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This Discussion Paper contains material in which the IFRS Foundation holds 
copyright and which have been reproduced in this Discussion Paper with the 
permission of IFRS Foundation. Copyright in the International Financial 
Reporting Standards (including Interpretations), International Accounting 
Standards Board (IASB) Exposure Drafts, and other IASB publications 
belong to IFRS Foundation. 

All rights are reserved. No part of this publication may be reproduced, stored 
in a retrieval system or transmitted in any form or by any means without the 
prior permission in writing to MASB or as may be expressly permitted by 
law or under terms agreed with the appropriate reprographics rights 
organisation. No part of the materials incorporated in this publication, the 
copyright of which is held by IFRS Foundation, may be reproduced, stored in 
a retrieval system or transmitted in any form or by any means without the 
prior permission in writing to IFRS Foundation or as may be expressly 
permitted by law or under terms agreed with the appropriate reprographics 
rights organisation. 
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Note on numbering of Malaysian Financial Reporting Standards 

On 19 November 2011, the MASB announced the issuance of Malaysian 
Financial Reporting Standards (MFRSs).  The numbering of a MFRS 
corresponds to the numbering of the equivalent International Financial 
Reporting Standard (IFRS) issued by the International Accounting Standards 
Board (IASB), and a MFRS prefixed by “1” corresponds to its equivalent 
International Accounting Standard (IAS).  For example: 
 
MFRS without prefix MFRS 1 is equivalent to IFRS 1 First-time adoption of 

International Financial Reporting Standards. 

MFRS prefixed by 
“1” 

MFRS 101 is equivalent to IAS 1 Presentation of 
Financial Statements. 

 
Similarly, the numbering of a MASB Issues Committee (IC) Interpretation 
also corresponds to the numbering of the equivalent IFRS Interpretations 
Committee (IFRIC) Interpretation, and an IC Interpretation prefixed by “1” 
corresponds to its equivalent Standing Interpretations Committee (SIC) 
Interpretation. For example: 
 
IC Interpretation 
without prefix 

IC Interpretation 1 is equivalent to IFRIC 1 Changes in 
Decommissioning, Restoration & Similar Liabilities. 

IC Interpretation 
prefixed by “1” 

IC Interpretation 107 is equivalent to SIC 7 
Introduction of the Euro. 

 
Throughout this Discussion Paper, references are made to both MFRS and to 
the equivalent IFRS. 
 
 
 
 
 



MASB DP i-2 
 

4 

MASB DP i-2 Sukuk 
 
The Malaysian Accounting Standards Board (MASB) has approved the 
release of this Discussion Paper (DP), MASB DP i-2, for distribution to 
professional accounting bodies, regulators, users and other interested 
individuals and organisations for comments. 
 
Background 
 
Sukuk has become part and parcel of the Malaysian capital market.  Although 
in many material aspects sukuk can be compared to a conventional bond, 
there are some aspects of it which warrant further guidance from a financial 
reporting perspective. 
 
Among these are classification of sukuk in the statement of financial position, 
derecognition of the asset transferred by an originator to a special purpose 
entity (SPE), consolidation of the SPE with the originator, and whether sukuk 
should be measured at amortised cost or at fair value. 
 
Sukuk markets now span much of the global economy.  In 2010 alone, a total 
of USD35 billion (RM106.4 billion) of sukuk were issued globally, of which 
two-fifths or USD13.8 billion (RM41.95 billion), originated in Malaysia1.  
As this is a rapidly expanding market, the need for a technical 
pronouncement governing accounting for sukuk transactions becomes 
apparent. 
 
This DP does not aim to provide prescriptions for these accounting questions. 
Rather, it puts forth the Board’s understanding of the issues and alternative 
solutions to solicit public views on the preferred solutions. 
 
The Working Group 
 
The Working Group on this Discussion Paper is chaired by the Chairman of 
the MASB and comprises representatives from the accountancy profession, 
commerce and user groups.  Members and observers of the Group are: 

                                                
1 Hamid, Hamisah. "Record Sukuk Issuance Forecast". Business Times. 10 March 
 2011. <http://www.btimes.com.my/Current_News/BTIMES/articles/ 
21SUKUK/Article/>.  [accessed on 10 March 2011] 
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Members 

En. Mohammad Faiz Mohd Azmi, Chairman 
En. Ahmad Nasri Abdul Wahab (KPMG) 
En. Abdul Rauf Rashid (EY) 
En. Mohamad Yasin Abdullah (Maybank Investment Bank) 
En. Badlisyah Abdul Ghani (CIMB Islamic) 
En. Rafe Haneef 
En. Nik Shahrizal Sulaiman (PwC) 
 
Observers 

En. Md. Khairuddin Arshad (Malaysian Insurance Deposit Corporation) 
En. Mohd Radzuan (Securities Commission Malaysia) 
Dr. Md Nurdin Ngadimon (Securities Commission Malaysia) 
Pn. Nurmastuji Abd Malek (Bank Negara Malaysia) 
En. Mohd Effendi Abdullah (Malaysian Investment Banking Association ) 
Tuan Syed Ghazali Wafa Syed Adwam Wafa (Universiti Kebangsaan 
Malaysia) 
Dr. Syed Musa Syed Jaafar Al-Habshi (Unirazak) 
En. Mohd Damshal Awang Damit (Amundi Asset Management) 
AP Dr. Akram Mohd Laldin (ISRA) 
En. Azli Munani (Malaysian Takaful Association) 
En. Mohamed Rithuan Dato’ Mohamed Shamsudin (Association of 
Islamic Banking Institutions Malaysia) 
Ms. Zulfa Abd Rahman (Malaysian Institute of Accountants) 
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Invitation to comment 
 
The Malaysian Accounting Standards Board invites comment on any aspect 
of this discussion paper, particularly on the questions set out below. 
Comments are most helpful if they: 

(a) address the questions as stated; 

(b) indicate the specific paragraph or paragraphs to which the comments 
relate; 

(c) contain a clear rationale; and  

(d) describe any alternatives the Board should consider  

 
Respondents need not comment on all of the questions. Respondents are also 
encouraged to comment on any additional issues within the scope of the 
discussion paper. 
 
Question 1 – Consolidation 
Do you agree that consolidation of the SPE by the sukuk originator should be 
contingent upon if the entity ‘controls’ the sukuk SPE / trustee?   
 
Question 2 – Derecognition 
(a) Do you agree that accounting derecognition criteria is contingent on the 
type of asset transferred (depending on if fixed assets, financial assets or 
intangible assets were transferred)?   

(b) Do you also agree that certain terms of the sukuk issuance, such as 
purchase options held by the sukuk originator, would affect the ultimate 
derecognition conclusion? 
 
Question 3 – Classification and measurement 
(a) Do you agree that sukuk issuances should generally be liability classified; 
unless the sukuk certificates are puttable (in which equity classification may 
be possible)?   

(b) Do you agree that investments in sukuk should follow general investment 
classification (and subsequent recognition and measurement) found in 
MASB-approved accounting standards? 
 
Question 4 – Fair value measurement 
(a) Do you agree that if sukuk is required to be measured at fair value, an 
active market price should first be used?   
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(b) If an active market is not available, do you agree that other valuation 
techniques, such as those discussed in MASB-approved accounting standards 
should be used? 
 
Question 5 - Impairment 
Do you agree that impairment on sukuk certificates should be calculated 
using an incurred loss model currently and an expected loss model 
prospectively? 
 
Question 6 – Derivatives  
Do you agree that derivatives embedded within sukuk issuances that meet 
specific criteria in MFRS 139, should be bifurcated and separately accounted 
for? 
 
Question 7 – Guarantees  
Do you agree that any sukuk certificate guarantees should be accounted for as 
(a) a ‘financial guarantee contract’, (b) insurance contract, (c) derivative or 
(d) contingent liability / asset, depending on the terms of the guarantee and if 
the entity is the holder or issuer of the guarantee? 
 
Question 8 – Related party transactions 
Do you agree that any related party transactions should follow the disclosure 
requirements in MFRS 124? 
 
Question 9 – Matters for improvement 
Is there any area of the discussion paper which needs to be improved?  If so, 
please identify and put forward your suggestion(s) how the exposure draft 
could be improved. 
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This Discussion Paper is issued for public comment only and is not an 
MASB approved accounting standard. Nothing in this Discussion Paper 
overrides any specific MASB approved accounting standards. However, in 
extremely rare circumstances where there is a Shariah prohibition to a 
requirement in an MASB approved accounting standard, that requirement 
need not be complied with. 
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Introduction 

Reason for issuing the Discussion Paper 
 
IN1 Sukuk issuances in Malaysia have been growing steadily since it was 

first introduced in the early 1980s. In view of sukuk’s increasing 
economic importance, recent revisions to IFRS for financial 
instruments and consolidation, and the scarcity of discussion on 
reporting sukuk under IFRS, the MASB thought it timely to study 
accounting issues relating to sukuk.  

 
IN2 In 2008, the IASB added to its agenda a project to amend its existing 

IAS 39, Financial Instruments: Recognition and Measurement. This 
project was divided into three phases: classification and 
measurement, impairment methodology, and hedge accounting. In 
November 2009, the IASB completed its deliberations on the 
classification and measurement of financial assets, and issued IFRS 
9, Financial Instruments.  This was followed by an amendment in 
2010 for measurement of financial liabilities. Both IAS 39 and IFRS 
9 greatly impact accounting for sukuk as their requirements would 
affect the appropriate classification and measurement of sukuk, 
derecognition of assets transferred to special purpose entities, and 
the treatment of any embedded derivatives within the sukuk 
structure.  

 
IN3 In addition, the IASB has also undertaken a project to revise its 

consolidation standard.  In May 2011, the IASB issued IFRS 10, 
Consolidated Financial Statements, which replaced IAS 27, 
Consolidated and Separate Financial Statements and SIC 12, 
Consolidation – Special Purpose Entities. Consolidation is an 
important issue for sukuk, as there is debate as to whether or not the 
sukuk originator would need to consolidate any special purpose 
entities created within the sukuk structure.  

 
IN4 The MASB has issued the IFRS-compliant Malaysian Financial 

Reporting Standards (MFRS), which includes IFRS 9 and IFRS 10.    
Thus, it is imperative that MASB provide an avenue for 
stakeholders to provide feedback on sukuk accounting issues in view 
of the 1 January 2012 convergence date. 
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Main features of the Discussion Paper 
 
IN5 In view of Malaysia’s convergence with IFRS, and the MASB’s 

principle that its approved accounting standards shall apply to 
Shariah compliant transactions, this Discussion Paper primarily 
discusses the implications of current and revised requirements for 
financial instruments and consolidation found in IAS 27, IAS 39, 
IFRS 9, IFRS 10, and other standards issued by the IASB that are 
relevant to sukuk. Nevertheless, due consideration is also given to 
standards issued by the Accounting and Auditing Organization for 
Islamic Financial Institutions (AAOIFI), a Shariah-based 
accounting and auditing body domiciled in Bahrain, as well as 
guidelines issued by Bank Negara Malaysia and the Securities 
Commission of Malaysia.  

 
IN6 This Discussion Paper outlines key accounting issues brought to the 

attention of the MASB during its meetings with stakeholders in the 
sukuk industry, as well as the alternative solutions that were 
suggested. This Discussion Paper is issued to seek confirmation of 
the Board’s understanding of the issues, as well as to solicit views 
on the alternative solutions.  
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Discussion Paper i-2 
Sukuk 
 
What is sukuk? 
 
1 With the increasing wealth of Muslim nations and the ensuing 

demand for Islamically acceptable financial products, many 
corporate and sovereign entities in need of funds have sought 
alternative means of financing that would appeal to the religious 
sensibilities of Muslims, as well as provide a risk and return profile 
that would satisfy both Muslim and non-Muslim investors.  One 
popular way of raising funds is through the issuance of sukuk2, which 
is colloquially referred to as an ‘Islamic bond’.     
 

2 Islamic finance embodies the Quranic command for Muslims to 
engage in trade rather than in straight lending in order to prevent 
riba3.   Nevertheless, the financial obligations which arise in trade 
activities, if not fulfilled immediately, can be monetised and used to 
replicate the economic effects of financing. Sukuk monetises trade 
through aggregating financial obligations arising from trade to form 
investment certificates. The terms of a sukuk structure can be varied 
to approximate either fixed or floating rate returns, and can be 
secured or unsecured.  Sukuk can replicate the economic effects of 
various types of conventional bonds, such as straightforward bonds, 
zero-coupon bonds, subordinated bonds and convertible or 
exchangeable bonds.    Thus, while sukuk is often touted to represent 
proportional ownership in an asset or venture, it is perhaps better 
described as ‘indebtedness or financial obligation arising from an 
underlying trade or asset’. Although it may represent beneficial 
interests in the cash flows arising from a trade or asset, rarely does 
sukuk confer a title or a claim over the physical underlying asset or 
venture.  
 

                                                
2 Sukuk is the plural of sak, an Arabic word which means ‘document’ or ‘certificate’.  
Throughout this Discussion Paper, the term sukuk is used to denote both singular and 
plural.  
3 Riba is commonly translated as ‘usury’.  However, whilst the conventional 
definition of usury is ‘excessive interest’, most Shariah scholars interpret riba to 
include any interest on a loan principal. 
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3 In a typical sukuk, an entity would transfer assets to a special purpose 
entity (SPE).  The assets transferred could comprise of (1) fixed 
assets, (2) financial instruments, (3) services, (4) investment 
property, (5) intangible assets, or (6) a combination of any of the 
above.  In structures where the SPE is the issuer, the SPE would in 
turn offer to investors, in exchange for immediate cash (i.e. the issue 
price), beneficial interests representing the right to the future cash 
flows of the assets for the tenor of the sukuk.  In structures where the 
entity itself is the issuer, the transfer would be to a trustee holding 
the underlying asset on behalf of investors.   
 

4 There would also be an arrangement to redeem the sukuk upon 
maturity or upon the occurrence of a trigger event.  Commonly, this 
takes the form of an undertaking from the issuer / originator / obligor 
to repurchase from investors, and/or a sale undertaking from 
investors to resell, the assets at the end of the sukuk term or upon the 
occurrence of a trigger event, such as default.  These purchase and 
sale undertakings are often given in the form of a wa’d (pl. wu’d), or 
promise.   
 

5 However, due to AAOIFI’s disapproval of pre-agreed or fixed 
repurchase prices, other alternative methods of redemption have been 
developed, such as redemption in exchange for shares, or through an 
auction.  With an exchangeable sukuk, investors can exchange sukuk 
for shares owned by the issuer in a third-party.  In redemption 
through auction, sukuk holders sell their interests in the underlying 
asset to the highest bidder in an auction that may be open to all or 
limited to selected bidders.  In most cases, there would also be a 
mechanism for the difference between the winning bid and the 
‘reserve price’ to be channelled back to the originator or issuer, and 
not kept by the sukuk holder. 
 
Secured and unsecured sukuk 
 

6 Where the transfer of assets results in bankruptcy remoteness, in that 
there is non-recourse to an originator and an originator’s bankruptcy 
would not affect investors’ rights to the cash flows arising from the 
asset, the structure may be deemed to be a true sale in law.  The 
structure may be referred to as an asset-backed, or secured, sukuk.  
The strength of asset-backed structures relies on the strength of the 
underlying assets.  The assets transferred into the sukuk structure are 
legally separate from the originator’s other assets, and repayment is 
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intended to be obtained from the cash flow generated by an identified 
and secured / collateralized pool of assets.  In case of non-
performance, investors would have recourse to the pool of assets.    
However, asset-backed sukuk are few and far between.   
 

7 More common are unsecured ‘asset-based’ sukuk where although 
cash flows are referenced to a trade activity associated with an 
underlying asset, the asset is not bankruptcy remote and investors are 
ultimately exposed to the credit risk of the obligor.  Since recovery is 
through recourse to the obligor, it is the obligor’s financial strength 
rather than the value of the underlying asset that plays heavily in the 
sukuk’s investment rating. In some sukuk structures, the obligor may 
not be the originator but a parent or other related party with a strong 
financial standing.  A third-party guarantor may also be used to 
enhance the sukuk’s rating.  Although investors are meant to be 
entitled only to beneficial interests in the assets, in rare 
circumstances judges may award sukuk holders’ claims on the 
underlying assets based in part on Shariah interpretations that sukuk 
confers ownership rights to the sukuk holders.  However, more 
commonly the sukuk holders would join with other unsecured 
creditors of the defaulted entity, as they are not considered legal 
owners of the assets underlying the sukuk. 
 
Underlying trade activities 
 

8 As payment of interest is prohibited, cash flows to investors must 
take the form of returns on trade activities.  The sukuk structure must 
call upon a variety of Shariah-compliant contracts that generate 
financial obligations.  For example, ijarah or ‘Islamic leasing’ would 
be the underlying trade activity for sukuk ijarah, which generates 
cash flows in the form of rental returns.  Similarly, sukuk mudarabah 
or sukuk musharakah would generate cash flows in the form of 
profit-shares, and sukuk istisna can be used to generate cash flows in 
the form of revenue from construction contracts. The decision on 
which trade activity would be most appropriate depends largely on 
the cash flows desired, and the operations of and assets held by the 
sukuk originator4.  AAOIFI describes fourteen ‘types’ of sukuk based 
on the underlying trade activity (e.g. sukuk ijarah, sukuk 
musharakah, etc.) in its Financial Accounting Standard 17 (AAOIFI 

                                                
4 Appendix B to this Discussion Paper provides further information about the various 
Shariah-compliant contracts that are used in structuring sukuk issuances. 
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FAS 17), Investments5.  However, this belies the fact that the legal 
structure of each issuance can vary greatly even within the same 
‘type’.  Thus investors, analysts and other interested parties would 
need to look at each individual structure thoroughly to understand its 
terms, cash flows, risks and returns to arrive at an accounting 
conclusion rather than conclude that a uniform treatment applies to 
each ‘type’.   
 
Sukuk with SPE issuer 
 

9 In the past, sukuk was commonly issued by a SPE associated with an 
originator, i.e. the entity seeking financing, in order to isolate the 
underlying asset - and the liability - from the originator.  The SPE 
can be either a pass-through entity (where all cash flows received 
that relate to the transferred assets are immediately paid out to the 
certificate holders), or a pay-through entity (where the cash flows go 
into a reserve / pool, and can be reinvested or restructured by the SPE 
before being paid out at pre-specified times in pre-specified 
amounts).  
 

Figure 1: Simplified SPE Structure for Sukuk 
 

 
                                                
5 In July 2010, AAOIFI FAS 17, Investments, was superseded by FAS 25 Investments 
in Sukuk, Shares and Similar Instruments with regards to investments in sukuk and 
shares. 
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 Sukuk without SPE issuer 
 
10 In some newer structures, the entity seeking financing, or a related 

party, would itself be the issuer.  The entity, its related party or a 
corporate trustee would  replace the role of an SPE and undertake a 
variety of duties related to the sukuk, such as managing cash flows 
and the sukuk assets (for example, collecting the initial contributions 
from the investors which are used to purchase assets, and acting on 
behalf of investors as the lessor in sukuk ijarah).  
 

11 There are many reasons why an SPE issuer may not be used.  
Primarily, since most sukuk are asset-based and not asset-backed, 
there is no economic reason to keep the underlying asset in an entity 
that is legally separate from the entity seeking finance.  For example, 
the regulatory environment following the recent global financial 
crisis has made it more difficult to achieve off-balance sheet 
financing through SPE issuers.  Secondly, the Securities Commission 
(SC) does not impose any regulatory requirement to create a legally 
separate SPE; most corporate bodies would be eligible issuers under 
SC guidelines6.  Thirdly, due to the asset-based nature of most sukuk, 
rating agencies look to the creditworthiness of the obligor - not just 
the value of the underlying assets - and do not give a premium for 
having the underlying assets held in a legally separate entity.   Other 
than economic or regulatory reasons, a jurisdiction’s legal framework 
may also not be conducive to the creation of SPEs.  For example, the 
concept of beneficial interest in property may not be recognised in 
some jurisdictions making it difficult to create, and transfer assets to, 
an SPE.   

                                                
6 Paragraph 3.01 of the Securities Commission’s Guidelines on Islamic Securities 
(Sukuk Guidelines) states that: “Any person who is a corporation within the meaning 
of sub-section 2(1) of the [Capital Markets and Services Act 2007] or a foreign 
government is eligible to issue, offer or make an invitation on sukuk upon seeking the 
SC’s approval under these guidelines”. 
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Figure 2: Simplified Trustee Structure for Sukuk 

 

 
 

Figure 3: Simplified Structure for Sukuk without Third Party 
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7 ‘Most Sukuk “not Islamic”, Body Claims’, Arabian Business, 22 November 2007.  
Web. 28 August 2009. <http://www.arabianbusiness.com/504577-most-sukuk-not-
islamic-say-scholars>  
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13 Following the chairman’s claims, AAOIFI published six principles8 
which addressed the disparity between what it believed sukuk 
‘ought to be’ and what ‘it is’.  The principles were primarily 
directed towards sukuk based on musharakah and mudarabah; 
mainly because many of these structures do not represent the 
‘partnership’ that their names are thought to imply.  

 
14 The first AAOIFI principle explicitly stated that the rights and 

obligations of ownership in real assets, whether tangible, usufruct or 
services should be transferred to the sukuk holders.  This implied a 
preference for secured asset-backed structures over the ubiquitous 
unsecured asset-based structures.  Furthermore, the principle also 
called for the issuer to “certify the transfer of ownership of such 
assets in its (sukuk) books”, which had led some to understand that 
assets must be derecognised in financial reporting for a structure to 
be deemed Shariah-compliant.  However, in Malaysia, financial 
reporting is not thought to either validate or nullify Shariah 
compliance, and generally accepted accounting principles would not 
conflict with general Shariah principles or methodologies9.    

 
15 The second principle re-iterated AAOIFI’s stand against bai’ al-

dayn and prohibited receivables or debts from being the underlying 
asset in a sukuk structure.  While receivables are routinely pooled 
for conventional securitizations, such ‘sales’ of debt, bai’ al dayn, 
are not universally accepted among Shariah scholars.  Opponents of 
bai’ al dayn argue that there can be gharar, uncertainty / ambiguity 
as to the amount of debt / receivables that can be realised.  
Moreover, the amount of debt / receivable may not commensurate 
with the amount of cash received, leading the party ‘gaining’ from 
the transaction to incur riba, an unjust excess.  In many 
jurisdictions, bai’ al dayn may be tolerated and secondary trading 
allowed if the amount of debt / receivables in a pool of underlying 
assets does not exceed a certain threshold, which is usually fifty per 
cent; oftentimes, items of real property such as land, buildings, or 
infrastructure would be included with the debt / receivables in the 
pool of assets.  Some scholars may dispense with a threshold if the 

                                                
8 Accounting and Auditing Organization for Islamic Financial Institutions, Shari’ah 
Board Resolutions on Sukuk, February 2008. 
9 Refer to the review by BNM’s Shariah Advisory Council (SAC) in Appendix E of 
MASB Statement of Principles i-1 (SOP i-1), Financial Reporting from an Islamic 
Perspective. 
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regulatory environment effectively eliminates excessive gharar.  In 
some cases, bai’ al dayn may be allowed on the basis of maslahah, 
the greater good to the public. 
 

16 The third AAOIFI principle prohibited an undertaking to offer loans 
to sukuk holders when actual earnings fall short of expected 
earnings. In practice, sukuk is often accompanied with an 
arrangement for the obligor to ultimately make up the difference if 
there is a shortfall from expected returns.  Essentially, in many 
partnership-based sukuk structures (such as musharakah and 
mudarabah) the originator would indicate an ‘expected profit’ on 
the certificates.  As the underlying assets may not necessarily 
generate fixed returns, in periods where returns are lower than the 
‘expected profit’, the obligor and / or the originator will commonly 
make-whole the sukuk holders through a mechanism such as tanazul 
(a waiver) of the obligor’s  / originator’s share of profit, or hibah (a 
gift) from the obligor  / originator.  Likewise, there would also be a 
mechanism for the issuer to keep any excess earnings (which could 
be returned to the originator and / or obligor) in periods where 
returns are higher than expected, and to pay only the ‘expected 
profit’ to sukuk holders. In some structures, profit equalisation 
reserves may be created to retain excess profits in times of high 
returns to be released to the sukuk holders in times of lower returns.  
Despite being seemingly at odds with the notion that returns to 
investors ought to be those actually generated by the underlying 
asset, the AAOIFI resolution does not appear to disapprove of 
paying an expected level of profits to investors, but does not allow 
the ‘top-up’ payments to take the form of loans.  

 
17 AAOIFI’s fourth principle prohibited a repurchase at nominal value, 

and insisted that the price must be based on the net value of the 
asset, its market value or fair value, or a price to be agreed at the 
time of the actual purchase.  Many sukuk structures use the 
originator’s / obligor’s  purchase undertaking as a mechanism 
through which the principal is repaid to sukuk holders; and may also 
create a payment obligation on the obligor in the event of default. 
The repurchase price is often pre-agreed at inception, and may not 
necessarily be related to the value of the asset.  Arising from 
AAOIFI’s prohibition, alternative means of redeeming the 
underlying asset have developed; notably, an auction mechanism 
has been employed for the sukuk holder to dispose of the asset but 
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oftentimes with a clause that any excess above a ‘reserve price’ 
would be channelled back to the originator / issuer.   
 

18 The last AAOIFI principle took to task Shariah board members, 
reminding them to thoroughly review documentation related to an 
issuance, and required that the issuance conform to AAOIFI’s 
Shariah Standard 17, Investment Sukuk.  However, Shariah opinions 
vary among jurisdictions, and the requirements of AAOIFI’s 
Shariah standards may not be universally applicable. 
 

19 The controversies raised by AAOIFI’s resolutions contributed to a 
decrease in the global sukuk market, after years of growth. 
According to the SC10, “after expanding robustly in 2007 (by 90% 
year-on-year by total value of sukuk issued), the sukuk market 
experienced a slowdown in 2008 and 2009.” The SC reasoned the 
decrease in sukuk issuances were a result of four factors: (1) the 
credit crisis in 2008 affected the liquidity in the global market, 
including sukuk issuances, (2) investors turned to highly liquid 
investments, such as US treasuries, (3) there was uncertainty related 
to sukuk issuances, and their compliance with AAOIFI standards, 
and (4) investors waiting to see how the global markets would 
weather the credit crisis and how sukuk structures would continue to 
develop. 

 
20 Despite these issues, the sukuk market seems to be on the rebound. 

A Thomson Reuters poll in January 201111 stated that “Global sales 
of Islamic bonds are forecast to rise nearly 60 percent this year 
[2011] to more than 22 billion US dollars this year as economic 
recoveries and high crude oil prices revive the market.” Interesting 
to note, a Bloomberg article published in January 201112 confirms 

                                                
10 Thomas, Abdulkader S. (ed.). Sukuk. Selangor, Malaysia: Sweet & Maxwell Asia, 
2009. 
11 Thomson Reuters. "Sukuk Market Seen Reviving in 2011." Gulf Base. 21 January 
2011. Web. 17 March 2011. 
<http://www.gulfbase.com/site/interface/NewsArchiveDetails.aspx?n=164922>. 
12 Qayum, Khalid, and David Yong. "Malaysia Sukuk Rally Opens Way for Dubai 
Sales: Islamic Finance - Businessweek." Businessweek - Business News, Stock Market 
& Financial Advice. 23 Jan. 2011. Web. 17 March 2011. <http://www.businessweek. 
com/news/2011-01-23/malaysia-sukuk-rally-opens-way-for-dubai-sales-islamic-
finance.html>. 
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that Malaysia’s sukuk issuances are a key driving force in 
reinvigorating the sukuk market.     
 
Wa’d 
 

21 Instead of an upfront contract, sukuk redemption usually takes the 
form of a wa’d, or promise. Wa’d is used over outright contractual 
obligations primarily to avoid the Shariah prohibition of combining 
two or more contracts into one. For example, an originator would 
typically provide a purchase undertaking in the form of a wa’d to 
repurchase the assets at the end of the sukuk term.  These wu’d add 
complexity to an accounting analysis. As it is not a contract, but a 
promise, there is debate as to whether wa’d should be treated similar 
to contractual obligations. Even though empirical data suggests that 
wa’d are almost always fulfilled, it is merely a promise and is not 
legally binding in all jurisdictions.  In Malaysia, it may prove 
difficult to obtain specific performance based on wa’d, but 
regulators may financially penalise entities that do not fulfil wa’d. 
However not all jurisdictions provide similar deterrents. As stated in 
paragraphs B58  and B60-64 of MASB’s Statement of Principles i-
1, Financial Reporting from an Islamic Perspective (SOP i-1), wa’d 
can be a liability to the promisor in a situation where there is 
compelling evidence that the wa’d will take place (such as 
regulatory and market pressure, and a history of fulfilling previous 
wa’d agreements). Thus, per paragraph D21 of SOP i-1, the 
MASB’s view is that wa’d should be accounted for (included in the 
overall accounting assessment) when it ‘gives rise to an obligating 
event’.  

 
Accounting considerations 
 
22 In Malaysia, Shariah compliant transactions shall be accounted for 

in accordance with MASB approved accounting standards, unless 
there is a Shariah prohibition to doing so. In applying MASB 
approved accounting standards to sukuk, there are a few areas in 
which the Board believes further discussion is required, due to 
differences of opinion on the matter.  The diagram and 
accompanying text below explains these accounting considerations:   
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1. Consolidation  

The originating entity would need to assess whether it must 
consolidate the financial statements of the SPE issuer or trustee. 

2.  Derecognition 

The originating entity would need to assess whether it can 
derecognise (remove from its statement of financial position) 
the assets transferred to the SPE or trustee. 

3.  Classification and Measurement  

The originator (3a) would need to determine whether the sukuk 
should be classified as liability or equity; and the investor (3b) 
would need to determine the type of asset it is holding. Once 
this is determined, they would need to determine the 
appropriate measurement method. 

4.   Fair Value Measurement 

If an investor is required to measure sukuk at fair value, the 
investor would need to apply the appropriate fair value 
measurement requirements. 

5.   Impairment 

The investor would need to determine whether its investment in 
sukuk is impaired over the life of the investment. 
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6.  Derivatives 

Both the originator (6a) and the investor (6b) would need to 
determine whether sukuk contains embedded derivatives that 
would require separate accounting treatment. 

7.  Guarantees 

The originator / obligor (7a) would need to evaluate any 
guarantees it provides to the investors; and an investor (7b) 
would need to evaluate any guarantees it receives on the sukuk 
certificates.  

8.  Related Party Disclosures 

The originator would need to determine whether there are any 
related party transactions resulting from the sukuk issuance that 
need to be disclosed.  

 
23 Since most modern-day sukuk are structured to mirror the cash flows 

of conventional bonds, some regard the various transactions 
underlying sukuk as merely facilitating Shariah compliance and 
otherwise see that the accounting for sukuk would be the same as for 
conventional bonds.  Others believe that the structural differences 
between sukuk and conventional bonds are significant enough that 
they warrant a more complex accounting review.  Conventional 
bonds are typically not tied to trade activities but sukuk corresponds 
to real trade activities which involve the transfer of underlying 
assets, for which derecognition assessments may need to be made. 
Additionally, if an originator uses an SPE to issue sukuk, a 
consolidation analysis would be required.  Hence, the complexity of 
sukuk structures warrants more complex accounting assessments.  
 

24 In addition to the accounting issues mentioned above, questions 
have been raised as to whether sukuk ijarah would fall under 
financial instruments standards, or whether instead sale and 
leaseback accounting as prescribed under MFRS 117 Leases should 
be followed13. In the former, sukuk ijarah would be accounted for 
similar to conventional securitisations and bonds, whereas in the 
latter sukuk ijarah would be accounted similar to other lease 
transactions. In making this determination, the guidance in IC 

                                                
13 This is because in sukuk ijarah, the originator sells an asset and then leases it back 
through an ijarah contract. 
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Interpretation 127, Evaluating the Substance of Transactions 
Involving the Legal Form of a Lease was examined14. According to 
paragraph 4 of IC Interpretation 127, for contracts that contain 
leasing elements, ‘The accounting shall reflect the substance of the 
arrangement.’ If, in substance, sukuk ijarah is designed to mimic a 
debt issuance, lease accounting would not be as appropriate 
conceptually as the principles underlying accounting for financial 
instruments. Hence, through IC Interpretation 127 sukuk ijarah 
would be accounted for similar to other sukuk, and would not follow 
sale and leaseback accounting.  Therefore, the following discussions 
below would apply to all sukuk transactions, including sukuk ijarah. 

 
Consolidation of sukuk SPE or trustee by the 
originator 

 
25 The originator and the SPE / trustee are usually separate legal 

entities.  However, a SPE is often created with arrangements that 
curb and specify the powers of its governing board, trustee or 
management over the operations. Frequently, these arrangements 
specify that the policy guiding the activities of the SPE cannot be 
modified, other than perhaps by the originator (i.e. the SPE 
operations are on ‘autopilot’).  A trustee is commonly, but not 
necessarily, a distinct third party unrelated to the sukuk originator.     

 
26 Some have argued that since the SPE is often set up by sponsors 

other than the originator itself, the SPE should not be consolidated 
with the originator. However, when making a consolidation 
conclusion, MFRS /I FRS looks at how the originator and the SPE 
interrelate, examining ownership and managerial rights, and not just 
who set up the entity.  

 
27 As a note, for consolidated financial statements, MFRS 139 requires 

a consolidation assessment to be made first before derecognition of 
a financial asset is considered for the resultant group. This is to 
determine whether a part of a financial asset, or a financial asset in 
its entirety, is to be derecognised.  

 

                                                
14 IC Interpretation 127 discusses the appropriate accounting guidance for transactions 
that contain elements of a lease. 
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Consolidation analysis  
 

28 The primary consolidation accounting guidance is derived from two 
sources: MFRS 127, Consolidated and Separate Financial 
Statements and IC Interpretation 112, Consolidation-Special 
Purpose Entity.  MFRS 127 gives general consolidation guidance, 
and IC Interpretation 112 gives specific consolidation guidance for 
accounting SPEs.   

 
29 MFRS 127 states consolidated financial statements are to include all 

subsidiaries of a parent, which includes unincorporated entities 
controlled by the parent.  Control exists when the parent has the 
power to govern the financial and operating policies of an entity so 
as to obtain benefits from its activities (MFRS 127, paragraphs 4 
and 12).  Where an entity meets the criteria to be considered an 
accounting SPE, IC Interpretation 112 provides additional guidance 
on how the principles of MFRS 127 would apply. An SPE is 
described in IC Interpretation 112 as follows: 
 
“An entity may be created to accomplish a narrow and well-
defined objective… Such a special purpose entity (“SPE”) may 
take the form of a corporation, trust, partnership or incorporated 
entity. SPEs often are created with legal arrangements that 
impose strict and sometimes permanent limits on the decision-
making powers of their governing board, trustee or management 
over the operation of the SPE. Frequently, these provisions 
specify that the policy guiding the ongoing activities of the SPE 
cannot be modified, other than perhaps by its creator or sponsor 
(i.e. they operate on so-called “autopilot”)” 

IC Interpretation 112, Consolidation-Special Purpose Entity, 
paragraph 1 

 
30 An ‘accounting SPE’ under IC Interpretation 112 will be 

consolidated by an entity if that entity is deemed to have control 
over the SPE.  IC Interpretation 112 further provides examples of 
where control may exist: 
 
“In addition to the situations described in MFRS 27.13, the 
following circumstances, for example, may indicate a relationship 
in which an entity controls an SPE and consequently should 
consolidate the SPE (additional guidance accompanies this 
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Interpretation): 

(a) in substance, the activities of the SPE are being conducted on 
behalf of the entity according to its specific business needs so 
that the entity obtains benefits from the SPE’s operation; 

(b) in substance, the entity has the decision-making powers to 
obtain the majority of the benefits of the activities of the SPE 
or, by setting up an ‘autopilot’ mechanism, the entity has 
delegated these decision-making powers; 

(c)  in substance, the entity has rights to obtain the majority of 
the benefits of the SPE and therefore may be exposed to risks 
incident to the activities of the SPE; or 

(d)  in substance, the entity retains the majority of the residual or 
ownership risks related to the SPE or its assets in order to 
obtain benefits from its activities. 

IC Interpretation112, Consolidation-Special Purpose Entity, 
paragraph 10 

     
31 The Basis for Conclusions in IC Interpretation 112 elaborates that, 

although an originator may not directly own the shares of a SPE or 
the trustee’s equity, it may be the case that the originator had 
exercised control over the entity by its involvement in pre-
determining its activities.  Moreover, the ‘auto-pilot’ activities of the 
SPE or trustee may be those that benefit the originator. Thus, the 
originator would need to examine its involvement in establishing the 
entity, as well as any continuing involvement with the entity’s 
operations. 
 
Prospective guidance on consolidation 
 

32 The IASB revised its consolidation standard through issuing IFRS 
10 in May 2011. This guidance will replace both SIC 12 and IAS 
27, and has an effective date of 1 January 2013. 

 
33 IFRS 10 contains a single consolidation assessment model for all 

entities; eliminating any discrepancy that may have arisen through 
separate SPE accounting requirements.  Similar to current guidance, 
under IFRS 10 the sukuk originator would consolidate if it ‘controls’ 
the SPE or trustee.  Control is now defined as having power over an 
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entity such that there is an ability to affect the returns it receives 
from the entity, as discussed below: 

 
An investor, regardless of the nature of its involvement with an 
entity (the investee), shall determine whether it is a parent by 
assessing whether it controls the investee. 

An investor controls an investee when it is exposed, or has rights, 
to variable returns from its involvement with the investee and has 
the ability to affect those returns through its power over the 
investee. 

Thus, an investor controls an investee if and only if the investor 
has all of the following: 

(a) power over the investee… 

(b) exposure, or rights, to variable returns from its involvement 

(c) the ability to use its power over the investee to affect the 
amount of the investor’s returns 

IFRS 10, Consolidated Financial Statements, paragraphs 5 to 7 

 
34 As stated in the guidance above, IFRS 10 suggests that control exists 

through power. Power exists when the entity “has existing rights 
that give it the current ability to direct the relevant activities 
(activities that significantly affect the entity’s returns)”.  Paragraphs 
10-18 of IFRS 10 clarify that power can exist in multiple forms.  It 
can arise from existing rights, such as an entity’s ability to direct the 
activities that significantly affect its returns. The ability to direct can 
result from having a majority of the voting rights, although a 
majority of the voting rights is not required. Other contractual rights 
that relate to the relevant activities could also constitute power, such 
as the ability to choose management.  The ability for other parties to 
block or prohibit the exercise of power will impact this assessment.   

 
35 Although the proposed guidance is a controls-based approach 

(which is consistent with current guidance), the change in definition 
of ‘control’ and the inclusion of distinct characteristics of power, 
may lead to different prospective consolidation conclusions.  
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Tentative conclusions on the consolidation of the sukuk SPE or 
trustee  
 

36 Where the relationship between an entity and an SPE indicates that 
the entity has control over the SPE, as explained in MFRS 127 and 
IC Interpretation 112, then the entity shall consolidate the SPE.  In 
the particular case of sukuk, control may be present where an 
originator benefits from an SPE’s issuance of sukuk, and the 
originator has decision-making powers over the SPE or has 
relegated those powers through an ‘auto-pilot’ mechanism.  
Conversely, a trustee acting on behalf of sukuk holders, and 
safeguarding sukuk holders’ interests, are less likely to be 
consolidated by an originator / issuer. 
 
Derecognition of asset transferred by originator  

  
37 There are three key elements that impact the analysis of whether or 

not the assets transferred meet the accounting criteria to be 
derecognised by the sukuk originator: (1) the types of assets 
transferred, (2) to whom were the assets transferred (a related party 
or unrelated third party), and (3) whether those assets qualify for 
derecognition (i.e. has a ‘true sale’ occurred) under their respective 
accounting guidance.  
 

38 Many writings on Islamic finance claim that to be Shariah 
compliant, sukuk holders must be ‘true owners’ of the underlying 
assets that are transferred.  AAOIFI’s Shariah Standard No. 17, 
Investment Sukuk, (AAOIFI SS 17) typifies this view by stating that 
sukuk certificates must represent “undivided shares in ownership of 
tangible assets, usufruct and services or (in the ownership of) the 
assets of particular projects or special investment activity”. As a 
result, some have argued that if the transfer meets ‘true ownership’ 
criteria under Shariah guidelines, the transfer ought to be a ‘true 
sale’ for accounting purposes.   
 

39 Here, it is vital to emphasise that the concept of a ‘true sale’ in 
accounting is distinct from a ‘true sale’ from both Shariah and legal 
perspectives. Generally, in an accounting framework, an asset 
transfer becomes an accounting ‘true sale’ when the transfer meets 
derecognition criteria for that particular type of asset.  The focus is 
on whether risks and rewards are transferred, what continuing 
involvement the transferor has, and which entity has control of the 
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transferred asset.  In determining accounting derecognition, the 
economic effects of multiple contracts that are interrelated are 
considered collectively for assessment purposes.  Conversely, under 
a Shariah lens, ‘true sale’ must meet requirements prescribed by the 
relevant Shariah authority.  Economic effects are typically analysed 
on a contract-by-contract basis, and may not be considered to be 
interrelated if, in form, they had resulted from separate contracts. 
Finally, under a legal context, the criteria for ‘true sale’ can greatly 
vary depending on the jurisdictional laws governing the 
transactions. Thus a true sale under Shariah or jurisdictional laws 
may not necessarily result in derecognition in accounting. This 
difference does not signal a conflict between Shariah and 
accounting principles; merely that they consider different aspects of 
the same transaction. For purposes of this discussion, only the 
accounting ‘true sale’ criteria will be assessed, as the same 
transactional terms could have different Shariah and legal outcomes.   

 
40 As mentioned earlier, the originator can transfer varying degrees of 

rights or interests over a variety of assets to the SPE or trustee, 
including fixed assets and financial instruments.  As a result, more 
than one accounting standard may have to be used to fully analyse to 
what extent the different types of assets transferred qualify to be 
derecognised, if at all, by the transferor / originator.  Thus, the first 
question that needs to be addressed when determining the 
accounting treatment for sukuk is: What has actually been 
transferred in the transaction?  In most circumstances, the item 
transferred would be the right to the cash flows of an underlying 
asset; in others, it is a right to some sort of claim over the physical 
underlying asset; and in rare circumstances it could be the case that 
ownership or title to the asset has passed. The discussion below 
focuses on four types of underlying assets commonly used in sukuk: 
fixed assets, financial instruments, investment property, and 
intangible assets.   
 
Transferring fixed assets 
 

41 Transfers of rights or interests to fixed/tangible assets should 
generally be analysed under MFRS 116 Property, Plant and 
Equipment and MFRS 118 Revenue to determine whether the fixed 
asset needs to be derecognised.  
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42 MFRS 116 states that fixed assets should be derecognised when the 
transfer meets the ‘sale of goods’ criteria in MFRS 118. 

 
“An entity is required to derecognize the carrying amount of an 
item of property, plant and equipment that it disposes of on the 
date the criteria for the sale of goods in MFRS 118 Revenue 
would be met.” 

MFRS 116 Property, Plant and Equipment, paragraph IN 13 

 
43 MFRS 118 states a ‘sale of goods’ is met when: 

 
“Revenue from the sale of goods shall be recognized when all the 
following conditions have been satisfied: 

(a) the entity has transferred to the buyer the significant risks 
and rewards of ownership of the goods; 

(b) the entity retains neither continuing managerial involvement 
to the degree usually associated with ownership nor effective 
control over the goods sold; 

(c) the amount of revenue can be measured reliably; 

(d) it is probable that the economic benefits associated with the 
transaction with flow to the entity; and 

(e) the costs incurred or to be incurred in respect of the 
transaction can be measured reliably.” 

MFRS 118 Revenue, paragraph 14 

 
44 In looking at the ‘sale of goods’ criteria in MFRS 118, the sukuk 

originator (asset transferor) would need to determine whether “the 
entity has transferred to the buyer the significant risks and rewards 
of ownership of the goods.”  Paragraph 17 of MFRS 118 clarifies 
that ‘true sale’ would not be prohibited if the transferor retains an 
‘insignificant risk of ownership’.  
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“If an entity retains only an insignificant risk of ownership, the 
transaction is a sale… For example, a seller may retain the legal 
title to the goods solely to protect the collectibility of the amount 
due.” 

MFRS 118 Revenue, paragraphs 16 and 17 

 
45 Thus, if only an ‘insignificant risk of ownership’ remains with the 

transferor, the assets can still be derecognised. If the sukuk 
originator is maintaining servicing activities, such as collecting 
payments from the customers, they should determine if those 
servicing activities would constitute more than an ‘insignificant risk 
of ownership.’ Furthermore, the terms of the redemption mechanism 
would need to be assessed to determine whether the originator / 
issuer is exposed to ‘significant risks of ownership.’ Finally, if the 
transferee (whether SPE or trustee) is a related party, this may 
suggest the originator ‘retains significant risks of ownership’. 

 
46 Where the terms of the transfer are such that it does not qualify for 

derecognition of the item of fixed asset, the transferor would need to 
consider whether the transaction would instead be recognised as a 
secured borrowing. 

 
Prospective guidance for transferring fixed assets 
 

47 The IASB is in the process of updating its revenue recognition 
guidance, and has issued an exposure draft entitled IASB ED/2010/6 
Revenue from Contracts with Customers. It plans to issue the final 
standard in 2012.  This will impact the ‘sale of goods’ criteria 
discussed above.   

 
48 Under the proposals in the exposure draft, a sale occurs (and thus 

the transferred assets can be derecognised) when all performance 
obligations related to the asset transfer are satisfied. 

 
49 If the originator (asset transferor) has the right to repurchase the 

assets out of the SPE or from the trustee at the termination of the 
sukuk (or at the occurrence of any other trigger event), paragraphs 
B47 – B53, Sale and repurchase of an asset would apply.  This 
proposed guidance states that if the transferor has an unconditional 
obligation to repurchase (a forward) or an unconditional right to 
repurchase (a call option) the transferred assets, then the transferee 
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is not considered to obtain control of the transferred assets. As such, 
the transferor would account for the asset transfer as a ‘sale and 
repurchase agreement’ which, depending on the terms of repurchase, 
is accounted for in one of two ways:  

 A right to use: If the originator repurchases the asset for an 
amount that is less than the original sale price of the asset, the 
asset is not derecognised and the difference between what the 
originator pays to repurchase the asset and the amount received 
for the initial transfer would be accounted for as a lease 
payment (per the IASB’s revised lease guidance in IAS 17), or  

 A financing arrangement:  If the originator repurchases the 
asset for an amount that is equal to or more than the original 
sale price of the asset, the asset would not be derecognised and 
the difference between the consideration paid by the originator 
and the consideration received from the certificate holders 
would be interest, and if applicable, holding costs.  

 
50 If instead, the transferee has a put option, where it can make the 

originator repurchase the assets if certain events occur, then the 
transferee would be considered to have control of the asset, and the 
originator could account for the asset transfer as a ‘true sale’ – 
derecognise the transferred assets when the revenue recognition 
criteria are met. 
 

51 Sukuk originators / obligors often utilise wa’d to indicate a 
repurchase in future. Within the context of the guidance on sale and 
repurchase there may need to be further discussion as to whether or 
not wa’d constitutes an unconditional obligation / right to 
repurchase for the originator, or an unconditional right for the 
transferee to require the originator to repurchase. 
 
Tentative conclusions on the transfer of fixed assets 
 

52 In a transfer of rights or interests over a fixed asset, if the ‘sale of 
goods’ criteria in MFRS 118 are met, the originator can derecognise 
the fixed asset.  If, however, these criteria are not met, such as when 
the originator is still exposed to more than an insignificant amount 
of risks of ownership, then the assets transferred cannot be 
derecognised and the transfer would have to be accounted for 
similarly to a secured borrowing.  
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Transferring financial instruments  
 

53 Principles for derecognition of a financial asset are found in 
paragraphs 15 to 37 of MFRS 139 and in its accompanying 
Application Guidance.  Paragraph AG36 of the Application 
Guidance provides a useful flowchart illustrating how to evaluate 
whether and to what extent a financial instrument is derecognised. 
  

54 An originator who transfers rights or interests over a financial 
instrument should first determine whether it would need to 
consolidate the transferee as required in paragraph 15 of MFRS 139.  
It should then look at paragraph 16 of MFRS 139 to determine 
whether the entire financial instrument or a part of the financial 
instrument has been transferred. This will determine whether the 
entire financial instrument or only a portion of it is potentially 
eligible for derecognition.  

 
55 Paragraphs 17 states that an entity can derecognise financial 

instruments when the transaction meets the criteria to be considered 
‘transferred.’ Paragraph 18 sets two types of financial instrument 
transfers: either all the contractual rights to receiving the cash flows 
are transferred or the cash flows are passed through to the transferee. 
 
“An entity transfers a financial asset if, and only if, it either: 

(a) transfers the contractual rights to receive the cash flows of 
the financial asset; or 

(b) retains the contractual rights to receive the cash flows of the 
financial asset, but assumes a contractual obligation to pay 
the cash flows to one or more recipients in an arrangement 
that meets the conditions in paragraph 19.” 

MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 18 

 
56 If the originator transfers all the contractual rights to receive cash 

flows, the originator can derecognise the financial asset. If however, 
the originator passes through the cash flows, instead of transferring 
all the rights of the financial assets, they would need to look at the 
three criteria in paragraph 19 that must be met for the transaction to 
be considered a true ‘transfer’.   
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“When an entity retains the contractual rights to receive the cash 
flows of a financial asset… but assumes a contractual obligation 
to pay those cash flows to one or more… the entity treats the 
transaction as a transfer of a financial asset if, and only if, all of 
the following three conditions are met. 

(a) The entity has no obligation to pay amounts to the eventual 
recipients unless it collects equivalent amount from the 
original asset. Short-term advances by the entity with the 
right of full… do not violate this condition. 

(b) The entity is prohibited…  from selling or pledging the 
original asset … 

(c) The entity has an obligation to remit any cash flows… 
without material delay.” 

MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 19 

 
57 In many sukuk structures, the originator retains the right to receive 

the contractual cash flows, agreeing to pass those cash flows to the 
SPE or trustee (acting as the servicer of the receivables). As such, 
the originator would have to look to paragraph 19 to determine if it 
has ‘transferred’ the financial instruments.  
 

58 If however, the transfer meets the criteria in paragraphs 17-19, 
paragraph 20 of MFRS 139 clarifies that the transferor must 
evaluate whether it retains the risks and rewards of ownership of the 
financial asset. In accordance with paragraph 21, this assessment 
should be made before and after the transfer. 
 
“When an entity transfers a financial asset… it shall evaluate the 
extent to which it retains the risks and rewards of ownership… 

(a) if the entity transfers substantially all the risks and rewards 
of ownership… the entity shall derecognise the financial 
asset and recognise separately as assets or liabilities any 
rights and obligations created or retained in the transfer. 

(b) if the entity retains substantially all the risks and rewards of 
ownership of the financial asset, the entity shall continue to 
recognise the financial asset.  

(c) if the entity neither transfers nor retains substantially all the 



MASB DP i-2 
 

37 

risks and rewards of ownership… [it] shall determine 
whether it has retained control of the financial asset... 

(i) if the entity has not retained control, it shall derecognise 
the financial asset and recognise separately as assets or 
liabilities any rights and obligations created or retained 
in the transfer.  

(ii) if the entity has retained control, it shall continue to 
recognise the financial asset to the extent of its 
continuing involvement” 

MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 20 

 
59 If it cannot be concluded that an entity has transferred substantially 

all the risks and rewards of ownership; the entity would need to 
consider whether it has retained control of the asset transferred. For 
many sukuk issuances, the originator would fall into this category. 
This is because many sukuk issuances contain a mechanism for the 
transferred assets to revert to the originator’s / issuer’s ownership at 
the end of the sukuk term; thus retaining some amount of risks and 
rewards of ownership. Sukuk structures could also contain other 
options on the transferred assets and / or guarantees on the 
receivables transferred. These can all affect the amount of risks and 
rewards transferred.  The Application Guidance in MFRS 139, in 
particular paragraph AG40, elaborates on the impact of these terms 
on the derecognition conclusion:  
 
“Examples of when an entity has retained substantially all the 
risks and rewards of ownership are: 

(a) a sale and repurchase transaction where the repurchase 
price is a fixed price or the sale price plus a lender’s 
return;… 

(d)  a sale of a financial asset together with a deep in-the-money 
put or call option (i.e., an option that is so far in the money 
that it is highly unlikely to go out of the money before 
expiry); and 

(e) a sale of short term receivables in which the entity 
guarantees to compensate the transferee for credit losses that 
are likely to occur.” 



MASB DP i-2 
 

38 

MFRS 139 Financial Instruments: Recognition and 
Measurement, Application Guidance AG 40 

 
60 In looking at example (a), if a repurchase agreement or promise 

exists the originator would need to examine the purchase price 
stated to determine if equals a fixed price or the sale price plus a 
return. As mentioned in earlier sections, the repurchase price for 
sukuk is often predetermined at inception. In example (d), if a call 
option exists the originator would need to see if the option is “deep 
in-the-money’ (meaning that the price is so advantageous, that the 
purchase of financial instruments is highly likely to occur).  In 
example (e), the sukuk originator would have to determine if they 
have provided a guarantee on the payment of the receivables in the 
event they are experiencing credit losses. An example of this is 
where the lessor / transferor guarantees the payment of lease 
receivables (that were transferred) if the lessees default on their 
payments.  Only guarantees by the transferor would impact this 
analysis, as third-party guarantees would not prohibit derecognition.  
 
Tentative conclusions on the transfer of financial assets 

 
61 In a transfer of rights or interests of a financial asset, if the 

requirements in paragraphs 15-37 of MFRS 139 are met, the 
originator / issuer would derecognise the financial asset.  Otherwise, 
it would continue to recognise the asset, and additionally recognise a 
financial liability for the amount of consideration received in the 
manner of a secured borrowing. 
 
Transferring investment property  
 

62 In some instances, the rights or interests in an item of real property 
is transferred in a sukuk transaction. If the item meets the definition 
of an investment property under MFRS 140 Investment Property,  
criteria for derecognition can be found in paragraphs 66-73, 
specifically:  
 
“Investment property is property (land or building…) held… to 
earn rentals or for capital appreciation or both, rather than for: use 
in the production or supply of goods or services… or sale in the 
ordinary course of business.”   

MFRS 140 Investment Property, paragraph 5 
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“An investment property shall be derecognized… on disposal or 
when the investment property is permanently withdrawn from use 
and no future economic benefits are expected from its disposal.” 

MFRS 140 Investment Property, paragraph 66 

 
63 As in many sukuk structures there is a mechanism for the asset to 

revert to the originator / issuer, this may impact whether the 
originator / issuer has removed itself from all “future economic 
benefits” upon transfer and should be considered in the assessment.  
 
Tentative conclusions on the transfer of investment property 

 
64 In a transfer of rights or interests in an investment property, under 

paragraphs 66-73 of MFRS 140, if no future economic benefits from 
the investment property are expected by the transferor, it can 
derecognise the asset. However, if future economic benefits are 
expected, the entity would continue to recognise the property and 
the transfer would be accounted for similar to a secured borrowing. 

 
Transferring intangible assets  
 

65 As sukuk increases in complexity, transfers of intangible assets, such 
as consideration received in a service concession arrangement 
(discussed in IC Interpretation 112, Service Concession 
Arrangements), are starting to appear in the global sukuk market. 
For example, a government could undertake a sukuk arrangement 
where the underlying assets transferred relate to cash flows 
associated with the management of a toll road. Under MASB 
approved accounting standards, the criteria used to determine if 
intangible assets transferred should be derecognised by the 
transferee can be found MFRS 138 Intangible Assets. Per paragraph 
8 of MFRS 138, an ‘intangible asset’ is defined as ‘an identifiable 
non-monetary asset without physical substance’.  

 
66 Originators who transfer intangible assets to a SPE or trustee should 

first look at paragraphs 112 – 117 of MFRS 138 to determine 
whether the intangible assets can be derecognised.  Specifically, 
paragraph 112 states an entity can derecognise an intangible asset 
either upon disposal or when ‘no future economic benefits are 
expected’. 
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“An intangible asset shall be derecognised: 

(a) on disposal; or 

(b) when no future economic benefits are expected from its use 
or disposal.” 

MFRS 138 Intangible Asset, paragraph 112 

 
67 Paragraph 114 of MFRS 138 provides additional clarity on when a 

‘disposal’ of an intangible asset is achieved. It gives examples of 
disposal (including through sale, a finance lease or by donation). 
More importantly, this paragraph stipulates that the ‘sale of goods’ 
criteria discussed in the revenue guidance (MFRS 118) should apply 
to disposals of intangible assets. [The ‘sale of goods’ criteria in 
MFRS 118 similarly apply to transfers of fixed assets.] 
 

68 If the transfer is not considered a ‘disposal’, the intangible assets 
transferred can still be derecognised if no future economic benefits 
related to the intangible assets have been retained by the transferor. 
This assessment is similar to transfers of investment property.  
 

69 As with other derecognition assessments, options, guarantees and 
promises may impact whether the derecognition criteria has been 
met.  As such, similar terms should be considered when performing 
the intangible asset derecognition assessment. Likewise, any related 
party transfers should be assessed with greater scrutiny to determine 
if the transferred assets can be derecognised. 

 
Prospective guidance for transferring intangible assets 
 

70 The IASB had contemplated undertaking a project to revise its 
intangible assets standard jointly with the US FASB. However, due 
to limited resources, it has not been added to the IASB’s active 
agenda.  With that said, the project outline does not appear to impact 
derecognition, as it relates only to identifying intangible assets.  Of 
greater importance is IASB’s proposed revision to its revenue 
recognition guidance, which they plan to finalise in 2012. This will 
impact the ‘sale of goods’ criteria, which would be used in analysing 
derecognition of intangible assets.   
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Tentative conclusions on the transfer of intangible assets 
 
71 In a transfer of rights or interests in an intangible asset, under 

paragraphs 112 – 117 of MFRS 138, if the transfer either (1) meets 
the criteria to be considered disposed (and the ‘sale of goods criteria 
is met’); or (2) if the transferor is not exposed to any future 
economic benefits from the intangible assets, then the intangible 
asset can be derecognised.  

 
Classification and measurement  

 
72 Since the economic effect of a sukuk issuance is similar to that of a 

conventional bond, some believe it should be classified as a liability 
by the originator / issuer.  However, others argue that in cases where 
sukuk represents a partnership arrangement, e.g. in sukuk 
musharakah or sukuk mudarabah, it ought to be presented as equity 
in a venture. This is further complicated by convertible and 
exchangeable sukuk which can be redeemed for, respectively, shares 
in the issuing entity, or shares owned by the issuing entity in a third 
party, thus leading to liability / equity classification questions. 

 
73 Additionally, for sukuk measured at amortised cost, some believe an 

effective interest rate approach should not be used because it 
indicates a rate that is not necessarily paid out. They believe that 
sukuk is more akin to a non-cumulative preference share or an 
income bond, rather than to fixed income instruments.  They also 
note that an effective ‘interest’ rate method may not be appropriate 
for sukuk issuance, as interest is forbidden in Shariah.  

 
74 Interestingly, despite many parties claiming that sukuk represents 

ownership over the physical underlying assets, AAOIFI’s Financial 
Accounting Standard No. 25, Investment in Sukuk, Shares and 
Similar Instruments (AAOIFI FAS 25), makes a distinction between 
debt-type sukuk and equity-type sukuk.  Debt-type instruments are 
defined as “investments that have terms that provide fixed or 
determinable payments of profit and capital.”  Equity-type 
instruments, on the other hand, are defined as “investments that do 
not exhibit features of debt-type instruments and include instruments 
that evidence a residual interest in the assets of an entity after 
deducting all its liabilities”.  Debt instruments are measured either at 
fair value through income or at amortised cost, whilst equity 
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instruments are measured at fair value through either income or 
equity depending on management’s investment strategy.   
 

75 Thus, under AAOIFI FAS 25, if sukuk pays a fixed amount, they 
would be considered debt. Otherwise, the certificates would be 
considered equity.  Additionally, investments carried at amortised 
cost are re-measured at each reporting period using ‘the effective 
profit rate method’, which presumably would be similar to the 
effective interest rate method in MFRS 139 / IFRS 9.  
 
Classification of sukuk  
 

76 MFRS 132, Financial Instruments: Presentation provides the 
framework for distinguishing between financial assets, financial 
liabilities and equity instruments.  In particular, paragraph 11 of 
MFRS 132 would apply:   
 
“A financial asset is any asset that is: 

(a) cash; 

(b) an equity instrument in another entity;  

(c) a contractual right 

(i) to receive cash or another financial asset from another 
entity; or 

(ii) to exchange financial assets or financial liabilities with 
another entity under conditions that are potentially 
favourable to the entity; or … 

A financial liability is … 

(a) a contractual obligation: 

(i) to deliver cash or another financial asset to another 
entity; or 

(ii) to exchange financial assets or financial liabilities with 
another entity; or 

(b) a contract that will or may be settled in the entity’s own 
equity instruments and is:…  

(i) a non-derivative…; or  

(ii) a derivative that will or may be settled other than by the 
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exchange of a fixed amount of cash or another financial 
asset for a fixed number of the entity’s own equity 
instruments… 

An equity instrument is any contract that evidences a residual 
interest in the assets of an entity after deducting all of its 
liabilities.” 

MFRS 132 Financial Instruments: Presentation, paragraph 11 

 
77 Paragraph 16 of MFRS 132 provides additional criteria that must be 

met for a financial instrument to be equity classified. 
 
“The instrument is an equity instrument if, and only if, both 
conditions (a) and (b) below are met. 

(a) The instrument includes no contractual obligation: 

(i) To deliver cash or another financial asset…; or 

(ii) To exchange financial assets or financial liabilities with 
another entity under conditions that are potentially 
unfavourable to the issuer 

(b) If the instrument will or may be settled in the issuer’s own 
equity instruments, it is: 

(i) A non-derivative that includes no contractual obligation 
for the issuer to deliver a variable number of its own 
equity instruments; or 

(ii) A derivative that will be settled only by the issuer 
exchanging a fixed amount of cash or another financial 
asset for a fixed number of its own equity instruments. 

MFRS 132 Financial Instruments: Presentation, paragraph 16 

 
78 For the investor, sukuk would meet the definition of a financial 

asset.  For the originator / issuer, an issuance where the transferred 
assets are not derecognised (i.e., they are accounted for as secured 
borrowings) would usually be classified as liability. However, an 
issuance where the transfer does qualify for derecognition and the 
SPE is not consolidated, could either be a liability if the sukuk 
represents contractual obligations settled in cash, or equity if it does 
not include a contractual obligation to deliver cash.  One exception 
relates to cases in which the certificates are convertible to equity 
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(i.e., they are puttable to the originator); such as in convertible and 
exchangeable sukuk.  
 
Puttable sukuk 
 

79 When sukuk are puttable, paragraphs 16A – 16F of MFRS 132 
provide relevant classification guidance. 
 
“A puttable financial instrument includes a contractual 
obligation for the issuer to repurchase or redeem that 
instrument… on exercise of the put... [A]n instrument that 
includes such an obligation is classified as an equity instrument if 
it has all the following features: 

(a) It entitles the holder to a pro rata share of the entity’s net 
assets in the event of the entity’s liquidation. The entity’s net 
assets are those assets that remain after deducting all other 
claims on its assets. … 

(b) The instrument is… subordinate to all… instruments… 

(c) All financial instruments… have identical features… 

(d) the instrument does not include any contractual 
obligation[s]… that are potentially unfavorable… and… may 
be settled in the entity’s own equity… 

(e) The total expected cash flows attributable to the instrument 
over the life of the instrument are based substantially on the 
profit or loss, the change if the recognized net assets or the 
change in fair value of the… net assets of the entity… 

The issuer must have no other financial instrument or contract 
that has: 

(a) total cash flows based substantially on the profit or loss… 

(b) the effect of substantially restricting or fixing the residual 
return to the puttable instrument holders.” 

MFRS 132 Financial Instruments: Presentation, paragraphs 16A 
and 16B 

 
80 Shariah scholars consider the conversion of a debt instrument into 

the issuer’s equity to be acquisition of ownership with debt as 
consideration – something which some scholars may find troubling, 
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preferring that ownership be acquired with cash or real assets.  Thus, 
it is uncommon to find sukuk that can be converted into issuer’s 
equity.  If sukuk is convertible into the originator’s equity, then an 
entity would need to look at the specific terms of the convertible 
feature to determine whether all of the criteria in paragraphs 16A 
and 16B are present.  If the criteria are met, the sukuk should be 
classified as equity; and if not, it should be classified as liability. 
  

81 More palatable to Shariah scholars are ‘exchangeable sukuk’.  An 
exchangeable sukuk is exchanged for equity other than the issuer’s 
equity. Exchangeable sukuk are less likely to meet the criteria for 
classification as equity. This is because in exchange for the sukuk, 
the issuer would give the investor a financial asset (equity 
investment in another entity which may or may not be related to the 
issuer) and not equity of the issuer itself.  Thus, for exchangeable 
sukuk it is important to understand the relationship between the 
equity received and the issuer to determine whether the equity is 
considered equity of the issuer.  
 
Prospective guidance on classification of sukuk issuances 
(including puttable instruments) 

 
82 In 2008, the IASB published a Discussion Paper which 

communicated their initial views on the topic of financial 
instruments with characteristics of equity. The IASB discussed a 
model where classification is based on the form of an instrument’s 
settlement, i.e. either with assets such as cash, or its own equity 
instruments.  Unfortunately, due to the urgency of other projects, the 
topic has been considered a lesser priority in IASB’s agenda.  The 
IASB’s consultative document Agenda Consultation 2011 issued in 
July 2011 is seeking public views as to whether, and how, the IASB 
should proceed with the project on financial instruments with 
characteristics of equity. 

 
Tentative conclusions on the classification of sukuk issuances 
 

83 Under MFRS 132, sukuk would most likely be classified as a 
financial asset by the investor and as a financial liability by the 
issuer. However, for sukuk that have puttable features, the 
requirements in MFRS 132 should be used to determine whether 
sukuk should be classified as a financial liability or equity for the 
issuer. 
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Measurement of sukuk  
 

84 For sukuk holders, financial assets under MFRS 139 would be 
classified as one of four categories:  

(a) Financial assets with fair value changes through the profit and 
loss statement,  

(b) Held-to-maturity investments,  

(c) Loans and receivables, or  

(d) Available-for-sale financial assets with fair value changes 
through other comprehensive income (OCI).   

Sukuk holders would need to perform this assessment based on the 
requirements below: 

 
“A financial asset or financial liability at fair value through profit 
or loss… meets either of the following conditions: 

(a) It is classified as held for trading... it is acquired or incurred 
principally for the purpose of selling or repurchasing it in the 
near term... [or] it is part of a portfolio… managed together 
and for which there is evidence of… short term profit-taking 

(b) Upon initial recognition it is designated… as fair value 
through profit or loss… 

Held-to-maturity investments are non-derivative financial assets 
with fixed or determinable payments and fixed maturity that an 
entity has the positive intention and ability to hold to maturity 
other than … those that meet the definition of loans and 
receivables… 

Loans and receivables are non-derivative financial assets with 
fixed or determinable payments that are not quoted in an active 
market other than: 

(a) those that the entity intends to sell… in the near term… 

(b) those that the entity upon initial recognition designates as 
available for sale; or 

(c) those for which the holder may not recover substantially all 
of its initial investment, other than because of credit 
deterioration, which shall be classified as available-for-
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sale… 

Available-for-sale financial assets are those non-derivative 
financial assets that are designated as available-for-sale or are 
not classified as (a) loans and receivables, (b) held-to-maturity 
investments or (c) financial assets at fair value through profit or 
loss.” 

MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 9 

 
85 Paragraphs 43-46 of MFRS 139 prescribe the following 

measurement guidance for these four financial investment asset 
types. 

(a) Financial assets with fair value changes through the profit and 
loss statement would be measured at fair value, with subsequent 
changes effecting profit or loss.  

(b) Held-to-maturity investments and loans and receivables are 
recorded at amortised cost using the effective interest method.  

(c) Available-for-sale financial assets are measured at fair value, 
with fair value changes through OCI. 

 
86 Based on the guidance above, non-traded sukuk could be classified 

as either ‘loans or receivables’ or as ‘held-to-maturity investments’, 
depending on the terms. Actively traded sukuk would generally be 
classified as ‘financial assets with fair value changes through the 
profit and loss statement’. 
 

87 This is distinctly different from AAOIFI FAS 25, where investments 
in sukuk are measured either at amortised cost, or at fair value 
through profit or loss, depending on management’s intent.  Another 
difference is that AAOFI FAS 25 only provides guidance for sukuk 
holders, and not for originators / issuers.  
 

88 Under MFRS 139, the originator would account for sukuk similar to 
a secured borrowing, and would be classified as liability.  Sukuk 
liabilities should be subsequently measured at amortised cost under 
MFRS 139, unless it is measured at fair value through profit or loss. 
 
“After initial recognition, an entity shall measure all financial 
liabilities at amortised cost using the effective interest method, 
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except for:  

(a) Financial liabilities at fair value through profit or loss... 

(b) Financial liabilities that arise when a transfer of a financial 
asset does not qualify for derecognition…”  

MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 47 

 
89 If the sukuk’s puttable features result in classification as equity 

classified MFRS 132, then it would be measured similar to other 
equity issuances.   
 
Prospective guidance on the measurement of sukuk  
 

90 The IASB revised its requirements for the classification and 
measurement of financial assets by issuing the 2009 version of IFRS 
9, Financial Instruments. IFRS 9 reduces classification to just two 
categories: amortised cost, or fair value through profit or loss.  IFRS 
9 does not rely on management’s intent for individual instruments 
(which is the approach in MFRS 139) for measurement purposes.  
Instead it focuses on an entity’s business model for managing 
financial assets.  
 

91 Paragraph 4.2 of IFRS 9 allows a financial asset to be subsequently 
measured at amortised cost only if both of the following conditions 
are met:  

(a) the asset is held within a business model whose objective is to 
hold assets in order to collect contractual cash flows; and  

(b)  the contractual terms of the financial asset give rise on specified 
dates to cash flows that are solely payments of principal and 
interest on the principal amount outstanding.  

 
92 Per paragraph 4.4 of IFRS 9, all other financial assets that do not 

meet the criteria to be accounted for at amortised cost would be 
required to be measured at fair value. Any fair value changes for 
financial assets not measured at amortised cost would immediately 
be charged to profit and loss, unless the financial asset is an equity 
instrument.   

 



MASB DP i-2 
 

49 

93 Notwithstanding that the volume of trade in sukuk may be small, 
sukuk are often held by entities (such as investment funds), whose 
business model is to buy and sell instruments to achieve certain 
returns. Because of their business model, irrespective of 
management’s intention for the instruments, these entities may not 
be able to measure sukuk at amortised cost after initial recognition, 
as the investor’s business model may not correspond to the objective 
of holding assets to collect contractual cash flows. Additionally, 
sukuk payments may not meet the criteria to be considered ‘solely 
payments of principal and interest’, as required in IFRS 9 for 
measurement at amortised cost. Thus, many sukuk holders would 
prospectively be required to measure their sukuk investments at fair 
value. This change from current guidance could significantly affect 
those sukuk holders who currently carry sukuk at amortised cost.   
 

94 For originators / issuers, the 2010 version of IFRS 9 revised the 
requirements for financial liabilities.  However, it does not propose 
major changes in the measurement of liabilities. Thus, measurement 
changes are only expected for sukuk held as financial assets. 
 
Tentative conclusions on the measurement of sukuk  
 

95 Investments in sukuk would be measured at either fair value or 
amortised cost per paragraphs 43-46 of MFRS 139, depending on 
the sukuk terms and the holder’s intent.  The originator / issuer 
would generally measure its sukuk interests at amortised cost using 
the effective interest method per MFRS 139 (if liability classified). 
Any equity classified sukuk should be measured similar to other 
equity issuances.  

 
 Effective Interest Method – Amortised Cost 
 
96 As stated above, for financial instruments measured at amortised 

cost, some believe that the use of the effective interest method is not 
appropriate for sukuk.  Many have reservations about reporting 
Islamic financial transactions as financing transactions because it 
may blur the distinction between riba transactions and Shariah-
compliant ones, rendering them economically indistinguishable. 

 
97 AAOIFI has wavered on the use of the effective interest method for 

credit transactions. In AAOIFI Financial Accounting Standard No. 
2, Murabaha and Murabahah to the Purchase Order (AAOIFI FAS 
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2), which was issued in 1996, AAOIFI discusses two approved 
methods for recognising profits on credit sales: (1) the proportionate 
allocation method, and (2) the instalment method15. The 
proportional consolidation method requires the recognition of profit 
on a straight line basis over the life of the contract. The instalment 
method recognises profit as instalment payments are made. Neither 
of these approaches uses an effective interest method approach for 
recognising profit on credit transactions.  

 
98 Conversely, AAOIFI FAS 25, issued in 2010, requires instruments 

carried at amortised cost to be re-measured using ‘the effective 
profit rate’ – which presumably is similar to the concept of an 
effective interest rate under MFRS 139 / IFRS 9. This seems to 
indicate that the current AAOIFI Board is more accepting of 
reflecting the time value of money, and does not believe that the 
effective interest method poses any Shariah prohibitions. 
 

99 The MASB has consistently put forth that recognising profits from a 
deferred payment sale based on the effective interest method would 
not render the income stream haram.  It merely serves to report 
information about the time value of money to enhance comparability 
with other economically similar transactions, and has no bearing on 
the validity of the transaction itself.  This idea is elaborated in 
MASB Statement of Principles No. i-1, Financial Reporting from an 
Islamic Perspective (SOP i-1), issued in 2009. 
 
“The Board understands that the majority of Shariah scholars 
accept the concept of time value of money… By extension, the 
application of the effective rate of return would be similarly 
permissible.” 

SOP i-1, Financial Reporting from an Islamic Perspective, 
Appendix B, paragraph B88 

 
Tentative conclusions on the use of the effective interest method 
 

100 The effective interest method can be applied to sukuk that are 
measured at amortised cost. 

 

                                                
15 See paragraph 2/4/2 of AAOIFI FAS 2. 
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   Fair value measurement  
 
101 In some jurisdictions, there are prohibitions on the trading of some 

sukuk, either because of their nature or because of the Shariah 
opinions influencing the jurisdiction’s regulations.  For example, 
some jurists prohibit bai’ al-dayn, while others allow some leeway 
under certain circumstances.  Even for those sukuk which are 
tradable, the volume is generally low.  For example, on most days in 
Malaysia, less than 1% of sukuk outstanding are traded16.  

 
102 In Malaysia, daily valuations are provided by bond pricing agencies. 

Although the bond pricing agencies have created different 
benchmark indices for conventional bonds and sukuk, the valuation 
methodologies used by the agencies are similar for both structures. 
These methodologies include yield curve-based valuations, 
individual quotations from actual trades and valuation models such 
as a discounted cash flow analysis using market interest rates. These 
methodologies are accepted by the SC, which is guided by its own 
Shariah Advisory Council.  Nevertheless, there are those who are of 
the opinion that discounting using an interest rate would not be in 
line with Islamic principles. 

 
103 Some view that an alternative valuation technique would be to quote 

a proportion of the value of the underlying assets, as those assets 
determine the cash flows of the sukuk.  However, it may be 
inappropriate to value sukuk using this approach when the sukuk 
holder will not have recourse to the item, as in asset-based sukuk 
issuances.  

 
Determining the fair value measurement of sukuk issuances 
 

104 In certain cases sukuk investments may need to be measured at fair 
value, such as when the investor is holding them for trading 
purposes.  Paragraphs AG69 – AG 82 of MFRS 139 provide some 
guidance on determining fair value.  For fair value measurements, 
an entity should obtain information from an active market. If no 

                                                
16 For example, on 8th September 2010, total turnover for Islamic securities was MYR 
94 million, while the total value of Islamic securities outstanding was MYR 274,603 
million. Source: Bond Info Hub, http://bondinfo.bnm.gov.my. [Accessed 9 September 
2010] 
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active market exists, an entity should use a valuation technique to 
determine fair value.  
 
“If the market for a financial instrument is not active, an entity 
establishes fair value by using a valuation technique. Valuation 
techniques include using recent arm’s length market transactions 
between knowledgeable, willing parties, if available, reference to 
the current fair value of another instrument that is substantially 
the same, discounted cash flow analysis and option pricing 
models.” 

MFRS 139 Financial Instruments: Recognition and 
Measurement, Application guidance AG74 

 
105 Oftentimes, the secondary market for sukuk is illiquid, as very little 

trading takes place.  Under MFRS 139, measuring financial assets in 
an inactive market requires the use of valuation techniques that 
invariably involve the calculation of net present value of future cash 
flows discounted at an appropriate rate of interest. The sukuk held 
for trading and available for sale in an inactive market should to be 
measured in this way. 
 
Prospective guidance on determining the fair value 
measurement of sukuk issuances 
 

106 As stated earlier, under IFRS 9 more sukuk investments would likely 
need to be measured at fair value.  Thus, there will be a greater need 
for guidance in determining the fair value of sukuk.  The IASB 
acknowledges this and states in it webpage value measurement 
project that: 

“Guidance on measuring fair value is distributed across many 
IFRSs, and it is not always consistent. Furthermore, the current 
guidance is incomplete, in that it provides neither a clear 
measurement objective nor a robust measurement framework.”17  

 
107 To address the problem, the IASB issued IFRS 13, Fair Value 

Measurement in May 2011, which has an effective date of 1 January 
2013. While users would still need to refer to the respective 

                                                
17 ‘Fair Value Measurement.’ Web. 28 March 2011. 
<http://www.IFRS.org/Current+Projects/IASB+Projects/Fair+Value+Measurement/F
air+Value+Measurement.htm> 
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standards to determine whether an item must be measured at fair 
value, IFRS 13 provides a single source of fair value measurement 
principles.  Under paragraph 9 IFRS 13, fair value is defined as “the 
price that would be received to sell an asset or paid to transfer a 
liability in an orderly transaction between market participants at the 
measurement date.”  This suggests the notion of an ‘exit price’ – a 
price that can be received to sell the financial instrument.  This may 
be different than the price paid by the investor to obtain the financial 
instrument.  The exit price should be based on a market notion and 
may not be entity-specific.  
 

108 When fair valuing liabilities (as in the case of a sukuk originator that 
accounts for the issuance at fair value), paragraph 34 of IFRS 13 
states that the fair value method should include assumptions that the 
liability would remain outstanding (with the transferee continuing to 
fulfil the obligation).  Paragraph 35 elaborates on things to consider 
if there is ‘no observable market’ – i.e., such as when there is no 
market for trading the sukuk obligation.   
 
“Even when there is no observable market to provide pricing 
information about the transfer of a liability… (e.g. because 
contractual or other legal restrictions prevent the transfer of such 
items), there might be an observable market for such items if they 
are held by other parties as assets.” 

IFRS 13 Fair Value Measurement, paragraph 35 

 
109 IFRS 13 introduces three levels of input to valuation techniques, 

with Level 1 representing quoted prices, Level 2 representing 
observable inputs other quoted prices, and for fair value 
measurement in inactive markets, entities will have to look to 
unobservable Level 3 inputs (which may but not solely include an 
entity’s own data), when determining the proper valuation.  Little 
weight should be placed on the price paid to obtain the financial 
instrument, as an ‘entry price’ is different from an ‘exit price’ 
(paragraph 57).  With that said, entities should try to ‘maximise the 
use of relevant observable inputs and minimize the use of 
unobservable inputs to meet the objective of fair value 
measurement’.   

 
110 As of now, it is unclear how IFRS 13 will affect current practice for 

fair valuing sukuk in an inactive market.  However, a discounted 
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cash flow may not be used as a sole measure of fair value, as it only 
relies solely on an entity’s specific data and not market-specific 
inputs. 

 
Tentative conclusions on the fair value measurement of sukuk 
issuances  
 

111 For sukuk measured at fair value, an entity should first determine 
whether there is an active sukuk market. If an active market exists, 
the fair value measurement should come from an active market. If 
not, an entity should use other valuation techniques, such as a 
discounted cash flow analysis.  

 
Impairment 

 
112 Like most financial instruments, sukuk can experience losses. As 

such, an investor must determine if its sukuk investments are 
impaired on an on-going basis. 

 
113 AAOIFI Financial Accounting Standard No. 11, Provisions and 

Reserves (AAOIFI FAS 11) covers provisions on assets, including 
the provision for impairment.  Specifically, paragraph 2/2 states that 
“a provision shall be recognised when information becomes 
available… indicated that an event resulting in, or that will probably 
result in, the impairment of value of an asset.”  This suggests that 
AAOIFI promotes booking impairment reserves once a loss is 
expected, i.e., when an event ‘will probably result’ in impairment.        

 
Measuring impairment on sukuk investments 
 

114 The guidance related to impairment of financial instruments can be 
found in paragraphs 58 – 70 of MFRS 139. Paragraph 59 of MFRS 
139 details general impairment guidance: Impairment should be 
recognised when losses are incurred.  

 
“A financial asset or group of financial assets is impaired and 
impairment losses are incurred if, and only if, there is objective 
evidence of impairment as a result of one or more events that 
occurred after the initial recognition of the asset (a ‘loss event’) 
and that loss event (or events) has an impact on the estimated 
future cash flows of the financial asset or group of financial 
assets that can be reliably estimated... Losses expected as a result 
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of future events, no matter how likely, are not recognized.” 

MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 59 

 
115 In addition to the general guidance, separate impairment guidance 

exists for financial assets carried at cost (paragraph 63), amortised 
cost (paragraph 66), and fair value through OCI (paragraph 67).  As 
a note, for sukuk that is measured at fair value through profit and 
loss, an impairment assessment does not need to be made, as any 
foreseeable impairment is presumably recognised through profit and 
loss during re-measurement.  Thus, the sukuk investor would need to 
determine what specific guidance is applicable to them based on the 
‘type’ of financial asset held. 

 
116 In initially comparing the requirements in MFRS 139 to AAOIFI 

FAS 11, it appears that AAOIFI promotes an impairment model that 
would seem to capture impairment earlier in the reporting process.  
This is because AAOIFI recognises impairment when it is 
‘probable’ whereas MFRS 139 only records impairment when it is 
incurred. However, as AAOIFI does not provide application 
guidance on how to determine when impairment is ‘probable’ to 
occur, in practice there may not be major differences between when 
impairment is recognised under AAOIFI verses MFRS 139. 
 
Prospective guidance on impairment of sukuk investments 
 

117 The IASB is currently working to revise its guidance on impairment, 
which it plans to issue in 2012. This revised guidance changes the 
impairment model from an ‘incurred loss model’ (under current 
MFRS 139) to an ‘expected loss model’. These changes will be 
added to IFRS 9.  

 
118 Under the expected loss model, investors would have to separate 

individual financial assets into a ‘good book’ and a ‘bad book.’  The 
bad book would typically comprise of financial assets that are non-
performing, or that have recognised losses. Here, expected losses 
would be recognised immediately.  Any assets that are not put in the 
bad book are automatically placed in the good book.  Expected 
losses on the assets in the good book would be recognised over the 
life of the assets, per the methods proposed by the IASB. 
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119 The change from an incurred loss model to an expected loss model 
can significantly accelerate the recognition of impairment.  
Secondly, entities will now have to determine how to quantify their 
loss expectations for reporting purposes.  
 
Tentative conclusions on impairment considerations 
 

120 For sukuk certificates that are not measured at fair value through 
profit and loss, investors should recognise impairment as losses 
occur on the underlying assets, per paragraphs 58 – 70 of MFRS 
139. 

 
Derivatives 
 

121 In certain instances, sukuk may contain either embedded or 
freestanding derivatives that may need to be accounted for 
separately under MFRS 139. For example, an issuance could include 
an option to convert or exchange sukuk for equity instruments. The 
option to convert or exchange may be an embedded derivative 
within a main contract to exchange beneficial interests for 
immediate cash, i.e. the ‘host contract’; the whole arrangement 
would be considered a ‘hybrid contract’.  Both the originator / issuer 
and investor would need to determine whether embedded derivatives 
exist in the sukuk; and whether it would be to be bifurcated and 
accounted for separately. 

 
122 As mentioned earlier, instead of outright contracts or options, parties 

to a sukuk transaction enter into wa’d, or promises that can have 
derivative-like features.  For example, a sukuk originator could 
provide a wa’d to repurchase the assets at the end of the sukuk’s 
term. There are two ways to view such a promise to repurchase:  

(a) It is simply a mechanism to redeem the sukuk, and does not 
constitute a derivative; or 

(b) It is analogous to either a purchase option or futures contract, 
which may meet the definition of a derivative under MFRS 139.  

Where the sukuk is unsecured, it may be more appropriate to 
consider the repurchase promise as a Shariah compliant means of 
redeeming the sukuk, as neither the sukuk holder nor the investor 
would be significantly exposed to risk should there be a change in 
the value of the underlying asset.  If however, the sukuk had entailed 
transfer of title or claim over the physical asset, and the repurchase 
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promise would have protected the contracting parties from any 
fluctuation in the value of the asset at redemption, then it is possible 
that the promise could constitute a derivative.  
 
Recognising embedded derivatives within sukuk  
 

123 MFRS 139 provides specific guidance for derivative-like features 
that are entrenched in other contracts (e.g., embedded derivatives). 
If the following criteria are met, these terms would be separated 
from the host contract and accounted for as a derivative under 
MFRS 139: (1) they must have economic characteristics and risks 
that are separate from the overall sukuk certificates, (2) they must in-
and-of themselves meet the definition of a derivative, and (3) the 
overall sukuk certificates must not be measured at fair value through 
profit and loss.  Paragraph 10 and 11 provide more information on 
this matter: 
 
“An embedded derivative is a component of a hybrid (combined) 
instrument that also includes a non-derivative host contract … An 
embedded derivative shall be separated from the host contract and 
accounted for as a derivative… if and only if: 

(a) the economic characteristics and risks of the embedded 
derivative are not closely related to the economic 
characteristics and risks of the host contract… 

(b) a separate instrument with the same terms of the embedded 
derivative would meet the definition of a derivative; and 

(c) the hybrid (combined) instrument is not measured at fair 
value with changes in fair value recognized in profit and 
loss…” 

MFRS 139 Financial Instruments: Recognition and Measurement, 
paragraphs 10 and 11 

 
124 As a note, for sukuk that are measured at fair value through profit 

and loss, such as those that are held by the investor for trading 
purposes, there would be no need to determine whether there are 
embedded derivatives, as the entire hybrid instrument (sukuk with 
potential embedded derivative) would fail the criteria in MFRS 139 
paragraph 11(c). 
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125 For sukuk that are measured at amortised cost or fair value through 
OCI, any derivative-like features would need to be evaluated to 
determine (1) if they have economic characteristics and risks that are 
not closely related to the economic characteristics and risks of the 
sukuk (MFRS 139 paragraph 11(a)); and (2) if they meet the 
definition of a derivative (MFRS 139 paragraph 11(b)). 

 
126 For the sukuk originator, as the liability (or in extremely rare cases, 

the equity) would usually not be measured at fair value through 
profit and loss, the originator would also have to perform an 
embedded derivative analysis. 
 

127 Many derivative-like instruments will have economic characteristics 
and risks that are closely related to the economic characteristics and 
risks of the sukuk certificates, and thus would not need to be 
separately accounted for. However, entities will have to use 
professional judgement in making this assessment. Application 
guidance AG27 – AG33B provides more clarity on how this 
assessment should be made. 
 
Prospective guidance on assessing whether embedded 
derivatives are contained within sukuk  
 

128 IFRS 9 provides amended guidance for embedded derivatives. 
Under IFRS 9, hybrid contracts (contracts with embedded 
derivatives) would fall into one of two categories, based on the 
nature of the host contract:  

 If the host contract is a financial asset (investors)  

In most cases18 the hybrid contract (in its entirety) would be 
accounted for similar to other financial assets: at either 
amortised cost (only if amortised cost criteria are met) or at fair 
value. The criteria for amortised cost are discussed in greater 
detail in Prospective guidance on the measurement of sukuk 
issuances section of this DP. 

                                                
18 Under IFRS 9, if the embedded derivative is considered ‘not genuine’, i.e. it affects 
the instrument’s contractual cash flows only on the occurrence of an event that is 
extremely rare, highly abnormal and very unlikely to occur, then the embedded 
derivative would not cause the entire contract to be accounted for as a ‘hybrid 
instrument’ and could follow general classification and measurement guidance. 
However, the IASB has made a high hurdle for the ‘not genuine’ test, and will not be 
met for most situations.  
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 If the host contract is a financial liability or a non-financial 
instrument (originators / issuers)  

The embedded derivative would follow accounting guidance 
similar to the current guidance found in MFRS 139 (no major 
change in accounting expected).  
 

129 There is no longer a requirement to perform a bifurcation 
assessment (determining if the economic characteristics and risks 
are closely related to the host contract) if the host contract is a 
financial asset. For the investor, as sukuk are financial assets, 
prospectively sukuk issuances with embedded derivatives would fall 
into the first category. Thus, the entire hybrid sukuk contract would 
be accounted for at either amortised cost or fair value, and any 
embedded derivatives would not have to be separately accounted 
for. As stated in the Prospective guidance on the measurement of 
sukuk issuances subsection of this DP, prospectively sukuk would 
most likely be accounted for at fair value, as it would not meet the 
criteria to be measured at amortised cost.  
 

130 For the originator / issuer, as the sukuk would not be a financial 
asset, the originator would still have to determine if the embedded 
derivative needed to be bifurcated from the host contract and 
accounted for separately as an embedded derivative.   
 
Tentative conclusions on embedded derivatives within sukuk  
 

131 For sukuk that are accounted for at amortised cost or fair value 
through OCI, the investor must determine whether there are any 
derivative-like features that may need to be separated from the sukuk 
as embedded derivatives per the guidance in MFRS 139. For sukuk 
measured at fair value through profit and loss, no such assessment 
needs to be made.  

 
Guarantees 

 
132 In certain sukuk structures, a third-party guarantee may be purchased 

for the benefit of the sukuk holders in order to provide assurance of 
a certain level of return or redemption of the certificates. In other 
structures, a party related to the originator / issuer makes this 
pledge. This guarantee may need to be separately accounted for. 
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133 The assessment to determine the proper accounting treatment for a 
guarantee is different for the guarantor and the holder of the 
guarantee.  The discussion below walks through the overall process 
for both parties, which is illustrated in Appendix D of this 
Discussion Paper. 
 
Guarantor – ‘financial guarantee contracts’ 
 

134 For the guarantor, the first step is to determine if the guarantee 
meets the definition of a ‘financial guarantee contract’, which is 
discussed in MFRS 139 as follows:   

 
“A financial guarantee contract is a contract that requires the 
issuer to make specified payments to reimburse the holder for a 
loss it incurs because a specified debtor fails to make payment 
when due in accordance with the original or modified term of a 
debt instrument.” 

MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 9 

 
135 In determining if the terms of the guarantee meet the definition of 

‘financial guarantee contract’ in MFRS 139, the main tension point 
to overcome is whether the guarantee is limited to reimbursing the 
certificate holders in an event of payment default related to the 
underlying assets (e.g., if the lessor fails to make a scheduled lease 
payment in a sukuk ijarah). If so, then the financial guarantee 
contract guidance in MFRS 139 would be applied.  

 
136 Financial guarantee contracts that do meet the definition above 

would first be accounted for at fair value (paragraph 43 MFRS 139).  
Subsequently, guarantee providers would measure it at the higher of 
(1) the amount determined in accordance with MFRS 137, 
Provisions, Contingent Liabilities and Contingent Assets, and (2) the 
amount initially recognised less amortisation (paragraph 47(c) of 
MFRS 139).  Paragraph 14 of MFRS 137 states that a contingent 
liability should be recorded if it is probable and estimable.  
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Guarantor – guarantees that do not meet the definition of 
‘financial guarantee contracts’ 

 
137 However for the guarantor, if the ‘financial guarantee contract’ 

definition is not met (such as when there are guarantee payments if 
non-default events occur like a credit downgrade or a destruction of 
the underlying sukuk assets), a plethora of IFRS guidance could 
apply (depending on where the specific terms of the guarantee). This 
guidance includes:  
 
(a) Insurance: MFRS 4, Insurance Contracts if the guarantee meets 

the definition of an ‘insurance contract’:  
 

“A contract under which one party (the insurer) accepts 
significant insurance risk from another party (the 
policyholder) by agreeing to compensate the policyholder if a 
specified uncertain future event (the insured event) adversely 
affects the policyholder.” 

MFRS 4, Insurance Contracts, Appendix A – Defined Terms 

 
(b) Derivatives: Derivative19 guidance in MFRS 139, if the 

guarantee meets the definition of a ‘derivative’; or  
 

“A derivative is a financial instrument… with all three of the 
following characteristics: 

(a) Its value changes in response to the change in a 
specified… variable, provided in the case of a non-
financial variable that the variable is not specific to a 
party to the contract…; 

(b) It requires no initial net investment or an initial net 
investment that is smaller that would be required for 
other types of contracts that would be expected to have a 
similar response to changes in market factors; and 

(c) It is settled at a future date” 

                                                
19 If the guarantee meets all the criteria to be accounted for as a derivative, and it is 
issued by a party within the sukuk issuance (such as the Originator or Obligor), then it 
would need to be assessed as a potential embedded derivative (as discussed in the 
Derivative section of this Discussion Paper). This applies to both the guarantor and 
guarantee holder. 
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MFRS 139 Financial Instruments: Recognition and 
Measurement, paragraph 9 

 
(c) Contingent Liabilities: MFRS 137, as a contingent liability (this 

is the default if the other assessments are not met).   
 
138 Thus, if the ‘financial guarantee contract’ definition is not met, the 

guarantor would look to insurance guidance, derivative guidance 
and finally contingent liability guidance, for direction on how to 
account for the guarantee it created.  

 
139 Respective accounting guidance should be applied (depending on 

which accounting guidance the guarantee falls within).  

(a) Insurance: Insurance contracts should follow guidance in MFRS 
4. 

(b) Derivatives: Derivative guidance is discussed in greater detail in 
the section on Derivatives of this DP.  

(c) Contingent Liabilities: Contingent liability guidance is discussed 
in paragraph 136 of this DP.  

 
Guarantee holder – accounting assessment  
 

140 For the holder of the guarantee, there are only two possible 
accounting options available: derivatives (MFRS 139) or contingent 
assets (MFRS 137). The assessment and resulting recognition and 
measurement conclusions for derivatives would be the same for both 
the issuer and holder of the guarantee. However, if the derivative 
criteria are not met, the guarantee would default to contingent asset 
accounting. 

 
141 Contingent assets are recognised when they are ‘virtually certain’ 

(paragraphs 31-35 of MFRS 137). Thus, if it is virtually certain that 
the sukuk certificate holder will receive more from the financial 
guarantee than what is currently recorded, the recorded asset value 
of the guarantee could be increased.  
 
Prospective guidance on guarantees on sukuk  
 

142 The IASB is currently working to update its guidance on insurance 
contracts. An insurance contracts exposure draft was released in 
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summer 2010 (Insurance Contracts ED).  Final guidance is expected 
in 2012.  

 
143 This ED deletes the definition and accounting guidance related to a 

‘financial guarantee contract’ in MFRS 139. Instead, it instructs 
guarantors to look to insurance contract standard to determine 
whether the guarantee meets the definition of an insurance contract 
(which has not changed).  If so, the guarantee provider would have 
to account for their guarantee as an insurance contract. As a note, 
this guidance would only apply to guarantee providers, so holder of 
a guarantee would have to look to other guidance, prospectively 
(such as derivative and contingent asset guidance) 

 
144 Detailed application guidance in the Insurance Contracts ED adds 

clarity on what types of financial guarantee contracts would be 
considered insurance contracts.  Paragraph B18(g) states that “credit 
insurance that provides for specified payments to be made to 
reimburse the holder for a loss it incurs because a specified debtor 
fails to make payment when due under the original or modified 
terms of a debt instrument” would be an insurance contract.  
Conversely, paragraph B19(f) states that “Credit-related 
guarantees… that require payments even if the holder has not 
incurred a loss on the failure of the debtor to make payments when 
due (such contracts are accounted for in accordance with IFRS 9 or 
MFRS 139)” would not be an insurance contract.  As in current 
guidance, the guarantee provider would need to analyse the specific 
trigger events that result in guarantee payments.   

 
145 If the guarantee is an insurance contract, the guarantee provider 

would have to estimate the guarantee liability using the fulfilment-
based model approach proposed by the IASB, adjusting it 
periodically for changes in estimates. If the guarantee is not 
considered an insurance contract, similarly to current guidance, it 
would be accounted for as either a derivative or contingent liability. 
As discussed in the section of this DP entitled Prospective guidance 
on embedded derivatives within sukuk issuances, embedded 
derivative guidance has changed through IFRS 9. As such, if the 
guarantee is not considered an insurance contract prospectively, the 
guarantor should follow the revised embedded derivative guidance. 
Refer to that section of the DP for more information on these 
changes.  
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146 For the holder of the guarantee, similar to current guidance, either 
derivative guidance in MFRS 139 or contingent asset guidance in 
MFRS 137 should be considered depending on the specific facts.    
Respective accounting guidance should be applied. Prospective 
derivative guidance is discussed the Derivatives section of this 
Discussion Paper. No prospective changes are expected for 
contingent liabilities or assets. 

 
147 Therefore prospectively, guarantee providers should first determine 

if this guarantee meets the definition of an ‘insurance contract’ in 
the revised version of IFRS 4. If so, it should be accounted for 
similarly to other insurance contracts.  If not, the guarantee would 
be accounted for as either a derivative or contingent liability.  For 
holders of guarantees, the guarantee should be accounted for as 
either a derivative or contingent asset. 

 
Tentative conclusions on guarantees 

 
148 For the guarantor, the guarantee should be accounted for as a 

financial guarantee contract’, insurance contract, derivative, or 
contingent liability, depending on the guarantee’s terms.   

 
149 For the holder of the guarantee, the guarantee should be accounted 

for as either a derivative or contingent asset, depending on the 
terms. 

 
150 As stated above, the overall accounting assessment for guarantees, 

from both the perspectives of the guarantor and holder of guarantee, 
is illustrated in Appendix D. 
 
Related Party Transactions 

 
151 As stated in the introduction to this Discussion Paper, some sukuk 

structures involve transactions between related parties to the sukuk 
originator.  There are issuances where the originator used trustees, 
subsidiaries, or other potentially related parties as part of the overall 
structure. In these instances, additional disclosures may be 
necessary. 
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Determining whether a ‘related party’ transaction has taken 
place 
 

152 MFRS 124, Related Party Disclosures provides detailed disclosure 
requirements for transactions that involve related parties.  MFRS 
first provides detailed guidance on when a ‘related party’ 
relationship exists.   
 
“Related Party – A party is related to an entity if: 

(a) Directly, or indirectly through one or more intermediaries, 
the party: 

(i) Controls, is controlled by, or is under common control 
with, the entity (this includes parents, subsidiaries…); 

(ii) Has an interest in the entity that gives it significant 
influence…;or 

(iii) Has joint control over the entity’ 

(b) The party is an associate…; 

(c) The party is a joint venture in which the entity is a venture…; 

MFRS 124, Related Party Disclosures, paragraph 9 

 
153 The ‘related party’ definition makes it clear that any entity 

‘controlled’ by the originator would be a related party. It is 
important to note that control can exist without having full 
ownership. For example, control could exist through having enough 
shareholder votes to sway or direct Board decisions. Even without 
equity ownership, control could exist, such as when an entity has the 
ability to appoint management of a separate entity, or determine an 
entity’s budget or annual operations.  

 
154 Two entities could be related parties even if control is not present.  

For example, if both entities are either owned by or joint ventures of 
the same third party, they may be considered related parties – as one 
party is deemed to control both. Thus, it is important to fully 
examine any relationships between two entities in order to 
determine if they are related parties. A more comprehensive list of 
related party examples can be found in paragraph 9 of MFRS 124. 
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Disclosure requirements for related party transactions 
 

155 If any entities within the sukuk issuance meet the criteria to be 
considered a related party to the originator, certain disclosures are 
required.  These include relationships between the parties, key 
management personnel (including compensation), and the nature of 
the related party transactions.  A more detailed description of the 
disclosures required can be found in paragraphs 12-22 of MFRS 
124.   

 
Tentative conclusions on related party transactions 
 

156 If the sukuk issuance involves related party transactions, the 
disclosure requirements in MFRS 124 should be applied.  
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Appendix A 
Explanation of terms used 
 
The following explanations are intended to serve as a guide and may not 
necessarily capture the complexities of the terms. The translations are merely 
literal renditions that may not necessarily convey the nuances behind the 
Arabic terms. 
 
Bai’ al-dayn 
 

A transaction involving the sale and purchase 
of securities or debt certificates which 
conforms to Shariah. Securities or debt 
certificates are issued by a debtor to a creditor 
as evidence of indebtedness.  

Derecognition  
 

The removal of a previously recognised asset 
or liability from an entity’s statement of 
financial position. 

Gharar A word used to denote elements of a contract 
which are unknown, uncertain or ambiguous. 

Haram Unlawful; prohibited by Shariah 

Hibah A gift. 

Ijarah 1. A contract to employ the services of a 
party, with wages given as consideration 
for the hired services. 

2. A contract to transfer the usufruct or an 
item to another party, for a specific 
period, in exchange for rent. 

Istisna’ 
(lit., order sale) 

A sale in which the subject is an item that has 
yet to be fabricated, manufactured, or 
constructed. Delivery of the item takes place 
at a future pre-determined date. The 
consideration may be paid before, at or after 
delivery, or based on the stage of completion. 

Maslahah The public good. 

Mudarabah  
(lit., profit sharing) 

A form of profit-sharing between a party 
which contributes capital (rabb al-mal, i.e. 
capital provider) and another which 
contributes efforts, managerial and/or 
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entrepreneurial skills (mudarib, i.e. manager / 
entrepreneur). Profit from the outcome of the 
venture is shared between the capital provider 
and manager / entrepreneur according to a 
mutually agreed profit sharing ratio, while 
losses are borne solely by the capital provider, 
provided such loss is not due to the 
manager’s/entrepreneur's negligence or 
violation of specified conditions. 

Murabahah A sale above cost in which the seller must 
disclose the cost of the item sold. 

Musawamah A sale above cost with no requirement to 
disclose the cost of the item sold. 

Musharakah A form of partnership between two or more 
parties which contribute capital and may or 
may not also contribute managerial and/or 
entrepreneurial skills. Profit from the outcome 
of the venture is shared between the partners 
according to a mutually agreed profit sharing 
ratio, while losses are shared by the partners 
in proportion to the amount of capital 
provided. 

Al-Quran The sacred text of Islam which is accepted as 
the foundation of Islamic law, religion, culture 
and politics. 

Riba 
(lit., excess) 
 

1. Colloquial usage. An unjustly high or 
exorbitant return.  

2. Islamic juristic usage. (a) Any interest 
charged on a principal loan amount; (b) A 
gain arising from the unequal values of 
certain commodities traded in barter.  

   

Salam 
(lit., future delivery) 

A sale in which the consideration is paid at the 
time of contracting, while delivery of the 
subject item takes place at a future pre-
determined date. 

Shariah Islamic laws derived from Al-Quran and As-
Sunnah. 
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Shariah requirements Shariah principles, rules and regulations; in 
Malaysia, as adopted by the Shariah Advisory 
Councils of Bank Negara Malaysia (BNM) 
and the Securities Commission Malaysia 
(SC), as well as Shariah rulings promulgated 
by the Shariah Supervisory Board of Islamic 
Financial Institutions.  

Sukuk Certificates representing Shariah compliant 
indebtedness or financial obligation arising 
from trade activities. 

Tanazul Full or partial waiver of a right or a claim. 

Tawarruq A series of sales and purchases of an item 
with multiple parties.  In an organised or pre-
agreed arrangement, this could lead to a 
financing effect. 

Usufruct 
(lit., right-of-use asset) 

The right to use and enjoy the benefits 
accruing from an Ijarah item, so long as that 
use or enjoyment does not alter or diminish 
the essence of the item.  

Wa’d 
(lit., promise. pl., wu’d) 

Expression of willingness to undertake an 
action, which is morally binding upon the 
promisor, but not legally enforceable. 

Wakeel A person appointed by another to act in that 
another’s stead in a permissible and known 
transaction.  
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Appendix B 
Types of sukuk structures 
 
This Appendix does not form part of the Discussion Paper, and should be 
read as background material to the Discussion Paper.  
 
Background 
 
B1 The basic structure of a sukuk comprises of an originator, SPE, and 

investors. There are no hard and fast rules for the naming 
convention used for sukuk issuance, but generally the name given 
coincides with the type of Shariah-compliant transactions present. 

 
B2 AAOIFI’s Shari’a Standard No. 17, Investment Sukuk, describes 

fourteen types of sukuk, which represents AAOIFI’s theoretical 
approach at summarising possible sukuk structures. The fourteen 
types may or may not exist in the current market, and include: 

(a) certificates of ownership in leased assets 

(b) certificates of ownership of usufructs of existing assets 

(c) certificates of ownership of usufructs of described future 
assets 

(d) certificates of ownership of services of a specified party 

(e) certificates of ownership of described future services 

(f) salam certificates 

(g) istisna’ certificates 

(h) murabaha certificates 

(i) musharaka certificates 

(i) participation certificates 

(ii) mudaraba sukuk 

(iii) investment agency sukuk 

(j) muzara’a (sharecropping) certificates 

(k) musaqa (irrigation) certificates 

(l) mugharasa (agricultural) certificates 
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B3 As stated in the What is sukuk? section of this DP, sukuk structures 

essentially aim to parallel the cash flows of conventional bonds. As 
such, originators have the option to issue sukuk with cash flows that 
mirror straightforward bonds, subordinated bonds, zero-coupon 
bonds, exchangeable bonds, etc.  This determination usually takes 
place first. Once the overall cash flow streams are determined, the 
originator then looks at the assets held on its balance sheet and the 
originator’s operations to determine the appropriate Shariah-
compliant trade contract(s) that could be used to produce the desired 
cash flows. For example, if an originator wants to issue an 
exchangeable sukuk, they could issue ijarah exchangeable sukuk, 
mudarabah exchangeable sukuk, musharakah exchangeable sukuk, 
etc.  

 
B4 The following descriptions below uses a straightforward bond 

structure as the framework to illustrate how the different Shariah-
compliant trade contracts can be used to generate the bond’s cash 
flows. These examples are simplified, as in practice sukuk structures 
can be a lot more complex than what is depicted below. 

 
Basic sukuk structures20 
 

Sukuk ijarah 
 
B5 Ijarah is similar to a conventional lease contract. In sukuk ijarah, 

either (1) leased assets, (2) to be leased assets or (3) the right to use 
specified assets (usufruct) are transferred from the originator to the 
SPE. Investors purchase sukuk certificates to receive ownership 
interests in the assets or usufruct that were transferred. The SPE then 
leases out the underlying assets to a lessor.  

 
B6 As the lessor makes scheduled lease payments, the payments are 

distributed to the certificate holders (either immediately as they are 
paid or at scheduled intervals). In some cases the certificate holders 

                                                
20 The basis for the general descriptions of the different types of sukuk structures 
(ijarah, musharakah, mudarabah, istisna’ and salam) comes from the following 
source: Ayub, Muhammad. "Chapter 15 - Sukuk and Securitization: Vital Issues in 
Islamic Capital Markets." Understanding Islamic Finance. Hoboken, NJ: John Wiley 
& Sons, 2007. Print. 
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hold real ownership in the leased assets during the life of the sukuk 
certificates (i.e. they are asset-backed).  In certain structures, either 
the originator or lessor promises to repurchase the leased assets from 
the certificate holders at the end of the sukuk term. The proceeds 
from the purchase would then be paid out to the certificate holders, 
as the certificate holders are entitled to any capital gains on the sale 
of the underlying assets in the SPE.  

 
B7 Sukuk ijarah is popular because the cash flows on the underlying 

assets are fixed and stated in the ijarah terms.  Therefore, it is easy 
for sukuk ijarah originators to create fixed cash flows for the 
certificate holders. However, as ijarah receivables are debt-like 
interests, some believe sukuk ijarah cannot be tradable at any 
amount other than par.   

 
Sukuk mudarabah 

 
B8 Mudarabah is a profit sharing contract whereby one party invests 

capital and a second party provides managerial / entrepreneurial 
services. In sukuk mudarabah, the assets of the SPE represent 
mudarabah projects or activities (i.e., the venture). Certificates 
issued from the SPE represent ownership interests in the underlying 
projects / activities. The proceeds received from the sukuk investors 
are treated as investment capital in the underlying projects / 
activities being held in the SPE.  

 
B9 The certificate holders own the assets in the mudarabah (assets of 

the projects / activities), and are entitled to their agreed-upon share 
of the profits resulting from the mudarabah activities. The 
originator, who is typically the manager of the mudarabah, receives 
a management fee for their services. As capital providers, the 
investors are obligated to bear all the losses of the mudarabah 
activities. 

 
B10 In certain sukuk structures, the originator slowly buys back the 

equity shares of the venture over the life of the sukuk.  
Alternatively, the originator may make a ‘balloon payment’ at the 
end of the sukuk term, which equals the initial investment of the 
certificate holders.  Either approach aims to return the sukuk 
certificate holders’ principle before the sukuk terminates.  These 
buybacks typically take the form of promises made at the inception 
of the sukuk. 
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B11 Sukuk mudarabah is popular because no tangible assets are needed 

at inception – that is, sukuk mudarabah can be created once a 
venture idea is formulated.  Also, as it is considered ‘equity-based’, 
sukuk mudarabah is easily tradable. However, one tension point 
with partnership-based sukuk is that under Shariah guidelines, a 
fixed profit cannot be guaranteed. As such, originators state an 
‘expected profit’ that if not met, can be funded by alternative 
Islamic finance products such as hibah, or gifts from the originator 
or obligor that make the certificate holders whole. This is because 
not paying out the ‘expected profit’ would be seen as a default on 
the sukuk certificates – which is to be avoided at all costs. On the 
other hand, if actual profits exceed the ‘expected profit’ the obligor 
is only required to pay the ‘expected profit’ rate, and typically keeps 
the excess returns. 

 
Sukuk musharakah 

 
B12 Musharakah is a profit sharing contract whereby both parties invest 

capital and have the ability to provide managerial / entrepreneurial 
services. In practice, rather than a joint venture (where an entirely 
new business venture is created), musharakah is used for joint 
ownership arrangements, such as when two parties come together to 
invest in the same asset. Musharakah sukuk is similar to sukuk 
mudarabah in that the assets of the SPE represent projects or 
activities. Similarly, the certificates issued from the SPE represent 
ownership interests in the underlying projects / activities. The only 
major difference between sukuk musharakah and sukuk mudarabah 
is that in sukuk musharakah, the originator is also a certificate 
holder in the SPE. The proceeds received by sukuk investors, 
including the originator, are treated as investment capital in the 
underlying projects / activities being held in the SPE.  

 
B13 As the originator is also a certificate holder, both the originator and 

outside investors own the assets in the musharakah (assets of the 
projects / activities), and thus, both are entitled to their agreed-upon 
share of the profits and losses. 

 
B14 Like sukuk mudarabah, sukuk musharakah is also popular as assets 

are not needed at inception.  Similarly, sukuk musharakah is easily 
tradable as it represents equity interests in the venture. Also like 
mudarabah, the principal is returned through either periodic or 
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balloon payments. Finally, as originators commonly communicate 
‘expected profit’, the originator or obligor usually make whole any 
unanticipated losses and keep any excess profits. 

 
Sukuk murabahah 

 
B15 Murabahah is a sales contract whereby an asset is sold at cost plus a 

defined profit mark-up. In sukuk murabahah, the underlying assets 
are the assets being sold.  In a typical structure, the proceeds from 
the sukuk certificates are used to buy an asset, that is then sold to the 
sukuk obligor at cost plus mark-up.  The certificates issued from the 
SPE represent ownership interests in the underlying asset sold. The 
purchase price is paid on an instalment basis.  These payments result 
in the certificate payments.  

 
B16 A common variation on this structure is where the originator sells 

assets it already owns to the SPE at cost, and then repurchases them 
at cost plus mark-up.  This is called bai’ al inah; and Malaysia is 
trying to move away from this model, as it is not universally 
accepted and structures based on it are more difficult to market 
internationally.   

 
Sukuk salam 

 
B17 Salam is a contract whereby one party prepays for a commodity to 

be delivered at a later date. In salam sukuk, a commodity seller 
issues sukuk certificates in return for cash. The certificates represent 
ownership interests in the commodity to be delivered at a later date. 
At the time of delivery of the commodity, the certificate holders 
would own their respective portion of that commodity, which may 
be sold by the SPE (the proceeds would then be returned to the 
certificate holders).  

 
B18 In a parallel salam sukuk, the sukuk SPE holds the original salam 

contract to purchase a commodity to be delivered at a later date (the 
initial salam contract discussed above), and a second ‘parallel’ 
salam contract (whereby the SPE receives an upfront payment and 
promises to deliver a commodity to the purchaser at a the date the 
commodity is delivered in the first contract). The sukuk certificate 
holders would own the right to the profit difference between the two 
salam contracts, once the commodity is delivered and subsequently 
sold.  
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Istisna’ sukuk 

 
B19 Istisna’ is a contractual agreement to manufacture goods, where the 

purchase price can be deferred. In sukuk istisna’, the deferred 
payable due to the manufacturer could take the form of ‘certificates 
of indebtedness’. The issuer of the certificates would be the 
manufacturer, and the purchaser of the certificates would be the 
buyer of the goods being produced. The certificates represent 
ownership interests in the manufactured goods. At the time of 
delivery, the certificate holders would own their respective portion 
of those goods, which may be sold by the SPE (the proceeds would 
then be returned to the certificate holders). 

 
B20 Similarly to sukuk salam, in a parallel sukuk istisna’, the sukuk SPE 

holds the original istisna’ contract to purchase goods to be 
manufactured and delivered at a later date (the initial istisna’ 
contract discussed above), and a second ‘parallel’ istisna’ contract 
(whereby the SPE receives an upfront payment and promises to 
deliver the goods to the purchaser at a the date the goods are 
delivered in the first contract). The sukuk certificate holders would 
own the right to the profit difference between the two istisna’ 
contracts, once the goods are delivered and sold. 

 
B21 Istisna’ sukuk is not common in the marketplace, as it is usually 

linked to a specific construction project. However, for the istisna’ 
sukuk issued, in many circumstances the assets from istisna’ sukuk 
is mixed with tangible assets such as the purchase of commodities, 
to allow the sukuk certificates to be globally tradable.   

 
Complex sukuk structures  
 
B22 In addition to the above examples, an originator may transfer a mix 

of assets to the sukuk SPE. Investors purchasing these sukuk would 
receive ownership interests in the pool of assets, usufruct and/or 
projects that were transferred.  

 
Istisna’ / sukuk ijarah 

 
B23 One example of hybrid sukuk is sukuk istisna’ / ijarah with a 

forward lease.  In this structure, a contractor builds a fixed asset, 
such as a building, for a third party.  To finance this, the third party 
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issues sukuk, with the construction and resulting building as the 
underlying asset. Even before the building is complete, the third 
party starts making forward lease payments, which continue once 
the building is complete. The sukuk certificate holders thus receive 
the lease payments pre and post-completion of the asset 
construction.  

 
Commodity murabahah (tawarruq) sukuk 

 
B24 A second hybrid structure is called commodity murabahah 

(tawarruq) sukuk. Under tawarruq sukuk, a facility agent manages 
the money received from the certificate holders by investing in the 
commodities exchange (buying and selling commodities for a 
profit). To meet Shariah compliance, this structure has the facility 
agent purchasing commodities from the commodity exchange, who 
then sells those commodities to the sukuk issuer (who issued a 
purchase order to buy those commodities from the facility agent).  
The sukuk issuer in turn sells those commodities back to the 
commodity exchange.  These transactions generate the returns on 
the sukuk certificates.  

 
B25 In order for this structure to be Shariah-compliant, there needs to be 

more than two entities exchanging the commodities. This structure, 
consisting of three entities (commodities exchange, facility agent, 
and issuer) was used because it is frowned upon to buy assets from 
and sell the same assets to the same entity. Additionally, to comply 
with Shariah, the commodity purchases have to at least include an 
option to take physical delivery (even if the purchase is, in reality, 
cash settled). Having the option to physically settle causes the 
underlying sukuk assets to be physical assets, which promotes 
tradability. 

 
Sukuk wakalah bil istithmar  

 
B26 A third hybrid structure is called sukuk wakalah bil istithmar (WBI 

sukuk). This is one of the most complex structures currently on the 
market. The WBI sukuk structure was created to satisfy the 
compliance requirements set out by AAOIFI. It does this through a 
combination of underlying assets comprising of commodities 
(commodity murabahah) and Shariah-compliant partnership 
ventures. As the partnership ventures give variable returns, the 
commodity murabahah scheme is used to generate enough fixed 
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returns to achieve the stated ‘expected profit’ on the WBI sukuk 
certificates. Thus, instead of the obligor or originator ‘making 
whole’ sukuk certificate holders when partnership returns are lower 
than the ‘expected profit’ through a hibah or gift, the issuer instead 
will use commodity murabahah to generate fixed returns to fund an 
shortfalls. Thus, only the underlying assets of the sukuk are used to 
generate certificate returns.  

 
B27 Although this model meets the requirements set by AAOIFI, one 

downside relates to the heavy costs associated with managing the 
commodity murabahah piece of the structure. This is because at 
each period, the sukuk investment wakeel (or agent) has to actively 
manage the type and amount of commodity murabahah trading that 
is needed to ensure the sukuk payments are made.  Additionally, 
there are substantial costs incurred by using a commodity exchange.    

  
Convertible and exchangeable options  

 
B28 Convertible and exchangeable options are features that allow the 

sukuk certificates can be traded for equity instruments.  

 In convertible sukuk, the certificates can be converted into 
equity shares of the sukuk issuer, originator or obligor.  

 In exchangeable sukuk, the sukuk certificates can be exchanged 
for equity interests of an entity other than the sukuk originator 
or obligor, such as shares in an associate or subsidiary of the 
originator.  

 
B29 These convertible and exchangeable features are typically at the 

option of the certificate holder, and can be exercised at certain 
specified times, such as at the end of the sukuk term, or if / when the 
issuing entity successfully completes an initial public offering 
(IPO).  Depending on the sukuk terms, convertible and 
exchangeable features could be limited to a portion, for example 
30%, of the certificates outstanding.  Ultimately, it is up to the 
sukuk originator to determine the exact terms of the convertible / 
exchangeable features – including when these features are 
exercisable.   
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Green shoe option 
 
B30 A ‘green shoe’ option allows the sukuk originator to sell more 

certificates than originally planned, if the demand for the certificates 
is greater than anticipated. This options aims allows more investors 
to purchase certificates, and allows the sukuk originator to raise 
more capital from the sukuk issuance, if demand is greater than 
supply.21  

 
Look back option 

 
B31  A “look back” option gives sukuk certificate holders certain rights 

that come into effect after the certificates have been redeemed. For 
example, if the sukuk certificates are convertible into the 
originator’s or obligor’s own equity upon an IPO, a look back option 
would extend the convertible feature past the sukuk’s maturing: 
whereby if the originator or obligor completes an IPO after the 
sukuk certificates have been redeemed (within a specified 
timeframe), the certificate holder has the option to participate in the 
IPO.22  

 
B32 In an exchangeable sukuk, certificate holders have the ability to 

exchange their certificates into equity instruments, such as when an 
initial public offering (IPO) occurs or at the termination of the sukuk.  
Other sukuk issuances have a ‘green shoe option’ which requires the 
originator to give the right of first refusal to the existing investors for 
any additional sukuk certificates issued so that investors can maintain 
their ownership percentage of the total sukuk assets. Instead of a 
promise / guarantee to repurchase the assets upon termination of the 
sukuk, some issuances include an arrangement for the investors to 
sell the assets through private auction at the end of the sukuk term.   

 
 

                                                
21 "PLC - Convertible Sukuks: Taking the Lid off Halal Finance." PLC Finance. 
Practical Law Company, 23 Feb. 2006. Web. 16 May 2011. 
<http://finance.practicallaw.com/1-202-0411?source=relatedcontent>. 
22 Ibid 
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Underlying sukuk assets 
 

Debt-based underlying assets 
 
B32 Debt-based underlying assets include the following contracts of 

exchange: murabahah (cost plus profit), bai’ bithaman ajil (deferred 
payment sale), bai’ al istisna’ (payment against delivery), bai’ al 
salam (advance payment sale) and ijarah (lease receivables). 

 
B33 Under debt-based structures, as the payment streams are typically 

set, the sukuk can easily be structured with a fixed return.  However, 
as they are debt-based, these certificates may not be tradable in all 
jurisdictions at amounts other than par.  

 
Equity-based underlying assets 

 
B34 Equity-based underlying assets include the following partnership 

(risk-sharing) contracts: mudharabah (partnership where all partners 
share profits and only partners that provided capital share losses) 
and musharakah (partnership where all parties share profits and 
losses). 

 
B35 Under equity-based structures, the payment streams of the 

underlying assets are volatile, and totally dependent on the actual 
returns of the partnership venture. Thus, it is much harder to fix the 
sukuk’s return. To fix payments, additional contracts must be added: 
including but not limited to reserves, promises, and gifts of capital 
from the originator. However, as they are equity-based, these 
certificates are typically considered tradable in most jurisdictions at 
amounts other than par. 
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Appendix C 
Overview of sukuk  
 
This Appendix does not form part of the Discussion Paper, and should be 
read as background material to the Discussion Paper. 
 
The international sukuk market 
 
C1 Globally, the principal amount of sukuk outstanding has consistently 

expanded by 10.0% to 15.0% year-on-year, reaching over USD100 
billion in 200923. Malaysia issues the lion’s share of sukuk with 
54.2% of the total market in 2009 (the United Arab Emirates comes 
second with 13.6%). Over half of the world’s sukuk is issued by 
sovereign governments24. In fact, sukuk represented 11.7% of all 
Shariah-compliant assets in 200925.  

 
C2 Despite continued growth, there is indication that sukuk, like the rest 

of the financial sector, was negatively impacted by the 2008 
financial crisis. This is because higher credit costs (caused by 
market volatility) decreased demand in sukuk. Additionally, certain 
sukuk defaults, the credit rating downgrades of many sovereigns 
which had sukuk issuances, and increased spreads in the sukuk to 
LIBOR index added to a decrease in new sukuk issuances. However, 
as the economy recovers, especially with sustained low interest 
rates, more and more governments and private entities are looking 
towards sukuk issuances as a way to raise capital. 26 

 

                                                
23 KFH Research Ltd, Islamic Finance Opportunities: Country and Business Guide 
2010, Oct 2010. Report produced for the 2010 Global Islamic Finance Forum (GIFF 
2010) held in Kuala Lumpur from 25-28 October 2010. 
24 Ibid, p.16. 
25 Ibid, p.11. 
26 Ibid, p.17. 
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Sukuk in Malaysia 
 
C3 In 2010, 35.5% of the Malaysian corporate and sovereign bond 

market was comprised of sukuk issuances.27 Corporate sukuk 
comprised 63.4% of the private debt securities issued that year28.  
Malaysia has both ringgit and US dollar denominate sukuk 
issuances, comprising of both local and foreign investors. This is 
due in large part to the Malaysian regulatory environment, which is 
conducive for both domestic and foreign entities to issue sukuk in 
Malaysia. 29  
 

C4 Various Shariah-compliant contracts can be utilised as the 
underlying asset or activity for sukuk.  In 2010, two of the most 
popular contracts were musharakah and ijarah with sukuk 
musharakah comprising 42.1% of Malaysia’s sukuk, and sukuk 
ijarah contributing to 34%.30  Malaysia has pioneered many ‘firsts’ 
in the sukuk market: it has issued the first ringgit-denominated 
sukuk, the first redeemable sukuk with warrants, the first global rated 
corporate sukuk, the first sovereign sukuk, the first global istisna’ 
sukuk, the first musharakah sukuk that uses shares as the underlying 
investment, and the first exchangeable sukuk  based on 
musharakah.31 
 
Regulation 

 
C5 The main act regulating the Malaysian capital market is the Capital 

Markets and Services Act 2007 (CMSA).  Under the CMSA, any 
issuance of securities including bonds and sukuk, requires the 
approval of the SC.  The CMSA, amongst others, requires the 
completion of an information memorandum: an offering document 
or circular that pertains to the issuance of sukuk and includes 
information on the sukuk trust deed, trustees and duties and 

                                                
27 Ibid, p. 225. 
28 Securities Commission Malaysia, Annual Report 2010, sections 6-54. 
29 KFH Research Ltd, Islamic Finance Opportunities: Country and Business Guide 
2010, Oct 2010, p.227. 
30 Securities Commission Malaysia, Annual Report 2010, sections 6-54. 
31 Thomas, A.S. (ed.), Sukuk, Selangor, Malaysia: Sweet & Maxwell Asia, 2009.  
P.Ivi. 
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obligations of the sukuk issuer.   The SC has also issued several 
guidelines on sukuk namely Islamic Securities Guidelines (Sukuk 
Guidelines), which was issued in July 2011.  Additionally, those 
sukuk which are asset-backed must meet the requirements of 
Guidelines on the Offering of Asset-Backed Securities (revised July 
2004). 

 
C6 In addition to the SC, Bank Negara Malaysia (BNM) issues 

regulatory requirements for sukuk issued by entities that come under 
its purview. In general, these requirements are consistent with 
pronouncements issued by the Islamic Financial Services Board 
(IFSB).  

 
Market size 

 
C7 The table below summarises the number of issuances, and their 

ringgit value, of ringgit-denominated private debt securities that 
were approved by the SC for the years 2006 to 2010.  To illustrate 
the relatively scarcity of asset-backed sukuk, a line has been added 
to show sukuk which met the criteria in SC’s guidelines for asset-
backed securities (ABS).  Currency amounts are in billions of 
Malaysian ringgit (MYR). 

   
 2006 2007 2008 2009 2010 

 No. MYR No. MYR  No. MYR No. MYR  No. MYR 
Conventional 52 33.8 60 36.7 52 96.8 23 23.5 31 23.3 
Sukuk 64 42.0 52 31.8 43 33.2 11 34.0 20 38.3 

- of which 
ABS 

2 0.5 2 3.4 - - 1 2 - - 

Combination - - 8 90.3 9 10.0 - - 1 2.0 
           
Total 116 75.8 120 158.8 99 140 34 57.5 52 63.6 
 
Source: ‘Securities Commission, Statistics of Submissions Approved by SC.’ Web. 30 
March 2011 http://www.sc.com.my/sub.asp?pageid=&menuid=293&newsid= 
&linkid=&type=.  
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Appendix D 
Guarantees 
 
This Appendix does not form part of the Discussion Paper, and should be 
read as background material to the Discussion Paper.  
 
If the originating entity provides an explicit or implicit guarantee on the 
sukuk certificates, the following flowchart details the assessment that needs 
to be made by both the guarantor and guarantee holder to determine the 
appropriate accounting. As a note, the flowchart only depicts current 
guidance 
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Appendix E 
Illustrative example: Sukuk ijarah 
 
This Appendix does not form part of the Discussion Paper, and should be 
read as background material to the Discussion Paper. The facts presented 
are simplified and may not be representative of the full terms and conditions 
of an actual sukuk issuance.  This example is included for illustrative 
purposes only, and the conclusions therein may not necessarily apply to an 
actual sukuk issuance. 
 
Issuance information 
 
E1 Initial Period: On 1 January 20X1, Originator Berhad (Originator) 

originated a 5-year sukuk ijarah to finance the use of an office 
building for its subsidiary, Sub Berhad.   

 
1) To facilitate this issuance, the Originator created XY SPE.  

2) Originator Berhad sold an office building to XY SPE for RM5 
million, which was paid in cash.  Originator made a wa’d, promise, 
that it would repurchase the office building from XY SPE at RM5 
million either at the end of the sukuk term or upon the occurrence 
of a specified trigger event. 

3) XY SPE issued sukuk certificates to investors for RM5 million. 
The certificates represent beneficial ownership of the building.  

4) The proceeds from the sukuk certificates were then passed-through 
to the Originator Berhad (representing the cash payment for the 
office building).  

5) XY SPE leases the office building to Sub Berhad in the form of an 
ijarah contract.  



MASB DP i-2 
 

85 

 
 

E2 Subsequent Periods: Sub Berhad pays XY SPE monthly ijarah 
payments of RM20,833 amounting to RM250,000 per annum. These 
payments form the basis for the sukuk certificate returns.  

 
6) Sub Berhad makes monthly ijarah payments (RM20,833). 

7) XY SPE uses the cash received from Sub Berhad to make semi-
annual sukuk certificate payments of RM125,000 to the sukuk 
investors.  

 
 

E3 Sukuk Termination: At the end of the sukuk term on 31 December 
20X5, Originator Berhad honours its wa’d to repurchase the office 
building, and the investors receive their initial principal.  
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8) Originator Berhad repurchases the office building from XY SPE 
for RM5 million.  

9) XY SPE uses the cash received from Originator Berhad to 
repurchase the sukuk certificates from the investors for RM5 
million.  

 
E4 Certificate Terms: The sukuk ijarah certificates contain the following 

key terms: 
 

 The certificates are issued at par. 

 The certificates pay 5% annually to the investors, in semi-annual 
payments (which take place on 30 June and 31 December of each 
year).  

 The certificates terminate on 31 December 20X5.  Upon 
termination, the initial principal invested is returned to the 
investors. 

 Originator Berhad has provided an explicit guarantee on the sukuk 
certificate payments, which is triggered if Sub Berhad fails to 
make a scheduled ijarah lease payment.  

 
E5 Additional information: Additional information pertaining to this 

issuance includes: 
 

 XY SPE is managed by a party related to Originator Berhad. XY 
SPE’s activities are well-defined and limited through its 
originating documents. It acts on autopilot, passing through cash 
flows associated with the sukuk issuance.  
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 The Investors plan to hold the certificates for investment purposes 
until maturity at the end of 20X5.  

 There is currently not an active market for the sukuk ijarah. 

 The market rate at time of issuance was 5%. 

 Throughout the life of the sukuk, Investors do not anticipate any 
credit deterioration for either Originator Berhad or Sub Berhad. 
Originator Berhad is rated AAA. Sub Berhad is Originator 
Berhad’s fiscally strongest subsidiary, with a rating of AA.  

 Originator Berhad, who only operates in Malaysia, has a history of 
fulfilling its wa’d agreements.  

 The Originator has an accounting policy that prohibits electing fair 
value measurement for any of its financial liabilities.  

 Assume no other information is available. 
 
Accounting considerations32 
 
E6 Consolidation: Originator Berhad needs to determine if it should 

consolidate XY SPE. 
 
 The first question to reconcile is if XY SPE meets the criteria to be 

considered an accounting SPE according to IC Interpretation 112.  As 
XY SPE’s activities are limited, and the SPE acts on autopilot, XY 
SPE is an accounting SPE for consolidation purposes.  

 
Under IC Interpretation 112, an accounting SPE is consolidated by the 
entity that controls it. Originator Berhad controls XY SPE because it 
is the entity that created XY SPE and defined XY SPE’s activities.  
Moreover, the SPE’s activities are made on behalf of the Originator, 
as the sole purpose of the SPE is to facilitate a sukuk issuance for the 
Originator. As such, control is present. 

 
 Conclusion: Originator Berhad would need to consolidate XY SPE as 

it is deemed to have control. 

                                                
32 The accounting considerations discussed solely focus on the recognition and 
measurement accounting guidance covered in this Discussion Paper, and may not be 
include other possible accounting considerations related to a sukuk transaction. 
Additionally, disclosure requirements (such as related party disclosures) are not 
included for illustrative purposes. 
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E7 Derecognition: Originator Berhad (on a consolidated basis) would 

have to determine if it can derecognise (take off its books) the assets it 
transferred to XY SPE. As the Originator consolidates XY SPE, the 
assets transferred are beneficial interests in the office building, i.e. an 
interest representing the right to ijarah receivables, and not the office 
building itself. Therefore, it would have to assess the transfer under 
the financial instrument standard, rather than standards on property 
plant and equipment or investment property. 

 
 Under MFRS 139, the Originator first determines if it transfers all 

contractual rights to receive the ijarah cash flows or if instead, it 
retains the rights to receive the cash flows and assumes a contractual 
obligation to pay those cash flows to the Investors. As the ijarah 
receivables are paid to XY SPE, who then has an obligation to pass 
them to the Investors, the Originator (on a consolidated basis) 
determines that it falls into the latter category of retaining the rights to 
receive cash flows and creating an obligation to pass those cash flows 
through.  

 
By passing the cash flows to the Investors, the transfer must meet the 
criteria in paragraph 19 of MFRS 139 to derecognise. One of the 
criterion listed states ‘the entity has an obligation to remit any cash 
flows… without material delay.’ Since the SPE receives ijarah 
payments monthly and passes those payments to the Investors on a 
semi-annual basis, the Originator determines that this would constitute 
a material delay. As such, it cannot derecognise the ijarah receivables 
transferred. Instead, the transfer would be accounted for similarly to a 
secured borrowing (the Originator will keep the assets on its financial 
statements, recognising a liability related to the transfer).  

  
 Conclusion: As the Originator does not remit cash flows to the 

Investors without material delay, the transfer is treated similarly to a 
secured borrowing. 

 
E8 Classification and measurement: Both Originator Berhad and the 

Investors would need to determine how to classify and measure their 
respective interests in the sukuk issuance.   

 
For the Originator, as the sukuk issuance is treated similarly to a 
secured borrowing, it would be liability classified. As the Originator 
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has a policy election of never choosing the fair value option for its 
liabilities, the liability would be measured at amortised cost.  
 
For the Investors, the sukuk certificates would be asset classified. As 
the investors plan to hold the certificates until maturity, the Investor 
considers either ‘held-to-maturity’ or ‘loans and receivables’ 
classification (per MFRS 139 if the asset meets the loans and 
receivables criteria, this is the default classification). The Investor 
determines that it meets the loans and receivables criteria, since it (1) 
expects to receive fixed payments of 5% annually, and a principal 
payment at the end of the sukuk’s term, (2) there is no active market 
for this particular sukuk ijarah, and (3) the Investor does not anticipate 
any credit deterioration by both the Originator and Obligor. As a 
result, the sukuk certificates would be measured at amortised cost.  
 
Conclusion: From the Originator’s perspective, the sukuk issuance is a 
liability, measured at amortised cost. From the Investors perspective, 
the sukuk certificates are considered assets, which are classified as 
‘loans and receivables’. These certificates are measured at amortised 
cost.  

 
E9 Fair value measurement: As both Originator Berhad and the 

Investors measure their sukuk interests at amortised cost, there is no 
requirement to determine the fair value of the sukuk issuance.  

 
 Conclusion: A fair value measurement assessment is not required. 
 
E10 Impairment: At each reporting period the Investors would need to 

determine if the sukuk certificates are impaired. 
 
 Throughout the 5 years the sukuk is in existence, no losses were 

incurred, or were expected to be incurred. Sub Berhad maintained its’ 
AA credit rating, and Originator Berhad maintained its AAA credit 
rating. Thus, no impairment was recognised. 
 
Conclusion: The Investors assessed for impairment in their sukuk 
certificates at each reporting period. No impairment was recorded over 
the life of the sukuk certificates. 

 
E11 Derivatives: Both Originator Berhad and the Investors would need to 

determine if embedded derivatives exist in the sukuk issuance.   
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In performing this assessment, two potential embedded derivatives 
were identified: a purchase option by the Originator and the guarantee 
made by the Originator.  
 
Both the Originator and the Investors would need to determine if the 
promise made by the Originator to repurchase the office building 
should be assessed as a contractual obligation, and if so, if it should be 
considered an embedded derivative that would have to be bifurcated 
(separately accounted for).  
 
As Originator Berhad has a history of fulfilling its wa’d (promise) 
agreements, and operates in Malaysia (which enforces strong 
regulatory and market pressure on entities to satisfy its wa’d 
agreements) the wa’d repurchase agreement should be assessed as a 
potential embedded derivative in the same way as a contractual 
obligation with similar terms.  
 
The wa’d could be analogous to either a call option or forward 
contract (the former being an option to purchase an asset, whereas the 
later constitutes an obligation to purchase an asset). Upon initial 
inspection, it appears the Originator’s promise is not a call option, 
because the wa’d obligates the Originator to purchase the office 
building – i.e. there is no optionality. Instead, it more closely mirrors a 
conventional forward contract as the Originator has agreed to 
purchase the office building for RM5 million on 31 December Year 5. 
As such, it meets the definition of a derivative. 

 
Therefore, the Originator and Investors would need to be determined 
if the economic characteristics and risks of the embedded derivative 
closely relate to the economic characteristics and risks of the host 
contract. The economic characteristics and risks of the underlying 
beneficial interests in the ijarah payments relate to the market value of 
the office building (as that drives the lease-ability of the property). 
Likewise, the market value of the office building drives the economic 
characteristics and risks of the forward purchase contract. 
Consequently, the economic characteristics and risks of the embedded 
derivative do closely relate to the economic characteristics and risks of 
the host contract, and no bifurcation is required. 
 
Therefore, the forward purchase of the office building would not have 
to be bifurcated as an embedded derivative. 
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An assessment of the other potential embedded derivative, the 
guarantee by the Originator on the ijarah payments made by Sub 
Berhad, is discussed below in the section on guarantees. 
 
Conclusion: The Originator and Investors both performed an 
embedded derivative analysis. Both parties came to the conclusion no 
potential embedded derivatives have been identified in the sukuk 
issuance that need to be bifurcated. 

 
E12 Guarantees: Both the Originator and the Investors would have to 

assess the accounting ramifications for the guarantee issued by the 
Originator.  

 
 From the Originator’s perspective, as guarantor it would first asses if 

the guarantee it provides meets the definition of a ‘financial guarantee 
contract’ under MFRS 139. The Originator determines that it meets 
the financial guarantee contract criteria, since the guarantee (1) 
requires the Originator to make specified payments, (2) the payments 
would be to reimburse the Investors for a loss it incurs because the 
Sub Berhad fails to make an ijarah payment when due, and (3) the 
ijarah payment guaranteed would be in accordance with the original 
term of the sukuk certificates. As a result, the Originator first accounts 
for the guarantee at fair value (at the time the sukuk is issued). At each 
subsequent reporting period, the Originator would account for the 
guarantee at the higher of (1) the fair value recorded at inception less 
amortised cost and (2) its value as a contingent liability. 

 
 From the Investors’ perspective, the Investors would first determine if 

the guarantee would be considered an embedded derivative that would 
have to be bifurcated. To do this, the Investor must determine if the 
guarantee meets the definition of a derivative. 

 
 The first criterion in defining a derivative examines the derivative 

variable (e.g., the rate, price, index, or event that gives the 
derivative its value).  This criterion states that if the value of the 
derivative is based on a non-financial variable, that variable cannot 
be specific to any party in the contract that is being assessed 
(paragraph 9(a) of MFRS 139). Essentially a party to the derivative 
contract cannot be in control of triggering the variable that would 
impact payout on the derivative.  

 In this illustration, the guarantee’s value is derived from the 
occurrence or nonoccurrence of an ijarah payment default, which 
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is a non-financial variable. Sub Berhad is wholly-owned by 
Originator Berhad (the guarantor), and the occurrence of Sub 
Berhad’s ijarah payment default would trigger the guarantee. Thus, 
it appears that a party to the derivative (Originator Berhad), on a 
consolidated basis, is in control of the trigger event that gives the 
guarantee its value. Thus, the variable in the guarantee (default by 
Sub Berhad) is specific to a party of the potential derivative 
(guarantee).  

 Therefore, the guarantee does not meet the definition of a 
derivative, and thus other accounting guidance should be 
considered. 

 
As the guarantee does not meet the definition of a derivative, it would 
fall under contingent asset accounting. Thus, if and when it is 
‘virtually certain’ that the Investors will receive payments from the 
guarantee, the Investors would recognise a contingent asset on its 
balance sheet. 

 
 Conclusion: For the Originator, the guarantee would be accounted for 

as a financial guarantee contract. The guarantee would be initially 
recorded at fair value, with subsequent remeasurement at the higher of 
(1) the fair value at inception less amortised cost and (2) its value as a 
contingent liability.  

 
For the Investors, the guarantee would be accounted for as a 
contingent asset, only recognising the guarantee if and when it is 
‘virtually certain’ that the Investors will receive payments from the 
guarantee. 

 
Journal entries33 

 
E13 The journal entries that correspond to the above analysis are as 

follows: 

                                                
33 The journal entries presented relate to the accounting topics discussed in the DP, 
and may not be all inclusive of every possible journal entry needed to properly record 
a sukuk transaction.  
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Originator 

(consolidated basis) 
Investors 

(in aggregate) 
1 January Year 0 

Sukuk issuance – secured borrowing 
Cash                        5,000,000 
     Sukuk liability          5,000,000 

Initial sukuk investment 
Sukuk investment       5,000,000 
     Cash            5,000,000 
 

Years 1 to 5 34 
Ijarah payments  (monthly) * 
Financing expense     20,833 
     Cash                              20,833 
 
 
 

Investment income (monthly) ** 
Sukuk receivable             20,833 
     Sukuk income                    20,833 
 
Sukuk cash payment (semiannually) *** 
Cash                              125,000 
     Sukuk receivable            104,167 
     Sukuk income                   20,833 
 

31 December Year 5 
Sukuk issuance – termination**** 
Sukuk liability        5,000,000 
     Cash                          5,000,000 

Termination of sukuk 
Cash                        5,000,000 
     Sukuk investment     5,000,000 
 

 
* Ijarah payment classified as a financing expense, and not a lease expense, because it relates to 
the sukuk ijarah, which is a financing activity. The amount recognised (20,833) equals 5% of 
5,000,000 divided into 12 equal installments. 
 
** The Investors would recognise sukuk income on a monthly basis, with a corresponding 
receivable. This receivable would be reversed semiannually, once sukuk payments are made. The 
amount recognised is calculated similarly to the monthly ijarah payments, as discussed above. 
 
*** The amount of cash recognised (125,000) equals 5% of 5,000,000 divided into 2 equal 
installments. Upon receipt of payment, 5 months of the investment receivable (equaling 104,167) 
are reversed, and one additional month of investment income is recognised (20,833). 
 
**** Upon termination, the Originator repurchases the office building from XY SPE for 
5,000,000. However, since the office building was never derecgonised from the balance sheet of 
the Originator (this transaction was instead accounted for similarly to a secured borrowing) the 
repurchase payment is treated as an extinguishment of the sukuk liability.  
 

 
  

                                                
34 Although the sukuk is measured at amortised cost, since the sukuk certificates were 
issued at par, in this illustration there is no discount or premium on the sukuk interest 
that needs to be amortised by the Originator and Investors over the life of the sukuk 
certificates. 
 


