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ABSTRACT
CurrentSulgk structures often fall short of adequately meethShat’'ah conscious
investors’ needs. The objective of this dissertats) therefore, to address this issue
by conceptualizing and operationalizing three iratwe models ofSulik. The first
proposed model ofukik is based on the concept Miushirakah and is meant for
companies and revenue generating infrastructurgeqso The model has an
incentive-compatible feature by making the sharehef issuing entity in the profit
positively related to its performance. In addittonthis, a convertibility clause could
be included. The second propos&dlik model is for financing non revenue
generating public sector projects whose returnniset to the prices of a basket of
export commodities of the issuing country. The ulyileg Figh concept used is the
Forwardljarah. The third model is similar to the second; howettsrreturn is linked
to the GDP performance of the issuing country. Tinoretical properties of the
models are empirically validated through two typessimulations: Monte Carlo
Simulation and Backtesting method. Aside from, fiwential application of the
findings, this dissertation has at least three nthaoretical contributions. First, it
adds to the literature on incentive-compatible @mis in Islamic finance, by
addressing the under utilization of partnershipti@ats. Second, it addresses the issue
of efficient debt management and benchmarking aganterest rate in an Islamic
framework. Third, it proposes an innovative andteystic framework for the
development ofShaf'ah compliant productsAll the proposed models are designed to

complement and not replace existing financial imsgnts in such a way that returns are
linked to indicators from the real economy with ifelentiated and distinctive risk- return
profile. The proposed models are based on simplias each uses only one baSttai'ah
nominate contract, but they will constitute a nesged class that offers a high potential for

risk-sharing and diversification.
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CHAPTER ONE INTRODUCTION

1. BACKGROUND

The second half of the last century has witnessgabitant political development
which ultimately led to the independence of mosthaf Muslim countries that were
previously under colonial domination. That politiceevelopment was accompanied
by a religious resurgence which called for the mgtibn of Islamic principles in all
areas of life, particularly in finance. With thecreasing amounts of accumulated
wealth in the hands of Muslims in the oil-rich ctiigs during the seventies, several
initiatives gave birth to the establishment of fisia Development Bank (IDB) and
Dubai Islamic Bank (DIB) which is the first Islamaommercial bank in the world.
The following decades have seen the establishnfemirareds of Islamic Financial
Institutions (IFI) ranging from Islamic banks tdasiic capital markets institutions.

These IFIs are supposed to conduct their operafioosrding tdShat’ah stipulations
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in commercial transactions. One of these stiputatis the prohibition of payment
and receipt of interest which constitutes a fornRd#z, severely condemned in the
Quran. Given the important role of interest in twventional financial system, it
became necessary to come up with alternative ptediat satisfy the financial needs

of the Muslim populations.

In most developed and emerging countries, capitaftkeis have gained
increasing importance as a platform for fund mahiion and resource allocation.
Two main instruments are usually employed for fhispose: equity instruments and
debt instruments. If equity instruments are acd®#piadrom Shat’'ah point of view,
with few reservations that the researcher will dgsclater, that is not the case for the
conventional debt instruments. The reason beingntieeest payment embedded in the
latter. Since in certain circumstantethe equity instruments are not adequate to raise
the needed funds or to meet the specific risk agpet a number of investors, it was
necessary to develdpharah compliant instruments to meet that demar®llk 2
were found to be the appropriate instrument for ittmibg long term fund in the
Islamic Capital market as evidenced by their wideegtance and their tremendous
development. In its Standard No. 17, the Accountind Auditing Organization for
Islamic Financial Institutions (AAOIFI) defineSulgk as ‘tertificates of equal value
representing after closing subscription, receipttioé value of the certificates and
putting it to use as planned, thus it representmmon shares and rights in the

underlined assets or their usufructs and servicEsom this definition, it appears that

! For example, equity financing would not be suiéalolr governments projects which do not generate
revenues.

2 * Sulgk’ is an Arabic word in plural; the correspondinggilar is ‘Sakk’. More elaboration on this
in chapter 3.
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Sulgk represent proportionate ownership of an underlyasget or service, thus

entitling their holders to the cash flows therariro

The rapid growth experienced by tBealtk market during the first stage of the
decade was followed by a sharp slow down in theode2008 — 2009. Two factors
have been put forth as causes of this slow dowm:glbbal financial crisis and a
negative comment of AAOIFI about the conformity3bat’ah principles of many
Sulgk structures. While the first factor can be considess temporary, the second
factor, in contrast, if not addressed, threateassgry foundation of the industry, since

Shai’ah compliance constitutes the main justification efakistence.

2. PROBLEM STATEMENT

On both the demand and supply sides of Sné&k market, the potential is high. On
the demand side, there is an increasing amouneaftivaccumulated in the hands of
Muslim investors, particularly in the oil-rich Gutbuntries, who ask for investment
vehicles that are in conformity with the rulesSifai’ah. The wealth in the hands of
the Middle Eastern High Net Worth Individuals (HNM&lone is estimated at US $
1.5 trillion, in 2009 (GIFF, 2010; p.32). Besiddsstcategory of investors there are
others who find Sultk as a suitable instrument for ethical investment an
diversification. The oversubscription of maBykik issues is an additional testimony

to the huge demand f&ulkak.

On the supply side, there are enormous infrastregiuojects, in the Muslim
countries that require huge amounts of fund. Thenptd infrastructure projects in the

Gulf Cooperation Council (GCC) countries, from 20082013, amount to US $ 2
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trillion (GIFF, 2010; p.31). A large number of iaBtructure projects, in this region,
have been financed throu@ulak issuance. As most of the Muslim countries fall in
the category of developing countries the need émetbpmental projects is very high.
The World Bank (2008) estimates the total annuamated for infrastructure
investment and maintenance from the developing tc@snto US $900 billion.
Moreover, the recent crisis in the credit markayeggmany conventional governments
and corporations additional reasons to diversigrteource of funding. This explains
the increasing openness of many non-Muslim countigelslamic finance. Also the
IFIs which usually use the short-term funds, onrthability side, to finance their
long-term assets, are in needSaflzk to manage this maturity mismatch (Standard &

Poor, 2009).

To make the high potential supply match this higkeptial demand a credible
Sulgk market is crucial. However, there are currentlynsoissues that impede the

Sulgk market to take full advantage of the abovementgaentials.

First, as the researcher will show in Chapter ThileeShat’ah compliance of
severalSukik structures in the market and their economic efficy are questioned by
many Muslim scholars. Indeed, the useHijal® in the form of sale and buy-back
elements in mangulak structures, the inclusion of guarantee in partriprsontracts
and the benchmarking against interest rates asztegj by a majority of Muslim

scholars.

Second, to raise funds throu@ukik, companies may use either sale-based
Sulgk or lease-basedsulgk or partnership-base®ulak (e.g. Mudharabah and

Mushirakah). The non-tradability of the sale-basgdikzk makes them unattractive to

3 PI. ofHilah i.e. legal trick to circumvent Shah rulings.
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investors. Thejarah (lease) concept may not be appropriate for thosepanies that
need new investment/venture but do not have ed#igiakset forljarah. The
partnership-base&ulzk appear suitable to overcome the shortcomings eftivo
other types. However, given the potential agenoplem found in them, a proper

design of the structure is necessary to attraestors.

Third, the recurrent sovereign debt crises poinis to the importance of
efficient debt management that could consist ofimgi the needed funds through
financial instruments indexed to some indicatoosnfithe real sector of the economy.
Such an idea has the property of strengthenindinnkage between the real and the
financial sectors of the economy and allows ris&risty between the parties involved
in the transaction. Despite the compatibility o€lswan idea with the spirit of Islamic
finance, theSulkzk market has not yet taken advantage of it as aciezft alternative

to benchmarking against interest rates.

From the above discussion, it appears that in gpitee high potential on both
the demand and supply sides of etk market, the currenBulik structures fall
short of adequately meeting the market’'s needfi@g éxhibit several shortcomings

such as:

- The violation of som&hat'ah principles in the area of transaction through the
recourse to legal trick$Hfyal) and the combinations of controversial contracts

- The lack of a risk sharing element in many curi®ulzk structures due to the
detachment of the cash flows from the performaricbeounderlying asset and

the real sector of the economy;
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- The complexity of some&ulak structures that induces additional costs and

legal uncertainty in case of litigation.

Such a situation warrants the development of intieeanodels ofSulgk that fill the
above gaps. This study is a contribution to thsk.tdo do so, it attempts to provide

answers to the following research questions:

e Ql1: How do we design new models 8ulgk that would be economically
efficient, offer alternative risk-return profiles@ at the same time, uphold the

principles ofShat'ah?

e (Q2: What are the risk/return characteristics of theopeed models?

e Q3: What are the potential benefits of the new moddisSolzk to the

investors and the issuers?

A glimpse of the history of the problem and its elepment will be provided in

Chapter Three.

3. SIGNIFICANCE OF THE STUDY.

Many scholars in the field of Islamic finance haraphasized the crucial importance
of financial engineering for the satisfaction o€ timdustry needs (See for instance,
Obaidullah, 2005; Al-Suwailem, 2006; Igbal and Minar, 2007). The study is

carried out in a context marked by an increasitgrest in Islamic finance as a result
of its relative resilience during the recent gloli@lancial crisis and the excess

liquidity in the GCC countries, in particular. Tleontext is also marked by the
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controversies surrounding the economic efficienoy &hai’ah compliance of many
Sulgk structures in the market. Thus, drawing on themative nature of Islamic
finance, this dissertation brings the debateSakik a step further by conceptualizing
and operationalizing new ideas ulgk structuring. As a result, it has at least three
main theoretical contributions, besides the po#énpractical applications of the

findings:

- It adds to the literature on incentive-compatibbmtcacts in Islamic finance,
which aims to address the under utilization of mpership contracts, by
proposing a model odukik Mushirakah with a variable profit sharing ratio
which could be converted into common stock.

- It addresses the issue of efficient debt managenaent the issue of
benchmarking against interest rate in an Islamamé&work by proposing two
models of Sukik whose profit rate is linked to a price index obasket of
export commodities and the Gross Domestic ProdB€R) development of
the issuing country, respectively.

- It proposes an innovative and systematic frameworkthe development of

Shai'ah compliant products.

All the proposed models are designed in such attetythe returns are linked to some
indicators from the real economy and their riskunetprofiles are different from that

of the existingSulak.

It is worth noting that these new models are noamhéo replace the accepted
Sulgk structures, but rather complement them. They pevnvestors and issuers
with more options in a way that is consonant to tigectives ofShaf'ah in

transactions.



4. DEFINITION OF THE TERMS.

In this section, the researcher provides the dedmiof some terms that will be
frequently used in the study, in particular the Acaterms. Other terms will be

defined in due course as they need some elabosation

Sharr’ah: Is the sum total of Islamic teaching and systemickviwvas revealed
to Prophet Muhamm@allallaahuAlayhi Wasallant (SAW) recorded in the Quran as
well as deducible from the Prophet's divinely —dgpd lifestyle called th&unnah

(Laldin, 2006, p.3).

The definition ofShar’ah compliancewill be provided later in Chapter Two,

as it requires some background discussion.

Figh or science of Islamic law is the knowledge of eméghts and obligations
(mainly) derived from the Quran or ttf8unnahof the Prophet, or the consensus of the

opinions among the learnedjif\a’), or analogical reasonin@{yas (Laldin, 2006,

p.6).

Figh Mu’amalat: Is the category oFigh that covers the rulings that govern
the relationships between man and man and mantaed @eatures of Allah (Laldin,

2006, p.10).

Two words in the title of the dissertation desdovief explanation.

4 Invocation dedicated to the Prophet.
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Performance: By performance the researcher specifically meahs t
performance of theSulik issuing firm, measured by its operating profit the

performance of &ulgk issuing country, measured by its GDP.

Model: By model of Sulik, the researcher meansSakik structure with a
definite underlyingShai’ah concept and the related payoff. It is, therefarsed

interchangeably with structure.

Different types of Sukik: In its Shat’ah Standards, AAOIFI (2004a) recognizes

14 eligible asset classes in its investm&otgk Standard. These are:

1. Certificates of ownership in leased assets: thestor owns, through the

Sulgk al-ljarah, a share of the asset and the related income.

2. Certificates of ownership of usufructs of existiagsets: theSulgk holders
own the securitized beneficial ownership of the arfying leasehold assets

throughSulgk manfa'atal-ljarah.

3. Certificates of ownership of usufructs to be madailable in the future as per
description: the investor owns, throu§lultk manfa'at alljarah mowsufa fi
al dzima securitized beneficial ownership of the undedyieasehold assets to

be made available in the future.

4. Certificates of ownership of services of a spedifsipplier: these arBulak
milkiyat al khadamatthat represent ownership of the service of spetifi

supplier (such as educational programmes in a retegnuniversity).
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A business owner wishing to undertake specificiseermay raise the funding
for such services by pre-selling the services dradr texpected benefits by

issuing Sulgk milkiyat al khadamat mawsofa fi aldzima.

A business wishing to produce/provide specific gdgoommodities at a future
date may pre-sell such future delivery goods/conitiesdand monetize the

assets through the issuancesolzk al-Salam.

Builders, developers and manufacturers may fundctiet of construction,
development, or manufacturing and deliver the t@dmmpleted assets at a

future date through the issuance ®dilgk al-Istisna’ .

A business wishing to acquire certain goods or codities for future sale
under a Murabahah agreement funds the acquisition of such goods or
commodities through the issuanceSafitk al Murabahah TheSulgk holders
shall own such goods or commodities and shall hidexhto the realized sales

price of the same.

A business may seek capital participation in itspocate capital or for a
specific project the issuance 8tk al-Mushirakah The Sulgk holders share
in the risks and rewards of the business at thergétevel or specified sub-

business or project level.

10. An entrepreneurMudharib) with a good business idea but without capital or

little capital may access funds for a proposed rissi/project from capital
providers through the issuance Sdilck al-Mudhazrabah The Sulgk holders

share in the risks and rewards of Medhirabah
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11.Capital may be raised throu@ultk issues to acquire certain assets or goods
or services which are then entrusted to an agemta&il for management on
behalf of the owners. In thBulgk al-wakila, the Sulzk holders take the risk
of the underlying assets or goods or services aedeatitled to any profits

generated from the same.

12.The principal owner(s) of an agricultural land (oe owner(s) of the leasehold
estate) may raise funds for the cultivation of dwed through issuingulak
al-muzra‘ah. The subscribers to th8ulgk are entitled to a share of the

produce of the land.

13.The owner(s) of an orchard with productive treey fir@ance their irrigation,
maintenance and orchard management needs by isSuiag al-Musigah

The subscribers are entitled to a share of theym@df the trees.

14.The owner(s) of productive, cultivated farmland nag&gess funds to maintain
the land as well as the trees/crops by iss@ulgk al-Mugarasah The Sulgk
investors are entitled to a share of the producehef land and of the

trees/crops

5. OUTLINE OF THE CHAPTERS IN THE DISSERTATION.

This dissertation comprises seven chapters. Eaaptehstarts with an introductory
section that gives an overview of the objectived stnucture of the chapter, followed
by the main part which can comport several sectidhg conclusion represents the

last section which offers a summary of the maimfsoof the chapter.
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Chapter Two contextualizes the study. For a re&aduiliar to Islamic finance
it constitutes a background for the subsequentdson, but it provides the neophyte
with key concepts in Islamic finance that need ¢ouimderstood. The chapter starts
with a discussion on the rationale for Islamic fioa, followed by the presentation of
the key rulings or principles that support the dieA separate discussion on the
objectives ofShaf’ah in transactions is carried out to show that ttsreuld not be a
conflict between form and substance in Islamic ritea The reason is that all the
identified rulings serve some specific objectives Shatr'ah in the areas of
commercial transactions. Thus, the researcherdeadified two main objectives that
serve as criteria for th8hatr'ah assessment @ulkzk models in the last chapter. A
discussion on Islamic capital market and the curmdemelopment of th8ulgk market

is carried out in two different sections of the [ofea.

Chapter Three reviews the literature related éottipic. It presents the concept
of Sulgk, its history and its potential economic beneflise discussion is followed by
an examination of the issues in tBelzk market. In this chapter, the researcher argues
that to fully take advantage of the potential bésedf the Sulik these issues should
be addressed and the way to do so is through itimovaVisdom can be taken from
anywhere, and conventional finance has some gopdcts that can be useful to
Islamic finance. In this regard, two innovativeadaliscussed in conventional finance
literature are explored, these are: the incentoregatible contracts and the
GDP/Commodity-linked bonds. These two ideas pregpportunities for risk sharing
and for integrating the financial sector to thd sesctor of the economy. Both of them

fit well to the principles of Islamic finance.
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Chapter Four presents the method employed to deveder models oSulak.
Thus, the method employed is a process which dasnefs5 steps that are grouped
into two main parts: theoretical and empirical. Theoretical part comprises the first
three steps: the discussion of the economics am@llarah issues as well as the
mathematical formulation. The empirical part is stitated of simulations and the
analysis of the results. Two forms of simulationse &mployed to test the
effectiveness of the models and unveil the charsties of the returns: Monte Carlo

simulation (for the first model only) and backtagti

The structure of Chapter Five, like that of Cha&, follows the process
explained in Chapter Four. Chapter Five is abowt finst model of Sulgk for
Corporate and revenue generating projects, whéthapter Six concerns the second
and third model for government infrastructure pectgethat do not generate revenue.
The main method used for the simulations is Batkigs However, given the
limitation of the data to carry out the backtest the first model, Monte Carlo
Simulation (MCS) is also employed, as a complemeniiirther test the effectiveness

of the model.

Chapter Seven concludes the study. The answetisetoesearch questions,
formulated from the problem statement, are preseritee models are evaluated from
Shar'ah perspective, based on the two objectives Sbfai’ah in transactions,
discussed in Chapter Two, followed by the assesswofetheir economic efficiency.

The theoretical implications as well as the polmoyplications are then examined.
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