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Introduction

Islamic securities have become increasingly popualawver the last five years, both as a
means of raising government finance through sogerisisues, and as a way of
companies obtaining funding through the offer afpowatesukuk In 2000 there were
only threesukukworth $336 million issued, but in 2004 there wé4deissues worth
almost $7 billion, and in 2005 the figure will cairtly exceed $10 billion with 54 issues

already either fully subscribed or announced.

The advantage afukukis that they are compliant witthariahlslamic law? Sukukare
therefore attractive investment instruments faartst bankstakaful Islamic insurance
companies andhariahmanaged funds that cannot invest in conventice@lrgties that
involve payment ofiba or interest. In addition there are an increasungper of
Muslims of high net worth who want their asset add to comply with Islamic law.

Aims and objectives

The paper examines the market for, and usagauktk notably as tools for liquidity
management. There is also an analysis of diffesekikstructures from a financial

perspective. This examination includesrabahahandijara basedsukuk the former

offering a fixed return, and the latter, the magpylar form ofsukuk a variable return.

! Data fromislamic Finance Information Serviceondon, December 200851 Emerging Markets
WWW.securities.com

2 Rodney Wilson, “Overview of theukukmarket”, in Nathif J. Adam and Abdulkader Thomatamic
Bonds: Your Guide to Issuing, Structuring and Itwgsin SukukEuromoney Books, London, 2004, pp. 3-
17.



The potential for other more nowalkukstructures based eonusharakaltpartnership
contracts is examined, which would offer differgnges of financial risk, and could be
attractive for portfolio diversification.

The major criticism ofjara sukukis that the return is usually benchmarked to the
London Inter-bank Offer Rate (LIBOR) on $US dolffilands or the equivalent local rate
in the case of issues in Malaysian ringgit. Thisfisourse an interest rate, and although
it is only used for pricing, and the payments asged with thajara can be regarded as
rents, the close link of the interest based prieuitt riba worries manyshariah

scholars’ In the paper alternative benchmarks based omagar than monetary
indicators are considered as a means of overcothisgroblem. Macroeconomic
indicators could be used for soveregykuk and company performance indicators for
corporatesukuk Data on these variables is used for simulatidnqessible returns, so

that these can be compared to the returns usiagesitbased benchmarks.

The market for sukuk

So farsukukissues have been largely confined to the Gulf t@sand Malaysia, with
the latter accounting for the overwhelming numkdssues as table 1 shows, although
the amounts are significant in the Gulf where therage size of each issue tends to be
larger? The data for table 1 relates to the period fronuaay to September 2005, and
since then there have been some very large issube Gulf, notably the $1 billion
issues for the Civil Aviation authority of Dubai fend the new terminal at the
international airport, and the issuance of thedsr@ver Islamisukuksecurity offering
valued at $2.8 billion. This offer is by the Po@sjstoms and Free Zone Corporation of
Dubai, the holding company of Dubai Ports World #melJebel Ali Duty Free Zorte.
This interest free financing, which complies wisiaimicshariahlaw, is being handled
by the Dubai Islamic Bank, the oldest Islamic comuia bank in the world and the third

¥ Muhammad Tagi Usmann Introduction to Islamic Financ&luwer Law International, The Hague,
2002, pp. 75-76.

* Rodney Wilson“The implications of globalisatiorr fslamic finance”, in Munawar Igbal and Habib
Ahmed, (edsPoverty in Muslim Countries and the New InternagiloBconomic OrderPalgrave
Macmillan, London, 2005, pp. 27-44.

® Business DigesDubai, December"52005.



largest. Thesukukwill pay 250-350 basis points over LIBOR, a veryattive rate

providing a projected yield of 7.25-8.25 percent] & convertible after two years into

shares, the first ever Islamic securities structidrthis type.

Table 1: Islamic securities by country: year tot8eper 2005.

Country Amount $US Issues % share
Malaysia 4,205 255 65.7
UAE 750 2 11.7
Pakistan 600 1 9.4
Saudi Arabia 500 1 7.8
United States 200 1 3.1
Bahrain 80 1 1.2
Indonesia 61 3 1.0
Total 6,396 264 100

Sourcelslamic Finance NewsKuala Lumpur, 18 December 2005, p. 28.

The currency in which theukukare denominated reflects the country of issuanith,

the Malaysian ringgit dominating, the ringitt beipggged to the US dollar until 2005
when a modest upward float occurred once the vedes freed. Some capital controls on
the Malaysian currency remain however, a legaayftiee Asian economic crisis of
1997, and in practice the market sukukin Malaysia is mainly domestic, with the local
banks, insurance and investment companies the fnayars and sellers. In the Gulf
countries most issues are in US dollars, againgthwthese currencies are pegged,
although there is the possibility that with theagtuction of a new unified currency for
the Gulf Co-operation Council countries in 2010 lihk with the US dollar may be
replaced by a trade weighted basket. This couldtresthe new Gulf currency becoming
the denominator of choice fesukukissuance.



Table 2: Islamic securities by currency: year tpt8mber 2005.

Currency Amount $US Issues % share
Ringgit 4,405 256 68.9
US dollar 1,850 4 28.9
Bahrain dinar 80 1.2
Indonesia rupiah 61 3 1.0
Total 6,396 264 100

Sourceislamic Finance NewXKuala Lumpur, 18 December 2005, p. 28.

Although Citigroup was the leadirsgikukmanager in 2004 with five issues worth $854
million, it was overtaken by its international iyBISBC in 2005, as table 3 shows. The
leading manager for most of 2005 was however thiaydan investment bank, CIMB,
although the full year figures are likely to seeB€Soccupying the top slot. Standard
Chartered and Deutsche Bank are the two othemiatienal banks with increasing
experience of managirspkuk a natural development given their major role in
conventional bond, note and bill management. Therdbanks listed are Malaysian,
apart from Dubai Islamic Bank, which as alreadyicgated may become the leading
manager as a result of teekukissued by the Ports, Customs and Free Zone Cdiguora
of Dubai. Part of thisukukfunding is to finance the take-over of P & O Partshe
United Kingdom® As other Dubai based multinational companies estpaoridwide the
Dubai Islamic Bank should be well placed to manfagener largesukukissues. Emaar,
the developer of some of the largest commercidlegtate and residential projects in
Dubai, is expanding its operations in Morocco aadds Arabia, notably in the latter
Kingdom, where it is to be the co-developer of$26 billion King Abdullah City north
of Jeddah which is planned to be one of the wothgest ports.

® BBC NewsLondon, 28 November 2005.
" Javid Hassan and Ali Al-Zahrani, “Abdullah launstreega economic cityArab NewsJeddah, 2%
December 2005.



Table 3: Major Managers slikuksecurities:

year to September 2005.

Manager Amount US$ Issues % Share
CIMB 1,323 47 20.7
HSBC 1,224 18 19.1
Aseambankers 531 39 8.3
AmMerchant Bank 506 50 7.9
Standard Chartered 316 28 4.9
Citigroup 300 1 4.7
Dubai Islamic Bank 283 2 4.4
Deutsche Bank 275 3 4.3
EON Bank 246 47 3.8
RHB Bank 201 45 3.1

Sourceislamic Finance News<uala Lumpur, 18 December 2005, p. 28.

Sukuk securitiesasatool for liquidity management

Beforesukukbecame available the only means for Islamic bamkdbtain a return on

liquid reserves was to place funds through thea-bsak market on emurabahahbasis

with institutions that would buy and sell commaoelition their behalf, often through the

London metal exchange. This resulted in a markaynent that was viewed as

legitimate byshariahscholars as it was based on a real trading trédosaather than

being simply a return on a monetary deposit. Tlodlem for Islamic banks was that

there were only a small number of institutions dd@af managing funds in this way and

hence charges were relatively high and returns \oeve

With the advent o§ukukthere are more diversified possibilities for lidjity

management, although only the market in Malaysmbsaconsidered liquid, as the

volume of secondary trading in the Gulf is minirtadate, largely because demand




exceeds supply, and Islamic banks that acquikeikusually hold them to maturity, and
are reluctant to sefl.

Sukuk structures

As with conventional debt securitieakukare issued for a fixed time period rather than
in perpetuity as in the case of equity. The timeqgokecan vary from three months in the
case ofsukukthat are similar to treasury bills, to five or auen years for those that
resemble conventional notes. Magskukto date have either beerurabahahor ijara
based, with the former offering a fixed return l&kéond, while the latter provides a
variable return similar to a floating rate néte.

What makes aukukacceptable undeshariahlaw is that it must be backed by a real
asset such as a piece of land, a building or am dleequipment, and therefore when
sukik are bought and sold the purchaser and selledesakng indirectly in a real asset,
and not simply trading paper. Withmaurabahah suku&n Islamic bank securitises its
trading transactions with a proportion of the fixadrk-up providing the return to the
sukukinvestor, and the bank using the repayment frartréiding client to repay the

sukukholder on termination of the contract.

In practicesalam(or bay’ al salan) structures have proved more popular for short run
financingsukukthanmurabahahas the latter usually involves commaodity traditing,
finance of which is not the aim of masikukissuesSalamsimply refers to a sale in
which payment is made in advance by the buyertlamdelivery of the asset is deferred
by the seller. The period involved is usually shagt withmurabahahthree month being
typical. In practice @alam sukulcan be considered aslaariahcompliant substitute for
a conventional treasury bill issued for three merghort term financing by governments,
as the return and the period to maturity are fixben the offer is made. Sushlam
sukukhave been issued by the Bahrain Monetary Agenttye¢ monthly intervals since

8 Ahmad Abbas, “Helping to build an Islamic capitarket”,Banker Middle Eastpubai, £' October
2005.

® Bilal Aquil, “Tracking the progress sfukuk, Islamic Banking and Finance Magazitiybai, 14'
October2005.



2002 as part of the short term financing faciliéesanged on behalf of the Government
of Bahrain®®

A typical salam sukulstructure is shown below, with a special purpcsacte (SPV)
created as a legal entity for the duration ofghkukwith the sole purpose of
administrating the payments made to the investodshalding the title to the assets on
which thesukukis based! The SPV can be regarded as a non profit makirsg, indeed
the trust structures for which there is specialwion for in English law are widely used
for cross-bordesukukissues. As Malaysian law is very similar to Engliaw, with
comparable provision for trusts, this has faciiththe development of a marketsukuk

in Kuala Lumpur.

‘ Salam sukuk structure

Payment against future Reimbursement of cash

delivery of assets plus a mark-up
on maturity

Cash

Certificate
of participation

Delivery of asset at maturity

Surrender of certificate at maturity

The first stage in the operation o$akukis when the issuer (for example, the

government of Bahrain) transfers a title to theetssto the SPV, which in turn issues

19 Bahrain Monetary Agencyslamic Banking and Finance in the Kingdom of BahrManama, 2002, pp.
72-75.

1 Adrian Dommisse and Wasif Kazi, “Securitisatiord ahariahlaw”, Middle East BankeDubai, £' July
2005.



certificates of participation to the investors, whay be Islamic bankskafullslamic
insurance companies or investment companies thattwdnold their liquid assets in a
shariahcompliant form. The certificates of participati@present an undivided right to
an interest in the assets, which means that tle¢sasannot be sold to another party for
the duration of theukuk.In return for the certificates of participatioretinvestors make
an up-front payment which entitles the investoa fature refund of the investment plus a
fixed mark-up agreed in advance. It is becausénibial payment is in advance, or up-

front, that designates the structuresalam

As the diagram shows the initial cash providedheyihvestors and collected by the SPV
is used to make a payment to the issuer in returari undertaking to deliver the asset at
maturity. At that stage, typically after three mus)tthe SPV takes delivery of the asset,
but sells it back to the issuer. The proceeds fitumsale are then used to reimburse the
cash provided by the Islamic investors, and protieen with the pre-agreed mark-up
return in relation to their investment. Before abitag the return of their cash and the
mark-up the investors have to surrender theirfazates of participation to the SPV,

implying they have no further right to an intergsthe assets.

With anijara sukukthe prime function of the SPV throughout its isghe management
of thesukuk in particular the receipt of rent from the cliéot the leased asset and the
payment tassukukinvestors:? When thesukukmatures the SPV no longer has a role, and
consequently it is wound up and ceases to exiatl@gal entity. With this arrangement
the SPV has no other obligations apart from thongelved with the specifisukuk and
therefore it has none of the risks associated avitAnk, nor is it subject to bank
regulation. In other words the SPV is bankruptaypote, and hence is attractive to both
the issuers and the investors. This is seen aga advantage, justifying the relatively
high legal costs of establishing the SPV. The ais&essment of treeikukwill simply
depend on the client’s perceived ability to malepgayments to the SPV, which in the

case of a government is the sovereign risk, atidarcase of a company is the corporate

12 AseambankersGapitalising on Opportunities in the Sukuk Indyskuala Lumpur, 2005, pp. 1-5.



risk. Not surprisingly this simplgara SPV structure accounts for the overwhelming

majority of sukukissued to date.

The diagram below illustrating ajara sukukstructure is similar to that forsalam

sukuk but variable rental payments are made rathertthmmark-up being fixed. As

with thesalam sukukhe Islamic investors put in cash in return fatiGeates of
participation which give them an undivided intenesthe underlying asset. As the
duration of the financing is much longer, usualiyeast five years, the title to the asset is
held by the SPV, not the issuer, as the cash pedviy the investors is used by the SPV
to acquire the title from the issuer. It is theesafl the title that provides the issuer with
the financing. As the issuer will continue to ulse asset after it is sold there is a
leaseback arrangement where the issuer pays rérg 8PV for the usufruct rights. It is
these payments that enable the SPV to pay thetorges stream of rental payments

representing the coupon on thekuksecurity.

ljara sukuk structure

Buy back of asset at maturity Rental payments/coupons

Sale of asset

Cash

Issuer SPV Islamic investors

Certificate
of participation

Lease agreement

Rental payments Reimbursement of issue
price on maturity

Guarantee of SPV obligations

As ijara sukukare typically issued for periods of at least fjears it is usual for the
investors to receive a direct guarantee from theasof the SPV obligations, as this

provides assurance given that the ability of th¥ &Pfulfil its commitments ultimately



depends on the rental payments made by the isBouisrguarantee also includes the
obligation by the issuer to buy back the assdiatnd of the period of the lease for an
amount that is equivalent to the original pricevhtch the asset was sold. There can in
other words be no capital gain or loss for the SPthe issuer. It is the buy-back by the
issuer that provides the funds for the reimburserakthe investors of the sum they
originally invested, also without capital gainda@sses. The rating of thiara sukukwill
depend on the rating agency’s evaluation of thityabif the issuer to honour these
commitments, and if the financial circumstancethefissuer change during the leasing

period this may result in a downward or upward siffient in the rating®

Musharakah sukuk

As the majority osukukareijara based this structure is well tried and testedctvhi
reduces the legal costs and structuring fees imebWith new issues. There is
nevertheless an interest in innovatiorsirtkukby both issuers and law firms, partly
because of the prestige involved in being firghia field with a new innovative product,
but also more fundamentally because partnershiptsties based anusharakalare
much closer to the traditional forms of busineggarsation and financing long practiced
informally in the Muslim World"* In the case oistisnastructures, another possible
innovativesukuk their credibility comes from the practical coresigtion of them being
well suited for project finance, which is increaginimportant in Muslim states where
governments are more and more reluctant to simpig hew infrastructure schemes

from their own budgets, and there is a greatesstoa private-public partnerships.

It is the diminishingnusharakalstructure that has the most potentialdokukas this
involves an Islamic bank @hariahcompliant investment company providing up-front
investment funding to the issuer, with both paréstblishing an SPV to administer the
sukuk The financial structure is similar to gara sukuk but the payments flows are

quite distinct, both legally and operationally. Tieguer sells an asset to the SPV while

13 Kristel Richard, (Standard and Poor's), “A clokk atijara sukuK, Banker Middle EastDubai,
March 2005, pp. 1-5.

14 Muhammad Nejatullah SiddigPartnership and Profit Sharing in Islamic Laithe Islamic Foundation,
Leicester, 1985, pp. 9-18.
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entering a partnership rather than a leasing ageeenihe Islamic investors pay out cash
as before, but receive certificates of partnersaiper than simply certificates of
participation. The legal implication is that bokietinvestors and the issuer are partners in
the SPV but that the share of the investors irSiR¥ will diminish over time as

instalment payments are made by the issuer tocbpse the asset. It is these
repayments, plus the rental paid by the issuethi®use of the asset, that provides the
income stream for the investors. Whereas wishalam, ijaraor musharakah sukutke
investors receive the return of their capital @ eind of the period, with a diminishing
musharakalstructure they receive the return of their capitahstalments, with the final
instalment terminating the partnership.

Diminishing musharakah sukuk structure

Asset ownership reverts to issuer
over time as instalments paid Rental payments plus repayments

Sale of asset

Cash

Issuer SPV Islamic investors

Certificate
of partnership

Partnership agreement

Instalment plus rental payments Diminishing ownership
for share of asset owned by SPV share in SPV over time

Guarantee of SPV obligations

There is considerable flexibility with diminishimgusharakah sukukith respect to the
payments schedule and amounts, as long as thegagdiee on the terms when the
partnership involving the SPV is established. Témayments will usually be monthly or
quarterly, but they do not have to be in equakiinsénts. Smaller instalments could be
made during the initial period of tlsetkuk with most of the asset value or SPV capital
remaining with the investors, but the amount ofittealment payments could increase in

a liner fashion, or according to some predetermipeaiula. As the issuer increases their

11



share of the asset through the buy-back they nhiglexpected to pay less rent for the

remaining share, but this does not necessarily ttabe the case, especially if there is

capital appreciation in the value of the assetther words when instalment and rental
payments are aggregated, they might be constamninidhing or increasing over time,

provided both parties agree to the formula usedlaadocumentation is transparent.

Musharakah sukulgppear to be gaining in popularity and there Hman several recent
issues in both Malaysia and the Gulf. In Decemi®®52t was announced that Vastalux,
an oil and gas servicing company, would issneuaharakah sukuwkalued at RM 100
million with a five year maturity to finance theropany’s existing offshore operations
off Peninsula Malaysia and in Sarawalnother Malaysian company announced in
October 2005 that it would be raising $US 120 millthrough anusharakah sukuio

part finance the development of the internatioraber port of Tanjung Api-Api in
southern Sumatra, Indonesfarhe largesmusharakah sukulo date, valued at $550
million, was for Emirates Airlines to finance a newgineering centre in Dubai to service
its aircraft. The SPV, designated ‘Wings’, enteirgd amusharakalpartnership
arrangement with Emirates for the development efethgineering facility, with the

sukukmaturity being five year¥.

Sukuk pricing and risk assessment

The major criticism ofjara sukuk as already indicated, is that the return is ugual
benchmarked to the London Inter-bank Offer RatB8Q@R) on $US dollar funds or the
equivalent local rate in the case of issues in yaém ringgit. This is of course an
interest rate, and although it is only used focipg, and the payments associated with
theijara can be regarded as rents, the close link of tieeast based pricing witliba

worries many shariah scholars.

!5 Bernama Newswire, “Vastalux issuing RM 100 millioond”, Pertubuhan Berita Nasional Malaysia,
Kuala Lumpur, 2% December 2005.

16 Eastern Oracle, “Malaysia’s PT Orient to issu&uk musharakafor Indonesian port’|FIS Islamic
Finance Weekly,.ondon, 3' October 2005.

" New Millennium Publishing, “First airlineukuklead-managed by Dubai Islamic BankZ|S Islamic
Finance Weekly,.ondon, 14 October 2005.
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The problem for the financiers is that they wamt ithwvestors to regard tlseikukas

identical to their equivalent conventional assasseés rather than being distinctive from a
financial perspective, as this simplifies risk @sseent. Investors are more relaxed if a
security has a familiar structure rather than beinknhown and untried. Hence the
innovation withsukukis solely legal; their distinctive characteridtieingshariah

compliance, but there has been no financial innomat

Risk rating agencies are willing to ratekukbecause of their familiar structures, with
assurance for investors provided by Standard and<$?t¢he global leader, or Capital
Intelligence, the agency that specialises in ralfiiddle Eastern banks. A dedicated
Islamicsukukrating agency has been established by the IslBevelopment Bank, and
the Rating Agency of Malaysia has acquired mucteggpce osukukevaluation, but

these use similar criteria to other rating institngs.

Financial innovation with sukuk

For sukukto be distinctive from conventional securitiesafiicial engineering will be
necessary to bring about new types of productss& heay be initially more costly for
the clients in terms of the rates that are offécealttract investors, and the latter may be
uncertain and cautious about committing their futodthe unfamiliar. Conventional and
Islamic banks involved with new typessafkukwill incur product development costs,
often without the certainty that they can be re@slipxet for those who do launch
successful products the rewards could ultimateliigk, as even if other institutions
copy the same formula, the recognition that comas being first in the field can be

very helpful for longer term business generation.

The key to innovation is to focus on pricing arekrcharacteristics. For sovereigukuk
pricing could be based on real macroeconomic veesaduch as GDP growth rather than
interest benchmarks. When GDP growth was high gowent tax revenue would usually
increase more rapidly, especially for countriewimcome or sales taxes. This would
enable governments to pay a higher return to iovesh their sovereigaukuk

Conversely when GDP growth was lower, governmergmae would be lower, implying

13



a reduced capacity to service debt andsudgukholders. In other wordsukukholders
would be taking on some of the sovereign HsBy sharing risk with governments and
reducing their obligations in times of difficultshe risk of default would be reduced. This
might enable sovereiggukukbased on GDP benchmarks to be more favourablg rate

than the present “conventionaikuk

Interest rate and GDP growth figures are showaltet4 for Saudi Arabia and Malaysia,
with non-oil GDP growth taken as a more stabledattir for Saudi Arabia given the
volatility of international oil markets, and herite Kingdom'’s oil sector and overall
GDP growth. Adjara sukuktypically pay at least 200 basis points over basgest

rates, such as those on inter-bank deposits citdteitable, the average return over the
period from 1999 to 2005 for investors would haeern5.69 percent on Saudi riyal
denominatedukukand 5.05 percent on Malaysian ringgit denominatéddik.The riyal
return including the premium is substantially higtitean what might have been obtained
onsukukwhose yield was based on Saudi Arabian non-oil @@Wth without any
premium. In the case of ringgit denominated sukwgkreturn of an offering based on
GDP growth would have been marginally greater thahon ringgit inter bank rates

with the premium added.

18 Ali Arsalan Tarig,Managing Financial Risks of Sukuk Structufd§c Dissertation, Loughborough
University, September 2004, pp. 43-54.
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Table 4: Saudi Arabia and Malaysian Interest RatesGDP growth

SR interestrate§  Saudi non-oil GDARM interest rates  Malaysian GDP
growth growth
1999 6.14 4.20 5.00 5.00
2000 6.67 4.30 2.50 8.60
2001 3.92 3.50 2.80 0.30
2002 2.23 4.20 2.70 4.20
2003 1.63 3.40 2.75 5.20
2004 1.73 5.70 2.70 7.10
2005 3.53 7.40 2.70 5.20
Mean 3.69 4.67 3.02 5.08
SD 1.90 1.31 0.81 2.39

Sources: Saudi Arabian Monetary Agency and Bankakedvialaysia

Investors injara sukukare not only concerned with average returns howyéne also
with the volatility of the returns as a lower valig will generally be preferred to a
higher volatility by the risk adversé The standard deviations from the means are shown
in table 4, with significantly lower volatility foreturns based on non-oil GDP growth
than for returns based on inter-bank rates in SAtatia. With this lower volatility
investors might be willing to purchase riyal dennatedsukukwithout any premium on
non-oil GDP returns even if there is a 200 basiatpanark-up on Saudi inter-bank
returns. In Malaysia the reverse is the case, #sthve much higher volatility of GDP
growth, a return based on this that is only maigirgaeater than the ringgit inter-bank
rate would be unlikely to attract investors motagbnly by financial returr®.In this
case a premium would have to be paid bystiaikissuer above GDP growth rates to

ensure that the offer was fully subscribed.

9 Road shows may be needed to explain the issuesdstors. See Paul McNamara, “How to selkuk,
Middle East BankerDubai, £' August 2005.

20 Empirical evidence from Malaysia indicates thagficial factors are more important than religious
factors in determining the choices between Islaanid conventional securities, even for Muslim dealer
See Kamisan Gadatn Empirical Analysis of Islamic Bond Selectiongividual Dealers on the Kuala
Lumpur Stock MarkefPhD thesis, Durham University, 2004.
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In reality matters are more complicated, aganma sukukwith inter-bank rates used as
the benchmark is like a floating rate note, wheerharket value of the note seldom
varies from the maturity value, unlike a fixed ratend. However once a benchmark that
was not based on inter-bank rates is used, shdréwen medium term capital gains and
losses would be possible, the extent of these di#pgion the time to maturity. If GDP
growth rose relative to inter-bank rates, demamdhesukukwould increase given its
higher return, and hence the price would rise. @osely if GDP growth fell relative to
inter-bank rates, investors who sold treikukin the secondary market would suffer
capital losses. Therefore, as with fixed rate ggesr prices would depend on interest
rate expectations, but in the caseswkukbenchmarked against GDP growth,

expectations about growth performance would aloence pricing.

Corporatesukukcould be benchmarked against indicators relatrige performance of
the companies being financed. Share prices woulthbeappropriate indicator, as this
would blur the distinction betweesukuksecurities and equity investment. However the
use of dividend or profit indicators would be eeltyrappropriate, which could be the
basis for a new type slukukbased on ausharakalpartnership structurdlusharakah
contracts are for fixed time periods, ligekuk and involve profit and loss sharing. These
sukukwould therefore have a downside risk, as cap#ahot be guaranteed, but the

returns offered by the companies being financeddcoampensate for these risks.

The profit shares would clearly have to be attvactbut undemusharakalcontracts
investors are permitted to be remunerated for amsanrexcess of their actual
investment contribution, as long as losses aresghardirect proportion to the profit
shares. The attraction for investorsnaosharakah sukukould be that there was a pre-
defined exit, and in addition early exit would hespible as thenusharakatwould be
securitised. The illiquidity of traditionahusharakaltontracts, and uncertainty regarding
the exit route, largely explains why this formsbfariahcompliant financial contract has

failed to become popular.
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Another possibility would benudarabatbased corporatgukuk with investors sharing in
the profits or dividends, but not in the lossethalgh as witimudarabahnvestment
deposits with Islamic banks, there could be no kis@uarantee of capital values. With
mudarabah sukuthe return would be lower than withusharakah sukukut companies
would be expected to make some provisions in highbfitable years so that payouts
could be maintained in less profitable or loss mgkiearsShariahboards have
authorised this practice for investmemtidarabahdeposits with Islamic banks. For
investors the returns profile would be smoothemfiodarabah sukuthan for their
musharakalequivalent, but the expectation would be for higie¢urns on average to
compensate for the greater risk involved.

Conclusions

Althoughsukukissues are taking off, with governments such asdhindonesia

planning substantial issues worth over $500 milfimm2006, there is the same financial
risk of default with sovereigaukukas with conventional debt instruments. Some of the
countries issuingukukhave experienced major debt servicing problentkenrecent

past, and there is the danger that history mighgaeitself. Corporate issues by large and
medium sized companies, especially those involugéal estate developments, also
carry substantial risks if property prices startiézline, or if the high oil prices currently

being enjoyed by the Gulf countries prove unsustaim

Sukukbased on participatory structures, with risk siby investors, may be a way
forward. The risk with these proposed structures iariable returns rather than of
default, which may well be more acceptable to imied investors in any casgukuk

have taken off in terms of quantity, but the emphasw needs to shift to quality. The
Islamic scholars have shown their willingness tplaphe principles oijtihad or legal
adaptation to theukuknow being traded, but the finance specialists laagaably failed
the industry to date. In financial terms the curerkukofferings simply mirror their
conventional equivalents. More financial enginegand imagination are clearly needed
if new products are to be developed, with distiretisk characteristics that will appeal

to Muslims, and indeed non-Muslims seeking to diifgrtheir risk portfolios.
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