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COMMENT 

The rate of growth of Islamic finan
cial products and the instruments for 
capital investments continues to 
impress and is set to be even greater. 
As the banking sector is expanding 
and with the emergence of Islamic 
insurance, the Islamic capital mar
kets are developing and strengthen
ing in the global market place. 
Separate Islamic finance legislation 
and banking regulations now exist 
in many countries side-by-side with 
those for the conventional banking 
system. 

With the revival of Islamic banking 
and finance the large conventional 
banks like HSBC have also begun to 
tap the huge market potential and 
are increasingly seeking to become 
global players offering a whole 
range of new products based on 
Shariah principles across different 
countries. To compete with the large 
conventional banks that are already 
household names worldwide, the 
long-term success of Islamic finan
cial institutions wi l l depend on 
agreeing a collective approach to 
take up the challenge. A major 
shortcoming among the Islamic 
financial institutions is not yet hav
ing a global brand that consumers 
can readily identify and trust and for 
this reason the conventional banks 
have an immediate advantage over 
the smaller Islamic financial institu
tions operating in their respective 
regions. For example, the Lloyds 
TSB Bank with its large branch net
work in the U.K. is able to offer 
Islamic mortgages (home loans) and 
have announced recently that it wi l l 
also offer accounts with no interest 
or overdraft facilities for British 
Muslims who want banking services 
that fit with their faith. 

The long-term objective of the 
Islamic financial services industry 

must be to create a global Islamic 
banking system operating success
fully in parallel with the convention
al banking system. The Islamic 
banking system must also reflect the 
socio-economic values in Islam and 
faithfully follow the Shariah princi
ples. A l l this wi l l require selfless 
leadership with vision and willing
ness among the smaller Islamic 
financial institutions to integrate i f 
they wish to become a global player 
and challenge the conventional 
banks in the Islamic financial sector. 
It may also require Islamic financial 
institutions to consider global 
alliances with leading conventional 
banks and balance the need for prof
it with meeting the needs of the cus
tomers. It wi l l certainly also require 
large investments from the Islamic 
financial institutions into unbiased 
education, training and research as 
well as developing a robust market
ing strategy aimed at encompassing 
the community as a whole including 
non-Muslims. 

There are enormous benefits to be 
achieved by building a global brand 
in Islamic Banking Industry through 
integration. First and foremost, it 
w i l l provide recognition to the 
industry and build trust in the 
Islamic financial system. It wi l l 
facilitate the pooling of resources 
and provide a well structured and 
coherent marketing and distribution 
strategies for Islamic banking prod
ucts. There wil l be fewer barriers to 
entry into new markets and due to 
high volume of transactions that wi l l 
be generated, per unit cost wi l l 
decrease providing grounds for 
competing with conventional banks, 
it will also provide impetus to stan-
darised practices and products, sup
porting the convergence in the 
Islamic Finance Industry. Currently 
even major Islamic Banks are 

restricted to particular region for 
their operations. Any major change 
in macro economic environment 
wi l l have significant impact on their 
profitability and growth. On the 
other hand, there are global brands 
in the conventional sector, which 
have standarised practices, and 
operations in almost all countries of 
the world. This diversification of 
operations and marketing strategies 
reduced the risks relating to macro 
economic envirorunent of a particu
lar region or country, helping these 
conventional banks to increase 
return for their shareholders. 
Diversifying across different 
regions and markets wi l l certainly 
provide better return to stakeholders 
in Islamic Banks as it wi l l reduce 
risk and synergies wil l be achieved 
through joint ventures, mergers and 
acquisitions. 

While certain issues still remain and 
do vary from region to region and in 
some cases between Shariah schol
ars, there is a lot more convergence, 
which is providing fiirther impetus 
to the sector. Islamic bankers arc 
being innovative and are engaging 
the scholars to find solutions to a 
broader variety of popular products 
offered by conventional banks with
out compromising the Islamic prin
ciples both in substance and form. 
The Islamic Development Bank 
(IDB), The Islamic Financial 
Services Board (lASB) and The 
Accounting and Auditing 
Organization for Islamic Financial 
Institutions (AAIOFI) are to be con
gratulated for taking the lead in 
advocating the much needed com
mon standards, which we now see 
being adopted more and more by the 
Islamic financial institutions around 
the world although there is more yet 
to be done. A l l the signs are there for 
the Islamic banking system to flour
ish in the years to come. 
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ISLAMIC SUKUK 

INNOVATION IN THE STRUCTURING 
OF ISLAMIC SUKUK SECURITIES 
Professor Rodney Wilson 
Director Institute for Middle Eastern and Islamic Studies 
Durham University, United Kingdom 

Islamic securities have become increasingly popular in over the last five 
years, both as a means of raising government finance through sovereign 
issues, and as a way of companies obtaining funding through the offer of 
corporate sukuk. In 2000 there were only three sukuk worth $336 million 
issued, but in 2004 there were 64 issues worth almost $7 billion, and in 
2005 the figure will certainly exceed $10 billion with 54 issues already 
either fully subscribed or announced. 

The advantage of sukuk is that they are 
compliant with shariah Islamic law. 
Sukuk are therefore attractive invest
ment instruments for Islamic banks, 
takaful Islamic insurance companies 
and shariah managed funds that cannot 
invest in conventional securities that 
involve payment of riba or interest. In 
addition there are an increasing number 
of Muslims of high net worth who want 
their asset holdings to comply with 
Islamic law. 

Aims and Objectives 
The paper examines the market for, and 
usage of, sukuk, notably as tools for liq
uidity management. There is also an 
analysis of different sukuk structures 
from a financial perspective. This 
examination includes murabahah and 
ijara based sukuk, the former offering a 
fixed return, and the latter, the most 
popular form of sukuk, a variable 
return. The potential for other more 
novel sukuk structures based on 
musharakah partnership contracts is 
examined, which would offer different 
types of financial risk, and could be 
attractive for portfolio diversification. 

The major criticism of ijara sukuk is 
that the return is usually benchmarked 
to the London Inter-bank Offer Rate 
(LIBOR) on $US dollar funds or the 
equivalent local rate in the case of 
issues in Malaysian ringgit. This is of 
course an interest rate, and although it is 
only used for pricing, and the payments 
associated with the ijara can be regard
ed as rents, the close link of the interest 
based pricing with riba worries many 
shariah scholars. 

In the paper alternative benchmarks 
based on real rather than monetary indi
cators are considered as a means of 
overcoming this problem. 
Macroeconomic indicators could be 
used for sovereign sukuk, and company 
performance indicators for corporate 
sukuk. Data on these variables is used 
for simulations of possible returns, so 
that these can be compared to the 
returns using interest based bench
marks. 

The Market for Sukuk 
So far sukuk issues have been largely 
confined to the Gulf countries and 

Malaysia, with the latter accounting for 
the overwhelming number of issues as 
table 1 shows, although the amounts are 
significant in the Gulf where the aver
age size of each issue tends to be larger 
The data for table 1 relates to the period 
from January to September 2005, and 
since then there have been some very 
large issues in the Gulf, notably the $1 
billion issues for the Civil Aviation 
authority of Dubai to fund the new ter
minal at the international airport, and 
the issuance of the largest ever Islamic 
sukuk security offering valued at $2.8 
billion. 

This offer is by the Ports, Customs and 
Free Zone Corporation of Dubai, the 
holding company of Dubai Ports World 
and the Jebel Al i Duty Free Zone. This 
interest free financing, which complies 
with Islamic shariah law, is being han
dled by the Dubai Islamic Bank, the 
oldest Islamic commercial bank in the 
world and the third largest. The sukuk 
wil l pay 250-350 basis points over 
LIBOR, a very attractive rate providing 
a projected yield of 7.25-8.25 percent, 
and is convertible after two years into 
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shares, the first ever Islamic securities 
structure of this type. 

The currency in which the sukuk are 
denominated reflects the country of 
issuance, with the Malaysian ringgit 
dominating, the ringitt being pegged to 
the US dollar until 2005 when a modest 
upward float occurred once the rates 
were freed. Some capital controls on the 
Malaysian currency remain however, a 
legacy from the Asian economic crisis 
of 1997, and in practice the market for 
sukuk in Malaysia is mainly domestic, 
with the local banks, insurance and 
investment companies the major buyers 
and sellers. In the Gulf countries most 
issues are in US dollars, against which 
these currencies are pegged, although 
there is the possibility that with the 
introduction of a new unified currency 
for the Gulf Co-operation Council 
countries in 2010 the link with the US 
dollar may be replaced by a trade 
weighted basket. This could result in the 
new Gulf currency becoming the 
denominator of choice for sukuk 
issuance. 

Although Citigroup was the leading 
sukuk manager in 2004 with five issues 

Table 1: Islamic securities by country: year to September 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 7.8 

United States 200 3.1 

Bahrain 80 1.2 

Indonesia 61 1.0 

Total 6.396 264 100 

are the two other international banks 
with increasing experience of managing 
sukuk, a natural development given 
their major role in conventional bond, 
note and bill management. The other 
banks listed are Malaysian, apart from 
Dubai Islamic Bank, which as already 
indicated may become the leading man
ager as a result of the sukuk issued by 
the Ports, Customs and Free Zone 
Corporation of Dubai. Part of this sukuk 
funding is to finance the take-over of 
P&O Ports of the United Kingdom. As 
other Dubai based multinational compa
nies expand worldwide the Dubai 
Islamic Bank should be well placed to 

Table 2: Islamic securities by currency: year to September 2005. 

worth $854 million, it was overtaken by 
its international rival, HSBC in 2005, as 
table 3 shows. The leading manager for 
most of 2005 was however the 
Malaysian investment bank, CIMB, 
although the full year figures are likely 
to see HSBC occupying the top slot. 
Standard Chartered and Deutsche Bank 

manage further large sukuk issues. 
Emaar, the developer of some of the 
largest commercial real estate and resi
dential projects in Dubai, is expanding 
its operations in Morocco and Saudi 
Arabia, notably in the latter Kingdom, 
where it is to be the co-developer of the 
$26 billion King Abdullah City north of 

Jeddah which is planned to be one of 
the world's largest ports. 

Sukuk Securities as a Tool for 
Liquidity Management 
Before sukuk became available the only 
means for Islamic banks to obtain a 
return on liquid reserves was to place 
funds through the inter-bank market on 
a murabahah basis with institutions that 
would buy and sell commodities on 
their behalf, often through the London 
metal exchange. This resulted in a 
mark-up payment that was viewed as 
legitimate by shariah scholars as it was 
based on a real trading transaction 

rather than being simply a 
return on a monetary deposit. 

Currency Amount SUS Issues % share 

Ringgit 4,405 256 68.9 

US dollar 1,850 4 28.9 

Bahrain dinar 80 1 1.2 

Indonesia rupiah 61 3 1.0 

Total 6,396 264 100 

The problem for Islamic banks 
was that there were only a 
small number of institutions 
capable of managing funds in 
this way and hence charges 
were relatively high and 
returns were low. With the 
advent of sukuk there are more 
diversified possibilities for liq

uidity management, although only the 
market in Malaysia can be considered 
liquid, as the volume of secondary trad
ing in the Gulf is minimal to date, large
ly because demand exceeds supply, and 
Islamic banks that acquire sukuk usual
ly hold them to maturity, and are reluc
tant to sell. 
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ISLAMIC SUKUK 
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Table 3: Major Managers of sukuk securities: 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 

Sukuk Structures 
As with conventional debt securities 
sukuk are issued for a fixed time period 
rather than in perpetuity as in the case 
of equity. The time period can vary 
from three months in the case of sukuk 
that are similar to treasury bills, to five 
or even ten years for those that resemble 
conventional notes. Most sukuk to date 
have either been murabahah or ijara 
based, with the former offering a fixed 
return like a bond, while the latter pro
vides a variable return similar to a float
ing rate note. 

What makes a sukuk acceptable under 
shariah law is that it must be backed by 
a real asset such as a piece of land, a 
building or an item of equipment, and 
therefore when sukuk are bought and 
sold the purchaser and seller are dealing 
indirectly in a real asset, and not simply 
trading paper With a murabahah sukuk 
an Islamic bank securitises its trading 
transactions with a proportion of the 
fixed mark-up providing the return to 
the sukuk investor, and the bank using 
the repayment from its trading client to 
repay the sukuk holder on termination 
of the contract. 

In practice salam (or bay' al salam) 
structures have proved more popular for 

short run financing sukuk than muraba
hah as the latter usually involves com
modity trading, the finance of which is 
not the aim of most sukuk issues. Salam 
simply refers to a sale in which payment 
is made in advance by the buyer, and 
the delivery of the asset is deferred by 
the seller The period involved is usual
ly short, as with murabahah, three 
month being typical. In practice a salam 
sukuk can be considered as a shariah 
compliant substitute for a conventional 
treasury bill issued for three months 
short term financing by governments, as 
the return and the period to maturity are 
fixed when the offer is made. Such 
salam sukuk have been issued by the 
Bahrain Monetary Agency at three 
monthly intervals since 2002 as part of 
the short term financing facilities 
arranged on behalf of the Government 
of Bahrain. 

A typical salam sukuk structure is 
shown below, with a special purpose 
vehicle (SPV) created as a legal entity 
for the duration of the sukuk with the 
sole purpose of administrating the pay
ments made to the investors and holding 
the title to the assets on which the sukuk 
is based. The SPV can be regarded as a 
non profit making trust, indeed the trust 
structures for which there is special pro

vision for in English law are 
widely used for cross-border 
sukuk issues. As Malaysian law 
is very similar to English law, 
with comparable provision for 
trusts, this has facilitated the 
development of a market in 
sukuk in Kuala Lumpur. 

The first stage in the operation of 
a sukuk is when the issuer (for 
example, the government of 
Bahrain) transfers a tide to the 
assets to the SPV, which in turn 
issues certificates of participa
tion to the investors, who may be 
Islamic banks, takaful Islamic 
insurance companies or invest

ment companies that want to hold their 
liquid assets in a shariah compliant 
form. 

The certificates of participation repre
sent an undivided right to an interest in 
the assets, which means that the assets 
cannot be sold to another party for the 
duration of the sukuk. In return for the 
certificates of participation the investors 
make an up-front payment which enti
tles the investor to a fiiture refimd of the 
investment plus a fixed mark-up agreed 
in advance. It is because the initial pay
ment is in advance, or up-front, that 
designates the structure as salam. 

As the diagram shows the initial cash 
provided by the investors and collected 
by the SPV is used to make a payment 
to the issuer in return for an undertaking 
to deliver the asset at maturity. At that 
stage, typically after three months, the 
SPV takes delivery of the asset, but sells 
it back to the issuer The proceeds from 
this sale are then used to reimburse the 
cash provided by the Islamic investors, 
and provide them with the pre-agreed 
mark-up return in relation to their 
investment. Before obtaining the return 
of their cash and the mark-up the 
investors have to surrender their certifi
cates of participation to the SPV, imply-
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ing they have no further right to an 
interest in the assets. 

Salam sukuk s t r u c t u r e 

With an ijara sukuk the prime fiinction 
of the SPV throughout its Hfe is the 
management of the sukuk, in particular 
the receipt of rent from the client for the 
leased asset and the payment to sukuk 
investors. When the sukuk matures the 
SPV no longer has a role, and conse
quently it is wound up and ceases to 
exist as a legal entity. With this arrange
ment the SPV has no other obligations 
apart from those involved with the spe
cific sukuk, and therefore it has none of 
the risks associated with a bank, nor is it 
subject to bank regulation. In other 
words the SPV is bankruptcy remote, 
and hence is attractive to both the 
issuers and the investors. This is seen as 
a major advantage, justifying the rela
tively high legal costs of establishing 
the SPV. The risk assessment of the 
sukuk wil l simply depend on the client's 
perceived ability to make the payments 
to the SPV, which in the case of a gov
ernment is the sovereign risk, and in the 
case of a company is the corporate risk. 
Not surprisingly this simple ijara SPV 
structure accounts for the overwhelm
ing majority of sukuk issued to date. 

The diagram below illustrating an ijara 
sukuk structure is similar to that for a 
salam sukuk, but variable rental pay
ments are made rather than the mark-up 
being fixed. As with the salam sukuk 
the Islamic investors put in cash in 
return for certificates of participation 
which give them an undivided interest 
in the underlying asset. As the duration 
of the financing is much longer, usually 
at least five years, the tide to the asset is 
held by the SPV, not the issuer, as the 
cash provided by the investors is used 
by the SPV to acquire the title from the 
issuer It is the sale of the title that pro
vides the issuer with the financing. 

As the issuer wi l l continue to use the 
asset after it is sold there is a leaseback 

Payment against future 
delivery of assets 

Reimbursement of cash 
plus a mark-up 
on maturity 

Cash 

Delivery of asset at maturity 

arrangement where the issuer pays rent 
to the SPV for the usufruct rights. It is 
these payments that enable the SPV to 
pay the investors a stream of rental pay
ments representing the coupon on the 
sukuk security. 

As ijara sukuk are typically issued for 
periods of at least five years it is usual 
for the investors to receive a direct 
guarantee from the issuer of the SPV 
obligations, as this provides assurance 
given that the ability of the SPV to ful
fil its commitments ultimately depends 
on the rental payments made by the 
issuer This guarantee also includes the 
obligation by the issuer to buy back the 
asset at the end of the period of the lease 
for an amount that is equivalent to the 
original price at which the asset was 
sold. 

There can in other words be no capital 
gain or loss for the SPV or the issuer It 
is the buy-back by the issuer that pro
vides the funds for the reimbursement 
of the investors of the sum they origi
nally invested, also without capital 
gains or losses. The rating of the ijara 
sukuk w i l l depend on the rating 
agency's evaluation of the ability of the 
issuer to honour these commitments, 
and i f the financial circumstances of the 
issuer change during the leasing period 
this may result in a downward or 

Islamic investore 

Certificate 
of participation 

upward adjustment in the rating. 
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Musharakah Sukuk 
As the majority of sukuk are ijara based 
this structure is well tried and tested, 
which reduces the legal costs and struc
turing fees involved with new issues. 
There is nevertheless an interest in 
innovation in sukuk by both issuers and 
law firms, partly because of the prestige 
involved in being first in the field with 
a new innovative product, but also more 
fundamentally because partnership 
structures based on musharakah are 
much closer to the traditional forms of 
business organisation and financing 
long practiced informally in the Muslim 
World. In the case of istisna structures, 
another possible innovative sukuk, their 
credibility comes from the practical 
consideration of them being well suited 
for project finance, which is increasing
ly important in Muslim states where 
governments are more and more reluc
tant to simply fund new infrastructure 
schemes from their own budgets, and 
there is a greater stress on private-pub
lic partnerships. 

It is the diminishing musharakah struc
ture that has the most potential for 
sukuk as this involves an Islamic bank 
or shariah compliant investment compa
ny providing up-front investment fund
ing to the issuer, with both parties estab
lishing an SPV to administer the sukuk. 
The financial structure is similar to an 
ijara sukuk, but the payments flows are 
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Ijara sukuk structure 
Buy back of asset at maturity Rental payments/coupons 

Sale of asset 

Lease agreement 

Rental payments 

Cash 

I'lamcin.pstMB 

Certificate 
of participation 

Reimbursement of issue 
price on maturity 

Guarantee of SPV obligations 

quite distinct, both legally and opera
tionally. The issuer sells an asset to the 
SPV while entering a partnership rather 
than a leasing agreement. The Islamic 
investors pay out cash as before, but 
receive certificates of partnership rather 
than simply certificates of participation. 

The legal implication is that both the 
investors and the issuer are partners in 
the SPV but that the share of the 
investors in the SPV wil l diminish over 
time as instalment payments are made 
by the issuer to repurchase the asset. It 
is these repayments, plus the rental paid 
by the issuer for the use of the asset, that 
provides the income stream, for the 
investors. Whereas with a salam, ijara 
or musharakah sukuk the investors 
receive the return of their capital at the 
end of the period, with a diminishing 
musharakah structure they receive the 
return of their capital in instalments, 
with the final instalment terminating the 
partnership. 

There is considerable flexibility with 
diminishing musharakah sukuk with 
respect to the payments schedule and 
amounts, as long as the parties agree on 
the terms when the partnership involv
ing the SPV is established. The repay
ments will usually be monthly or quar
terly, but they do not have to be in equal 

instalments. Smaller instalments could 
be made during the initial period of the 
sukuk, with most of the asset value or 
SPV capital remaining with the 
investors, but the amount of the instal
ment payments could increase in a liner 
fashion, or according to some predeter
mined formula. 

As the issuer increases their share of the 
asset through the buy-back they might 
be expected to pay less rent for the 
remaining share, but this does not nec
essarily have to be the case, especially i f 
there is capital appreciation in the value 
of the asset. 

In other words when instalment and 
rental payments are aggregated, they 
might be constant, diminishing or 
increasing over time, provided both par
ties agree to the formula used and the 
documentation is transparent. 

Musharakah sukuk appear to be gaining 
in popularity and there have been sever
al recent issues in both Malaysia and the 
Gulf In December 2005 it was 
announced that Vastalux, an oil and gas 
servicing company, would issue a 
musharakah sukuk valued at RM 100 
million with a five year maturity to 
finance the company's existing offshore 
operations off Peninsula Malaysia and 
in Sarawak. 

Another Malaysian company 
announced in October 2005 that it 
would be raising SUS 120 million 
through a musharakah sukuk to part 
finance the development of the interna
tional feeder port of Tanjung Api-Api in 
southern Sumatra, Indonesia. The 
largest musharakah sukuk to date, val
ued at $550 million, was for Emirates 
Airlines to finance a new engineering 
centre in Dubai to service its aircraft. 
The SPV, designated 'Wings', entered 
into a musharakah partnership arrange
ment with Emirates for the development 

Diminishing musharakah sukuk structure 
Asset ownership reverts to Issuer 
over time as instalments paid Rental payments plus repayments 

Instalment plus rental payments 
for share of asset owned by SPV 

Diminishing ownership 
share in SPV over time 

Guarantee of SPV obligations 
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of the engineering facihty, with the 
sukuk maturity being five years. 

Sukuk Pricing and Risk Assessment 
The major criticism of ijara sukuk, as 
akeady indicated, is that the return is 
usually benchmarked to the London 
Inter-bank Offer Rate (LIBOR) on SUS 
dollar funds or the equivalent local rate 
in the case of issues in Malaysian ring
git. This is of course an interest rate, and 
although it is only used for pricing, and 
the payments associated with the ijara 
can be regarded as rents, the close link 
of the interest based pricing with riba 
worries many shariah scholars. The 
problem for the financiers is that they 
want the investors to regard the sukuk 
as identical to their equivalent conven
tional asset classes rather than being 
distinctive from a financial perspective, 
as this simplifies risk assessment. 
Investors are more relaxed i f a security 
has a familiar structure rather than 
being unknown and untried. Hence the 
innovation with sukuk is solely legal; 
their distinctive characteristic being 
shariah compliance, but there has been 
no financial innovation. 

Risk rating agencies are willing to rate 
sukuk because of their familiar struc
tures, with assurance for investors pro
vided by Standard and Poor's, the glob
al leader, or Capital Intelligence, the 
agency that specialises in rating Middle 
Eastern banks. A dedicated Islamic 
sukuk rating agency has been estab
lished by the Islamic Development 
Bank, and the Rating Agency of 
Malaysia has acquired much experience 
of sukuk evaluation, but these use simi
lar criteria to other rating institutions. 

Financial innovation with Sukuk 
For sukuk to be distinctive from con
ventional securities financial engineer
ing wil l be necessary to bring about new 
types of products. These may be initial
ly more cosdy for the clients in terms of 
the rates that are offered to attract 

investors, and the latter may be uncer
tain and cautious about committing 
their funds to the unfamiliar 

Conventional and Islamic banks 
involved with new types of sukuk wi l l 
incur product development costs, often 
without the certainty that they can be 
recouped. Yet for those who do launch 
successful products the rewards could 
ultimately be high, as even i f other insti
tutions copy the same formula, the 
recognition that comes from being first 

Risk rating agencies are 
willing to rate sukuk 
because of their familiar 
structures, with assurance 
for investors provided by 
Standard and Poor's, the 
global leader, or Capital 
Intelligence, the agency 
that specialises in rating 
Middle Eastern banks. A 
dedicated Islamic sukuk 
rating agency has been 
established by the Islamic 
Development Bank, and 
the Rating Agency of 
Malaysia has acquired 
much experience of sukuk 
evaluation, but these use 
similar criteria to other rat
ing institutions. 

in the field can be very helpful for 
longer term business generation. 

The key to innovation is to focus on 
pricing and risk characteristics. For sov
ereign sukuk pricing could be based on 
real macroeconomic variables such as 
GDP growth rather than interest bench
marks. When GDP growth was high 
government tax revenue would usually 
increase more rapidly, especially for 
countries with income or sales taxes. 

This would enable governments to pay 
a higher return to investors in their sov
ereign sukuk. Conversely when GDP 
growth was lower, government revenue 
would be lower, implying a reduced 
capacity to service debt and pay sukuk 
holders. In other words sukuk holders 
would be taking on some of the sover
eign risk. By sharing risk with govern
ments and reducing their obligations in 
times of difficulty, the risk of default 
would be reduced. This might enable 
sovereign sukuk based on GDP bench
marks to be more favourably rated than 
the present "conventional" sukuk. 

Interest rate and GDP growth figures 
are shown in table 4 for Saudi Arabia 
and Malaysia, with non-oil GDP growth 
taken as a more stable indicator for 
Saudi Arabia given the volatility of 
international oil markets, and hence the 
Kingdom's oil sector and overall DP 
growth. As ijara sukuk typically pay at 
least 200 basis points over base interest 
rates, such as those on inter-bank 
deposits cited in the table, the average 
return over the period from 1999 to 
2005 for investors would have been 
5.69 percent on Saudi riyal denominat
ed sukuk and 5.05 percent on Malaysian 
ringgit denominated sukuk. The riyal 
return including the premium is sub
stantially higher than what might have 
been obtained on sukuk whose yield 
was based on Saudi Arabian non-oil 
GDP growth without any premium. In 
the case of ringgit denominated sukuk 
the return of an offering based on GDP 
growth would have been marginally 
greater than that on ringgit inter bank 
rates with the premium added. 

Investors in ijara sukuk are not only 
concerned with average returns howev
er, but also with the volatility of the 
returns as a lower volatility wi l l gener
ally be preferred to a higher volatility 
by the risk adverse. The standard devi
ations from the means are shown in 
table 4, with significantly lower volatil-
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Table 4: Saudi Arabia and Malaysian Interest Rates and GDP growth 

SR interest rates Saudi non-oil GDP 

growth 

RM interest rates Malaysian GDP 

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 

These sukuk would 
therefore have a down
side risk, as capital can
not be guaranteed, but 
the returns offered by 
the companies being 
financed could compen
sate for these risks. 

Sources: Saudi Arabian Monetary Agency and Bank Negara, Malaysia 

ity for returns based on non-oil GDP 
growth than for returns based on inter
bank rates in Saudi Arabia. With this 
lower volatility investors might be wi l l 
ing to purchase riyal denominated 
sukuk without any premium on non-oil 
GDP returns even i f there is a 200 basis 
points mark-up on Saudi inter-bank 
returns. 

In Malaysia the reverse is the case, as 
with the much higher volatility of GDP 
growth, a return based on this that is 
only marginally greater than the ringgit 
inter-bank rate would be unlikely to 
attract investors motivated only by 
financial returns. In this case a premi
um would have to be paid by the sukuk 
issuer above GDP growth rates to 
ensure that the offer was fully sub
scribed. 

In reality matters are more complicated, 
as an ijara sukuk with inter-bank rates 
used as the benchmark is like a floating 
rate note, where the market value of the 
note seldom varies from the maturity 
value, unlike a fixed rate bond. 
However once a benchmark that was 
not based on inter-bank rates is used, 
short and even medium term capital 

gains and losses would be possible, the 
extent of these depending on the time to 
maturity. I f GDP growth rose relative to 
inter-bank rates, demand for the sukuk 
would increase given its higher return, 
and hence the price would rise. 
Conversely i f GDP growth fell relative 
to inter-bank rates, investors who sold 
their sukuk in the secondary market 
would suffer capital losses. Therefore, 
as with fixed rate securities, prices 
would depend on interest rate expecta
tions, but in the case of sukuk bench-
marked against GDP growth, expecta
tions about growth performance would 
also influence pricing. 

Corporate sukuk could be benchmarked 
against indicators relating to the per
formance of the companies being 
financed. Share prices would be an 
inappropriate indicator, as this would 
blur the distinction between sukuk secu
rities and equity investment. However 
the use of dividend or profit indicators 
would be entirely appropriate, which 
could be the basis for a new type of 
sukuk based on a musharakah partner
ship structure. Musharakah contracts 
are for fixed time periods, like sukuk, 
and involve profit and loss sharing. 

The profit shares would 
clearly have to be attrac
tive, but under 
musharakah contracts 
investors are permitted 
to be remunerated for 
amounts in excess of 
their actual investment 
contribution, as long as 
losses are shared in 

direct proportion to the profit shares. 
The attraction for investors in 
musharakah sukuk would be that there 
was a pre-defined exit, and in addition 
early exit would be possible as the 
musharakah would be securitised. The 
illiquidity of traditional musharakah 
contracts, and uncertainty regarding the 
exit route, largely explains why this 
form of shariah compliant financial 
contract has failed to become popular. 

Another possibility would be 
mudarabah based corporate sukuk, with 
investors sharing in the profits or divi
dends, but not in the losses, although as 
with mudarabah investment deposits 
with Islamic banks, there could be no 
absolute guarantee of capital values. 

With mudarabah sukuk the return 
would be lower than with musharakah 
sukuk, but companies would be expect
ed to make some provisions in highly 
profitable years so that payouts could be 
maintained in less profitable or loss 
making years. Shariah boards have 
authorised this practice for investment 
mudarabah deposits with Islamic banks. 
For investors the returns profile would 
be smoother for mudarabah sukuk than 
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for their musharakah equivalent, but the 
expectation would be for higher returns 
on average to compensate for the 
greater risk involved. 

Conclusions 
Although sukuk issues are taking off, 
with governments such as that of 
Indonesia planning substantial issues 
worth over $500 million for 2006, there 
is the same financial risk of default with 
sovereign sukuk as with conventional 
debt instruments. Some of the countries 
issuing sukuk have experienced major 
debt servicing problems in the recent 
past, and there is the danger that history 

might repeat itself Corporate issues by 
large and medium sized companies, 
especially those involved in real estate 
developments, also carry substantial 
risks i f property prices start to decline, 
or i f the high oil prices currently being 
enjoyed by the Gulf countries prove 
unsustainable. 

Sukuk based on participatory structures, 
with risk sharing by investors, may be a 
way forward. The risk with these pro
posed structures is of variable returns 
rather than of default, which may well 
be more acceptable to informed 
investors in any case. Sukuk have taken 

off in terms of quantity, but the empha
sis now needs to shift to quality. The 
Islamic scholars have shown their wi l l 
ingness to apply the principles of ijtihad 
or legal adaptation to the sukuk now 
being traded, but the finance specialists 
have arguably failed the industry to 
date. In financial terms the current 
sukuk offerings simply mirror their con
ventional equivalents. More financial 
engineering and imagination are clearly 
needed i f new products are to be devel
oped, with distinctive risk characteris
tics that wi l l appeal to Muslims, and 
indeed non-Muslims seeking to diversi
fy their risk portfolios. 

This paper was presented by Professor Rodney Wilson at Lebanese American University, 2nd Banking cmd Finance 
International Conference, Islamic Banking and Finance, Beirut, 23rd - 24th February 2006. Prof. Rodney Wilson is Director 
of the University of Durham's Institute for Middle Eastern and Islamic Studies and a Professor of Economics and also on the 
academic committee of the Institute of Islamic Banking and Insitrance, London. He has contributed to numerous professional 
publications on Islamic Finance including Sukuk Market, Guide to Islamic Bonds, Islamic Asset Management, Criteria for 
Islamic Equity Funds etc. 
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MURABAHA REVISITED 
Mohammad Shafique, IIBI, London 

Murabaha is a term of Islamic Fiqh and 
it refers to a sale transaction in which a 
seller agrees with his purchaser to pro
vide him a specific commodity on a cer
tain profit added to his cost. Currently 
most of the Islamic Financial 
Institutions are using this mode of con
tract and the term is increasingly 
becoming popular in the financial cir
cles for financing Islamic Banking 
Operations. In the context of the Islamic 
Financial Institutions, it can be defined 
as "A contract of sale with a specific 
profit margin between the bank and its 
client". The Islamic Financial 
Institution purchases the goods desired 
by the buyer (client) and sells them on 
to the client at an agreed mark-up price. 
The payment is settled within an agreed 
time frame, either in instalments or in a 
lump sum. The Islamic Financial 
Institution undertakes all management 
needed for the purchase and also bears 
the risk for the goods until they have 
been delivered to the buyer. It is also 
described as a "cost-plus" financing for 
providing trade finance, which involves 
the sale of a commodity at a price that 
includes the stated profit known to both 
the contracting parties. 

Uses of Murabaha 
The vast majority of financings 
arranged in the modem Islamic finan
cial market today are based upon 
Murabaha. Islamic Banks tend to prefer 
this mode of finance due to its low risk 
and non-participatory nature. 
Murabaha is easy to understand and 
structure, is relatively risk-free as it is 
asset-based and is also very close in 
appearance to the conventional asset 

model in financing. This is perhaps the 
reason it has been adopted so much by 
the Islamic Financial Institutions. It has 
been used for financing Working 
Capital transactions and also for Trade 
Finance. There have been cases where 
Murabaha Mode was used for Long 
Term / Project Finance. 

Structure 
In a Murabaha, a client applies to the 
Islamic Financial Institution for pur
chase of a machine, or, for some com
modity, which could be some raw mate
rials, which the client intends to pur
chase. The Islamic Financial Institution 
on approving the application of the 
client, may purchase the desired com
modity or the machine on behalf of the 
client and than sell it to the client at a 
higher price which includes the profit 
for the Islamic Financial Institution. 
The profit normally covers the opportu

nity cost, the possible risk of investing ^ , 
with the client and cost of operations. 

As Financial Institutions are normally 
not in the business of buying the 
Equipment / Commodities, they are at 
liberty to appoint the client as their 
agents for purchasing the equipment / 
commodities on behalf of the financial 
institution. This is how typically the 
transactions take place. 

As an example, a customer of an 
Islamic bank approaches the bank to 
finance a commodity that it wants to 
purchase providing details of the seller, 
price of commodity and related infor
mation about delivery. The bank and 
client wi l l then enter into a contract in 
which, let us say, the cost of purchase is 
£100. Both agree that the final price that 
the customer wil l pay for the goods is 
£130 payable in six monthly instal-

Graphical Presentation of Murabahah Mode of Finance is 
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ments. The bank wil l make payment to 
the seller for the goods with the title of 
the goods acquired by the bank. The 
bank would subsequently deliver the 
goods to the customer in trust. On pay
ment of agreed amount in full to the 
bank the title passes to the customer at 
the conclusion of contract. 

Clauses/Conditions for Murabahah 
Contract 
Goods to be traded should be real, but 
not necessarily tangible goods. 

-» Being a sale transaction, it is essen
tial that the commodities, which are the 
subject of sale in a Murabahah transac
tion, must exist, owned by the Islamic 
Bank and in his physical or constructive 
possession. 

-» An offer and acceptance, which wil l 
include certainty of price, place of 
delivery, and date on which the price, i f 
deferred, wil l be paid. 

-» Once the sale transaction has been 
concluded, the selling price determined 
cannot be changed. 

Buy-back arrangement is prohibit
ed. Therefore, commodities already 
owned by the client cannot become the 
subject of a Murabahah transaction 
between him and Islamic Financial 
Institution. Al l Murabahah transactions 
must be based on the purchase of goods 
from third party(ies) by the bank for 
sale to the contracting customer. 

Shariah Compliance 
Murabaha is most often used in helping 
traders to buy their goods. One reason 
for the controversy that surrounds 
Murabaha as an Islamically acceptable 
financing mechanism arises from the 
profit provision, which is perceived to 
be akin to interest charge. It differs from 
interest charge in following ways: 

1. Islamic Bank (Financier) has the title 

of goods. 

2. Price is agreed at the determination of 
the contact and is not changed later 

3. Islamic Bank (Financier) holds the 
goods physically or constructively. 

4. It is not a purely financial transaction, 
as the customer does not receive money 
but real assets. 

5. In case of default, there is no extra 
charge, except the repossession of 
goods. 

The Islamic Financial Institution is 
required to recover only the agreed 
price from the client and not a higher 
amount. However, customers some
times have taken advantage of the 
absence of the penalty for delaying pay
ment to the bank by not paying back on 
time. The Islamic Banks are now per
mitted to charge a penalty although that 
income cannot be retained by the bank 
to increase its profit. This income may 
be given by the bank to charity. This 
issue is also covered in the section 
below on Moral Hazard Problems. 

Unlike a loan contract with a conven
tional bank, Murabaha is a contract of 
sale. Profit margin is not a reward for 
the use of the financier's money since it 
is not permissible to rent out money in 
Islam. Islamic Financial Institution 
receives profit by contribution in risk 
and rewards of assets under a Murabaha 
deal. Hence, i f the Islamic Bank simply 
seeks to avoid the taking of any risk and 
does not perform any service other than 
providing the money for the transaction 
to take place, then this type of deal 
becomes akin to the charging of inter
est. 

Moral Hazard Problems 
There could be a potential problem of 
Moral Hazard in Murabaha contracts. It 
involves a request for finance to the 

Islamic Bank by a client to buy certain 
goods and then the client backing out 
from this position after the Bank pur
chases the goods. The Islamic Fiqh 
Academy of the Organisation of Islamic 
Countries (OIC) resolved the following 
in respect of discharging or fiilfilling 
the promise in Murabaha (sic): 

According to Shariah, a promise (made 
unilaterally by the purchase ordered 
(client) or the seller), is morally binding 
on the promisor, unless there is a valid 
excuse. It is also legally binding i f 
made conditional upon the fulfilment of 
an obligation, and the promisee has 
already incurred expenses on the basis 
of such a promise. The binding nature 
of the promise means that it should be 
either fulfilled or compensation is paid 
for damages caused due to the unjustifi
able non-fulfilment of the promise. 

Mutual promise (involving two parties) 
is permissible in the case of Murabahah 
sale provided that the option is given to 
one or both of the parties. Without such 
an option, it is not permissible, since in 
Murabahah sale, mutual and binding 
promise is like an ordinary sale con
tract, in which the pre-requisite is that 
the seller should be in fiill possession of 
the goods to be sold, in order to be in 
conformity with the Hadith of the Holy 
Prophet (Peace be upon him) forbidding 
the sale of anything that is not in one's 
possession. 

In a Murabaha contract clauses can be 
entered into regarding late payment or 
default by the client, which may state 
that customer of the Islamic Bank shall 
be liable to pay a penalty charge calcu
lated at certain percentage of the cost of 
goods per day or per annum that wi l l go 
to the charity fund constituted by the 
Islamic Bank. The amourit of penalty 
cannot be taken to be a source of further 
return to the bank (the seller of the 
goods) but shall be used for charitable 
purposes. 
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Conclusion 
Murabaha continues to be a popular 
Islamic mode of finance, widely used 
by Islamic Banks providing high profit 
margins and manageable risks with the 
profit known to both the bank and client 
at the time of entering into a transaction. 
It was reasonable to use this mode of 
finance at the early stages of Islamic 
Finance Industry development, when 
there was a lack of supporting legal and 
regulatory infrastructures and standards 
were also not well established. 

However, it is a non-participatory mode 
of finance in which profit is often seen 

as similar to interest charge; and does 
not reflect the substance of profit and 
loss sharing as in Mudaraba and 
Musharaka finance modes where the 
profit is only known at the end of the 
transaction. To remove such misconcep
tions and pursue the true objectives of 
Islamic Banking, it is necessary that 
Islamic Financial Institutions should 
increasingly use pure profit and loss 
sharing modes of finance like Mudaraba 
and Musharaka and remove their over 
reliance on Murabaha. 

With the rapid growth in the Islamic 
Finance Industry in the last three 

decades, supporting legal, accounting, 
and regulatory infrastructures are being 
put into place and common standards 
adopted with the help of Shariah schol
ars and orgainsations like the IFSB and 
AAOIFI. 

It wi l l facilitate the use of pure profit 
and loss sharing modes of finance like 
Musharaka and Mudaraba in the years 
to come and provide the benefits of 
Islamic Financial System in the form of 
equitable distribution of wealth and in 
the alleviation of poverty, providing 
also cohesion in the community/society 
and optimal use of resources. 
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^ Analyse the creditworthiness of Banks & Financial Institutions 

^ Understand better the banking environment of Emerging Markets 
^ Get acquainted with Basel II implications for banks in emerging markets 

^ Benefit from practical experience from the case-study work 

For further details please contact: 
Dine Vanessa James 

Marketing Officer & Seminar Co-ordinator 
Capital Intelligence 

RO. Box 53585, Oasis Complex, Block E 
Gladstone Street, CY 3303 Limassol 

CYPRUS 

Telephone: (Cyprus) ++ 357 2534 2300 
Facsimile: (Cyprus) ++ 357 2534 3739 / 2581 7750 

e-mail: dina.james@ciratings.com 
Web: http://www.ciratings.com 
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r r t i CAPITAL 
I inielligence 

ISLAMIC BANKS/FINANCIAL INSTITUTIONS/FINANCIAL INSTRUMENTS 

CURRENT RATING 

FOREIGN CURRENCY FINANCIAL SUPPORT OUTLOOK SINCE 

26Jun.2006 LONG SHORT STRENGTH 
ISLAMIC BANKS TERM TERM 
-•: Islamic Bank A- A2 A- 2 Positive Feb-2006 
A; .'-jran Bank BB+ B NA 2 Stable Sep-2005 
Al - Baraka Islamic Bank (Bahrain i B B - A3 BB 2 Stable Sep-2005 
Al Rajhi Bankinfl & investment Corp A l 3 Stable May-2005 
Arab Islamic Bank IIA t iA B- 3 Stable Oct-2005 
Batirain Islamic Bank BBB- A3 BBB- 3 Positive Oct-2005 
Bank Islam Malaysia bbb- a3 bb-!- 2 Stable Aug-2005 
Favsal Bank (Pakistan) B - B BB 2 Stable Jan-2006 
Gulf Finance House BBB A2 BBB 3 Stable Mov-2005 
Jordan Islamic Bank for Finance & Investment BB B BB-i- 3 Stable Dec-2005 
Kuwait Finance House A A2 A- 2 Stable Dec-2005 
Qatar International Islamic Bank BBB- A3 BBB- 3 Stable Jun-2005 
Qatar Islamic Bank BBB A3 BBB 3 Stable Jul-2005 
Sharjah Islamic Bank BBB A3 BBB 3 Positive Jan-2006 
Shamil Bank of Balirain BBB- A3 BBB- 2 Stable Sep-2005 
Ttie National Commercial Bank A A l A 1 Stable May-2005 
Tadliamon International Islamic Bank B- B B- 3 Positive Mov-2005 

FINANCIAL INSTITUTIONS CORPORATE 
RATING 

OUTLOOK SINCE 

LONG 
TERM 

SHORT 
TERM 

Al Tawfeek Company for Investment Funds Limited BBB A2 Positive Dec-05 
AAyan Leasinq ^ • Cc BBB- A3 Stable Feb-06 
First Finance Co; BB B Stable Mar-2006 
Investment Dar Company BBB- A3 Stable Dec-2004 
Osoul Leasing & Finance Company BB B Stable Mov-2005 

FINANCIAL INSTRUMENTS BOND 
RATING 

OUTLOOK SINCE 

LONG 
TERM 

SHORT 
TERM 

Commercial Real Estate Sukuk Company A- Stable Feb-05 
MICBM Sukuk Company A- Stable Dec-05 

N O T E S KEY S [STABLE] P (POSITIVE) W [WEGATIVE] 

ALL RATINGS ARE REVIEWED OW A REGULAR BASIS 

Contact: Capital Intelligence - \AWW.ciratings.com or email: marl<eting@ciratings.com 
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ISLAMIC CAPITAL MARKET 

RISK MANAGEMENT AND THE CHALLENGES 
FACING THE DEVELOPMENT OF THE GLOBAL 
ISLAMIC CAPITAL MARKET 
By Abdul Rais Abdul Majid 
Principal Consultant 
AssetCell Capital Sdn. Bhd, Kuala Lumpur, Malaysia 

This paper touches on the development of Islamic banking from the early days leading 
to the present vibrant state of the industry. Then an effort is made to tie in critical 
aspects of risk management, specifically liquidity risk management tools necessary to 
keep up w/th the rapid growth, and the need to build the necessary infrastructure to 
cater for this continuing rapid growth. Finally, some suggestions are put forth on the way 
forward and thoughts on additional challenges facing the development of Islamic 
finance. 

The Islamic financial industry is one of 
the fastest growing financial sectors in 
the world. The General Council for 
Islamic Banks and Financial 
Institutions reports in its official web
site that the average growth rate for the 
industry averages around 23% per 
annum in the period from 1997 to 2001. 
Total assets managed by Islamic finan
cial institutions are estimated to be 
about USD 260 billion in 2001. Another 
USD 200 to USD 300 billion is man
aged by Islamic windows and sub
sidiaries of conventional banks. 

The total number of Islamic financial 
institutions increased from 176 in 1997 
to 267 in 2001.1 As can be seen, the 
first challenge in Islamic finance is the 
difficulty in collecting up-to-date data 
to determine the total size of the indus
try, funds under management and total 
deposits in the Islamic financial institu
tions ("IFI"). 

The above statistics point to the grow
ing significance of the Islamic finance 
in the international scene. Another 
interesting feature is the number of 
countries who are jostling to be the pre
mier centre for Islamic finance, i.e. 
Malaysia, Bahrain, Dubai, Singapore, 
and more are joining the list. 

This paper is broken down into four 
main areas, namely: 

1. Phases in the Growth of Islamic 
Financial Institutions; From Retail 
Deposits to Capital Market 

2. Increasing Levels of Risk Exposure 
and the Need to Manage Liquidity Risk. 

3. Harmonisation and Standardization: 
Establishment and Roles of 
Infrastructure Institutions 

4. Strategies to Move Forward 

Phases in the Growth of Islamic 
Financial Institutions 

Throughout the history of Islamic 
finance, there had many initiatives to 
establish Islamic financial institutions 
("IFI"). Listed below are some major 
institutions that have been established 
and have flourished to become well 
known organizations to this day. 

In 1962, the Lembaga Tabung Haji (for
merly known as the Lembaga Urusan 
Tabung Haji) or Pilgrims Funds 
Management Board was established in 
Malaysia. This was a significant mile
stone because for the first time, an 
organization was established to organ
ize a collective investment fund to man
age savings of Muslim inviduals for the 
purpose of performing the obligatory 
"hajj" in Mecca. It also serves to 
address socioeconomic issues associat
ed with Muslims selling off their prop-
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erties to finance their pilgrimage to per
form the hajj, after which they returned 
to their homeland in dire poverty with
out any property left. The Tabung Haji, 
as it is commonly called, has applied 
Islamic principles in their operations 
since its inception. 

In 1963, the Mit Ghamr Local Savings 
Bank of Egypt was established in the 
Egyptian town of the same name, but 
the services were not marketed as 
Islamic banking due to negative conno
tations associated with religious institu
tions. 

In 1973, the Philippines Amanah Bank 
was established in the Philippines, 
ostensibly to offer Islamic financial 
services to the Muslim population in the 
Southern Philippines, although it was 
reported that it offered both "interest 
free" and conventional products. 

The Islamic Development Bank 
("IDB") was established in Jeddah in 
1973, as an outcome of an initiative of 
the Organization of Islamic Conference. 
This was the first international initiative 
to organize Islamic finance among 
Islamic countries and to finance devel
opment projects among member coun
tries. This organization has today 
become the central body in the develop
ment of the infrastructure for Islamic 
finance throughout the world. 

The first recognized Islamic commer
cial bank was the Dubai Islamic Bank, a 
private initiative established in 1975. 
This was followed by the Faisal Islamic 
Bank in Egypt and Sudan in 1977, fol
lowed by Kuwait Finance House in the 
same year In 1978, Islamic finance 
made its foray into Europe with the set
ting up of Islamic Finance House 
Luxembourg. Bahrain Islamic Bank 
was set up in 1979.2 On the legislative 
front, the Islamic Banking Act 1983 
was enacted by the Parliament in 
Malaysia, marking the first time that a 

dedicated set of legislation was put in 
place for Islamic banking. Bank Islam 
Malaysia Berhad was then established 
as a full-fledged Islamic bank offering a 
range of shariah compliant products in 
consumer, commercial, corporate and 
investment banking activities. In addi
tion, the Government Investment Act 
was enacted enabling the government to 
issue Islamic certificates to facilitate 
liquidity operations of IFrs.3 
Subsequently, other aspects of Islamic 
financial services were regulated 
through legislation on takafiil. Islamic 
securities, etc. in Malaysia making it the 
only country having a complete set of 
legislation specifically for the Islamic 
financial services industry. Since then. 
Bank Islam has grown by leaps and 
bounds and has been a pioneer in the 
development of the industry with sub
sidiaries in takaful and funds manage
ment. 

In 1994, the Central Bank of Malaysia 
("BNM") established the Islamic inter
bank market, at the same time paving 
the way for the creation of a dual bank
ing system with Islamic banks existing 
alongside the conventional banks. More 
importantly, the conventional banks 
were allowed to operate Islamic bank
ing windows to cater for both Muslim 
and non-Muslim customers alike. 
Concurrently, BNM also set-up fire
walls between the two systems, includ
ing separation of capital funds, cheque 
clearing system, clearing account with 
BNM, settlement account, and reporting 
system. 

The later part of the 1990's saw the 
emergence of Islamic equity funds and 
with that the launching of RHB Islamic 
Index in Malaysia in 1996. The Dow 
Jones Islamic Index, FTSE Islamic 
Index, and the Kuala Lumpur Syariah 
Index were all launched in 1999. At 
around this time, the term "interest-
free" banking was replaced with 
"Islamic banking" to correctly portray 

that shariah compliant products were 
offered and to clarify the confusion that 
"interest-free" banking was merely con
ventional banking products offered 
under a different label. 

As can be seen above, the development 
of the industry saw a gradual shift in 
emphasis and level of sophistication. 
From its early beginnings to mobilize 
and manage savings of Muslim invidu
als in the 1960's, the industry has 
moved into the next stage to manage 
commercial transactions, including the 
involvement of the Islamic 
Development Bank to finance develop
ment and trade finance projects since 
the 1970's. From 1980's, Islamic finan
cial institutions moved on to include 
corporate banking activities, and in the 
1990's began to manage private equity 
and ftinds management. Today, many 
IFI's are beginning to be active in 
investment banking activities. 

As the industry developed over the past 
four decades or so, different models to 
suit the requirements of different coun
tries were adopted, partly due to various 
interpretations of shariah. The different 
financing models used in different mar
kets center around the profit-and-loss 
sharing (PLS) (non-discretionary 
investment accounts) model commonly 
found in the Middle East and the non-
profit-and-loss sharing (non-PLS)(dis-
cretionary deposits accounts-financing) 
model commonly used in the Southeast 
Asia, or a combination of the above. 
The different approaches taken have led 
to a proliferation of terminology used 
and risk models adapted. Therefore, 
another challenge facing the develop
ment of Islamic finance is the accept
ance of standardized products and ter
minology used in the major markets 
which practice Islamic finance. 

Increasing Levels of Risk Exposure 
With the rapid development in terms of 
growth in size of the market and the 
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increased sophistication of the product 
offering, coupled with the different 
business models used, regulatory 
authorities in Islamic countries realized 
that with the rapid growth, IFI's were 
being increasingly exposed to various 
risks, and i f left unabated, could result 
in systemic risks leading to instability in 
the global financial system. In fact, 
some of the early institutions experi
enced huge losses and had to be recapi
talized to be able to continue its opera
tions. Indeed, while the conventional 
banking industry has had various indus
try wide initiatives like the Basel I 
Capital Adequacy Guidelines and Basel 
II capital ratios and risk management 
frameworks applied globally, unfortu
nately, these frameworks cannot be 
duplicated to apply to IFI's due to the 
differences mentioned earlier In addi
tion, the conventional framework does 
not address the shariah aspects and spe
cial characteristics of Islamic finance. 

Therefore, the development of an effec
tive risk management framework for 
Islamic financial institutions became a 
preoccupation with the regulators. This 
is an important development since it 
forces the industry to re-examine the 
many complex issues and operational 
risks associated with Islamic financing. 
The challenge is more complex due to 
the variety of ways that the IFI's operate 
through the use of combinations of both 
PLS and non-PLS models affecting 
many countries.4 

For instance, in using the PLS model, 
the IFI may transfer the credit risk to the 
its investment account holders; howev
er, this may increase the overall degree 
of risk on the asset side of the IFI's bal
ance sheet as it represents equity invest
ments rather than debt. I f follows there
fore, that the level of supervision 
required for these investments would be 
more complex with more responsibili
ties to the IFI. For example, for project 
financing, the supervision and risk 

models would have to cater for appro
priate models to determine PLS ratios 
applicable to the various economic sec
tors, project management audits, valua
tions and governance issues. Under the 
mudharaba contracts, it would be diffi
cult to recognize events of default on 
the part of the entrepreneur until the end 
of the contract, which exposes the IFI's 
to risk of incurring losses or lower prof
it being shared with the investors. 

On the other hand, while the non-PLS 
model closely resembles the mobiliza
tion of deposit and lending model com
mon in conventional banking, it is not 
without its special features which need 
to be addressed as well. For example, 
under Uarah contracts, the IFI may not 
be able to pass on risks or rewards of 

The efforts to develop a 
specialized risk mar)age-
ment frannework have 
been well documented and 
this paper will concentrate 
on initiatives to identify and 
address liquidity risk issues 
and some key initiatives to 
resolve these problems. 

ownership to the lessee as leased assets 
must be carried on the IFI's books 
throughout the duration of the lease. In 
this case, in addition to risks issues, 
there are also shariah, regulatory, tax, 
and accounting issues to contend with. 

The efforts to develop a specialized risk 
management framework have been well 
documented and this paper wil l concen
trate on initiatives to identify and 
address liquidity risk issues and some 
key initiatives to resolve these prob
lems. 

Liquidity Risk Management. 
The concept of liquidity refers to the 
ability of financial institutions to match 

the maturity of assets and liabilities 
when they fall due on a daily basis. 
Liquidity management, which is an 
integral component of the larger risk 
management framework, also prepares 
the IFI to cope with short term pressures 
that may arise in the process of manag
ing asset-liability mismatches. Ensuring 
the safety and soundness of the finan
cial system is the cornerstone of the 
Basel I I Accord. Therefore, effective 
liquidity management involves a series 
of proactive measures taken to insulate 
IFI's and the industry against systemic 
risks and to ensure global financial sta
bility. 

However, there are several critical 
infrastructure issues which have to be 
addressed to put the Islamic financial 
system on a level playing field with 
their conventional counterpart. Some of 
the key issues are: 

Issue No: 1. Currently, IFI's face excess 
liquidity in their books, which adverse
ly affects their competitiveness. As 
there is inadequate supply of invest
ments instruments, IFI's are left with 
idle funds, which do not generate any 
income or get unattractive returns, 
thereby affecting profitability. In a 
recent study conducted by IDB, it was 
realized that IFI's carry almost 50% 
more liquid assets than their conven
tional counterparts. (US$6.3/US$13.6 
million of total assets).5 

Issue No: 2. A more pressing problem 
is that there is a lack of instruments for 
short term investments to manage asset 
liquidity mismatches and to mop up the 
excess liquidity. Unfortunately for IFI's, 
most available instruments used for liq
uidity management are interest-based, 
therefore, not compatible to shariah 
principles. 

Therefore, the challenge to the industry 
is to urgently undertake Research and 
Development to introduce new shariah 
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compliant products with tradable fea
tures for enable IFI's to manage their 
asset-liability mismatches. These 
instruments, while required to address 
short term liquidity problems, also can 
help fill the huge financing gaps for 
large infrastructure projects in the 
Islamic world, create a new asset class 
of investments for investors, and at the 
same time deepen the Islamic capital 
markets. Examples of these kinds of 
products are the sukuk al ijarah which 
have been issued by sovereign states 
including Malaysia, Bahrain, Qatar, etc, 
and some corporations including 
Tabreed (UAE) Dubai Airport (UAH) 
Kumpulan Guthrie (Malaysia), etc. 

Issue No: 3. Another factor is that cur
rent instruments used to manage liquid
ity by IFI's are confined to particular 
countries and not universally accepted. 
For example, mudharabah based instru
ments are used in the Islamic interbank 
money market in Malaysia (" 11 MM"). 
While this model seems to work well 
for Malaysia, there is considerable 
debate at the international level as to the 
applicability of this model in other mar
kets. It is evident that a convergence of 
shariah interpretations is a challenge to 
the development of the industry. 

A word on convergence of shariah inter
pretation: We are all aware that the main 
sources of Islamic law or shariah are the 
Quran, and the Sunnah of the Holy 
Prophet Muhammad (p.b.u.h.). In addi
tion, ijtihad or personal reasoning of the 
ulama plays an important role in the 
development of shariah. These could be 
the reason for divergence of early inter
pretations as each individual ulama, 
perhaps belonging to a particular 
madzhab, may have gone through dif
ferent experiences in a different envi
ronment over time since the early days 
of Islam. Documentation and transla
tion differences also add to the diver
gence. 

At present, the OIC Fiqh Academy 
based in Jeddah and the Rabitah Fiqh 
Academy have done a commendable 
job towards issuing fatwas on various 
contentious issues in Islam, including 
Islamic finance. In addition, the Shariah 
Committees of AAOIFI and other influ
ential institutions, including IIFM, have 
also issued fatwas on several issues in 
accounting, auditing corporate gover
nance, and capital market instruments 
respectively. 

At present, the OIC Fiqh 
Academy based in jeddah 
and the Rabitah Fiqh 
Academy have done a 
commendable job towards 
issuing fatwas on various 
contentious issues in Islam, 
including Islamic finance. In 
addition, the Shariah 
Committees of AAOIFI and 
other influential institu
tions, including IIFM, have 
also issued fatwas on sev
eral issues in accounting, 
auditing corporate gover
nance, and capital market 
instruments respectively. 

Issue No 4: Generally, there is either 
underdeveloped or non-existent money 
market in most Islamic countries. 
However, some countries e.g. Malaysia 
have well developed systems. As men
tioned above, there are hurdles faced in 
replicating this model for use in other 
markets. 

Issue No: 5 There is no lender of last 
resort facilities available in most 
Islamic countries. For a few exceptions, 
e.g. in Malaysia, where Bank Negara 
Malaysia (the Central Bank of 
Malaysia) provides lender of last resort 
facilities to the IFI's, this facility is not 

available to most IFI's in other coun
tries. 

Issue No: 6. There are only a handfiil of 
participants in the Islamic capital mar
ket at the international level. The chal
lenge is to increase the number of par
ticipants with the capacity to quote two-
way prices to create liquidity and devel
op a vibrant money market in each 
major Islamic market, and by extension, 
in the global markets. 

The above are the key ingredients of a 
money market necessary to create a 
conducive environment for liquidity 
management. Needless to say, the 
absence of any key component, or a 
combination of several components, 
wil l expose IFI's to severe risk issues 
which are unacceptable in today's envi
ronment. Present practices in liquidity 
management in some countries include 
short term investments in commodity 
Murabaha (common in Middle East), 
trading in collective investment fiands 
(ABC Islamic Fund), Sukuk A l Salam, 
(Bahrain) Government Musharakah 
Certificates (Sudan). 

It is the writer's opinion that the intro
duction of shariah compliant negotiable 
instruments, within a supportive regula
tory framework, would lead to a natural 
progression to the development of a 
vibrant international Islamic capital 
market, and the resultant trading activi
ty would give the required liquidity to 
the market. 6 

Standardization and Harmonization: 
Establishment and Roles of Islamic 
Financial Infrastructure Institutions 
Due to the complexities of the issues 
involved, coupled with the universal 
application of Islamic principles in 
finance, resolutions of these issues have 
to be addressed at the highest interna
tional levels. To this end, the commit
ment of multilateral institutions like the 
IDB and central banks/monetary agen-
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cies of OIC countries is vital to this 
effort. Taking a multi-pronged approach 
based on an appropriate regulatory 
framework, the international infrastruc
ture institutions would concentrate on 
addressing operational issues. 

Recognising the need to have harmo
nization and standardization in Islamic 
finance, the IDB and other regulatory 
bodies got together to form the 
Accounting and Auditing Organization 
for Islamic Financial Institutions 
(AAOIFI) in 1990. The function of 
AAOIFI is to establish accounting stan
dards to be used by IFI's. In addition, it 
also issues shariah standards for Islamic 
products. Much work has been done to 
research into the intricacies of Islamic 
financial products to determine the 
appropriate accounting treatment and 
shariah pronouncements to gain recog
nition of international standard setting 
bodies like the International Accounting 
Standards Board ("IAS"). This recogni
tion goes a long way towards creating a 
"level playing field" in term of account
ing treatment, and disclosures following 
a standardized balance sheet and profit 
and loss accounts formats. These stan
dards are fully implemented and 
mandatory for IFI's in Bahrain, Sudan, 
and Jordan, and partially implemented 
by Saudi Arabia Monetary Authority. 
Other countries like Indonesia and 
Qatar has also implemented these stan
dards while other countries encourage 
IFI's and windows to implement as 
applicable. 

This development also allows compar
isons to be made between IFI's and their 
conventional banking counterparts on 
equal basis for the implementation of 
established risk management frame
works. To date, AAOIFI has issued 57 
standards covering various aspect of 
Islamic finance. Shariah pronounce
ments are made through the shariah 
council comprising of 15 international 
scholars. However, in many instances. 

the IFI's find that the standards may not 
be compatible with existing domestic 
guidelines and regulations. 

The challenge for AAOIFI is to issue 
standards, in collaboration with IFSB 
and other infrastructure institutions, 
which can be implemented across the 
board for all IFI's in all countries. 

The General Council for Islamic Banks 
and Financial InstiUitions ("GCIBFI") 
was established in 2001 with the main 
function of creating awareness about 
IFI's, dissemination of concepts, rules 

The challenge is to have 
every new issue bear the 
endorsen)ent of IIFM to 
signify compliance to global 
shariah standards, and the 
papers are marketable to 
international investors and 
tradable in the secondary 
markets. The viability for 
listing of such papers on 
international exchanges 
would then increase signifi
cantly, although that in it 
would not necessarily lead 
to increased liquidity of the 
papers. 

and provisions related to the develop
ment of the Islamic financial industry. 
This organization has inifiated dia
logues with key organizations including 
the government of the United States of 
America to clear misconceptions about 
Islamic finance. It is also spearheading 
efforts to streamline documentation, 
shariah fatwas and quality assurance, 
among other projects. 

In April 2002, another Islamic infra
structure institution, the International 
Islamic Financial Market ("IIFM") was 
established in Bahrain with the cooper
ation of the Bank Negara Malaysia, 

Bahrain Monetary Agency, Bank 
Indonesia, Bank of Sudan, Ministry of 
Finance, Brunei, and the IDB. Selected 
major IFI's from the various regions 
were also invited to be founder mem
bers. 

The role of IIFM is to develop an active 
international secondary market trading 
in universally accepted Islamic finan
cial instruments based on independent 
Shariah principles for liquidity manage
ment purposes. The primary means of 
achieving this objective is through an 
awareness program on the critical 
importance of liquidity management to 
potential market participants, to issue 
guidelines on international best prac
tices for primary issues and secondary 
market trading, and bridging the gap of 
shariah interpretations through an inter
national shariah supervisory committee 
comprising of members with interna
tional standing. 

The objectives of I IFM stem from con
cerns that some instruments being intro
duced into the market are not in compli
ance with international best practices 
e.g. guidelines issued by the 
International Primary Markets 
Association ("IPMA") for issuance of 
primary papers; and International 
Swaps and Derivatives Association 
("ISDA") which issues guidelines on 
secondary market trading in financial 
instruments. The challenge is to have 
every new issue bear the endorsement 
of I IFM to signify compliance to global 
shariah standards, and the papers are 
marketable to international investors 
and tradable in the secondary markets. 
The viability for listing of such papers 
on international exchanges would then 
increase significantly, although that in it 
would not necessarily lead to increased 
liquidity of the papers. -

The Liquidity Management Center 
("LMC") was also set up in 2002 in 
Bahrain with a function of market 
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maker to quote two-way prices and pro
vide liquidity to the market. The origi
nal concept was for several LMC's to be 
set-up at various locations. However, at 
present only one has been set-up 
Bahrain to cater to the Gulf region as 
Malaysia already has a relatively effi
cient Islamic capital market. The chal
lenge is to have capital markets operat
ing in every country in compliance with 
international regulatory requirements 
for IFI's to manage their liquidity. 

In October 2002, the International 
Islamic Rating Agency ("IIRA") was 
launched in Bahrain, an institution 
charged with the fiinction of providing 
credit rating services for new issues of 
Islamic capital market instruments. The 
IIRA's function is to fill the gap as it 
was felt that existing conventional inter
national rating agencies do not ade
quately address the special features of 
Islamic products in their rating method
ology. The IIRA has its own Shariah 
Committee comprising of shariah 
scholars of international standing. It 
remains to be seen, however, as to the 
acceptance of IIRA's ratings to interna
tional markets, and this is a challenge to 
the industry. 

In November 2002, the Islamic 
Financial Services Board ("IFSB") was 
established in Kuala Lumpur. This stan
dard setting body would largely be 
responsible for setting prudential stan
dards for regulation and supervision of 
IFI's, implement international best prac
tices in risk management, and corporate 
governance and supporting efforts 
towards achieving global financial sta
bility. Since its inception, the IFSB has 
organized several conferences to edu
cate the market participants on its pro
gram. A major milestone has been the 
issuance of two exposure drafts on Risk 
Management and Corporate 
Governance respectively in 2004. The 
challenge here is the issuance of these 
guidelines and the acceptance of its rec

ommendations among the regulatory 
authorities and implementation in major 
countries where IFI's operate 

To complete the range of services, an 
International Islamic Arbitration Center 
has been established in 2004 based in 
Dubai, to address issues relating to dis
pute resolution. At present, in the 
absence of an efficient and reliable 
shariah litigation system to enforce 
financial contracts, disputes are brought 
to courts in western countries like 
United Kingdom for adjudication. 
Other arbitration centres have also been 
set-up e.g. in Malaysia. 

Practical Problems and the Way 
Forward 
While the discussion has been centred 
on the importance of creating capital 
market instruments for liquidity man
agement, the development of capital 
markets have a larger agenda, i.e. to sat
isfy the huge demand for financing of 
infrastructure projects in OIC countries. 
For a long time. Islamic funds have 
found their way into investments in 
western countries. In the aftermath of 
9/11 some of the funds have found their 
way back. Unfortunately, there is a 
dearth of good quality shariah compli
ant instruments available to mop up this 
excess liquidity. It estimated that this 
demand is estimated at US$600 billion 
in the next 5 years. 

New products are also required to 
bridge the short-term nature of deposits 
and investment accounts to finance long 
term financing for infrastructure proj
ects, which typically have longer gesta
tion periods. 

Aside from liquidity management, these 
instruments offer an alternative asset 
class of investment of different maturi
ties for investors. The subsequent yield 
curve developed would lead to a more 
efficient market and pricing mecha
nism. With this development. Islamic 

finance can really be a viable alternative 
to conventional banking industry. The 
announcement by GCIBFI in June 2005 
of the setting up of the Wholesale 
Islamic Bank augers well as it is expect
ed to address some of these issues. 

Some thorny issues are briefly touched 
for discussion. 

Process of Obtaining Shariah 
Committee Approval 
-* The fatwa of one Shariah Committee 
may be disputed by another This is not 
uncommon as each institution in respec
tive countries has their own Shariah 
Advisory Committee. Their functions 
include, inter alia, reviewing new 
instruments for shariah compliance, in 
addition to conducting shariah compli
ance audits. However, in the absence of 
global shariah standards, these fatwas 
may be open to further debate by vari
ous parties. 

Upholding confidentiality through
out the endorsement process. 
Frequently, to protect the intellectual 
property rights of the arranger, the 
Shariah Committee issues a fatwa cer
tificate of approval without providing 
reasons for their decisions. The details 
may come at a later stage. 

Shariah Committee's approval is 
based on majority decision rather than 
obtaining unanimous decision. The dis
senting votes and the reasons for the 
dissention should be made known to the 
potential investors for their own evalua
tion. However, insisting on unanimous 
decisions may not be practical. 

-» Review of earlier decisions due to 
changing circumstances. This has to be 
implemented immediately as research 
may discover new findings and to 
address the dynamics of the modem 
world. 

-> There has to be greater transparency 
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to communicate decisions of Shariah 
Committee meetings to disclose delib
erations on contentious shariah issues. 

-> More dialogue between scholars 
from various regions and different 
schools of thought to bridge the gap. 
Many conferences are held yearly and 
hopefully, we are nearer to consensus 
than ever before. 

Research and development on con
tentious issues with direct implication 
on capital market instruments. Malaysia 
has taken the lead to establish a RM500 
million ftind to finance these activities. 

Support of Regulatory Authorities 
Instituting legal reforms based on 

Shariah principles in areas related to 
finance and commercial law in respec
tive countries. For example, to encour
age the development of Islamic finance 
domestically, Malaysia has established 
a Law Review Committee to study all 
legal issues with a view of amending 
relevant legislation to comply with 
shariah principles. The GCIBFI has also 
commenced a study to propose a Model 
Law for Islamic Banking. 

-» Establish National Shariah 
Supervisory Board to coordinate 
Shariah issues at national level, e.g. 
Malaysia and Sudan has formalized this 
structure to streamline fatwas. Varying 
shariah interpretations within countries 
have curbed the development of the 
industry to some extent. A major initia
tive has been taken by GCIBFI to com
pile the existing 3500 fatwas issued by 
various Shariah Committees to come 
out with a recommended set of model 
solutions to harmonize and unify fat
was. 

Improve cooperation between 
Islamic infrastructure institutions with 
respect to Shariah issues and commit
tees. As mentioned earlier, there are 
many authoritative Shariah Committees 

issuing fatwas overlapping each other. 
This may leads to confusion to the mar
ket participants. 

Enforce the requirement to obtain 
endorsement of infrastructure institu
tions for all global issues prior to 
launching. The respective regulatory 
authorities should enforce decisions of 
the infrastructure institutions and ensure 
that the pronouncements are not contra
dicting each other. 

-> Regulatory authorities should 
encourage IFI to hold approved capital 
market instruments as part of eligible 
reserves 

-* Tax and other incentives for partici
pants. E.g. Malaysia offers tax neutrali
ty incentives for tax relief for interest 
expenses, to issuers of Islamic financial 
instruments in order to level the playing 
field. Other incentives are also avail
able. 

Promulgate specific regulations and 
Master Plan to map the development of 
the Islamic financial sector. The IDB 
and IFSB recently announced an initia
tive to draft an Islamic Financial 
Services Industry Master Plan to map 
the growth of the industry over the next 
ten years. It is expected that many of the 
above issues wi l l be addressed in the 
proposed Master Plan. 

Research and Development 
-* Increase financial commitment from 
Islamic countries to support infrastruc
ture institutions involved in the devel
opment of Islamic capital market. Most 
infrastructure institutions have very 
tight budgets with very limited alloca
tion for R&D. The overlapping func
tions of IIFl's do not do justice to the 
R&D efforts undertaken by each institu
tion. 

-> Increase financial support for 
research and development. 

-* Standardized Documentation and 
Procedures as much as possible. This 
can be done by following internal best 
practices following examples set by 
IPMA, ISDA, etc. Again, the GCIBFI is 
developing a Quality Management 
System Certification process for use by 
the industry. 

Human Resource Development 
-» Increase number of qualified person
nel who are well versed in capital mar
ket from the conventional and Islamic 
perspective. A very small pool of people 
is involved in the business. 

-> Increase pool of people with expert
ise in global Islamic capital market 

-> Increase pool of Shariah scholars 
who are also well versed in Banking 
and Finance. The key International 
Shariah Committees has common mem
bers. New blood with new experiences 
is required to add expertise variety to 
the pool to handle more complex issues. 

Legislation in Key Areas 
-> Legal review in taxation, stamp 
duties, leasing, etc. As mentioned 
above, Malaysia has taken the initiative 
to facilitate the development of Islamic 
finance through effective legislation 

Enactment of Trust Laws which is an 
important legislation for sukuk struc
tures. Most countries do not have this 
piece of legislation. 

Conclusion 
In conclusion, it has to be recognized 
that there is an urgent need to address 
risk management, especially liquidity 
management issues, to put Islamic 
finance on equal footing with their con
ventional counterparts. In addition, 
research and development to create new 
products is the key to the development 
of the industry. The way forward to 
achieve the growth objective is the need 
for greater and effective cooperation 

24 New Horizon June 2006 JumadaAITiiani 1427 



ISLAMIC CAPITAL MARKET 

among OIC countries, under the leader
ship of IDB, working other multilateral 
institutions like the Bank for 
International Settlements, and 
Intemational Monetary Fund, and infra-
structural institutions to come up with a 
comprehensive Master Plan to develop 
the global Islamic finance industry. The 
role of the various infrastructure institu
tions have got to be redefined to avoid 
duplication of efforts and waste of 
scarce resources. 

The role of the various Shariah 
Committees have got to be redefined 
and coordinated as too many commit

tees deliberating on similar issues can 
be a drain on scarce resources and cre
ate confusion to participants. 

Research and development into new 
capital market instruments is the key to 
the successful development of the 
industry. Therefore, adequate emphasis, 
coordination, and funding have got to 
be in place. Again, the duplication of 
efforts has got to be addressed. At the 
country level, it is evident that countries 
that have thriving markets are the ones 
where the government is supportive to 
the cause e.g. Malaysia, Bahrain, to 
name two countries. Therefore, more 

countries need demonstrate a deeper 
commitment to develop the industry. 

Finally, the regulatory authorities must 
take the lead in these initiatives; issuing 
Intemational Sukuk Fund to jump-start 
the industry is the best example for oth
ers to follow. 

The industry looks forward to the 
implementation of the Islamic Financial 
Services Industry Master Plan to 
address all these issues with clarity of 
vision and help integrate Islamic finan
cial services with the rest of the world. 

This paper was presented by Mr Abdul Rais Abdul Majid, Principal Consultant at AsselCell Capital Sdn. Bhd. Kuala Lumpur, 
Malaysia at the Islamic Banking and Finance Conference organised by Asia Business Forum on 25-27 September 2005 at 
Marina Mandarin Hotel, Singapore. 

Foot Notes 

L "Iskmiic Banking and Finance: A Dynamic Industry for a World on the Move" Published by General Council for Islamic 
Banks and Financial Institutions, Bahrain 2004 
2. "Islamic Banking" by Mohamed Arijf, Universiti Malaya: Asia Pacific Economic Literature, Vol 2 No 2 Sept 1988 pp46-62 
3. This discussion is based on a speech by Tan Sri Dr Zeti Akhtar Aziz, Governor of Bank Negara Malaysia entitled "Building 
a Progressive Islamic Banking Sector: Charting the Way Forward" presented at the Seminar on 10-Year Master Plcm for 
Islamic Financial Services Industry, Kuala Lumpur, 22nd June 2005. 
4. V.Sundararajan and Luca Errico: Islamic Financial Institutions and Products in the Global Financial System: Key Issues 
in Risk Management and Challenges Ahead, IMF Working Paper WP/02/192 
5. Islamic Research and Training Institute (IRTfJ Islamic Development Bank, 200 f Risk Management: An Analysis of Issues 
in Islcunic Financial Industry, Occasional Paper (Jeddah, Saudi Arabia)T6. In the deliberations leading to the establishment 
of International Islamic Financial market (IIFM), key regulatoiy authorities of Iskmiic countries came to the conclusion that 
capital market "sukuk" instruments would be universally acceptable for liquidity management. 

Refernces 

1. Sundcwarajan, V. and Errico, Luca: Islamic Financial Institutions and Products in the Global Financial System: 
Key Issues in Risk Management and Challenges Ahead: International Monetary Fund Working Paper WP/021192, Paper pre
sented at a conference on "Risk 
management in cm Islamic Financicd System" organized by the Iran Banking Institute, Central Bank of the Islamic Republic of 
Iran, Tehran, September 1, 2002 
2. Aziz, Tan Sri Zeti Akhtar, "Building a Progressive Islamic Banking Sector; Charting the Way Forward" speech presented at 
a seminar on "10-year Master Plan for Islcunic Financial Services Industry" Kuala Lumpur, 22nd June 2005 
3. Abdul Majid, Abdul Rais: "Risk Management in Islamic Financial Sendees: Issues, Challenges and Strategies to Mitigate 
Risks" paper presented at a seminar on "Risk Management in Islamic Financial Sen'ices" organized by Centre Jbr Research 
and Training, Kuala 
Lumpur, 27th April 2005. 

New Horizon June 2006 JumadaAITiiani 1427 25 



IIBI MONTHLY L E C T U R E SERIES 

THE STRUCTURING AND PRICING 
OF ISLAMIC SECURITIES 
Prof Rodney Wilson, Guest Speaker 

The following is a synopsis of the 
monthly lecture arranged by the 
Institute on 24th May and presented at 
the auditorium provided by DLA piper 
Rudnick Gray Gary London, an intema
tional law firm with significant opera
tions in Islamic Finance 

Islamic securities have become increas
ingly popular over the last five yeas, 
both as a means of raising government 
finance through sovereign issues, and as 
a way of companies obtaining funding 
through the offer of corporate sukuk. 
Sukuk (Islamic Bond) is the plural of 
Sakh and it refers to the asset-based 
obligations. The emergence and growth 
of Sukuk instmments have revolu
tionised the Shariah compliant debt 
securities sector. The aggregate value of 
issues made in 2005 exceeds four bil
lion US$ in different jurisdictions and 
this is just a fraction of total demand. It 
is estimated that the number of Sukuk 
issues in the next decade wil l exceed the 
figure of $12 billion. 

After briefly explaining the concept of 
Sukuk, Prof Wilson discussed the dif
ferent Sukuk structures. He said, 
"Increasingly, creative and practical 
applications for Sukuk are being devel
oped, which demonstrate that Islamic 
assets may be monetised in a Shariah-
compliant manner that is compatible 
from a risk and asset management per
spective with the traditional roles of 
fixed income securities". The creation 
of Sukuk has introduced an instmment 
that is expected to meet all of the eco

nomic objectives of conventional fixed-
income securities without breaching the 
fundamental principles of the Shariah. 
It possesses qualities of Shariah compli
ance, marketability, asset-backing, ver
satility and Zakat advantages. 
Comparisons were made of different 
Sukuk structures from a financial per
spective and current pricing and possi
ble innovation in risk characteristics 
were also considered. To meet the 
changing needs of Islamic Finance 
Industry, and looking at the rapid 
growth of Sukuk instruments, the 
Accoimting and Auditing Organisation 
of Islamic Financial Institutions 
(AAOIFI) issued a Shariah standard on 
"Investment Sukuk" which became 
effective from 1st January 2004 and 
provide comparability and transparency 
in Sukuk transactions of various Islamic 
Financial Institutions. 

Prof Wilson also mentioned that look
ing at past trend, current market condi
tions and future prospects of growth in 
Muslims countries, it appears that 
growth wi l l continue at the same pace in 
the near fiiture. There are 
still problems of standardi
sation in contracts across 
different jurisdictions and 
also the lack of a central 
settlement system creating 
liquidity problem. 
However, these problems 
are being overcome gradu
ally as the volume of 
issues increases with more 
players coming in and cre

ating demand for secondary markets. 
Already regulators like Bahrain 
Monetary Agency are playing an active 
role in the development and implemen
tation of regulations for these securities. 
This wi l l provide momentum to the 
expansion of this sector and build 
investor confidence in these securities. 

Prof Wilson concluded that Sukuks has 
not only provided impetus to the 
Islamic Financial Industry but also pro
vided grounds for the development of 
secondary markets for these instru
ments, which in the long-term wi l l 
match with the well-established con
ventional debt markets. There is great 
deal of research going on in this sector. 

After the lecture presentation there was 
Q&A session. The main questions were 
about Shariah conformity in a Sukuk 
Structures, Comparability Issues 
between Sukuk Stmctures, their use in 
different jurisdictions, problems in 
development of Secondary Markets and 
the potential demand for these securi
ties. 
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I s l a m i c F i n a n c e 
%alburaq 

Shariah compliant financial services 

aiburaq - Shariah compliant property finance 

• Looking to buy or refinance your home? 
We offer amongst the most competitive and flexible 
terms in the UK Islamic mortgage market. 

Difficulty proving income? 
alburaq self-certification products allow you 
to certify your own income. 

Want to buy-to-iet? 
alburaq buy-to-let allows you to purchase 
a residential property as an investment. 
You may purchase up to 10 properties 9 
in addition to your own home. .^^^tflMl 

Highly competitive terms offered. 
Call the alburaq hotline now on 0800 587 88 66 or email on info@alburaq.co.uk 

ABC International Bank pic • www.alburaq.co.uk 

ABC International Bank pic is authorised and regulated by the Financial Services Authority 
A member of the Arab Banldng Corporation group headquartered in Bahrain alburaq is the brand name under which Shariah compliant products are provided 

Your home is at risk if you do not keep up monthly payments due under your tease and Diminishing Ownership Agreement | All terms subject to change 
05/2005 
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Islamic finance, 

from Riyadh 
to London. 
Shariah comphant financial solutions 

from HSBC Amanah 

i 

For years, HSBC Amanah has been 
helping to provide customers 
worldwide with Islamic alternatives to 
conventional financing; be they in 
Riyadh or London. 

With offices around the world, 
HSBC Amanah has worked together 
with leading Islamic financial institutions 
such as the Islamic Development Bank 
to develop pioneering Shariah compliant 
financial solutions. From financing 
aircraft in the UAE to an earthquake-
resistant airport in Istanbul, from 
interest-free current accounts in the 
Kingdom of Saudi Arabia to Islamic 
home finance in the United Kingdom, 
from the Hamad Health City in Qatar 

to sponsoring the Islamic Finance 
Project at Harvard University; HSBC 
Amanah has been privileged to be a part 
of the development of the Islamic 
Finance industry. 

HSBC Amanah products and services 
are certified and approved by the 
HSBC Shariah Supervisory Committee, 
which comprises four of the most 
eminent scholars in the field of fslamic 
finance. 

To find out more,visit our website today 

• www.hsbcamanah.com 

H S B C « ^ Amanah 
Islamic Banking Solutions J 

Issued by HSBC Bank pic 


