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 ISLAMIC FINANCE AS A STRUCTURED
 PRODUCTS BUSINESS LINE  
  
ACUTE COMPLEXITY AND THE NEED FOR STANDARDISATION

         MICHAEL BENNETT

Islamic finance and structured 
products are two of the most  
successful financial market  
innovations of the last 30 
years. They have also become 
intertwined in the dealing rooms 
of the large western banks that 
treat Islamic finance as a kind of 
fixed income structured product. 

As a result, the Islamic fixed  
income products created by 
these banks share many of the 
same problems as conventional  
structured products, including 
complexity and a lack of  
transparency. 

In the article, I examine the 
impact of these problems on 
the development of the Islamic 
fixed income market, and argue 
for greater standardization of  
products as a cure for these  
problems.
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INTRODUCTION 
The roots of Islamic finance go back more than a 
thousand years.1  Based on Islamic law, as derived 
from the Koran, the Sunnah and many centuries 
of scholarly interpretations2,  it is grounded in the 
principles of economic fairness and the  
equitable sharing of risks.3 While other religions also 
include edicts and prescriptions that are relevant to  
financial transactions4,  Islamic finance is the 
only large-scale, global effort to create financial  
instruments in accordance with religious texts. 5

Structured products, on the other hand, are a  
quintessentially modern and secular area of  
finance. Based on mathematical modeling and the 
use of financial derivatives, the guiding principle  
underlying the structured products market 
is not economic fairness or equitable risk  
sharing, but rather the more mundane goal of yield  
enhancement.6 The central concept behind 
structured products is that the yields  
achievable through combining different assets and 
risks into a single product can be greater than the 
sum of the component parts.  Although structured  
products can be created to facilitate ethical  
investment7,  structured product technology itself is 
entirely ethically agnostic.

Despite these fundamental differences, Islamic  
finance and structured products share the similarity 
of being two of the biggest financial market success  
stories of the past 30 years.8 Both areas came of age in 
the 1980s, and have grown exponentially since then.  
Beginning with the establishment of the first, fully-
fledged modern day Islamic bank in Dubai in 1975,9 
Islamic finance has grown to encompass every aspect 
of the financial sector, including commercial and 
investment banking, insurance and capital markets.10 
By some estimates, the total volume of Islamic 
financial assets has grown 15 to 20 per cent a year 
since 2000 and now exceeds US$1 trillion.11

The market for structured products has grown at a  
similarly rapid rate during the same time period.12  
Since becoming an identifiable asset class in the 
1980s with the development of financial derivatives,  
structured products have become a mainstream 
investment tool for both retail and institutional 
investors.13  Although structured products have been 
associated with some of the most widely-publicised 
financial mishaps during that period, including the 
collapse or near collapse of Enron,14 Parmalat,15 AIG16  

and Bear Stearns, 17 the market for structured products 
has continued to expand. 18 In addition to sharing a 
similar growth trajectory, over the past decade these two 
areas of finance have become inextricably intertwined. 
The growing demand for Shariah19-compliant 
investments from increasingly wealthy areas of the 
world20 has naturally drawn the attention of the large 
western banks, 21  and in response, these banks have 
all developed their Islamic finance capabilities.22  They 
have focused much of their attention on developing 
the fixed income side of the Islamic capital market.23 
The western banks have done so largely by treating 
Islamic finance as a type of structured product,  
applying the same skills, and in many cases the same 
staff used in the structured products field to create  
Shariah-compliant, fixed income instruments.24  In 
other words, the large western banks are creating 
Islamic fixed income securities that are essentially a 
new type of structured product.25

ISLAMIC FINANCE AS A TYPE OF  
STRUCTURED PRODUCT 
The combination of the words ‘Islamic’ and ‘fixed 
income’ may appear to be oxymoronic.  Given that 
interest is prohibited,26 and that risk sharing is 
encouraged27  in Islamic finance, an investment 
instrument that pays a fixed return is inherently  
problematic under Shariah.28 However, proponents 
of Islamic finance have long understood that the 
existence of fixed income type instruments is  
critical to the development of a fully-functioning 
capital market.29 A great deal of effort, therefore, has 
gone into creating fixed income securities that are 
Shariah-compliant.30

To be recognisable as a fixed income investment and, 
at the same time, be deemed Shariah-compliant, the 
product must pay a fixed or floating rate of return 
without having any portion of that return deemed 
to represent interest payable on borrowed money.31 

Since all major conventional fixed income products, 
such as bonds, notes and commercial paper, are debt 
instruments that pay interest, significant structuring 
is required in order to create equivalent products that 
are or can be deemed to be Shariah-compliant.32 

The structuring used to create products that 
pay a fixed return not characterised as interest  
involves many of the same techniques used in the 
creation of conventional structured products. These  
techniques include the use of special purpose  
vehicles (‘SPVs’),33 pledges of assets and the 
manipulation of cash flows to achieve the 
desired  characterisation   of the return on a 
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product. The use of such techniques is often 
referred to as ‘financial engineering’, which is 
the process of creating customised financial  
instruments. 34

For example, with Shariah-compliant fixed income 
products, a SPV is often interposed between the  
underlying obligor and the investors. 35 The SPV and 
the obligor (ie. the party responsible for generating 
the return) enter into a transaction that creates an  
obligation on the obligor to make periodic payments 
to the SPV. Such a transaction may take various 
forms, such as the lease of an asset by the SPV to the 
obligor in exchange for periodic lease payments or the 
sale of an asset by the SPV to the obligor in exchange 
for periodic deferred payments of the purchase price. 
The SPV in turn uses the payments it receives from 
the obligor to pay the investors. As the payments that 
fund the return on the product relate to a transaction 
(ie. a lease or a sale of an asset) and do not represent 
interest payable on a debt, the product is considered 
to be Shariah-compliant. 36

An example of this type of Islamic finance product 
is a sukuk based on the principle of ijarah.37 Sukuk 
is the Islamic finance product most similar to a  
conventional bond. They are certificates that  
represent a right to receive payments from an 
underlying asset, transaction or business venture. 
Sometimes referred to as ‘Islamic bonds’, 39 sukuk 
are the principal fixed income type of product in the 
Islamic capital market.

Ijarah, on the other hand, is a type of transaction 
which is closely analogous to a conventional lease.40   
Ijarah contracts permit a form of financing that is 
Shariah-compliant but, in purely economic terms, 
can be very similar to a loan.41 Because of the Shariah 
prohibition on interest, an Islamic bank would not be 
allowed to make a $100 one-year loan to a farmer to 
buy a hoe and charge the farmer 5 per cent interest. 
However, the bank could purchase the hoe, lease it to 
the farmer for one year using an ijarah contract that 
provides for a $5 lease payment and then require the 
farmer to buy the hoe for $100 upon the expiration of 
the lease. Both the loan and the ijarah contract allow 
the farmer to finance the purchase of a hoe for one 
year at a total cost of $105, but the latter is Shariah-
compliant and the former is not.

In a typical sukuk based on the principle of ijarah, 
a SPV issues the sukuk certificates to investors and 
uses the proceeds to purchase a physical asset, such as 
land or equipment. 42  The SPV then leases that asset 

to a lessee, and the flow of lease payments from the 
lessee to the SPV creates the cash flow that is used 
by the SPV to pay the amounts due on the sukuk  
certificates.43  On maturity of the sukuk, the lessee 
typically purchases the asset from the SPV at a pre-
determined price, and the proceeds of that sale are 
used to re-pay the sukuk holders their principal  
investment. Since the cash flows from the lessee 
fund the returns on the sukuk, the credit of the lessee  
underlies the credit of the sukuk certificates. 44

The elements of a typical ijarah sukuk are  
familiar to any structured products professional.  Aside 
from the use of Arabic words, an ijarah sukuk looks 
in many ways like a typical repackaged fixed income  
structured product.45 Repackagings, which are a 
staple of the structured products market,  involve a SPV 
issuing notes and using the proceeds of the issue to 
acquire assets or enter into transactions that generate 
the payments that are then used to repay the notes.46 
In other words, the payments from an underlying  
asset or transaction are ‘repackaged’ into notes issued 
by a SPV.   An ijarah sukuk can therefore be considered 
a kind of repackaging.47 The payment obligations 
of one party, in this case the lessee under the ijarah  
contract, are repackaged into sukuk certificates issued 
by a SPV and sold to investors.

Structuring an investment instrument in order for the 
return to be characterised in a specific way is also a 
familiar goal to structured products professionals. In 
the conventional market, the goal of such structuring 
is often tax-related. Products are created specifically 
so that the return is characterised in a way that  
entitles it to benefit from the most favorable possible 
tax treatment. For example, in jurisdictions in which 
capital gains are taxed at a more favorable tax rate 
than interest income, products are structured with 
the goal of having as much of the return as possible  
characterised as capital gain rather than interest. 48

These kinds of transactions are often referred to as 
‘tax arbitrage’. 49  While tax arbitrage transactions can 
facilitate legitimate and efficient tax management, 
they are sometimes criticised as exercises in exploiting 
loopholes. 50 Structured product professionals closely 
examine a jurisdiction’s tax laws and regulations 
in search of ways to create transactions that meet  
investors’ economic objectives while also maximising 
the potential tax benefits and avoiding any tax-related 
prohibitions. The same skills have been applied by 
structured products professionals in examining the 
financial prohibitions of the Shariah, resulting in a 
form of religious arbitrage.
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There is a significant philosophical difference between 
arbitraging a tax code and arbitraging religious texts. 

Although tax authorities are likely to object to a 
structure which takes advantage of a loophole in 
the tax code, the morality of such structures is not  
generally questioned, since even the most zealous tax 
collector is unlikely to regard the tax code as a sacred 
text. On the other hand, probing religious laws for 
what could be considered loopholes is a more morally 
ambiguous endeavor. 51 Nevertheless, in terms of 
the skills employed and the techniques used, the  
practice of tax arbitrage has informed the way  
structured products professionals approach Islamic 
finance.

Since the creation of Shariah-compliant fixed income 
products requires very similar tools to those used 
to create structured products, Islamic finance has 
become a new product line for the structured products 
professionals at the large western banks.52 As a result, 
the Islamic financial products offered by these banks 
resemble conventional structured products and raise 
many of the same legal and reputational issues. These 
issues stem principally from the complexity and lack 
of transparency of the products.

PROBLEMS STEMMING FROM  
STRUCTURED PRODUCT COMPLEXITY
Structured products are financial instruments with 
cash flows that depend on the value or performance 
of underlying assets or embedded derivatives.53 They 
are customised financial products that permit parties 
to meet specific risk-return objectives that cannot be 
met using only plain vanilla instruments54 or to hedge 
exposures that cannot be adequately hedged using 
only plain vanilla instruments.55 As such, structured 
products are more complex than plain vanilla products 
and are significantly more difficult for investors to 
understand and to price.

The complexity of structured products has attracted a 
great deal of criticism since the financial crisis56  that 
began with the collapse of the sub-prime mortgage 
market  in the United States in 2007. During 
the financial crisis, there were widespread credit  
rating downgrades and defaults involving structured 
products, in particular sub-prime mortgage-backed  
collateralised debt obligations (‘CDOs’).58  Many 
commentators identified the complexity of these 
products as being a significant contributing factor in 
their demise.59  Structured products were criticised, for 
example, in a report on the causes of the financial crisis 
issued by the government of the United Kingdom, as 

being ‘ludicrously complex’.60

The argument that structured products are  
dangerously and unnecessarily complex is an 
exaggeration.61 To a large degree, the complexity of 
these products reflects the inherent complexity of the 
risks and underlying variables that these products now  
encompass. Often a complex product’s structure 
is simply a consequence of it having been tailored 
to meet an investor’s specific investment or  
hedging needs.62 In addition, over the past few 
decades, the structured products market has grown 
to include products that reference a wide variety of 
underlying variables, including such exotic factors as 
inflation rates, commodity prices, mortality statistics, 
and hedge fund returns.63 As these variables are 
complex, products that reference them are complex 
as well.

Moreover, a simple structure does not guarantee that 
a financial instrument will be a good investment, 
as plain vanilla products are capable of causing 
investment losses as great as complex ones. For 
example, as many investors lost money on the relatively 
easy to understand plain vanilla equity and bonds of  
financial institutions that were involved in the sub-
prime mortgage business as lost money on complex 
sub-prime mortgage-backed CDOs. 64 Although 
the price of structured products may fall faster and 
farther than many plain vanilla products, in general, 
in rapidly declining markets, financial products suffer 
losses, regardless of their complexity or structure.

Therefore, the demonisation of the complexity of 
structured products that occurred in the wake of the 
financial crisis was excessive.65 However, complex 
financial products do create certain unique problems 
for investors. For example, it may be difficult for  
investors to understand the nature and extent of 
the risks that they are taking when they purchase a  
complex product.66 In particular, it is difficult, if not 
impossible, for many investors to evaluate whether the 
price of a structured product is fair. 67 Because most 
structured products include embedded derivatives,  
investors need to have a sophisticated understanding 
of derivatives pricing in order to evaluate the price of 
a structured product. 68

Complex products also tend to be relatively illiquid. 69 
Liquidity is a measure of the ability to sell a financial 
instrument with minimal price disturbance.70 
Structured products are generally illiquid for two 
reasons. First, the number of investors interested 
in any particular structure is limited, meaning that 
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the number of potential buyers of a structured  
product is very small relative to the market as a whole. 71 

Second, the lack of pricing transparency discourages 
the development of a liquid secondary market, because 
price negotiations for each sale are often lengthy and 
contentious. 72

Without a liquid secondary market,  product  
prior to maturity usually must sell it back to the bank 
that originally distributed it.73 Although a bank has 
no formal obligation to make a market in all of the  
products it has sold, it will generally provide a quote 
to its customers. 74 The bank will have great flexibility, 
however, in determining that quote since the pricing 
methodology is generally not transparent to the  
investor, and it will not face any competition from 
other bidders.75

In addition, if a complex product needs to be redeemed 
prior to maturity, for example in the event of a default 
on an underlying asset, unwinding the product can 
be extremely difficult.76 In many cases the underlying 
asset is itself illiquid, making it difficult to sell the 
asset in order to fund early redemption of the product.  
The underlying asset may also be subject to claims by 
multiple parties.77

To understand how an underlying asset can be 
subject to multiple claims, consider the hypothetical 
example of a repackaging of a US-dollar  
denominated loan into a Japanese-yen denominated 
structured note that is sold to investors in Japan. The 
SPV that issues the note will enter into a US dollar/
Japanese yen foreign exchange swap transaction 
and will use the proceeds of the note issuance, after 
converting it from Japanese yen to US dollars, to 
purchase the loan. Under the terms of the swap 
transaction, the SPV will exchange the US dollar 
payments it receives under the loan for Japanese yen 
and it will use those Japanese yen amounts to make 
the payments due on the note.

In such a case, the loan is the only asset held by the 
SPV. Therefore, in the event of a default on the loan 
that causes an early redemption of the note, two 
different parties will be looking to the loan to satisfy 
their respective claims: the swap counterparty, to 
pay any amounts due from the SPV under the swap 
transaction, and the investors, to satisfy their claim 
under the structured note. Resolving such conflicting 
claims adds to the difficulty of unwinding structured  
products.

Complexity also creates costs. Although one of 

the goals of structured products is to use financial  
engineering to generate economic efficiencies, the 
engineering often involves significant transaction 
costs.78 The costs of setting up and maintaining SPVs, 
for example, must be borne by every transaction 
that makes use of one.79  The costs generally include 
hiring a local law firm and administration company 
in the jurisdiction where the SPV is established.  
Depending on the nature of the transaction, the SPV 
may also need to employ an auditing firm to prepare  
audited financial accounts, which creates a 
recurring expense for each accounting period.80  In 
addition, many structured products require lengthy 
documentation, meaning that legal costs associated 
with creating the products are often high as well. 81

Finally, complexity can accelerate price declines  
during market downturns. Few investors are  
willing to read through the extensive legal 
documentation that underlies most complex products, 
let alone test all of the underlying assumptions.  Instead, 
the structured products market relies heavily on trust, 
whether that is trust in the credit ratings agency 
that has rated a product or trust in the professional 
knowledge and ability of the bank that has created 
a structure.82  During times of market distress, such 
as during the recent financial crisis, such trust tends 
to evaporate quickly. 83 In a market where prices are 
falling rapidly, previous toleration of the opaqueness 
of structures begins to be viewed as a significant 
weakness, often resulting in sharp sell-offs of  
structured products.84

Therefore, while complexity is not, as some  
commentators and politicians have alleged, the root 
of all financial evil85, the complex nature of structured 
products does cause certain problems. These  
problems are not entirely unique to structured products. 
Some plain vanilla products are illiquid, for example, 
and some investment funds incur heavy transaction 
costs. However, these problems are all exacerbated by  
complexity.

ADDITIONAL PROBLEMS POSED BY THE 
COMPLEXITY OF SHARIAH-COMPLIANT 
PRODUCTS
Because the same financial engineering techniques 
used to create structured products have been applied 
to create Shariah-compliant fixed income products, 
these products suffer from the same problems 
observed in the structured products market.86 The risks 
of the products are often non-transparent, 87 they are 
difficult, if not impossible, for many investors to price,  
largely illiquid, 88 extremely tricky to unwind and 
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often burdened by very high transaction costs.89  These 
problems have impeded the development of the fixed 
income side of the Islamic capital market.

The complexity of Islamic fixed income products 
also creates difficulties because of the requirement in  
Islamic finance that every product must be certified 
as Shariah-compliant by a board of Islamic scholars.90   
Given the very limited number of scholars who are 
experts in both Islamic law and complex financial 
structures91,  the certification process can become a 
bottleneck that constrains the ability of banks to get 
new products approved in a timely way. 92  

In addition, Islamic finance lacks a system of  
mutual recognition among Shariah scholars, creating 
the risk that products approved as Shariah-compliant 
by some scholars will be turned down by others.93  In 
general, the more complex the product, the greater 
the risk there will be a divergence of opinion among 
scholars, and consequently the greater the risk that 
fragmented markets will develop where products are 
acceptable to some investors but not to others.94 Any 
such fragmentation will exacerbate market illiquidity 
since it will restrict the potential pool of buyers for 
any particular product. 95

Moreover, a certification of Shariah compliance 
does not mitigate any of the other problems caused 
by product complexity.  The certification only 
signifies that the structure of the product meets the 
requirement imposed by Islamic law.96 It does not 
imply anything about how the product is priced, how 
it will perform as an investment or how it might be 
able to be unwound.

Since Shariah is fundamentally a system of religious 
laws and ethics, some investors might assume that 
the same ethics will guide the way that Shariah-
compliant financial products are priced and traded. 
97 However, such an assumption may prove to be 
incorrect. A bushel of apples is a Shariah- 
compliant product, but it may be sold in a non- 
transparent, or even deceptive, manner. In the same way,  
Shariah-compliant financial products do not come 
with any sort of guarantee that they will be priced and  
traded fairly or that, in unwinding such products, 
parties with competing claims on the underlying  
assets will always act according to the highest ethical  
standards.98

The problems posed by the complexity of Shariah-
compliant products are further compounded by the 
lack of plain vanilla alternatives in the Islamic fixed  

income market. Products must all be structured 
around an underlying transaction in order to  
generate payment flows that are not deemed to  
represent interest. As a result, all Islamic financial 
products that provide fixed income type returns are 
structured products.99

With conventional financial products, fixed income 
investors may choose the level of complexity they are 
willing to accept in the instruments they buy. If they 
are uncomfortable with complex products, they can 
invest in only plain vanilla instruments or alternatively 
allocate just a small portion of their portfolios to 
structured products. However, Islamic fixed income 
investors are not afforded such a choice. Investors 
who want to purchase only Shariah-compliant fixed 
income type instruments are required, by the nature 
of these instruments, to have portfolios composed 
entirely of relatively complex products. Almost no 
conventional fixed income investor would hold such 
a portfolio.

The structured nature of all Islamic fixed income 
products also makes it difficult for dealers that sell 
these products to meet their investor suitability 
obligations.  ‘Investor suitability’ is the term used in the 
financial services industry to describe the obligation 
of licensed securities dealers to only recommend to 
their clients investment products that are suitable for 
those clients in light of their financial knowledge,  
investment objectives and means.100 Although the 
precise nature of the investor suitability obligations 
on dealers varies by jurisdiction, some obligation of 
this type exists in most major securities markets.101 
For example, Malaysia, the largest jurisdiction 
for Islamic fixed income issuance,102 imposes an 
obligation on licensed dealers to ensure the  
suitability of their advice to clients, including requiring 
dealers to make a determination that clients have the  
necessary knowledge or experience to understand the 
risks of products they recommend.103

In the conventional fixed income markets, a dealer can 
determine a client’s relative level of sophistication and 
make recommendations to that client accordingly. If 
the dealer determines, for example, that a client does 
not have the financial knowledge needed to evaluate 
the risks of structured products, the dealer can choose 
to recommend only plain vanilla investments.

For clients who wish to invest entirely in  
Shariah-compliant products, however, a dealer’s  
ability to tailor investment recommendations to match 
the client’s financial acumen is very constrained.   
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Regardless of the client’s knowledge level, the  
dealer will have to make recommendations from a 
limited pool of Shariah-compliant products that are 
all relatively complex. If a client does not have the 
requisite knowledge or experience to understand 
Shariah-compliant structures, the dealer would be 
breaching the investor suitability obligation with every  
recommendation.

Another consequence of the fact that all Islamic 
fixed income products are structured products is 
the lack of effective benchmark instruments.104   In 
conventional fixed income markets, benchmark  
issues play an important role in providing a  
standard against which the price and performance 
of other issues can be measured. 105 To serve as an 
effective benchmark, an issue needs to be highly  
liquid so that on any day its current market value can 
be readily and objectively determined based on actual  
transactions in the market.106 In addition, in order for 
it to serve as a clear point of comparison, it should be 
a plain vanilla issue.  Structured products are usually 
illiquid and cannot be easily compared to other issues 
since few would share precisely the same structure.

For marketing purposes, several large sukuk  
issues have been labelled as benchmarks.107 However, 
compared with conventional benchmark bonds, 
these issues all fall short of deserving the benchmark  
designation. Although in terms of size they  
resemble conventional benchmark bonds,108 they are 
highly structured issues, meaning it is unlikely that 
other issues will be directly comparable. 

In 2006, for example, the Dubai property  
company Nakheel issued a $3.52 billion sukuk that was  
considered a benchmark transaction for the sukuk 
market.109  The Nakheel sukuk, however, involved an 
extremely complicated structure.110  It was based on 
the principle of ijarah, but included a complex web 
of underlying co-obligors and co-guarantors and an 
equity conversion feature.111 In conventional fixed 
income markets, an issue of this type would be  
classified as a highly complex structured note, albeit 
a very large one, rather than as a benchmark bond.112

With few usable price comparators, investors must 
research and determine an appropriate price for each 
issue.  This research can be time-consuming since 
each issue is structured around a unique underlying 
transaction.  Moreover, tracking the performance of 
benchmark issues is the main portfolio performance 
tool used by conventional investors. 113 Without such 
benchmarks, it is difficult for investors to evaluate the 

performance of their portfolios relative to the market 
as a whole. As a result, the entry barriers to new  
investors coming into the Islamic fixed income  
market are high. 

The lack of benchmarks also discourages potential 
new institutions from deciding to fund themselves in 
the Islamic fixed income market since, without easy to 
identify and liquid comparators, it is difficult for them 
to determine the correct level to price their credit.114 
The reluctance of new institutions to fund in the  
market in turn impairs the liquidity of the market, 
since a dearth of supply of new issues means that  
investors are less willing to trade existing issues.115  
They assume a ‘buy and hold’ attitude and are  
reluctant to sell any instruments in their portfolios 
since they have no assurance they will be able to find 
new instruments to replace them. 116

Given these problems, and viewed from a purely  
economic perspective, the Islamic fixed income  
products created by the large western banks could 
be considered a uniquely problematic form of  
structured products. They are created using the same 
financial engineering techniques as conventional 
structured products and, as a result, they suffer from 
the same problems, such as opaqueness and illiquidity.   
However, they also are afflicted with an additional 
and idiosyncratic set of problems because of the need 
for Shariah certification and the fact that there are no 
plain vanilla alternatives in the market. 

Such a perspective ignores the religious  
significance of Islamic fixed income products.117  These 
products are designed specifically to meet both the  
religious and economic objectives of investors that want  
instruments that generate a fixed income type 
of return without having the return deemed to  
represent interest or otherwise to be incompatible with  
Shariah. For these investors, the complexity of the 
products, and the problems that arise from it, may  
simply be seen as necessary and unavoidable  
consequences of investing in instruments that  
conform to their religious beliefs.118 

In addition, a capital market that includes no 
plain vanilla instruments does offer one inherent  
benefit. In conventional fixed income markets, which 
have both structured and plain vanilla alternatives, 
market downturns frequently cause investors to flee  
structured products and seek out the relative  
simplicity and comfort of plain vanilla instruments. 
This phenomenon may cause the prices of structured 
products to fall even more quickly than other types 
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of instruments during periods of market distress,  
because the supply side of the market surges while the 
demand side collapses.

In the Islamic fixed income market, however,  
investors cannot easily flee complex products,  
because there are no simple alternatives they can 
turn to instead.  As a result, the Islamic fixed income 
market may be structurally less prone to rapid sell-offs 
and sharp price falls than the conventional structured 
products market. This hypothesis is consistent with 
how the Islamic fixed income market reacted during 
the financial crisis. Although there were defaults on 
a number of sukuk119 and new issuance of sukuk fell 
sharply for a period of a time in several important 
Gulf countries, 120 the market generally held up 
better than many conventional structured product  
markets.121

CONCLUSION: THE NEED FOR  
STANDARDISATION
During the last decade, the large western banks have 
been attracted to the significant profit opportunities 
that exist in Islamic finance. 122  The attraction stems 
largely from high oil prices and the massive outflow 
of ‘petrodollars’ from the Arabian Gulf countries.123 

However, even if global petroleum prices were to  
decline, the interest of western banks in Islamic  
finance is unlikely to wane. Considering the growing 
economies of many predominantly Muslim countries,  
as well as their youthful demographic make-ups,125 
the future growth potential of the market for financial 
products that comply with Shariah is obvious and 
substantial. 126

The western banks have focused much of their  
attention on developing the fixed income side of the 
Islamic capital markets, because it is where they have a 
competitive advantage. Other areas, such as consumer 
banking, are denominated in most Muslim majority 
countries by domestic Islamic institutions that have 
larger local customer bases.  Where the western banks 
have a significant advantage relative to local Islamic 
institutions is in their skill at financial engineering 
and innovation, which is the reason for their focus 
on the fixed income market.  Given the Shariah  
prohibition against all interest-bearing securities, the 
fixed income market is seen as the area in Islamic  
finance that is most in need of innovation.129

The approach the western banks take to the  
market is to apply structured products knowledge and 
techniques to create Shariah-compliant equivalents 
of conventional fixed income products.130 In other 

words, for every conventional instrument, the banks 
seek to structure an Islamic analogue that provides the 
same risk profile and economic return, but in a form 
that is consistent with Shariah. 131 This approach is 
crudely comparable to the ‘tofu hamburger’ approach 
to vegetarianism, which is based around creating  
vegetarian versions of popular meat dishes. The  
philosophical starting point for the large western 
banks is that all investors need conventional  
instruments, but since Shariah-compliant investors 
cannot have them, the banks will provide them with 
the closest possible Islamic variant. 132

A significant problem with this approach is that it 
leads to very high levels of complexity. The Shariah 
compliant analogue of a conventional fixed income 
instrument is always more complex than the original. 
Moreover, in many cases, investors use certain  
conventional fixed income instruments specifically 
because they are simple and highly liquid. A structured 
version of such an instrument may have very little 
practical value. 133

Through the application of enough imagination and 
financial engineering, structured products professionals 
may be able to replicate almost every existing fixed 
income instrument in a Shariah-compliant form. 134 
However, that may not be a useful goal. The result 
would be an Islamic fixed income market that in some 
sense perfectly replicates the conventional market, but 
is many times more complex. Because of the problems 
discussed in this article that come with complexity, 
such an Islamic fixed income market would be a 
more opaque, illiquid and inefficient version of its 
conventional market archetype.

A better solution to building the fixed income 
side of the Islamic capital markets is to focus on 
simplification and standardisation.135 A small number 
of standardised products will better serve the interests 
of most Islamic investors than a larger, but more 
complex, set of products that approximate the full 
range of conventional instruments. At least in the 
near term, creating such standardised products should 
be the principal goal of banks interested in developing 
the Islamic fixed income market.

Standardisation of Islamic fixed income instruments 
is difficult, because of the lack of uniform 
interpretations among Shariah advisors and among 
jurisdictions.136  While a diversity of opinion among 
scholars can facilitate growth and the development 
of innovative new products, such diversity inhibits 
standardisation.137  Given there is no systematic way to 
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obtain consensus among Shariah scholars, it is unlikely 
any fixed income product will achieve truly universal  
acceptance.

Moreover, Islamic jurisprudence gives only limited 
importance to precedent.138 There is no assurance, 
therefore, that products approved by a majority of 
Shariah scholars today will continue to be approved 
in the future. In 2007, for example, leading Shariah 
scholar Sheikh Muhammad Taqi Usmani, circulated 
a paper in which he argued that the majority of 
outstanding sukuk in the market were not actually 
in compliance with Shariah.139  Because of Sheikh 
Usmani’s high standing in the Islamic finance  
community140,  his paper had the effect of putting into 
doubt the permissibility of the structures behind most 
of the Islamic fixed income market at that time.141 
The precedent created by other scholars who had 
previously certified the structures as being Shariah-
compliant did not prevent Sheikh Usmani from 
taking a contradictory position.

Nonetheless, a number of efforts are underway to 
create relatively simple and standardised products. 
These efforts are led in part by the principal standard 
setting bodies in Islamic finance, including the 
Accounting and Auditing Organisation for Islamic 
Financial Institutions (AAOIFI) and the Islamic 
Financial Services Board (IFSB)142.  The IFSB, for 
example, has led the work to create a standardised 
liquidity instrument for Islamic financial institutions, 
the lack of which has posed a serious limitation 
on the ability of these institutions to manage their 
assets and liabilities efficiently. 143 Although greater 
standardisation is unlikely to eliminate entirely the 
need for individual products to receive a Shariah  
certification, it should provide greater ex-ante  
certainty and lessen the time and effort needed for the 
certification process.

In order for the large western banks to participate 
fully in the standardisation and simplification process, 
they will need to take Islamic fixed income out of 
the structured products area and make it a more 
mainstream part of their business.  The structured 
products business model is based around continuous 
innovation and large profit margins. Although the 
opaqueness of complex products leads to the problems 
discussed in this article, it is also a source of the profit 
margins earned by structured products teams. 145  
Since structured products are difficult for investors 
to price, it is also difficult for investors to know how 
much profit margin the banks are making from the 
sale of these products. 146

As a result, standardisation is not generally in the  
interest of a bank’s structured products team. As 
products become more standardised, profit margins 
usually decline, often substantially.  For the bank as 
a whole, such a reduction in profit margins may be 
more than offset by the higher revenues that come 
with the increased trading of standardised products 
as opposed to complex ones. However, this increased 
revenue will accrue to the trading desks and not to 
the structured products team. Therefore, moving 
to more simplified and standardised Islamic fixed  
income products will require a change in mindset at 
the large western banks. Rather than continuing to 
treat this area as a high margin, structured products 
business line, they need to look at Islamic fixed  
income as a potential source of steady revenue from 
trading a smaller set of relatively simple products.

In the conventional fixed income market, there are 
precedents for new instruments developing first as 
structured products and over time being standardised 
and mainstreamed. Credit default swaps (CDS), for 
example, came into existence in the 1990s as a type 
of structured product.147 Over the past decade, they 
have become increasingly standardised, and most 
large western banks have begun to treat CDS as a 
commodity product that is priced and traded by their 
mainstream credit trading desks.148 Although the 
increasing commoditisation of CDS has driven 
down profit margins,149 it has also helped propel an 
increase in trading volumes.150 Creating more 
commodity-type Islamic fixed income products 
should lead to similar results.

Islamic finance is one of the boldest and most  
successful financial innovations of the last 30 years. 
Innovation has driven its growth, particularly with  
respect to the development of the Islamic fixed  
income market. However, as the large western banks 
have entered the market, the focus of much of the 
innovation has been on creating ever more complex 
replications of conventional instruments.  This sort 
of innovation should no longer be a priority. Rather, 
what the market needs now to sustain its growth is a 
more standardised set of relatively simple products. 
Although such a shift in emphasis from innovation 
to commoditisation may make Islamic finance less 
attractive as a structured products business line, it 
should make it more attractive as an investment tool 
for millions of Islamic investors.
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