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It is no secret that oil production is the primary source of liquidity for petroleum rich Gulf
Cooperation Council (GCC) states. GCC states have employed their capital in the expansion of
their own infrastructure, and through different forms of investrmetite wider MENA region.

With the steady decline in oil prices, GCC states will have to decide whether they can continue
to expend their resources at the same rate. GCC countries must find new sources of seeure much
needed financing to maintain their eoamc development and growth plasikuk which are
Shariakcompliant financial instruments sharing characteristics of bonds and investment
certificates may represent a viable option for the government and the private sector in the GCC
region. This papeoffers a theoretical explanation eiikukand its legal requirements followed

by an analysis of the potential role tkakukcan play in the context of current political and
economic shifts in the region.

What are Sukuk?

Sukuk(singular:sal), are cerficates of equal value issued in exchange for tangible or intangible
assets that grant their holder an ownership stake in a particular asset or contractual arrangement
involving the assetThis ownership stake entitles taekukholder to the profits and exposes

him to the risks inherent to the performance of sudtukassets. In this respestjkukare

similar to investment certificates.
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The first step in theukukprocess is the creation of a Special Purpose Vehicle (SPV). SPVs are
created to holdukukassets antb facilitate the transactions between the issuer, the investors,
and any relevant third parties. The SPV is a separate legal entity independentioé both
originator and the investors. The SPV is responsible for issuirguitu while also serving as

the trustee over the funds received. The legal implications of such arrangespesgent a

mutual benefit to the originator and the investors. On alee sichange in the originatorOs
structure (i.e. merger, acquisition, or dissolution) does not affect the contractual relationship of
the SPV to the investors (sukuk holders), or their mutual rights or obligations. On the other side,
the SPV, rather thamé originator, is liable to the investors for delay or default, minimizing the
risk to the originator.

The issuer receives the proceeds ofsileukissuance for the purpose of investing such
proceeds in accordance with the agreed terms of the trans&uidine other hand, the investors
receive the return on such investments through periodic distribution amounts over the course of
the sukulOs tenure. Periodic distribution amounts are not the same as interest payments, because
the underlying concept is théne investor is entitled to the periodic profits that result from the
asset or transaction, and there is a contractual understanding that the periodic distribution
amounts are proportional to the ownership stake, and fully dependent on the asset@@nperfor
or the success of the transaction. Therefore, the receipt of the periodic distribution amount is not
guaranteed, at least in theory. In practice, ssake&kprovide terms that guarantee a minimum
level of return in addition to recovery of capital.

12.'&3%$%(40-5.67(8$99:,:-/$&/$-;(4:/<::-(40-5.(&-5()*+*+ (
Both sukukand bonds can be traded in secondary markets, allowing the owner to exchange them
for readily useable liquidity, if necessary. Conventional bonds do not meet the standards of
Shariakcompliance mainly due to the Islamic principlerifa. Ribais often translated as
OusuryO, and its prohibition under Islam is sourced from the Quran, which states OAnd Allah has
permitted trade and forbidden usufyTis verse may be interpreted narrowly or broadly. In its
most narrow interpretation, Muslims are prohibited from charging any additional amount or
benefit over and above the principal amount of a loan. Conventional bonds represent a debt
obligation as te bondholder receives an interest rate above principal paid in. While the investor
in asukuktransaction becomes a joint owner of an asset along with his fellow investors,
receiving the period distribution amount as a form of ownership profits; a boedi®Emply
lending money to the issuer, and profiting from the interest that he is charging the issuer on that
loan.

Like bonds sukukhave a tenure, which is the length of time during which the investor
will possess the ownership stake in the underlgisget, as well as the time period over which
the underlying transaction will occur. The investor is paid a dissolution payment at the end of the
sukulOs tenure, which represents the value of his ownership stake at the end of the arrangement.
While the investor expects that the ownership stake will increase in value over time, he enters
into the transaction with the understanding that it may not increase, and in fact, might depreciate.
Sukukcomply with the principle okharaj bi damanreturn follows riskin contrast, purchasers
of bond certificates are not exposed to any risk related to the assets or investments underlying the
bond issuance while profiting from debt. Also, whereas the prisakafkis usually determined
according to the quality of the derlying asset or initial transaction, the price of bonds is usually
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determined according to the issuerOs credit rating. It must be noted, however, that despite being
controversial from a Shariah perspective, nsodiukissued to date include an undertakthat
the issuer is obligated to buy back tikukassets from investors at the maturity date at the
original purchase price paid by the investors for the same assets at the inception of the
transaction.
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The crucial elements in differentiating between abseked and assbasedsukukare the type
of ownership stake represented by sbhkuk the extent oShariahcompliance, and the sources
of periodic distribution payments. Asdedckedsukukareissued by SPVs, and the investor is
granted full legal ownership in this asset in exchange for his purchasesoktiiein proportion
with his share. The SPV is able to sell the ownership stakes as the originator has sold it the
tangible assets prior to the commencement o$tiekissuance. The implications of legal
ownership are that the investor, in theory, has ti# tb benefit from the asset and dispose of
the asset, a right restricted only by his contractual role and obligations as an investor. The role of
the SPV in issuing theukukprevents the investors from holding the originator liable for any
losses incued. Should these losses take place, the losses are derived from the poor performance
of the underlying asset, because the underlying asset is the source of revenue, profit, and loss.
Therefore, assdiackedsukukare a form of equity, with the ownershipasés of existing,
tangible assets securitized and sold for a profit. Asaekedsukukare in full compliance with
Shariahbecause the transaction is based on a source of legitimate revenue that exists, and the
investor is profiting from the asset itseifjt from debt or lending, which would biba.

Assetbasedsukukdo not fit the requirements f&@hariahcompliancedespite the
rationale for the creation of asdmsedsukukbeing investorsO discomfort with the level of risk
inherent in assetackedsukuk They wanted a defike instrument with guaranteed principal
and returns above the principal. Asbasedsukukare quite similar to conventional bonds, in
that the source of revenue is the capital of the originator. The originator, in the casset of as
basedsukuk does not form an SPV, but issuesghkukdirectly to the investors. The investors
do not have legal ownership of any reveqpueviding asset, but rather a form of beneficial
ownership of assets legally owned by the originator. The atigircontracts with the investors
to purchase certain assets that he will utilize to gain profit. The price sdiki&s paid directly
to the company, and the company then owes this money to the investors, in addition to any
profit. While the issuers @ssetbhasedsukukdo not go so far as to label the periodic distribution
amounts as interest payments, in practice, the difference is nominal. In sum, those who invest in
assetbasedsukukare trading and profiting in the debt of the originator.

Assetbasedsukukalso violate thd&haraj bi damarprinciple, in that the investors, should
the originator fail to pay the periodic distribution amounts, can actually seek legal recourse
against the originator. The investors not only expect to receive their peymparticipating in a
rewardbearing transaction at no risk to themselves, but they may, if they so choose, force the
originator to fulfill their rights, even in the face of severe losses. It had even become customary
for sukukissuers and investors toradude a repurchase undertaking agreement. A repurchase
undertaking agreement expressly obligates the originator to repay the full purchase value of the
sukukto the investors, whether at the end ofshkukO®nure or in the case of default. The
practiee became so common, that Sheikh Muhammad Tagi Usmani, the chairman of the-Bahrain
based Internation&hariahStandard Council at the Accounting and Auditing Organization for
Islamic Financial Institutions (AAOIFI), declared in 2007 that 85 percestikik were not
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Islamic2 As such, the use of the termu®ulO in the remainder of this paper, will refer to the
Shariarhcompliantsukuk which are assdiackedsukuk

Common Sukuk Structures
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Sukukare also classified according to the underlying Islamic transaction involving the assets. As
such, there are various typessokukstructures. The thremukukstructures with the highest

issuance value in 2015 wenakalah murabahahandijarah.* The vdue of mostsukuk

issuances dropped over the last three years presumably due to lower oil prices. Yet, unlike
murabahahandijarah sukuk the value of which decreased between 2014 and 2Gi&lah
sukukhave been steadily increasing in issuance value since’20t8underlying transaction is

a simple agency agreement, which allomgestosto access a larger variety of diverse assets not
available to them undenurabahah or ijarah sukukhich enjoyed a initial burst of popularity

in 2008. These factors have increased their popularity among investors and issuers. First, the
SPV issues thsukukto the investors. Investors gain legal ownership of the underlying assets in
thewakalahtransaction with theaccompanying benefits of the periodic distribution payments

and the dissolution amount at the end of the transactionOs tenure. Using the proceeds from the
sukuk the SPV is then able to enter intwakalah(agency) agreement with a third party, the
wakee] who will then invest the funds entrusted to him in a poelakalaassets, the specifics

of which are agreed upon in advance by the investors, the originator, the SPV, and the wakeel. It
is crucial that the necessary details ofilakalahassets be sp#ied to the greatest extent

possible in all legal documents relating to the assets concluded between the four main parties to
thewakalahtransaction and theukukissuance. The fundamental criterion for the assets is that
they not be related to profigmined fromShariahprohibited activities.

However, thavakeelOsvestment in these assets is not a direct processvakeslfirst
purchases the assets from another third party, the seller. Once he owns the assets, he can then
exploit them for maximunprofit. The somewhat convoluted process is an attempt to comply
with another principle in Islamic finance: the concept that one cannot trade in assets that he does
not already own, or be almost certain that he will own. Hence, the basis of the trarisabfbn
the SPV is selling ownership stakes in assets thatakeelwill purchase and invest on behalf
of the SPV. The order in which the documents are concluded bears additional gravity to the
situation. The SPV must sign theakalahagreement with thevakeelbefore thevakeel
purchases the assets; otherwise whkeelwould have purchased the assets on its own behalf,
not on behalf of the SPV, and the SPV would have sold the investors assets that it did not
actually own, erasing the intend8tarialkcompliant nature of the transaction. It is incumbent
on financial institutions wishing to isssekukthat they respect the proper timing.

As thewakalahassets become profitable and generate regular returns on the investment,
the SPV uses those returns to pay the periodic distribution amounts to the investors. The
wakeeDs payment comes from the excess in profits after the periodic distribution amount has
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been paid, which serves to incentivize him to make the strongest and most profitable investment
decisions, as his compensation is directly proportional to the quality of his work. The dissolution
price is paid to investors upon the conclusion of the a@tienOs tenure, which can occur
through the SPV activating the clause of the purchase agreement requiring the originator to
purchase the assets on that particular date. Or, it can occur earlier, if the originator wishes to
purchase the assets prior to thaturity date. The sale price of the assets is termed the Oexercise
price@,and thesukukholders are paid the dissolution amount in accordance with that price.

C*,&D&B&B()*+*+ (

The sharp decline in the cumulative valugmfrabahah suku&fferings maybe due to
increased concern over tBaariahcompliance of this structure. Wheragaarabahalsukuk
were worth US$65.3 billion in 2013, their issuances amounted to a paltry US$12.5 billion in
2015’ The most likely reason for this drastic decline, whichnca be explained by the drop in
oil prices alone, is that AAOIFI standards do not permit the tradinguohbahah sukuin
secondary markets, as theséukare closest to debtThe debtlike nature oimurabaha sukuk
can be derived from the structuretlbé underlyingnurabaharansaction, and the relation of the
investors to the assets in that transaction as a source of revemueafaharansaction is
usually translated as Ocost plusO or Odeferred priceO financing, as it consists of the sale of assets
to the customer in exchange for a deferred price. The deferred price is, by nature, greater than the
price of the assets themselves. Of course, the difference is charged not through interest, which is
prohibited, but through a pgreed Ocost plusO antdorwhich the seller is entitled for
facilitating the transaction and providing the assets in advance.

As such, following the SPVOs issuancsuiukto the investors, the investors do not
legally own any fungible assets. Rather, they are simply ehtaléhe proportional share of the
deferred priceMurabahah sukulare justified on the grounds that the debt obligation does not
involve the charging of interest, which makes it permissible unde&3ttagah Similarly to other
sukukarrangements, the SR¥the trustee of theukukproceeds on behalf of the investors. The
originator then acts as the buyer, agreeing to purchase assets from the SPV on a cost plus basis,
should the SPV acquire the assets. The SPV acquires the assets via purchase arnaiigement
third party, using theukukproceeds as funding for the transaction. The purchase price of the
assets in the SRthird party transaction is then assessed as the delivery cost, the principal, of the
transaction between the SPV and the originator. The tenure siikbkis determinedy the
length of time allocated for the payment of the deferred price. Rather than pay the deferred price
as a lump sum at the end of tukukOnure, the originator pays the deferred price to the SPV
in regular installments, which are then paid toittwestors as the periodic distribution amount.
The Shariahcompliance of this type &fukuktransaction is based in the reality that the investors
are not possessing ded#r se but are actually possessing a right to a deferred price to which
they are etitled following the sale of assets purchased on their behalf, using their liquidity.

2E&,&B()*+*«
Notwithstanding the increasing valuevedkalah sukukssuance, 2015 survey statistics
show thatjarah sukukare still the preferred form sukukfor a plurality of issuers and investors
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(24% and 23% respectivelyAlthoughijarah sukukdo not allow the issuer to have a diverse
portfolio of Shariahcompliant assets, the underlying transaction is as simple askadah
transaction, while being $s risky. The increased valuewsdikalahtransactions can thus be
explained as permitting greater profit margins tija@ah transactions, which justifies the
increased risk if issued in large amounts with significant subscription rates. bniikéahah
sukuk there are no doubts as to Bleariahcompliance of thgarah sukuk as long as the
investors become legal owners of the tangible assets underlyiijgr#etransaction, and the
jarah sukukcan be traded on secondary mark&tavestors obtain ghts to periodic
distribution payments and the dissolution amount in accordance with their ownership of the
asset. The SPV uses thigkukproceeds to buy assets from the originator on behalf of the
investors. These assets are then leased back to theatwigor a lease period corresponding to
the sukukO®nure. During the lease period, the originator must abide by the service agreement
compelling him to undertake regular maintenance of the assets, to protect the investment from
depreciation or destruot. Once the originator repurchases the assets, whether at the conclusion
of the lease period or due to his exercise of an option in the sale agreement, the exercise price is
paid to investors proportionally in accordance with their ownership percenttdgeadset.

Legal Documentation ofSukuk Transactions

Legal documents faukuktransactions can generally be classed into several categories:
agreements between the investor and the SPV, agreements between the SPV and the originator,
agreements between the SPV and third parties (whetiexe] supplier, seller, etc.), agreements
between the originator and third parties, and supporting documents detailing the conditions of the
sukuk whether for legal or tax purposes. This section will discuss the legal specifications of the
sukukoffering as presented to potential investors, as agethose pertaining to thjarah

agreement as an example of documentation for the underlying transaction. All agreements must
not only comply with the principles &hariah but they must be valid and actionable under the

law of the country in which theukukare issued.
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The sukukoffering contains the percentage of the issue price, the year in whistkihlgeach

their maturity, and if applicable, dates in which the investor can exercise the option to redeem his
sukukcertificate in agance of the maturity date. Furthermore, it explains the conditions of the
subordinated certificates; descriptions of the SPV, issuer, bank, and assets, with additional
information regarding the asset quality; principle shareholders, management, arid capita
adequacy; an explanation of the countryOs financial system for foreign investors; tax
considerations; and the conditions of subscription and sale. The impetus belsinklithe

offering is to provide the investor with as much information as possiblecbleéoinvests his

funds in the purchase of the certificate.

The risks of thesukukare clearly explained in a section entitled Olnvestment
ConsiderationsO, while the investor is made aware of the SPVOs limitations and the permissions
in accordance with whh it may act. In a sample offering, it was noted that the issuer could not
allow the redemption of the certificates except with written permission from the originator,
which happened to be an Islamic financial institution. In regards to the issuanee of th
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certificates themselves, the offering must inform the investor under which national or
international financial authority treukukwere issued, for both legal recourse and tax purposes,
as well as specific legal codes that do not goversukeak to prevent the investor from
advancing legal claims regarding thgkukownership under codes that may be unfavorable to
the issuer or the originator, or which do not govarkukeffectively. The investor is also
apprised of the lead managers of the offeringjctvtend to be international banks with
experience in arrangirgukukissuances, such as HSBC.

The value of thesukukoffering must be specified in terms of amount and currency
denomination, along with the relevant deposit information for the custofoaddnce the
certificate has been purchased. If sakukOsurrency differs from the countryOs national
currency, thesukukoffering will usually contain a historical pattern of exchange rates for a
similar period to thsukukO®nure, while remindinthe investor that any forward statements
regarding exchange rates or any other element of the transaction are merely expectations, and as
such, may not be correct. This relevant financial information is supplemented by the foreign
exchange risk data, whidomprises the foreign currency assets and liabilities of the issuer and
the bank, concluding with the net structural position of each. The bankOs data is then classified
by sector and by geographical region, with a separate section on the bankOsnslaceic f
operations. The bankOs finterest income should always be highlighted.

Potential investors will also be apprised of their earnings, in the event of their purchase of
asukukcertificate. The earnings per share are calculated based on quaraenyab, and
annual net profits, divided by the weighted average number of ordinary shares, as anticipated by
the issuer and the originator. If, as a consequence of high demand, the offering is oversubscribed
and the issuer then decides to issue an additmumber obukuk this earning per share
calculation may be adjusted in future documents. Of course, the offering distinguishes between
the basic earnings per share and the diluted earnings per share. The diluted earnings per share
adjusts the weighteaverage number of issued ordinary shares for the number of potentially
issued shares, factoring in the effects of the share option. The diluted earnings per share is thus,
slightly less than the basic earnings per share amount. In tandem with the desofitite
earnings, the potential investors are supplied with the tax information that may applgu&tke
under the laws in which treukukare issued. This tax information may include the presence of
capital gains taxes, a gift or inheritance taxgvaht duties and registration fees, and the legal
consequences or permissibility of withholding taxes.

The offering will also give a summary of all relevant documents to the transaction. These
typically include the trust deed, the agency agreement, tWiel&Rer purchase agreement, the
management agreement, the purchase undertaking deed, the sale undertaking deed, and the costs
undertaking deed. Following this summary, it will detail the obligations of each of the parties
under the various agreementsyasdl as the timing according to which the agreements be
concluded relative to each other. Every relevant party will be identified in the offering document;
not only the issuer, trustee, SPV and bank; but also the legal advisers, auditors and listing agents

The offering may also impose some obligations on the recipients. For example, if the
offering is sent electronically, then the recipientOs acceptance of the email and viewing of the
offering circular is equivalent of his representation of himself d#lifvg all of the eligibility
requirements for the offer. The recipient may not forward the offer to any address or person in a
country that has been expressly mentioned in the offering as not having jurisdiction over the
sukukoffering. Failure to complyvith these obligations nullifies the recipientOs capacity to
accept the offer and purchassukukcertificate in the future. The drafters of the offering will be
certain to note that theukukoffering is neither an offer to sell nor an offer to buy; sieould the
recipient reply to the offer directly in order to purchaskukcertificates, as the purchase must
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take place as a transaction directly between the investor and the SPV. The careful drafter will
also make sure to emphasize that any viruses or malware that might possibly be attached to the
email are not the fault of ¢hsender; the recipient is responsible for protecting his own electronic
devices, and the sender is not responsible for any damages that may occur as a result of the
recipientOs own negligence.

2E&,&B(?;,::3:-1  (
If the underlying transaction of ttseikukis ijarah financing, then afjarah agreement will be
concluded between the SPV in its capacity as the trustee, and the originai@rarhe
agreement will identify the parties and specify the assets subject to the transaction, along with
their relevanfeatures and identifying details, if needed. The originator, as the lessee, will accept
the conditions of use imposed the trustee as the lessor, while agreeing to perform all regular
maintenance, repairs, and insurance documentation for the assetssdhanesontrast, is
responsible for insuring the assets, and in the case of damage to the assets resulting in an
insurance reward, the lessor alone is entitled to that reward.

In the case of extraordinary events resulting in damage not resulting fréessbeOs
fault or negligence, the lessor will bear the financial responsibility of the repairs. The lessee must
also permit the lessorOs representatives to have regular access to the assets to examine them anc
confirm their status. This clause is espdgiedlevant when thgarah transaction is the basis of
sukuk The SPV is not only acting as a lessor, but as the trustee of the assets entrusted to him by
the investors that he has purchased, and then leased, on their behalf. Should the assets depreciate
in value or be irreversibly damaged, there would be no profit for the investors. The value of the
deposit and the lease payments are explicitly outlined in a schedule, with an appointed payment
date, with the posting of payments earlier, should the paydagatall on a business day.
Additionally, the lessee must pay all necessary administrative fees and taxes necessary for the
licenses required to operate or possess the assets.

Finally, all primary concerns for investors are addressed iijaitad agreenent. If, for
some reason, the assets are used for criminal activity, or they are operated in a way that causes
damages to a third party, then the originator is the only responsible party for the damages or the
legal ramifications of the criminal activitfheijarah agreement stipulates that if the originator
enters bankruptcy or liquidation proceedings, and is rendered unable to pay the lease payments
on the time, or at all, then the SPV is entitled to repossess the assets. The assets cannot be
liquidatedalong with the originatorOs other assets, nor can they be used as collateral in the
fulfillment of separate debt obligations.

GCC Sukukin an Age of Low Oil Prices

!
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The globalsukukmarket is concentrated in Souést Asia and in the GCC. Malaysia is the
worldwide leader irsukukissuances, although GCC members have rapidly expanded their
presence in this markat/hile the US Islamic finance sector is underdeveloped, the US Dollar is
the preferred denomination in wh to issuesukuk The UK and Luxembourg, two of the

premier European financial centeesitered thsukukmarket with sovereign issuances in 2014.
The Luxembourgish issuance is especially noteworthy because it represents the first euro
dominatedsukukissued by an Ebnember country
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In light of this theoretical, legal, and global framework, it is now possible to discuss the
practical application of theukukmarket in the GCC. In a recent survey, 62 percent of purchasers
expressed negative expectatioegardingsukukas a result of the drop in oil pricEsConcrete
evidence supports this proposition as well. In 2014, US$114 billion wosthkokwere issued;
whereas the first three quarters of 2015 only witnessed the issuance of US$48.82 billion of
suluk*® When this data is compared to the same point in 2014, the difference is stark. By the end
of the third quarter of the 2014 fiscal year, US$99.27 billiosuikkukhad been issued. One can
argue that the drop in oil prices reversed a formerly posi@ratinsukukissuance. Theukuk
issuance for 2014 was 24.5 percent higher than the previous year; whereas #egR15
issuance was 50 percent lower than that of 2014. Even accounting for the Central Bank of
MalaysiaOs decision to freezesitkukisstances, apparently the drop in oil prices created
uncertainty among potential investors, who were reluctant to invest in what is essentially a niche
financial market with inconsistent regulation.

Given that, most recently, an attempt in Doha to fix oilg®ifailed the price of oil
stubbornly refuses to increase. One place where low oil prices are perceived to impact the
financial sector is through reducsdkukissuances. Standard & PoorQOs, reflecting the expert
consensus, predicts that low oil pricesl@wdampersukukissuances. We decidéaltest this
consensus using data assembled from Google Finance, Kuwait Finance House, Malaysia
International Financial Centre, and Standard & Pow@believethat the charbelowis first
chart comparing historical oil prices aswkukissuances

Qil Prices and Global Sukuk Issuances
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This chart suggests that there is a correlation between reduced oil prices and reduced
sukukissuances. In examining the two, one cannot forget that Malaysia, the worldwide leader in
sukuk which is not usually considered a petrolergtiant economy, still receives roughly 30
percenif government revenue from Petronas, its stataed oil company. Other leaders in
sukuk, especially those in the Gulf Cooperation Council, are also hedidlyt @n oil revenues.

GCC countries have responded to the decline in oil prices and the contraction of the
sukukmarketby turning to conventional bonds. Saudi Arabia, for example, has expenditures on
multiple fronts. It provides foreign aid to less fortunate neighbors such as Egypt. It is heavily
invested in military expenditures to oust haacked Houthi rebels from adjang Yemen, while
propping up the weak Sunni government. This is not to mention the costs of maintaining the
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living standards of the extended royal family and maintaining Saudi ArabiaOs image as a
successful, castich provider of funds. This image is esgahto Saudi ArabiaOs regional
influence, especially as Iran-emters the international community. Last summer, for the first
time since 2007, Saudi Arabia issued SAR20 billion (US$5.33 billion) in development bonds
that are set to mature over varyingdéns of time3 In contrast, Saudi ArabiaOs kaskuk
issuance was for only SAR2.7 billion (US$720.12 million) of perpetullik** Saudi ArabiaOs
actions demonstrate a lack of confidence in the potentgallafkas a reliable tool for lorterm
infrastiucture financing.

This is not to say that all actors in Gulf countries are demonstrating the same reluctance.
Prior to Saudi ArabiaOs decision to issue bonds, Emirates Airlines in the UAE issued US$913
million of ijarah sukukwith a ten year tenurewith the objective of funding the acquisition of
additional aircraft and expanding the airlineOs operations. Emirates AirlinesO initiative is
reflective of DubaiOs positive stance towardsikas well, given the close ties between the
emirateOs transportatioenter and the government of DubaiOs sole international airline.

One of the issues seems to be a lack of coordination between GCC countries on their
sukukpolicies, with each state independently issigngukgeared toward its own narrow
financing objetives. Sovereigsukukin the GCC comprise® percent ofthetotal value of
sukukissuance the regionas opposed to tt&percent thatverequastsovereigrduring the
period from August 2014 until August 2015 n addition to the Emirates Airlinesikuk
mentioned in the previous paragraph, other gsagereign entities that have isssetkuk
include the Saudi Electricity Company and Saudi Telecom. Lead arrangers and issuers have
historically preferred sovereign and quasvereigrsukuk presumablylue to the explicit or
implied backing of a government for these structures.

G==0*+*+ (H:,90,3&-%:(13#:%/&/$0-.K(?-&".$.K(&-5(H,:5$%/$0-. (

GCCsukuk while exposed to the same international stresses as those in other regions, also suffer
from a unique geof factors. As opposed to the bond market, where there is active trading of debt
securitiessukukare held by a small number of investors, who tend to follow aaingyhold

model of investment. This means that there is no equivalently active secoradkey ta provide
liquidity. If GCC countries were to issue sovereggikukin 2016, in separate tranches with ten

and fifteen year tenures, these funds could not only be used to fund financial infrastructure, but
they would provide the international comnityra means through which to launch the rebuilding

of wartorn areas, without concentrating the burden on any specific country.

Furthermore, while the AAOIFI is located in Bahrain, and tBéiariOah aratcounting
standards have been promulgated natlgmalcountries such as Pakistan, many countries do not
have sufficiensukukstandards and regulations. This lack of national standards is compounded
by the lack of universalkacceptable standards. Given that there is wide diversity within Islam, it
follows that there is wide diversity in approachelskamicfinance, includinggukuk so
worldwide standardization will be challenging. However, through integrating the AAOIFI into a
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larger GCC, or preferably worldwide, regulatory bodydokukand Islamic finance, the Gulf
could not only reposition itself as the investment capitasfitiuk but as the regulatory center as
well. This possibility appears slightly more realistic in light of the contraction of the Malaysian
sukukmarket.Unfortunaely, should the GCC countries not take these steps, it remains likely
that smaller GCC states will take Saudi ArabiaOs lead, and resort to bonds rakuth@his
step, in what is considered to be the ideological fulcrum of the Muslim majority,worit
further reduce confidence sukukas a viable investment and financing initiative.

Although historicallysukukissuances and oil prices have been correlated, there are
several pathways suggesting that this could change. Perhaps an accepithoeedf r
hydrocarbon revenues would lead GCC governments to seek alternative funding pathways,
which presumably would include an increase in soversidguk In the long termsukukcould
be backed by any asset, so there is potentiaguioukto be used itonnection with alternative
forms of energy. These OgresekulO to finance wind and especially (given the weather in the
GCC) solar power could build trseikukmarket in the GCC and decouphkekukissuances from
oil prices.

!

Conclusion

By understanding tit sukukare notsimply Olslamic bonds,O one can take a nuanced view of
their position of the GCC and global financial markets. The difference besu&akand bonds
is clearer when one follows best practices in prefei®ingriahcompliant assetbackedsukuk

In analyzing the most common structuressokuk one observes how the balance
between investorsO goals &mériahcompliance leads to complexity and diversity. The lack of
universallyaccepted standards creates further complexity, and the pbtentonfusion. Due
to this complexity and diversity, it is imperative tsakukofferings provide appropriate
investors with all needed information.

Historically, sukukofferings and oil prices have moved together. In 28ukukofferings
took two magr blows from the Central Bank of MalaysiaOs pause on new issuances and
sustained low oil prices. In response to the second blow, Saudi Arabia returned to conventional
debt markets in 2015. It remains to be seen if other GCC countries follow the Saudi lead

One bond issuance does not signal the beginning of the end of theuB@&xperience.
Sukukcan be backed by any permissible asset, so there are opportunities for envirorimentally
conscious energy projects in the GCC to revitalizestheikmarket.

!
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