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SECURITYF'HESWIF!'
B SUKUK CO LTD 4.715 05/16
ISSUER INFORMAT PO = = = = = = == ==
Name -SUKLII( CO LTD
Commer Banks Non-US

Country Ki—F = “Careiey 3sD

Collateral TLDE Bonds
STFREEF - oNwENTION

Calc Typ(

4.715 Fixed
ISMA-30/360
Announcement Dt 5/18/11
Int. Accrual Dt 5/25/11
1st Settle Date 5/25/11
1st Return Date 11/25/11
ss Pr
SPR
HAVE PROSPECTUS

SUKUK AL WAKALA

Austroalis &00 Brozi 00 E

Jopon 21

@ ISS 292.25 vs T 2 04/30/16

H5BC, 5CB
LONDON

urope 44 20

DN i age
02.6840/103.1440

2oy & Keall ae Jalaiill 2y o e Jl o Jilad cdgly o

54

1/ 1

4.11/4.01) BGN @15:42

=T maTTtotHal Sec Info

062555483 2
X50625554836 3
EI6133603 4

5

o)

0
SSUC STZL o e e el 10
Amt Issued/Outstanding 11
SD 400,000.00 (M)
SD 400,000.00 (M)
Min Piece/Increment
200,000.00/ 1,000.0C
Par Amount 1, 000 . O

ALLQ

Corporate Actions
Ratings

Custom Notes
Identifiers

E rash Adld 2 o
Gl dla jlual
(Jlu&ﬂ\ew\¢u$)ga
Sec. Specific News
Involved Parties

Pricing Sources
Related Securities

66) Send as Attachment
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2021 <ldie — dgilay pl) dagSal) jlua) 1 gy Adld o e

GBT821=  116.070 +
r LN ]

@ B GBT821=Quote GBT821= Q

GBT821= TREASURY | 8 % I 07JUN21 STR  GBP ISN  GB0009997999

Latest BidChg Size

116.070 Al116.113 +0.023 X

116.069 Al16.116
B+116.077 A116.118

Reuters Yld BYldCg Contributor Loc Time Date
0.609 0.591 -0.01 TR COMPOSITE GLB 15:01 28MAR

0.609 0.590 TR COMPOSITE GLB 15:00 28MAR
0.606 0.589 TR COMPOSITE GLB 14:58 28MAR

Source <CALCS_EXPLAINED>

15:01 28MAR Bid Bid Yld
Ticker GILT
Al116.113 05:00 0 116.048 0 0.618

Latest 15 . O7E Issue Rating FCHAA
Reuters Yld 0.609 0.591 Y 08:32 H 116.131 L 0.584
ISMA V1d 0.61 0.59 Usser Deli - GF 12:44 L 116.019 H 0.63

Yld Amt 0/S 24354 7
28MAR C 116.047 C 0.619
Clean/GrossPrc 116.070 118.532  [SO !

Benchmark Spd -3.20 GB2YT=RR
SEMI ANN

Int G- Spread -3.377
Swap/ 0AS /z Spd  EEERCIIWARSC ULV LREE [ssue Prc 98.531

ASwp (Std/1M/3M/6M) RPN YRy ST WAy [ ssuc Date  29FEBS6

TED Spd/0ISSpd -10.87 Next Coupon 07JUN19

Int Basis / Int CDS +45,28 11.94 Ind News [GVD]

Related Data <O#FIXEDINCOME>
Issuer News 20:00

Yield Date

Asset Status Re-Opening

Yld Convntn CompYield

Day Count Act/Act

Real Time Calculations

Time/Date

Pay Freq

All Quotes
0#GBT821=
ero Curve <GBPSWAPEC>
ywap Point / Curve +0.948 I <GBPIRS>
licc Int / Days Acc  2.46154 I /112
llod Dur / BPV 2.018 I / 2.393
5.302
29MAR19 I

SDL 0999799

2019 & gSua — dyilay ) daglall Jlasa) 155k g Adld a2

GBSUKRS9816=RRPS
& 2y GBSUKRS9816=RRPS Quote Gl ( RQ

GBSUKRS9816=RRPS HM TREASURY UK

l2.036 %I 22JUL19 STR  GBP ISN XS1079248816

Latest i Z Reuters Yld BYldCg Contributor Loc Time Date

B+100.376 A100.407 -0.008 0.814 0.715 -0.007 TR PRICING LON 13:21 28MAR
54100.383 A100.414 0.792 0.692 TR PRICING LON 09:20 28MAR
£4100.381 A100.412 0.798 0.699 TR PRICING

Source RRPSBONDS

Real Time Calculations Reference Data Daily View
at 13:21 28MAR Bid Bid Yld
rinespate s2tzemR ] HTRS : :

Latest B4100.376 A100.407 0100.376 0 0.814
Reuters Yld 0.814 0.715 H 100. L 0.792
[SMA Y1d 0.82 0.72 L 100.376 H 0.814
Yld Amt 0/S 200 ¢ 0.821

Clean/GrossPrc 100.376 100.764
Benchmark Spd +5.449 GB3MT=RR 1000.000

Int G- Spread +3.941 e i B AL
Swap / 0AS /2 Spd -11.011/ -2.17 Y [ssue Prc  100.000

ASwp (Std/1M/3M/6M) EETEENECR VI B (Y WA PTy [ssue Date  02JUL14

ED Spd/0ISSpd +6.16 Next Coupon 22JUL19

Int Basis / Int CDS [ESEINNE] 10.100 Ind News [FIN]

Related Data <O#FIXEDINCOME>
Issuer News
Yield Date

Asset Status Issued

¥Yld Convntn

Day Count

Issue Rating
Issuer Dom GB

Par Value

All Quotes

ero Curve
wap Point / Curve +0.925 I/ <GBPIRS>
ficc Int / Days Acc  0.388 || /69
0.309 I /  0.311
0.191
bettle Date 01APR19I
_H N N N N N N |

CCE 107924981
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Largest stock exchange operators worldwide as of April 2018, by market
capitalization of listed companies (in trillion U.S. dollars)
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Leading stock exchanges worldwide in 2017*, by capital raised (in billion U.S.
dollars)
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Age of leading exchanges worldwide as of April 2018 (in years)
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& https:;//marketsecurities.fca.org.uk/officiallist

Search the Official List to locate securities by Company Name or ISIN
LN N N ] L B N N N N N N N _§ ]

I Search the List :

Multilateral trading facility (MTF)- a multilateral system, operated by 2] investment firm or a market operator, which brings together multiple third-party

I ' 2 “
- .
| - (e dy all o
Lo L4
| ‘ LN .
- DU A
L] G J P L4 L4 L4
buying and selling interests in financial instruments - in the system and in gccordance with non-discreticnary rules - in a way that results in a contract in
accordance with the provisions of Title II of MIFID (Markets in Financial Ins"uments Directive).

»” v 'y o,
| e A Gl A RYENE
Regulated market (RM) - a multilateral system operated and/or managei by a market operator, which brings together or facilitates the bringing together of uc cﬂﬁ Lsg =
3

multiple third-party buying and selling interests in financial instruments - i the system and in accordance with its non-discretionary rules - in a way that results e
in a contract, in respect of the financial instruments admitted to trading unier its rules and/or systems, and which is authorised and functions regularly and in 5 o Lol N3
accordance with the provisions of Title III of MIiFID.10 (Markets in Financialllnstruments Directive). u ) M

L e A i aid

Home

Description of Listed Listing

Company Name Country of Inc _ Market Status | Trading Venue Member |ISIN Status o pd s w s
Security Category J
State [o] u-L\A UJ
X3 o
rx3 ———

Trust Certificates due
05/03/2023; fully paid;
(Registered in
FAB Sukuk Company denominations of

o Cayman Islands
Limited USD200,000 each and
integral multiples of
USD1,000 in excess
thereof)
Trust Certificates due
22/01/2024; fully paid;
(Registered in
FAB Sukuk Company dencminations of

. Cayman Islands
Limited UsD200,000 each and
integral multiples of
USD1,000 in excess
therecf)

UK Sukuk Trust United
United Kingdom | Certificates due Standard Debt ¥ RM LSE ) XS51079249816 |Live
22/07/2019; fully paid I Kingdom
Trust Certificates due I
13/04/2021: fullv paid: I 36

United .
Standard Debt RM LSE ) X51772752710 |Live
Kingdom

United )
Standard Debt RM LSE ) X51938532857 | Live
Kingdom

HM Treasury UK
Sovereign Sukuk PLC
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| https://www.londonstockexchange.com/exchange/prices-and-markets/debt-securities/debt-securities-search.html#formAndResults

nuon e
Stock Exchange - 2

”
Prices & News & Statistics Products & For traders For companies For specialist IS ¢
.} : _ = [ ]
markets events services & brokers & advisers issuers ( ’ J y
3

Home page » Prices & markets » Debt securities » Debt Securities ‘W Follow @LSEpic
L 8 N N N N § &N §N N N §N N _§N !

IDEBT SECURITIES : Oﬂ :\.).a‘)ﬁ é‘ﬁA ‘.55 \_'13;9 ‘5J

st A all il ylaay A e

Trading service Fixed interest (Trade reporting Only)

Namelcods o =__: Léi L_Af— “ o L@_"‘J . .
| EJMS\L;(').\.\A:. }Q\.ASiJ

N N N N N S B B D S S B B B B e .
List debt securities starting with:
079AE!CDEFGHIJKLMNOPQRSTU\J’IWXYZ

All data delayed by at least 15 minutes | as at 2f:33

Click to download list of securities availabl I the Order Book for Fixed Income Securities), el
r LN LN ]

Click to download full list of debl'ecurities admitted onlﬁon—Order Book segments), [elell{[KeT.1s]

. | 1 1 1 | | |
Code~ ISIN Name r Cur Price +/- Yo+l-
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The Challenges of Incorporating Sukuk in Global Financial Markets

Introduction

Sukuk and other financial instruments have existed since they were used as commercial tools
among the prominent Jewish merchants in the Middle Ages then adopted by Muslim and Arab
traders and bankers®. However, the Western shift of global markets has led to the acceptance and
widespread use of interest-bearing financial instruments. Receiving interest payments as profit
from the lending of money is riba and is forbidden as per the prevailing view in Islamic literature.
Therefore, Muslims faced the choice of either integration into the secular, global financial system
and accepting the use of interest-generating debt instruments or to develop secondary markets for
the trading of Islamic financial instruments. Many Muslim-majority countries chose the latter
option, establishing and developing sukuk markets and regulating their trade through national
legislation. On the supra-national level, this eventually led to the forming of international
organizations of expert scholars in Figh al Muamalat with the goal of drafting lasting, united
Islamic-compliant policies and standards to govern sukuk and their trade and issuance on a global
level.

Still, the complete integration of sukuk into global markets remains a goal for some Islamic
economists and financial experts who consider the separation between the sukuk market and the
secular financial markets as a barrier to the advantages and wealth that could be obtained from
better cooperation and coordination with such markets. Others believe that the incorporation of
sukuk into global financial markets and their subsequent legal classification could negatively affect
their Shariah-compliant nature as scholars adapt sukuk to fit Western legal definitions of debt

instruments. Therefore, the current focal point of the debate is how sukuk can be incorporated into

L Ariff, Mohamed and Mohamed Shamsher. The Islamic Debt Market for Sukuk Securities: The Theory of Profit-
Sharing and Investment, 2012.



global financial markets while preserving their Shariah-compliance to the greatest extent possible
as demonstrated by the examples of sukuk markets in developed Muslim-majority countries such
as Malaysia and the UAE.

The Current State of the Global Sukuk Markets

Global sukuk markets vary from country to country due to several factors, including the legal
regulation of sukuk, the extent to which sukuk are recognized as independent financial instruments
and the degree of intersection between the Islamic and conventional financial markets within the
same territory. Sukuk markets can be classified into three categories: established markets,
developing markets, and emerging markets. Strong markets are characterized by separate
legislation dedicated specifically to sukuk and other Islamic financial instruments, as well as an
environment that engenders banking and consumer confidence in Shariah-compliant alternatives,
which ultimately leads to an increase in sukuk issuances.

Indonesia, for example, is a country that has drafted separate legislation for sukuk following the
government’s recognition of sovereign sukuk as a source of funds for infrastructure development.
Indonesia’s Law No. 19/2008 includes definitions for both sukuk and Special Purpose Vehicles
(SPVs). While legal definitions may seem to be the most basic element of legislation, they actually
play a key role in preserving the Islamic character of sukuk and preventing banks and financial
institutions from exploiting customers’ piety and using Islamic expressions as a marketing tool. In
Indonesia, sukuk can be issued by the government or via an SPV. The SPV is a company
established exclusively for the purpose of issuing sukuk and has an independent legal personality
from that of the originator, although it can also act as a trustee in supervising and managing the
sukuk funds. Sukuk are defined as financial instruments issued in accordance with Islamic

principles, whether in the local Indonesian currency (IDR) or in foreign currencies, which give



holders beneficial ownership in the assets that are subject to the underlying transaction?.
Indonesian law doesn’t explicitly delineate a set list of approved Islamic financial transactions;
rather, the main criterion is that it can be any contract that doesn’t contradict Islamic principles.
Specifically, this means that an SPV cannot issue sukuk until it has obtained a fatwa permitting
the issuance from either the National Shariah Board or the Indonesia Council of Scholars. Another
reason for the strength of the Indonesian sukuk market is the imposition of clear requirements for
the assets used in sukuk transactions. Sukuk are traded in the secondary market and can be bought
and sold among investors because they are not considered debt, but beneficial ownership rights.
Consequently, the law doesn’t require the registration of real estate sales for the purposes of
initiating an Islamic financial transaction. Neither does it impose additional taxes on the transfer
of property from the originator to the sukuk holders represented by the SPV. This approach has
borne fruit, as Indonesia is now the second-largest sukuk market worldwide.

In contrast, emerging sukuk markets have not yet reached the same level of stability and
permanence in their financial and legal structures to facilitate the growth of sukuk issuances. An
example of an emerging sukuk market is Egypt, which until now, has failed to take advantage of
its geographic proximity to the Gulf’s sukuk markets and its strategic position between the East
and West, as well as its status as the location of Al Azhar, a center for Islamic figh and
jurisprudence. While the government attempted the strategy of independent sukuk legislation a
few years ago through its issuance of Sukuk Law No0.10/2013, it never led to any tangible
developments in the local sukuk market. Therefore, the government shifted its approach in 2018
and issued a series of amendments to Capital Markets Law No. 95/1992. These amendments have

both advantages and disadvantages for the growth of sukuk in Egypt. One of the benefits is that it

2 Law No. 19/2008, Indonesia.



completely integrates sukuk into the Egyptian financial markets and allows the listing of sukuk on
the Egyptian Exchange and in foreign stock markets with the permission of the Financial
Regulatory Authority (FRA). Amendments to the law also include a tax structure appropriate to
the nature of sukuk. However, the law lacks the required flexibility. Underlying Islamic financial
transactions are limited to ijarah, mudarabah, murabaha, and musharakah contracts®, which
hampers positive innovation in the field of Islamic financing mechanisms. The law also imposes
restrictions on SPVs such as requiring that the SPV be established in Egypt, which is contrary to
the common industry practice of establishing off-shore SPVs to minimize tax exposure. While the
sukuk amendments represent a positive step towards developing the Egyptian market, institutional
and individual confidence in Islamic financial instruments will not be realized until the government
takes a strong position on supporting them through a sovereign sukuk issuance. It is expected that
the Ministry of Finance will issue sovereign sukuk in the 2019-20 fiscal year. This is a necessary
step because the public sector in Egypt is economically and politically stronger than the private
sector. Large private sector sukuk issuances would likely follow a sovereign sukuk issuance. A
sovereign sukuk issuance would also increase cashflow for the upgrading of the country’s
infrastructure and public utilities. Specifically, sukuk could play a key role in developing wagf
land. A significant obstacle to the development of wagf land has been the impossibility of
transferring its ownership, which could be avoided through the concept of beneficial ownership
present in sukuk, as the ownership of the wagf could be returned to the owner upon the sukuk’s
maturity in a lease-back arrangement.

One can compare the emerging sukuk market in Egypt to its developing counterpart in Nigeria

which has not captured the same academic interest among Islamic finance scholars and institutions

3 Capital Markets Law No0.95/1992



despite Nigeria’s multiple economic accomplishments over the past few years. The issuance of
sukuk in Nigeria is governed by executive regulations and standards published by the Securities
and Exchange Commission. These regulations specify the requirements and conditions for sukuk
issuance through SPVs and apply to both foreign and national companies. Unlike Egypt, foreign
companies and their branches can issue sukuk in Nigeria. The law requires that all SPV issuers
have a Shariah board of scholars to review the sukuk contracts and publish the corresponding
fatwas. Any scholars must be registered with or recognized by the SEC in order to serve on a
Shariah board. This condition is not found in most countries due to the scarcity of qualified Shariah
scholars and attempts to separate between the state and the religious establishment. From a
practical standpoint, government officials are rarely able to assess the qualifications of religious
scholars. Additional requirements for Shariah scholars in Nigeria are that they have academic
expertise and experience in Shariah and figh, that they not have been convicted of a crime, that
they not have committed a felony, and that they not have been declared bankrupt®. The standards
for evaluating and qualifying Shariah scholars to issue sukuk-related fatwas and serve on Shariah
boards vary widely from country to country. In order to reach clear, unified standards that can be
applied on an international level, it’s preferable for all states to rely on the standards issued by
international organizations such as AOIFFI.

As for sukuk transactions’ underlying assets, the Nigerian Securities Commission requires that
they adhere to Islamic principles and be invested in a Shariah-compliant manner. It is important to
note that the SPV, when acting as the sukuk holders’ agent, does not have absolute freedom to
invest the sukuk funds. Before investing the funds, the SPV must obtain the approval of both the

Commission and the investors. This provision raises the issue of the extent of investors’ consent

4 Draft Rules for Sukuk Issuance in Nigeria,
http://www.sec.gov.ng/.../Draft%20Rules%200n%20Sukuk%20lssuance%20in%20Nigeria
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in sukuk transactions. Does reading the sukuk prospectus and signing the agreement to buy sukuk
give the SPV carte blanche to invest the funds as it sees fit, as long as the sukuk holders receive
their periodic distribution amounts? While the Nigerian government is clearly well-intentioned,
excessive restrictions on SPVs’ investment of sukuk funds impedes the smooth flow of commercial
transactions whereas fewer restrictions allow the SPV to function freely and invest the funds
optimally without need for government approval. This point is critical, because some sukuk can
have a tenure of more than five years. On a more positive note, the Commission implemented
additional measures to prevent the occurrence of riba in sukuk transactions and ensure the
appropriate pricing of the assets. It is not permitted to purchase the assets for more than a 1.51%
increase in their market value. The Committee also aims to protect joint property owners. It is
forbidden to use jointly owned or mortgaged assets in sukuk transactions except with relevant
owners’ express permission. Although Nigerian regulations are similar to Egyptian legislation in
that they contain a limited list of sukuk transactions, Nigeria permits the issuance of istisnaa sukuk,
a type of project-financing sukuk that are ideal for large infrastructure projects in developing
countries. Istisnaa sukuk used to be controversial, as Islamic principles forbid trading in future
assets that do not actually exist. The global solution has been to specify the exact dimensions and
characteristics of the future asset and mandate that the asset be delivered as specified. The Nigerian
Securities Commission permits trading in future real estate assets if the sukuk contract lists their
specifications, the lease value, the lease period, and the method of payment. The issuer is also
obligated to publish the sukuk’s rating for the entirety of its tenure. While Indonesia, Egypt and
Nigeria have different approaches to regulating sukuk as each country is at a different stage of
Islamic financial market development, all sukuk markets share common traits such as precise

definitions of sukuk and sukuk-specific regulations for trading in primary and secondary markets



that don’t apply to traditional securities. However, there are enough legislative and regulatory
differences between markets that it is still difficult for an SPV to issue and trade sukuk in more
than one state, while following a single set of specifications and procedures.

Sukuk Classification in Global Financial Markets

Sukuk are traded in conventional financial markets under the justification that they are simply
“Islamic bonds”, a classification that inappropriately implies that only nomenclature and cosmetic
differences separate sukuk from conventional bonds, which is absolutely incorrect. There are many
substantive differences between conventional bonds and sukuk. First, traditional securities
represent the debt of the issuer to the bond holder, which means that the bond holder is not
considered to be true investors as they receive fixed interest payments regardless of whether the
issuer experiences skyrocketing profits or devastating losses. Furthermore, if the issuer becomes
bankrupt, the bond holders are considered priority debtholders, jointly and severally. As such, they
are entitled to recover the value of the bond’s principal and the unpaid interest from any of the
issuer’s remaining assets. In contrast, sukuk holders can only recover the sukuk’s principal from
the assets used to back the sukuk. From a theoretical standpoint, the concept of “debt” shouldn’t
apply to sukuk at all, in accordance with the Islamic principle of profit and loss-sharing between
the originator and the sukuk holders via the SPV. A principal concept in sukuk issuances is that of
the “true sale” of assets, which has led to the classification of sukuk into two categories: asset-
based sukuk and asset-backed sukuk. Sheikh Muhammad Tagi Usmani issued an important fatwa
regarding asset-based sukuk in his work “Sukuk and their Contemporary Applications”, in which

he said that counting company shares as assets and giving sukuk holders the right to receive interest



without actually granting them full ownership rights was simply “the purchase of returns from
shares®”. Consequently, he deemed asset-based sukuk to be incompatible with the Shariah.

The nature of sukuk differs in accordance with the underlying Islamic finance contract, which
could be ijarah, wakalah, musharakah, istisnaa, or salam. Sukuk can be long-term or short-term
financial instruments. As such, the ease with which sukuk are integrated into global financial
markets varies depending on the extent to which they are similar to the conventional securities and
transactions available in the market. In this vein, some Western countries have begun to issue
sovereign sukuk and permit sukuk listings in the primary and secondary markets. As of February
2019, the value of sukuk listed on the London Stock Exchange had reached approximately USD 5
billion®. Additionally, the UK issued sovereign ijarah sukuk with a value of GBP 200 million in
20147, Sukuk are incorporated into the British financial markets as alternative financial investment
instruments, which allowed the government to legislate special tax provisions that correspond to
the unique nature of sukuk. Even so, the UK still applies the principle of equal treatment between
conventional bonds and sukuk so that neither bonds nor sukuk receive preferable treatment. In this
respect, the key legislative landmark for sukuk regulation in the UK has been the amendment of
the Financial Services and Markets Act in 2010. Before the law’s amendment, sukuk were
integrated into the market as unregulated collective investment schemes, which meant that
marketing sukuk was restricted to certain categories of investors and managing sukuk was not

permissible for all trustees and agents. Now, sukuk are treated as debt instruments, a stance that

5 Usmani, Muhammad Tagqji, “Sukuk and their Contemporary Applications”,
https://kantakji.com/media/7302/b100.pdf

6 London Exchange, 26 February 2019.

7 Varriale, Gemma. “UK Sukuk First Explained”, International Financial Law Review, 2 July 2014.
https://www.iflr.com/Article/3357494/UK-sukuk-first-explained.htm|?Articleld=3357494
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was confirmed in 2018 when the UK inserted additional amendments changing the definition of
alternative investment bonds to allow them to be traded in secondary markets.

Another advantage of the integration of sukuk into secular financial markets in Western countries
is the separation of religion and state and the government’s reluctance to intervene to evaluate the
qualifications of Shariah scholars, which facilitates the entrance of international organizations such
as AAOIFI to bridge the gap between legislation and the needs of the Islamic financial market.
France is an example of a country that has coordinated with AAOIFI to develop its legislation to
allow for the integration of sukuk in its financial market®. Murabaha sukuk enjoy several tax
incentives as compared to other sukuk in the French securities market. This is because France
classifies the underlying murabaha contract as a sale agreement. The essence of a murabaha
contract is the sale of assets on a cost-plus basis because the agent (usually a bank) purchases the
asset at full price on behalf of the actual buyer who is financially unable to purchase the asset
himself. The agent then sells the asset to the buyer on a cost-plus basis, with the additional mark
up added to compensate the agent for allowing the buyer to pay for the asset in installments. When
assets are sold twice in the context of murabahah sukuk, the French government only taxes the
sale once to avoid double taxation at resale. Additionally, they are not subject to the withholding
tax on profits paid by the agent to sukuk holders residing outside of France. However, the cost-
plus element of the agent’s profits are subject to the Value Added Tax (VAT) because the law
considers the mark-up value to be interest, a concept that contradicts Islamic principles completely.
If a legal system classifies profits earned via an Islamic finance contract as interest and not just a
sale price increase, does that classification erase the Shariah-compliance of the transaction and the

resulting sukuk? In contrast with mudarabah, ijarah, and wakalah sukuk, the only service that the

8 International Islamic Finance Report 2016, p. 103.



agent is providing in a murabahah contract is the benefit of allowing the end buyer to pay for the
assets in installments, which means that the agent is profiting from the length of the payment period
and from the debt of the buyer. Therefore, French law is not incorrect in treating cost-plus profits
as interest; rather, Islamic financial scholars should not accept murabahah contracts and their
sukuk as Shariah-compliant financial instruments, simply because they are easy to use in banks as
loan-financing alternatives. Rather, the solution should be to devise a new contract that fulfills the
same purpose yet is radically different from a conventional loan structure.

Even so, murabahah sukuk and other controversial sukuk that may or may not be fully Shariah-
compliant will continue to be traded globally due to the variation in scholars’ opinions, a diversity
that remains one of the noble characteristics of Islamic jurisprudence. Luxembourg, for example,
recognizes and acknowledges different Shariah perspectives. Its Financial Sector Oversight
Commission (CSSF), which regulates sukuk and Islamic investment funds, retains its secular
nature and does not intervene to determine whether sukuk are Shariah-compliant or not. Instead,
it requires only that the members of the Shariah board have experience and be reputable, as long
as the Committee is notified when the board is formed®. Despite Luxembourg’s small geographical
area, it is one of the largest financial management centers in Europe and was the first member of
the International Islamic Liquidity Management Corporation'®. Furthermore, the Luxembourg
Central Bank is a member of the Islamic Finance Services Board (IFSB). Similarly to the French
approach, profits from debt instruments are considered to be interest; however, in Luxembourg

they are not exempted from the withholding tax. Yet, if a deed of sale for real estate property

% Balibek, Emre. “Establishing a Legal Framework for Sovereign Sukuk Issuance: A Public Debt Management
Perspective”, World Bank Discussion Paper
No.18/2017http://documents.worldbank.org/curated/en/907001497472893193/pdf/P161573-06-14-2017-
1497472889089.pdf
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mentions the buyer’s intent to resell the property for the purposes of an Islamic finance transaction,
the second transfer of property is subjected to reduced taxation. Sukuk are integrated into the
financial markets under the classification of asset-backed securities or debt instruments, with the
primary differentiator between sukuk and traditional securities being the payment of the sukuk’s
principal and the periodic distribution amounts in accordance with the profits and losses incurred
by the assets'’. This division reflects the Islamic finance differentiation between asset-based and
asset-backed sukuk. In fact, Islamic finance scholars benefit from the integration of sukuk into
global financial markets because governments’ classification of sukuk is based on financial and
economic realities, rather than a desire to preserve the fragile legitimacy of any specific Islamic
finance contract or attempt to avoid a fatwa marking a transaction as non-Shariah compliant. In
general, the different classifications of sukuk accompanying their integration into existing global
securities markets are a useful tool to broaden our understanding of sukuk’s Shariah compliance.

Do Global Financial Markets Accept the Incorporation of Sukuk among Debt Instruments
(Fixed Income Instruments)?

It is surprising for some scholars that global financial markets classify sukuk among debt
instruments even though they are based on the sukuk holders’ joint ownership of the underlying
assets. This is because the core concept of sukuk is to avoid trading in debt, as profiting from debt
is forbidden under the Shariah. This is because the sukuk holders’ ownership of the assets is a
tangential issue in asset-based sukuk and could become as such in asset-backed sukuk, especially
when modern sukuk contracts now guarantee the holders’ receipt of periodic distribution amounts
and the sukuk’s principal regardless of the originator’s losses. The primary reason for the inclusion

of such provisions in sukuk contracts is that sukuk advocates and stakeholders in both the Islamic

11 “Rules Applicable to Sukuk”, Financial Sector Oversight Commission, 26 January 2011.
http://www.cssf.lu/fileadmin/files/Publications/Communiques/Communiques 2011/C sukuk 260111 eng.pdf
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and conventional financial markets want opportunities for Shariah-compliant investment
compatible with Islamic rulings and principles without being exposed to the same level of risk that
should naturally occur in true Shariah-compliant investment. In fact, investment in sukuk, if it is
truly based on asset ownership, should resemble purchasing a company’s shares in the stock
exchange, with the result that the company’s failure in profitably managing the assets and incurring
losses should lead to the sukuk holders’ loss as well. Unfortunately, as any individual who has
dealt with sukuk knows, the possibility of loss is not truly present in sukuk transactions.
Consequently, there’s no impediment to classifying sukuk as debt instruments or fixed income
securities in global financial markets.

Regardless of their classification in global financial markets, not all sukuk should be characterized
as debt instruments if the sukuk holders” ownership of the underlying assets is an essential element
of the transaction. The follow-up question is, how can one characterize the nature of that
ownership? One can determine and evaluate the importance of asset ownership through analyzing
the methodology of calculating the profit rate in sukuk. There are multiple profit rate calculation
methods including the fixed rate, the variable rate as per the assets’ performance, and rate
calculations on the basis of existing interest rates in conventional markets. The first and third
methods draw sukuk closer to imitating traditional debt instruments and threaten their Shariah-
compliance while the second is the closest practice to the concept of sharing the profits and losses
between the parties to an investment.

In this vein, mudarabah sukuk are capital instruments that revolve around the relationship between
the silent partner who provides the funds (rab ul mal) and the managing partner (the mudarib)
administers the underlying assets to generate profits, while the profits and losses are

proportionately split between the parties as per an agreed upon ratio. In sukuk transactions, the



SPV represents the sukuk holders in the role of the silent partner and the originator is in the position
of the managing partner, while sukuk holders receive the principal of the sukuk certificates in
addition to their share of the profits or losses when the sukuk reach maturity. Still, some companies
and financial institutions resort to different methods to guarantee sukuk holders’ receipt of a
specific profit rate, regardless of the assets’ actual gains or losses, often by concluding a purchase
undertaking between the originator and the issuer in which the originator makes a binding promise
to re-purchase the assets from the issuer for a vastly higher sum than the original purchase price.
Such deceptive practices led AAOIFI to issue a standard in 2008 informing the public denying the
Shariah-compliance of such sukuk and ruling that it was impermissible to conclude a purchase
undertaking for mudarabah assets at any price other than the issuer’s ownership percentage
therein, and that it was also impermissible to value the assets in accordance with the value of the
sukuk, as such as valuation contradicts the entire purpose of the mudarabah transaction®?. The
result of this ruling has been a marked decrease in mudarabah sukuk issuances worldwide with
the percentage of sovereign mudarabah issuances at 4.55% and corporate issuances at 2% in
2017%.

Many banks and financial institutions also depend on globally established interest rates when
determining the profit rate in a practice that is known as “benchmarking”!*. Benchmarking
represents an existential threat to the Shariah compliance of sukuk regardless of the advantages it
bestows in facilitating their integration into global financial markets. The justification for matching

sukuk’s profit rate with existing interest rates is to encourage investment in sukuk by guaranteeing

12 AAOIFI Shariah Standard No.17/2008 and Addendum.

1313 “Annual Sukuk Report”, International Islamic Financial Market, April 2018, p. 54-55,
http://www.iifm.net/system/files/private/en/IIFM%20Sukuk%20Report%202018-compressed.pdf

14 Abdullah, Abdul Karim. (2018). “Use of interest rate benchmarks for determining profits on Islamic sukuk”.
https://www.researchgate.net/publication/322959132 Use of interest rate _benchmarks for _determining profi
ts_on_Islamic_sukuk
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potential sukuk holders’ profits comparable with those they would receive were they to invest in
conventional bonds or debt instruments. The inherent problem with benchmarking is that there is
no relationship or proportionality between the profit generated by the assets and those received by
the sukuk holders, and it is an issue that arises whenever the practice occurs, regardless of the
sukuk’s underlying contract or Islamic finance transaction.

In addition, the potential for default rises when the profit rate is fixed to a specific interest rate
before any profits have actually been realized, especially if the assets depreciate significantly in
value or are rendered a “total loss”, making it impossible for the originator to re-purchase them
from the issuer, at which point the sukuk holders become creditors rather than beneficial owners
of the assets. Furthermore, benchmarking adds the compounded risk of global interest rate
fluctuations which could affect the profit rate. It also relegates sukuk holders’ profits to a
percentage of their initial investment rather than a profit percentage, converting sukuk from
ownership certificates into debt instruments, which would consequently make their trade
Islamically prohibited. Of course, some experts in Islamic finance hold the opposite opinion,
reasoning that Islamic financial institutions are part of the global financial system of markets, so
it would be inadvisable to determine the profit rate using a methodology other than those used in
traditional bonds and debt transactions, and that the benchmarked profit rate is still the sale price
rather than interest, as intention is more relevant than form®. The rejoinder to this assertion is that
the sale price shouldn’t be more than the value of the assets, which could occur with a fixed interest
rate for various reasons, and that sukuk holders shouldn’t be entitled to an inflated amount that
doesn’t correspond with the assets’ actual performance, regardless of the basis for the rate’s

calculation.

15 Al Shubaily, Nizar. “The Benchmark: Why do Islamic Banks Use Interest Rate Benchmarks?”, 8 September 2018.
https://islamicmarkets.com/articles/the-benchmark-why-do-islamic-banks-use-interest-rate-benchmarks
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The Extent to which the Requirements of Global Financial Market Integration Affect the
Shariah Compliance of Sukuk Structures

There is no doubt that the Shariah compliance of sukuk structures has been affected by global
financial markets. This is because of attempts to adjust sukuk structures to ease their entry into
those markets but because of competition between the Islamic and conventional financial markets,
as conventional securities and financial instruments remain the first choice for most investors who
may be neither aware of nor interested in the benefits of Shariah-compliant investment. As such,
Islamic finance experts have found means, such as the abovementioned benchmarking, to
encourage ordinary investors other than observant Muslims to invest in sukuk and Islamic financial
instruments whether in Muslim-majority or Western countries. Also, developing countries’ need
for foreign direct investment (FDI) has led to a stagnation in the structuring of sukuk, especially
those that waiver between Shariah compatibility and the lack thereof, such as murabahah. Rather,
the solution is more innovation in Islamic finance products. Here, the meaning of innovation is not
to find new methods and disguises to insert the consumption of interest (riba) into Shariah-
compliant transactions with Islamic phrasing, but to avoid its occurrence completely, a feat that is
easier in wealthy countries such as Saudi Arabia, which have more leeway to experiment with new
sukuk structures such as hybrid murabahah-mudarabah sukuk.

It is notable that Saudi Arabia issued hybrid sukuk on 20" April 2017 with a value of USD nine
million divided into two tranches: the first with a five-year tenure and the second with a tenure of
ten years'®. These sukuk were characterized by a duality of both murabahah and mudarabah
underlying contracts, with 51% of the funds invested in the mudarabah agreement and the

remaining 49% invested in the murabahah agreement. These sukuk are considered sovereign

16 Sukuk Database, https://www.sukuk.com/sukuk-new-profile/ksa-sukuk-limited-2-5082/.
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sukuk because they were issued by an SPV owned by the Saudi government. Although the SPV
was formed as an offshore entity in the tax haven of the Cayman Islands, the originator is the Saudi
Ministry of Finance. The profit rate (3.628% for the ten-year sukuk and 2.894% for the five-year
sukuk led to an A+ Fitch rating which expressed confidence in the stability of the sukuk and in the
Saudi government as the originator'’. Another reason for the positive rating was the use of the
murabahah profits to ensure the payment of the principal and any unpaid periodic distribution
amounts to the sukuk holders upon the sukuk’s maturity. Additionally, the sukuk agreement
contained a “no lien” provision, preventing the originator from disposing of its assets in such a
way that could jeopardize its ability to fulfill its obligations to the sukuk holders. While the pairing
of the murabahah and mudarabah agreements in an asset-based arrangement may have attracted
foreign investors who might otherwise have been anxious about investing in hybrid sukuk, other
hybrid sukuk pairings could be on the horizon.

An Alternative Asset-Backed Sukuk Structure

Specifically, a successful future sukuk issuance could involve hybrid mudarabah-ijarah sukuk as
a means of improving Egyptian public infrastructure through a partnership between the Egyptian
governments and a trusted Egyptian corporate entity with a high credit rating. In such a structure,
the Egyptian real estate development company would be the originator to guarantee a high credit
rating for the issuance and establish an SPV in Egypt meeting the FRA’s capital requirements for
issuers. The sukuk transaction would be based on a number of underlying contracts, the first of
which would be a sale agreement between the Egyptian government and the development company
for public real estate assets (such as schools or hospitals). This agreement would then be followed

by a second sale agreement between the company and the issuer, then a mudarabah agreement

17 “Fitch Rates Saudi Arabia’s Sukuk A+”, Reuters, 20 April 2017. https://www.reuters.com/article/fitch-rates-saudi-
arabias-sukuk-a-idUSFit996793
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between the issuer (silent partner) and the company (mudarib), after which the development
company would sign a management agreement with the relevant Egyptian ministry (i.e. Ministry
of Education or Ministry of Health) in which it would pay the ministry to assist it in developing
the real estate assets and increasing their value. Simultaneously, an ijara agreement would be
concluded between the issuer (lessor) and the Egyptian government (lessee), with the value of the
lease payments used to pay the periodic distribution amounts to the sukuk holders. These asset-
backed sukuk would be fully Shariah-compliant as the underlying assets for both the mudarabah
and ijarah agreements would be the source of the sukuk holders’ profits as well. When the sukuk
reach maturity, the sukuk holders will receive a return on their original investment when the
Egyptian government repurchases the assets at their new market price. The final source of profit
for the investors will be the increased value of the assets. Not only would these hybrid sukuk
comply with all Shariah requirements, but a profitable end result for sukuk holders would
encourage other developing countries to use the model as a tool for infrastructure development.
Basel 111 Compliance and Sukuk

Another factor affecting sukuk structures has been Basel 111 compliance. When the Basel Il
framework was announced at the 2010 Basel conference in an attempt to shore up the liquidity
reserves for banks after the 2009 global financial crisis, sukuk issuance became a method to
increase Tier | and Tier Il capital in accordance with Basel classifications. Tier | sukuk differ from
Tier Il sukuk in many aspects, among them the perpetuity of Tier | sukuk and the possibility of
their conversion into shares. In fact, perpetual sukuk have been issued in the past few years, such
as the Bereket One Ltd. sukuk issued last year in Turkey as the first Tier I-compliant sukuk at a

value of USD 205 million and a 10% profit rate'®. In contrast Tier 1l sukuk are characterized by a

18 Sukuk Database, https://www.sukuk.com/sukuk-new-profile/bereket-one-ltd-6838/.
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greater risk exposure, among them hybrid sukuk. The Islamic Financial Services Board (IFSB)
issued a standard in coordination with Basel 111 which can be interpreted as classifying perpetual
sukuk as Alternative Tier | capital while classifying mudarabah and wakalah sukuk with a tenure
of five years or more as Tier 1l capital®®. In this case, it is clear that global financial markets have
had a positive effect on sukuk structures because Islamic financial institutions confront the same
problems as their conventional counterparts, and Shariah compliance does not insulate them from
the financial and economic crises that plague global markets. As such, the core Basel llI
requirement of a minimum 10.5% ratio of capital to risk-weighted assets could incentivize
additional Alternative Tier | sukuk issuances, a matter of significant importance in all states,
especially those with reduced liquidity reserves.

Market Treatment of Sukuk in Consideration of Different Risks as Compared to
Conventional Securities

Although asset-based sukuk have been issued in global financial markets, it would be disingenuous
to consider it a true integration of sukuk as the Shariah-compliant benchmark of true asset
ownership and profit sharing is not present. Therefore, when discussing the integration of sukuk
into secular markets, it’s more appropriate to refer to asset-backed sukuk, which are treated as debt
instruments despite their closer resemblance to stocks. In conventional markets, debt instruments
are classified in accordance with their risk. Upon the integration of sukuk into global financial
markets, the question is whether it is appropriate to evaluate sukuk using the same standards
employed in the risk evaluation of conventional securities. Sukuk carry a variety of risks including

credit risk, inherent risk and risk incurred through external factors.

19 “|FSB 15: Revised Capital Adequacy Standard for Institutions Offering Islamic Financial Services (Excluding Islamic
Insurance [Takaful] Institutions and Islamic Collective Investment Schemes”, 28 January 2014,
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The major credit rating agencies play a fundamental role in reporting the credit risk of sukuk.
Among them, there are those that use evaluate sukuk using the same criteria used to evaluate
conventional bonds, while others incorporate a separate methodology to assess sukuk’s credit risk.
Standard and Poor’s (S&P) uses a methodology for rating sukuk that it developed in 2015 that
specifies that sukuk receive the same rating as the originator if the following criteria are met: that
the contractual cash obligations between the originator and the issuer suffice to fulfill the issuer’s
obligations to the sukuk holders, that the originator’s sukuk obligation be ranked pari passu with
its other unsecured obligations, that it be impermissible for the originator to renege on its obligation
to pay the issuer, that the originator agree to pay all procedural costs for the sukuk’s issuance, and
that the ratings agency view the possibility of a “total loss” or a default as remote?. If the sukuk
fulfill all of the criteria except for the pari passu requirement, they are granted the same rating as
the originator’s other unsecured obligations?!. While the methodology is clear and precise, it does
not apply to all sukuk, as S&P differentiates between sukuk with a single originator and those with
multiple originators. The ratings agency also differentiates between sukuk in which the payments
of the originator to the issuer correspond with payments made from the issuer to the investors
which usually occurs in ijarah or murabahah sukuk and those in which the originator’s obligations
do not necessarily cover the periodic distribution amounts that the issuer must pay to the sukuk
holders. S&P does not rate the latter unless the sukuk holders are entitled to demand the full
principal if one of the periodic distribution amounts is not paid.

Still there is an inherent risk in sukuk that is not present in conventional debt instruments, and that
is the risk that the sukuk could be declared un-Islamic during their tenure. This possibility was

realized in the case of the Dana Gas sukuk which were issued in Dubai based on a specific form

20 “Methodology for Rating Sukuk”, Standard and Poor’s, Section Nine, 15 February 2015.
21 Ibid, Section Ten.



of mudarabah agreement that was deemed un-Islamic following the issuance of revised standards
in 2007 and 2013. The end result was that the burden of assessing the Shariah compliance of the
sukuk issuance was shifted from the scholars to the courts. When Dana Gas refused to pay the
sukuk holders the due amount of USD 700 million when the sukuk reached maturity??, citing the
fatwa that the sukuk were no longer Shariah-compliant, it shook the entire Islamic financial market
and damaged investor confidence. Some scholars believe that the first fatwa establishing the
Shariah compliance of the sukuk that the Shariah board released upon the sukuk’s issuance and
the contract’s execution should remain valid for the duration of the agreement. This opinion is
valid because a key Shariah principle is the fulfillment of agreements, and sukuk holders do not
expect the sukuk agreement to be invalidated or voided because of new figh developments.

Additionally, the mudarabah agreement that was approved as Shariah-compliant by Dar ul Shariah
of Dubai Islamic Bank still remains an Islamic finance agreement used worldwide. The conflict
that arose over the Dana Gas mudarabah agreement involved a number of intersecting contractual
relationships between the sukuk holders and the issuer and between the issuer and the originator,
as well as secondary contracts for asset management and maintenance. Dana Gas claimed that the
determination of the rate of return in accordance with prevailing interest rates instead of asset
profits rendered the sukuk un-Islamic. Eventually, the company reached a settlement with the
sukuk holders allowing them to exchange the previous sukuk for new Shariah-compliant sukuk
with a three-year tenure?®. The effect of this case is not limited to mudarabah sukuk as implied by

scholars supporting Dana Gas but rather the case represents a threat to the integration of sukuk in

22 Barbuscia, Davide. “UAE’s Dana Gas Leaves Sukuk Unpaid- But No Default Declared”, Reuters, 31 October 2017.
https://www.reuters.com/article/dana-gas-sukuk/uaes-dana-gas-leaves-maturing-sukuk-unpaid-but-no-default-
declared-sources-idUSLEN1N60IT

23 Vizcaino, Bernardo and Torchia, Andrew. “Islamic Finance Feels Heat from 700 mln Dana Sukuk Saga”, Reuters,
15 May 2018, https://www.reuters.com/article/dana-gas-sukuk-implications/islamic-finance-feels-heat-from-700-
mlin-dana-sukuk-saga-idUSLSN1SMOBW .
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global financial markets overall because the essential condition of securities is that the issuer
comply with its financial obligations to the investors and compensate them if the issuance is
voided. If a similar situation occurs in the future, it could lead to the exclusion of sukuk from
Western markets. The only methods of avoiding such an occurrence are to issue international
sukuk standards delineating the responsibilities of the originator and the issuer if the sukuk are
declared un-Islamic and consulting with lawyers and Shariah experts to insert contractual
provisions protecting investors from the issuer’s arbitrary termination of the agreement and
fluctuating fatwa trends that could negatively impact investors in the ever-changing field of sukuk.
The Dana Gas dispute also highlights the difficulty of choosing the governing law in sukuk
issuances and enforcing its application when multiple jurisdictions are involved. In this case, the
assets were located in Egypt and Kurdish territory in Irag, the sukuk agreement specified English
law as the governing law, and the sukuk were issued in Dubai. As such, the High Court of London
and the Sharjah courts assumed competing positions with regard to issuing rulings as to whether
Dana Gas was obligated to pay the sukuk holders. The conflict of laws issue arose because the
mudarabah agreement between Dana Gas as the originator and Dana Gas Ltd. as the issuer and
the sale agreement for the assets to UAE law, while the purchase undertaking was subject to
English law. The purchase undertaking stipulated the issuer’s right to demand the originator’s
purchase of the assets at the agreed upon price in the case of certain occurrences?®, and it would
be logical that a fatwa of non-Shariah compliance would activate the purchase undertaking. The
Dana Gas dispute would not have reached the same magnitude and scale if UAE legislation had
imposed complete independence between the originator and the issuer. This is necessary because

the subsidiary relationship between the originator and the issuer frustrates the fiduciary

24 Dana Gas Offering Circular 2013. http://www.danagas.com/en-
us/Investors/Tab%20006%200FFERING%20CIRCULAR.pdf
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relationship between the issuer and the sukuk holders. Debt instruments with agreements subject
to different jurisdictions face the same risk as sukuk however, the risk of one jurisdiction issuing
a ruling preventing the issuer from fulfilling its obligations to investors is elevated in sukuk

because of the dependence on the transfer of beneficial ownership and not simply fixed interest.

Is the Integration of Sukuk into Global Financial Markets a Necessity?

It is disingenuous to suggest that Islamic financial scholars and experts have a choice when
integrating sukuk into global financial markets. Regardless of whether countries accommodate
sukuk issuances through specialized legislation or treat them as conventional debt securities, sukuk
will always be in competition with their traditional counterparts. Neither does the Islamic financial
sector exist in a state of isolation from global market risks and concerns. Even so, secular financial
market objectives should not compel Islamic financial professionals to sacrifice Shariah
compliance for economic gains. The ideal situation is a co-existence between the conventional and
Islamic financial markets, with Shariah-compliant adaptations to financial crises and coordination
with Western legislatures and ratings agencies to develop sukuk-specific frameworks that

recognize the unique risks and characteristics of sukuk.
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