns. Rather, it is the appeal of finding a good substitute to holding idle 

cash for short periods of time which makes money markets’ securities 

particularly attractive to buyers. When a productive use for a cash surplus is 

still in the process of being worked out, it pays investors to warehouse their 

surplus cash temporarily in money market instruments until the productive use 

commences. 

Money markets, therefore, play an important role in helping governments 

and corporations synchronize cash flows and inflows, and for regulators to 

control the supply of money.  Governments can get quick cash from the sale 

of Treasury Bills to finance immediate obligations before the tax proceeds 

are collected. Similarly, large corporations can have close access to quick 

cash from the money markets to meet their immediate obligations (e.g salary 

payments, public utility bills, etc.) before sales’ proceeds are received.

Central banks, on the other hand, are able to control money supply through 

‘open market operations’ within the money market. Acting as agents for 

distributing government securities, central banks sell government securities 

in large amounts if the desired policy is to reduce money supply. Alternatively, 

if the policy is to increase money supply, central banks would buy government 

bonds from the public. 

Islamic Money Market instruments 
The main jurist problem with Conventional money instruments relates to 

their pre-dominant debt-based structure. Nonetheless, the recent upsurge 

in short term Islamic bonds (Sukuk or Certificates), seems to have filled 

a significant gap in the growing Islamic financial markets. Islamic Central 

Banks – as in Sudan, Pakistan and Malaysia – have also developed 

legitimate money market instruments on the basis of Musharaka to help 

regulating money supply in the economy. 

While particularly relevant for short term money market dealings, Sukuk 

can still per form the function of capital market instruments, depending on 

the maturity of the sakk or the certificate. According to AAOIFI’s Shari’ah 

standards, Investment Sukuk include Sukuk of ownership of leased 

assets, ownership of services, Murabaha, Salam, Istisnaa, Mudaraba, 

Musharaka, investment agency, and sharecropping, irrigation and 

agricultural partnership.  

  

The literature on Islamic Sukuk and Islamic Investment Certificates 

have grown rapidly since the early 1990s in a sincere effort by Islamic 

economists, bankers and Shari’ah scholars to reap the fruits of a liquid 

Islamic financial market through a sufficiently wide range of Islamic 

instruments.  The challenge was not only to structure an Islamic bond/ 

certificate, but to also make it ‘Negotiable’ in the sense of being freely 

bought and sold in the secondary market.  

Take for example, the case of a legitimate Murabaha contract as the 

subject matter of an Islamic bond. The jurist problem would soon arise that 

the Murabaha bond cannot be freely bought and sold without violating the 

Shari’ah ruling about the sale of debt; basically, because the Murabaha 

bond underlies a receivable debt from the sale of a commodity. 



Selling a debt instrument in practice is the same thing as discounting the 

amount of debt, implying that the seller receives from buyer a smaller 

amount than the actual debt. In other words, the Murabaha bond, if traded, 

will boil down to a conventional ‘Discount Bond’ that is issued below par 

value.  

The problem will not have arisen if the Murabaha bond represents a share, 

not only in receivable debt, but also in the inventory of goods being traded, 

such that receivable debt represents a small percentage (usually less than 

50%) of the total asset base of the bond. More radically, the problem will 

not have arisen if the Islamic bond is based on an Ijarah contract whereby 

the bond represents, not just a share in the rental payments, but basically 

a share of ownership in the underlying asset or equipment being rented. 

This is the essence of an asset-based security in Islamic Investment 

banking which should not be confused with the Conventional concept of 

asset-backed bond. The latter is often used in the sense of the cash flow 

being collateralised by a physical asset, rather than a right of the bond 

holder in the ownership of the underlying asset. 

The basic structural property of a legitimately negotiable sakk is the 

assurance that the bond represents a share of ownership in an underlying 

fixed asset not less than 30% of the total asset base that generates the 

cash flow. This makes it comparable to a corporate equity, and therefore 

permits the buying and selling of such Islamic bonds side by side with 

Islamic company shares in secondary markets.  

This is the basis upon which Islamic Investment bankers have recently 

utilised the various properties of Islamic financing modes (Ijarah, Istisnaa, 

Musharaka, Mudaraba, etc.) to structure a wide variety of negotiable Sukuk 

with carefully detailed Shari’ah standards. 

In the AAOIFI Shari’ah standards, Investment Sukuk are characterized  as 

“certificates of equal value issued in the name of the owner or bearer 

in order to establish the certificate owner over the financial rights and 

obligations represented by the certificates.” (ibid, p 300, 4/1 - under 

Characteristics of Investment Sukuk). 

To better appreciate the structure of a negotiable Islamic bond (sakk), 

there are five structural features of conventional bonds that need to be 

assessed from Shari’ah perspective. 

•Par value or face value:  This is the actual amount of money promised by 

    the bond issuer to the bond holder at maturity.  

•Maturity date: This is the time when the face value of a bond will be

  paid off to holder.  

•Coupon payment: It is the amount of money paid to the bond holder at

  specified periods (e.g monthly, quarterly) before and/or at maturity. 

•Coupon rate/or coupon interest rate: It is defined as coupon payment 

  divided by par value.

•Zero coupon bonds (zeros):  These are discount bonds, carrying no 

  coupon payments apart from payment of par value at the time of maturity.

Structural properties 
of Sukuk and Cer tificates



In brief, a conventional bond is always issued with a face value that is 

promised to the holder at the time of maturity regardless of whether or not 

the coupon payments are paid during the bond’s holding time. The main 

Shari’ah objection against Conventional bonds is the guaranteed payment 

of face value at the time of maturity plus interest return. 

The Shari’ah objection is obvious with coupon bonds where interest rate 

payments are promised in addition to the face value at maturity. The fact 

that zero coupon bonds are issued at discount rates, which means that 

the holders of zero-coupon bonds pay less money today for more money 

tomorrow, which is basically the prohibited interest rate lending. 

A sakk can be so structured as to yield predictable cash flows, as in the 

case of Ijarah-based bonds, but no legitimate Islamic bond can guarantee 

payment of pre-determined amounts at the time of maturity in addition to 

other stream of payments. The only situation where an Islamic bond can 

guarantee payment of par value to holder is the qard hasan bond, which 

ought to be issued at par as well as retired at par. 

Shari’ah compliance of financial securities relates not only to the 

elimination of the prohibited interest, but also to the prohibited gharar as 

already introduced in the previous booklet, ADCB Master Key to Islamic 

Banking and Finance–2. For the purpose of the current booklet, gharar 

stands for any built-in or structured uncertainty in two possible cases (1) 

the underlying contract of a financial security or (2) the external 

marketing information. 

Firstly, with regards to the incidence of gharar in the underlying contract 

of a financial security, this is particularly the case of outright Shari’ah-

prohibited gharar-prone transactions as exemplified by the Conventional 

‘derivatives’ (futures, swaps, options, etc.). However, it is beyond the 

scope of this booklet to review the Shari’ah objections against this class 

of financial securities.  

Alternatively, the incidence of gharar may simply take the form of contractual 

ambiguity or uncertainty within an otherwise legitimate security; e.g. 

failure to make precise statements of price or quantity in an underlying 

sale contract of a security, or profit-sharing ratio in an underlying 

Mudaraba contract. 

Unlike goods and physical assets that are directly visible to buyers, nothing 

is visible in a financial security apart from the information involving terms 

and conditions between investor and investee.  Hence, any ambiguity (e.g. 

an ambiguous statement about the profit-sharing ratio) is a definite source 

of prohibited gharar. It is therefore a great responsibility on Shari’ah 

Boards to carefully and conscientiously scrutinise the underlying contracts 

of financial securities even if they seem to represent 

legitimate transactions. Gharar and 
information ef ficiency



Secondly, the whole financial exercise is to support internal information 

of a security contract by external market information (e.g. movements in 

stock prices, interest rates, tax policy, corporate profit rate, risk rates, 

etc.). This is often the initial trigger for investors to decide which security 

to buy and investees to decide which security to issue. Information flow is 

indeed the blood circulation of a financial market, making up for its overall 

economic health. In the early works of Islamic economists attention was 

brought to the possible rise of prohibited gharar in the trading of company 

shares when the necessary information is not adequately 

disclosed to the parties. 

An efficient financial market is one where the relevant economic information 

is made easily accessible to all potential participants. In particular, 

security prices are fundamental indicators of cost for investees and return 

for investors. Obviously, such information about cost and income is vital 

for the flow of funds since investors will always look for better investment 

returns while investees look for lower financial costs. 

Therefore, a well developed financial system is important not only for 

matching surplus persons with deficit persons, but also for determining 

acceptable prices of securities through the mechanism of the market 

supply and demand for funds within the financial market. An Islamic 

financial market has to be information efficient, not only in terms of 

objective data but also in terms of prudent advice against gharar and 

ghaban-prone malpractices. It is little surprise that failures and occasional 

crises in financial markets are often attributable to failures in the circular 

flow of economic information.  

Conclusion
This booklet relates to ADCB’s public awareness programme about 

Islamic Investment banking services. Building upon the previous five ADCB 

booklets, the current one is aimed at explaining structural properties and 

operational instruments of an Islamic Investment Fund as opposed to 

the Conventional one. Shari’ah issues are particularly relevant to three 

main properties: management, utilisation of funds and distribution of the 

investment returns, but a preliminary understanding of modern financial 

markets has been provided as a necessary background.Attention has also 

been drawn to the fact that Shari’ah compliance of financial securities 

relates, not only to the elimination of interest, but also to the elimination 

of gharar in the underlying structure of security.  


