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Sukuk

Introduction

The purpose of this article is to provide a very basic introduction to sukuk and the basics of
Islamic finance. Sukuk are a type of financial instrument that have been used by Muslims as far
back as the Middle Ages when they were a means of payment in commercial activities such as
trading in goods. Today sukuk are a very important part of the Islamic finance industry and are
increasing in importance at a rapid rate.

The term “sukuk” refers to a Shari’a compliant investment instrument that provides
for a return on the face amount of the investment during or at the end of a specified time period.
The word “sukuk” is the plural of the Arabic word “sak” meaning “financial instrument”. In buy-
ing sukuk, each investor is getting a share in the ownership of a specific tangible asset, such as a
building or an airplane, which will produce income to be shared with investors over time. Sukuk
are sometimes referred to as “Islamic bonds”. However, sukuk are not bonds. The designation of
sukuk as Islamic bonds refers to the fact that they are used to raise capital compliant with Shari’a
principles in much the same way the sale of bonds is used to raise capital in non-Islamic capital
markets. Bonds are debt instruments promising redemption at the par value of the bond at matur-
ity and the payment of interest at specified times over the term of the bond or at maturity.

Charging and paying interest (“riba” in Arabic) violates Shari’a law and therefore bonds
are not a compliant form of investment under Islam. The end result of a bond purchase and a su-
kuk purchase may be the same, but the structures of bonds and sukuk are dif-
ferent, thus allowing sukuk to be used without violating the Islamic prohibition
of charging interest. The sukuk concept is very much like the “securitization”
of assets in which ownership is transferred to a large number of investors.
However, traditional securitization may be of interest bearing debt such as
mortgage backed securities or securitized credit card debt payments. Securiti-
zation of debt only is not Shari’a compliant.

Some Types of Sukuk

This brief article can not provide an exhaustive explanation of all aspects of
sukuk. However, following is an explanation of the fundamental structures of several types of su-
kuk: ijara sukuk (lease financing); mudaraba sukuk (profit sharing); musharaka sukuk
(participating financing), and murabaha sukuk (cost-plus financing).
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The ijara sukuk (lease financing) are structured using leasing of an asset that is first bought by a
shell company called a special purchase vehicle (SPV). The end user of the asset then obtains the
rights to use the asset by entering into a lease agreement with the SPV with an agreed lease payment
schedule. The investors who fund the SPV receive an amount equal to their
investment and in addition an amount of profit on that investment. In setting
the amount of profit a fixed return may be set or the profit margin may vary
by reference to known external rates such as LIBOR (the London Interbank
Offered Rate, i.e. the short term interest rate in London for US Dollars). Be-
“ cause the profit is on an ownership asset it is not considered to be interest un-
der Shari’s law. At the end of the lease term, the lessor of the assets may have an option to purchase
the assets at a predetermined price. ljara sukuk financing is used frequently with respect to tangible
property. For example real estate, manufacturing machinery, construction equipment, trucks, and con-
struction projects can be readily financed through ijara sukuk.

In a mudaraba sukuk (profit sharing) financing parties agree that some will contribute the
money to fund the creation of a business and others will provide management skills to run that busi-
ness. There is no restriction as to the type of business unless it is itself in violation of Shari’a princi-
ples as would be a gambling establishment. The investing parties take the risk that the business may
or may not be profitable. The return of the amount invested and any profit depends on whether the
business prospers or fails as in any business financed by ownership interests held by a number of in-
vestors. The managers are not responsible for any losses the business might suffer.

In the finance structure known as musharakah sukuk (participation financing), ownership of a
physical asset is purchased by a special purpose vehicle for cash raised by selling interests in the SPV
to investors. The asset purchased is then leased to the intended end users by the SPV. The lease term
is the period of maturity of the musharakah sukuk and lease payments are made on agreed upon dates
in agreed upon amounts. Rights to receive a part of the stream of lease payments are sold to individ-
ual investors. Musharakah sukuk have been used to finance construction projects and the building of
large capital assets such as all or a portion of a manufacturing plant. They are likely to play a continu-
ing, important role in major project financing as Kuwait continues construction of buildings and real
estate development generally.

The sale of murabaha sukuk (cost plus financing) is carried out by a purchase by a seller of
goods and a resale of the goods to a subsequent obligor at a profit for an agreed upon price. The seller
arranges the purchase of goods and is liable for any loss or damage to the goods until they are deliv-
ered to the buyer/obligor. The obligor’s purchase payments may be made periodically over the term of
the sukuk or at the end of the sukuk period in a lump sum amount.

Conclusion

As investment in real capital assets continues in Kuwait, it is expected that sukuk financing will
provide a significant share of the financing to support this growth in capital for-
mation. It is clear that many investors in Kuwait and other countries in the Gulf
wish to purchase Shari’a compliant financial products.
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PAGE 3 News Bulletin

Local News

Kuwait Witnesses Establishment of KD One Million Company
Rasameel Structured Finance Company has been established at a capital of KD one million.
The shareholding company's capital is distributed among 10 million cash shares, each val-
ued at 100 fils, the gazette added. The firm holds stocks in Kuwaiti and foreign share hold-
ing companies as well as shares for companies with limited liability. Other Purposes of the
company are offering loans to those companies that they own its shares and insuring these
firms.

Arab News

Cham Holding to Operate Syria's First Private Power Plant
A joint-venture involving the Kharafi Group will build and operate a 750 MW power plant in Syria, the first to
be run by a private sector firm in over four decades. Kharafi Cham, a Syrian-Kuwaiti firm, will build Syria's
first private power plant following an agreement with the Ministry of Electricity, ac- | -
cording to SANA. The plant will have a capacity of 750 MW and will be built in Jandar &
near Homs, next to the existing 450-MW plant built by Mitsubishi. It will be the first £%
power plant to be operated by the private sector.

GCC News in Brief

Algebra, Elaf in Sukuk fund tie up

Algebra Capital and Elaf Bank have launched an open ended fund, The Sukuk Fund, targeting an initial size of

$100m and returns above 8%. The fund will provide exposure to Shari’a-compliant securities issued in the ME-

NASIA region. The fund was seeded by Elaf Bank and managed by Algebra Capital.
Elaf Bank will also serve in an advisory capacity on the Fund's Investment Committee.

Al Mazaya plans expansion into Ajman and Bahrain

. Al Mazaya Holding, the region's leading real estate developer, has announced that the
. - focus of its general strategy for the coming period will be on diversifying its revenue
generating sources in a bid to stake its claim on a significant portion of the GCC's booming investment market
and to follow the current growing trend of investment in real estate assets.

Saudi is Region's Top Business-friendly State

The World Bank has placed the Kingdom of Saudi Arabia among the top 20 most business-friendly countries in
the world in its annual 'Ease of Doing Business' report. For the second consecutive year, the report ranks Saudi
Arabia as the best place to do business in the entire Middle East and Arab World, ahead
of Bahrain, the UAE and Kuwait. The report also ranks Saudi Arabia ahead of advanced
economies such as Germany and Austria. The World Bank recognized a number of recent
reforms which enabled Saudi Arabia to reach the top 20. Improvements to business and
property registration procedures made it easier and less costly to start a business and reg-
ister real estate deeds. Saudi Arabia has demonstrated notable improvements in the
rankings over the last 4 years, leaping from the 67th position in 2004, to 38th in 2006 and
THEm to its current position in the top 20.
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