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Introduction

Inflation is an economic term that describes 
the general rise in prices of consumer goods 
and services. As prices rise, a dollar will buy 
less goods and services, or in other words, 
investors lose purchasing power of their dollar. 
To account for the effects of inflation, investors 
could focus on “real” return - the amount earned 
after adjusting for inflation. Investments that 
target returns above the rate of inflation can 
protect and potentially increase investors’ future 
purchasing power. 

Assume a hypothetical equity portfolio return 
of 4% per year and an inflation rate of 2.5%. The 
real return of this portfolio, or the return minus 
the rate of inflation, would be 1.5%. So, in this 
case, an investment in equities would increase 
investors’ purchasing power by only 1.5% a 
year. An investment in a GBP money market 
fund, savings account or any other investment 
returning less than the 2.5% rate of inflation 
would effectively erode purchasing power, 
defeating even the most conservative goal of 
maintaining quality of life. Inflation-linked 
bonds – also known as index-linked bonds - are 
designed to help protect investors from the 
negative impact of inflation by contractually 
linking the bonds’ principal and interest 
payments to a nationally recognized inflation 
measure such as the Retail Price Index (RPI) 
in the UK, the European Harmonised Index of 
Consumer Prices (HICP) ex-tobacco in Europe, 
and the Consumer Price Index (CPI) in the U.S1. 
Considering how inflation impacts investments, 
this paper seeks to understand index-linked 
bonds from a Shariah compliance perspective. 



Index-linked Bonds

A bond investor holds a bond with a fixed level 
of interest rate. The interest payments, known 
as coupons, are usually paid semi-annually and 
represent the bondholder’s return on investing 
in the bond. However, as time goes by, inflation 
also increases, thereby, eroding the value of the 
investor’s annual return. This is unlike returns 
on equity and property, in which dividend and 
rental income usually increases with inflation. 
To mitigate the impact of inflation, index-linked 
bonds are issued by the government.
An index-linked bond is a bond which has its 
coupon payments adjusted for inflation by linking 
the payments to some inflation indicator, such as 
the Consumer Price Index (CPI) or the Retail Price 
Index (RPI). These interest-bearing investments 
typically pay the investors a real yield plus accrued 
inflation, providing a hedge against inflation. 
The yield, payment, and principal amount are 
calculated in real terms, not nominal numbers. 
One can think of the CPI as the exchange rate that 
converts the return on a bond investment to real 
return.

An inflation indexed bond protects both investors 
and issuers from the uncertainty of inflation over 
the life of the bond. Like conventional bonds, 
indexed bonds pay interest at fixed intervals and 
return the principal at maturity. The fundamental 
difference is that while conventional bonds 
make payments that are fixed in nominal dollars 
(and thus are called nominal bonds), indexed 
bonds make payments that are fixed in real terms 
(and thus are called real bonds). Because the 
purchasing power of fixed nominal cash flows is 
reduced by inflation, nominal bonds expose both 
investors and issuers to the risk of changes in 
inflation, while real bonds do not2.

For example, consider two investors – one 
purchases a regular bond and another buys an 
index-linked bond. Both bonds are issued and 
purchased for $100 in November 2017, and 
have the same terms – 4% coupon rate, 1 year to 
maturity, and $100 face value. The CPI level at the 
time of issuance is 204.

The regular bond pays annual interest of 4% x $100 
= $4, and the principal amount of $100 is repaid 
at maturity. At maturity, the principal and the 
interest payment due, that is, $100 + $4 = $104, will 
be credited to the bondholder.

Assuming the CPI level in November 2018 is 207, 
the interest and principal value must be adjusted 
for inflation with the index-linked bond. Coupon 
payments are calculated using an inflation-
adjusted principal amount, and an indexation 
factor is used to determine the inflation adjusted 
principal amount. For a given date, the indexation 
factor is defined as the CPI value for the given 
date divided by the CPI at the original issue date 
of the bond. The indexation factor in our example 
is 207/204 = 1.0147. Therefore, the inflation rate 
is 1.47%, and the bondholder will receive $104 x 
1.0147 = $105.53 when it matures.

The annual interest rate on the bond is [($105.53 - 
$100.00)/$100.00] x 100% = 5.53%. The investor’s 
approximate real return rate can be calculated as 
5.53% nominal rate – 1.47% inflation rate = 4.06%.

This type of bond is valuable to investors 
because the real value of the bond is known from 
purchase and the risk involved with uncertainty is 
eliminated. These bonds are also less volatile than 
nominal bonds and help investors to maintain 
their purchasing power3.

FTSE Russell illustrate the difference between 
inflation-linked and conventional bonds with 
the table and chart below, where two bonds 
are compared for illustrative purposes. One, a 
conventional bond, has a fixed nominal value of 
100 at maturity and a 5% annual interest payment 
and the other, an inflation-linked bond, has a 
principal value and a 2% annual coupon that are 
both indexed to inflation.  Both bonds cost 100 
at issue (represented by time Y0) and produce 
cash flows in the ten subsequent years (Y1-Y10). 
The annual interest payments (5% a year) and the 
principal value at maturity of the conventional 
bond (100) are fixed at the time of issue. But the 
interest payments and the principal value at 
maturity of the inflation-linked bonds increase 
with inflation over the life of the bond4.

2  Pu Shen, Benefits and Limitations of Inflations of Indexed 
Treasury Bonds, Available from: https://pdfs.semanticscholar.org/
c1a5/829420f1b43ee15bbd60a7269935c6fbfb62.pdf

3  Investopedia, Index-linked bonds, Available from: https://www.investopedia.
com/terms/i/indexlinkedbond.asp

4  FTSE Russell (2015), Inflation-linked bonds, Available from: https://www.
ftserussell.com/sites/default/files/research/inflation-linked_bonds_final.pdf
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The purchaser of a conventional bond knows 
what cash flows to expect in nominal terms, but 
not what the real (post-inflation) value of those 
cash flows will be (since future inflation levels 
are unknown). By contrast, the purchaser of the 
inflation-linked bond knows what real return 
to expect, but not what the cash flows will be in 
nominal terms5. 
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Cash flows on conventional and inflation-linked bonds 

Time

Conventional bond with 5% 

annual coupon

Inflation-linked bond with 2% 

annual coupon, 2% inflation

YO  -100  -100 

Y1  5  2.04 

Y2  5  2.08 

Y3  5  2.12 

Y4  5  2.16 

Y5  5  2.21 

Y6  5  2.25 

Y7  5  2.30 

Y8  5  2.34 

Y9  5  2.39 

Y10  105  124.34

t0 t1  t2  t3  t4  t5  t6  t7  t8  t9  t10

150

100

50

0

-50

-100

Conventional Bond Inflation-linked Bond

Source: FTSE Russell, for illustrative purposes only. Inflation is assumed to be constant and indexation 
lag is ignored.



Shariah Analysis

Index linked bonds are debt instruments which 
pay investors interest (riba) which is categorically 
prohibited in the Qur’an. The Quran says, 

O you who believe! Remain conscious of Allah, and 
give up all outstanding gains from usury, if you 
are [truly] believers; for if you do it not, then know 
that you are at war with Allah and His Messenger. 
But if you repent, then you shall be entitled to [the 
return of] your principal. You will do no wrong, 
and neither will you be wronged. [Surat Al-
Baqarah, 278-279]

Additionally, the AAOIFI Shariah Standard No.21 
expounds on the rulings of bonds:

“The issuance of all kinds of bonds is prohibited 
when these bonds include stipulations for the 
return of the amount of loan and excess in any 
form, whether such excess is paid at the time of the 
satisfaction of the principal amount of loan, is paid 
in monthly or yearly instalments or in another 
manner and whether this excess represents a 
percentage of the value of the bond, as in the 
case with most types of bonds, or a part of it, as 
is the case with zero-coupon bonds. Likewise, 
prize bonds are also prohibited. This applies 
irrespective of the bonds being private, public or 
governmental.”

These financial debt instruments are premised 
on the exchange of two monetary payments; 
the investor pays upon purchasing a bond and 
receives periodical payments from the issuer 
in respect to index linked bonds. In Shariah, 
unequal payments in homogenous currencies 
is tantamount to Riba al-Fadhl. Riba al-Fadhl 
(known as interest/usury due to surplus and 
excess) originates when an interest (riba) item 
is exchanged for the same item in an unequal 
amount. These bonds are prone to Riba al-Fadhl.

The exchange of cash payments at different 
periods results in another type of interest (riba) 
known as Riba al-Nasi’ah. This refers to the 
deferral in an exchange of two homogenous Riba 
items. The Prophet Muhammad (peace be upon 
him) said: 

“(When) gold is exchanged in lieu of gold, silver 
is exchanged for silver, wheat is exchanged for 
wheat, barley is exchanged for barley, dates are 
exchanged for dates and salt is exchanged for salt; 
it must be exchanged in equal measure and settled 
immediately; and if the counter exchanges differ, 
sell (whichever quantity) as you wish as long as 
settlement is immediate.”  (Sahih Muslim)

In addition to the above, the AAOIFI Shariah 
Standard No.21 mentions in respect to trading 
bonds:

“Trading in bonds, both sale and purchase, 
is prohibited and so is their pledging and 
endorsement and so on.”

This is another issue with bonds. These debt 
instruments are traded in a number of ways; where 
the sale price is different to the face value. Thus, 
bonds fail from a Shariah compliance perspective 
as it results in Riba and the trading of prohibited 
debt.
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Shariah Compliant Alternative to Bonds

The AAOIFI Shariah Standard No.21 proposes an alternative to bonds: “the Shari’ah substitute for 
bonds are investment Sukuk.” The overall risk profile and economic return for a Sukuk investor has 
some similarities albeit differences to a conventional bond where the bondholder is a debtor of the 
issuer.

AAOIFI defines Sukuk as being: “Certificates of equal value representing undivided shares in the 
ownership of tangible assets, usufructs and services or (in the ownership of) the assets of particular 
projects or special investment activities.” Unlike a conventional bond (secured or unsecured), which 
represents the debt obligation of the issuer, a Sukuk technically represents an interest in an underlying 
funding arrangement structured according to Shariah, entitling the holder to a proportionate share of 
the returns generated by such arrangement and, at a defined future date, the return of the capital.

Sukuk is a financial instrument that shares characteristics with bonds and stocks which are issued 
to finance trade or the production of tangible assets. Similar to a bond, Sukuk has a maturity date 
and in some of them the holder will receive a regular income over the period and a final payment at 
the maturity date. While the conventional bonds price is determined only by the creditworthiness of 
the issuer, Sukuk price is determined by the creditworthiness of the issuer and the value of the asset. 
Although Sukuk is also similar to stocks in the sense that it represents ownership and no guarantee of 
a fixed return (at least theoretically and in the standard model of Sukuk) but stocks have no maturity 
date. Sukuk also have to relate to a specific asset, project or service.

Among the benefits of Sukuk are that most Sukuk are a tradable capital market product providing 
medium to long-term fixed or variable rates of return. It is assessed and rated by international rating 
agencies, which investors use as a guideline to assess risk/return parameters of a Sukuk issue. It has 
regular periodic income streams during the investment period with easy and efficient settlement 
and a possibility of capital appreciation of the Sukuk. Finally, most Sukuk are liquid instruments and 
tradable in secondary market.
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7 Majallat Majma’ al-Fiqh al-Islami, 2004: 309

Inflation-linked Sukuk

To develop an inflation linked Sukuk, the Ijarah 
Sukuk structure is ideal. In long-term lease 
agreements it is mostly not in the benefit of the 
lessor to fix one amount of rent for the whole 
period of lease, because the market conditions 
change from time to time. In this case the lessor 
has two options: 

a) He can contract lease with a condition that 
the rent shall be increased according to a 
specified proportion (e.g. 5%) after a specified 
period (like one year). 

b) He can contract lease for a shorter period 
after which the parties can renew the lease 
at new terms and by mutual consent, with 
full liberty to each one of them to refuse the 
renewal, in which case the lessee is bound to 
vacate the leased property and return it back 
to the lessor.

 These two options are available to the lessor 
according to the classical rules of Islamic Fiqh. 
However, contemporary scholars have allowed, in 
long-term leases, to tie up the rental amount with 
a variable benchmark which is so well-known and 
well-defined that it does not leave room for any 
dispute. For example, it is permissible that the 
annual increase in the rent is tied up with the rate 
of inflation6. Thus, an index-linked Ijarah Sukuk 
to an inflation indicator such as the Consumer 
Price Index (CPI) or the Retail Price Index (RPI) 
would be permissible. A fixed rental rate plus 
the variable index rate would be the proposed 
rental payments under such Sukuk. Such an 
Ijarah Sukuk would pay investors a real yield 
plus accrued inflation, providing a hedge against 
inflation.

The AAOIFI  Sharia Standard  No.17  defines 
Sukuk al-Ijarah as “certificates of  equal  value  
issued  either  by  the  owner  of  a  leased  asset  
or  a  tangible  asset  to  be leased by promise, 
or they are issued by a financial intermediary 
acting on behalf of the owner with the aim of 

selling the asset and recovering its value through 
subscription so that the holders of the certificates 
become owners of the assets.”

As  for  the  International  Islamic  Fiqh  Academy  
(IIFA),  it  has  adopted  the  following  definition  
for Sukuk al-Ijarah: “certificates  of  equal  value  
that  represent  diffused shares  in  the  ownership  
of  tangible  assets  or  usufruct  that  yield  
income.” 7

These Sukuk, as per current industry practice, 
can be considered as certificates of equal value 
issued by the owner of a leased asset, or by 
a financial intermediary, for the purpose of 
selling the asset and acquiring its price from the 
proceeds of the subscription; the assets become 
the property of the Sukuk holders, either in the 
form of legal ownership or beneficial (economic) 
ownership, and the original owner of the asset 
promises to purchase it at its face value, or market 
value, or at a price agreed upon with the Sukuk 
holders at the time of the sale. The sukuk holders 
promise to sell the asset back to the entity from 
whom they purchased it at its face value, or 
market value, or at a price agreed upon with the 
original owner at the time of the sale. 
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These Sukuk are issued using 
the following steps:

1. The originator, which is frequently a 
government, sells assets it owns for some 
compensation, say USD 500 million.

2. The originator sets up a special purpose 
vehicle (SPV) which will act as a financial 
intermediary to administer the assets and 
issue Sukuk al-Ijarah in order to raise USD 500 
million.

3. The Sukuk are certified by a respected Sharia 
Committee. 

4. The Sukuk are listed and rated by an 
international rating agency. 

5. The SPV rents out the assets for a period of time 
(e.g., 10 years) on the basis of annual lease 
payments. 

6. The government (originator) takes the money 
raised by the Sukuk and pays the lease 
payments that are the right of the Sukuk 
holders for  each specified lease period—
usually, every six months—to the SPV.

7. The SPV distributes the lease payment at 
regular intervals in the form of payment 
coupons. 

8. The government (originator) that originated the 
Sukuk pledges to buy the leased asset(s) back 
at the end of the lease period. The purchase is 
usually at the face value of the Sukuk. 

9. At the end of the period, the SPV sells the leased 
asset(s) back to the original owner, usually 
at the original price.  By this step, the asset  
returns to its original owner. 

10. The SPV distributes the proceeds of the sale of 
the assets to the Sukuk holders, who thereby 
recover their original capital, the price they paid 
for the Sukuk8.

8   Shahruddin, A. et al. (2012), A Critical Appraisal of Shariah issues related to 
Sukuk al-Ijarah, ISRA, Available from: https://ifikr.isra.my/library/pub/223

A typical Sukuk al-Ijarah structure is as follows:
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Periodic Rentals 
and Capital Amount 
Distributions

Periodic Rentals 
and Capital Amount 
Payments

Sukuk Proceeds

Sukuk Proceeds Lease Agreement for a 
Fixed Period of Time

Title to Assets
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Conclusion

In contemporary times, return on investments 
are impacted by inflation. The return on an 
investment in real terms could be much less that 
the expected rate of return as inflation would 
effectively erode the purchasing power. Inflation-
linked bonds are designed to help protect 
investors from the negative impact of inflation 
by contractually linking the bonds’ principal 
and interest payments to an index such as the 
CPI or RPI. This bond is not congruent to the 
principles of Shariah. Bonds are exchanges of cash 
in staggered payments and of differing amounts. 
This results in the prohibition of interest (riba). A 
Shariah compliant alternative to such bonds are 
Sukuk. Sukuk al-Ijarah where the rental payments 
are linked to the inflation index can mirror the 
economic profile of index-linked bonds.
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Disclaimer 

This is a preliminary Shariah research and is by no means a definitive 
conclusion or fatwa on the aforementioned subject. This paper was 
written to develop knowledge and research on this complex subject 
from a Shariah perspective. We hope that this paper will prompt and 
engage global Islamic finance bodies, Shariah scholars and Muslim 
economists to analyze, comment and build upon the arguments 
expressed.

Additionally, the views, analysis and opinions expressed in this 
article are those of the author and Peer Reviewers and do not 
necessarily reflect the official policy or position of Shariyah Review 
Bureau or scholars on its network or other practicing scholars of the 
Islamic Industry. Moreover, the information contained or quoted 
in this paper are derived from public and private sources which 
we believe to be reliable and accurate but which, without further 
investigation, cannot be warranted as to their accuracy, completeness 
or correctness. Shariyah Review Bureau or its employee, are not liable 
for any error or inaccuracy contained herein, whether negligently 
caused or otherwise, or for loss or damage suffered by any person 
due to such error, omission or inaccuracy as a result of such supply. 
Shariyah Review Bureau will incur obligation of no kind arising from 
this document and will not be held responsible for any use of this 
document.
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