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Disclaimer

Clifford Chance LLP has developed this Guide to assist those parties interested in learning about sukuk generally
as well as to gain an understanding of Islamic Capital Markets financing. This Guide provides a summary of the
underlying concepts in sukuk and examines the issues facing the sukuk industry, both in the DIFC and beyond,;
now and in the future.

This Guide also sets out the DSFA regulatory environment for sukuk and the scope for application of such
requirements.

This Guide provides an introduction to Islamic finance as well as a summary of the regulatory requirements and
the applicable operating environment for the offer of Islamic finance in or from the DIFC. This Guide is only
intended to provide guidance on the Islamic aspects of sukuk, irrespective of whether the sukuk is to be used
for Islamic securitisation or Islamic corporate instruments.

This document does not constitute Shari‘a or financial advice, nor does it replace the regulatory requirements
of the DFSA or DIFC. It should be read in conjunction with the detailed requirements of the DFSA and DIFC
to form a definitive view in terms of the application of the relevant operating environment in the DIFC to each
individual set of circumstances.

The contents of the Guide do not necessarily represent the views or opinions of the DIFC.

This Guide was prepared in November 2009 and to the best of the author’s knowledge was based on information
current and accurate at that time.
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Preamble

Clifford Chance is one of the world's leading law firms, helping clients achieve their goals by combining
the highest global standards with local expertise. The firm has unrivalled scale and depth of legal
resources across the four key markets of the Americas, Asia, Europe and the Middle East, and focuses
on the core areas of commercial activity: capital markets; corporate and M&A,; finance and banking; real
estate; tax; pensions and employment; litigation and dispute resolution. Clifford Chance has 29 offices
in 20 countries and operates a 'best friends’ arrangement with AZB & Partners in India and Lakatos,
Kéves & Partners in Budapest, in addition to a co-operation agreement with Al Jadaan & Partners Law
Firm in Saudi Arabia.

Clifford Chance lawyers advise internationally and domestically; under common law and civil law systems;
in local and cross-border transactions; on day-to-day operations and the most challenging deals.

Clifford Chance was ranked ‘tier one’ in more international tables than any other firm in the Chambers
Global 2009 Directory. This independent analysis focuses on the Firm’s legal ability, professional conduct,
client service, and commercial awareness, and these rankings provide outstanding recognition for the
Firm’s breadth of expertise and consistency of quality across global markets.

Clifford Chance has for many years been involved in Islamic financing techniques and Islamic product
development. As the Islamic financing market has expanded and become more sophisticated, Clifford
Chance’s involvement and expertise in this field has increased and the Firm can draw on its substantial
experience of Islamic financing including Islamic tranches of project financings, Islamic funds (including
infrastructure funds and principal protected funds), Islamic risk management products, acquisition, corporate
and real estate finance as well as sukuk (both corporate sukuk and Shari'a compliant securitisation).

In the past year Clifford Chance has closed more than US$42 billion worth of Islamic finance transactions
- groundbreaking deals that have provided innovative Shari’‘a compliant structures for clients in markets
across the world. Clifford Chance was named as “Best Islamic Legal Advisory Firm” in the Euromoney
Islamic Finance Awards for 2008 and 2009, and is consistently recognised as a leading Islamic finance
practice by Chambers Global and other Islamic finance directories such as Islamic Finance News.

Members of the Firm's Islamic finance team, located in London, Dubai, Abu Dhabi, New York, Singapore,
Hong Kong, Paris and elsewhere in our international network of offices, have extensive expertise and
experience in both Islamic finance and conventional finance and are at the forefront of innovation as
Islamic financing techniques and products evolve.

This Guide has been a collaborative effort between Clifford Chance, DIFC, DFSA, NASDAQ Dubai and
Amanie Islamic Finance Consultancy and Education LLC. The Clifford Chance authors, led by Global
Head of Islamic finance, Qudeer Latif, include Andrew Henderson, Paul McViety, Greg Man, Ferzana
Hag, Shauaib Mirza and Cheuk Yin Cheung.

For further information about Clifford Chance see www.cliffordchance.com
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Chapter 1

Origin and Development of Sukuk in Islamic Finance

Introduction

The high-profile growth and prevalence of sukuk
in the Islamic finance industry in recent years has
made the term, “sukuk”, synonymous with the
Islamic capital markets. This Shari‘a compliant
alternative to interest-bearing investment
certificates or fixed income securities has led
to the product being commonly referred to as
“Islamic bonds” in recognition of its ability to
offer Islamic investors a means of subscribing
to certificates which represent a right to receive

Origins of Sukuk

There is empirical evidence to suggest that
sukuk structures were used within Muslim
societies as early as the Middle Ages, where
papers representing  financial  obligations
originating from trade and other commercial
activities were issued.

The word, “sukuk”, can also be traced back to
classical commercial Islamic literature, used in
reference to certificates for goods or groceries
("“sakk al-bada’i”) as the method of paying the
salaries of government officers, who would
later redeem such certificates in line with their

a share of profits generated by an underlying
asset base and that is capable of being traded
on the secondary market.

This has made sukuk an attractive product to
sovereign and corporate issuers alike, who have
used sukuk to tap into a wider range of financing
sources for their increasingly sophisticated
financing and investment purposes.

day-to-day consumption of such goods or
groceries. However, the sukuk, as understood
in its contemporary form, lies in a decision of the
Islamic Jurisprudence Council (the “1JC") dated
6-11 February 1988 which provided that,

“any combination of assets (or the usufruct of
such assets) can be represented in the form of
written financial instruments which can be sold
at a market price provided that the composition
of the group of assets represented by the sukuk
consist of a majority of tangible assets.”

Emergence of sukuk in contemporary Islamic finance

Although the 1JC’s decision is not binding on
any particular party, the significance of the
institution in the Muslim world saw the trading
of securitised Islamic financial instruments
which were approved as being Shari'a
compliant in Malaysia from 1995. Although the
sale of debt instruments (bai dayn) is permitted
by the Shafi jurisprudence prevalent in Malaysia

and Indonesia, the more conservative schools
of thought prevalent in the Gulf Cooperation
Council (the "“GCC") countries saw the
secondary trading of sukuk certificates as a
conceptual hurdle as it could be interpreted as
the transfer of debt at a price other than its face
(or par) value, thus generating non-permitted
interest (riba).

9




However, as trading in real assets is permitted,
the Bahrain Monetary Agency (now the Central
Bank of Bahrain) issued the first sovereign
sukuk based on the ijara structure amounting
to US$100 million in 2001. (Please refer to
Part 1 (Sukuk al-ljara) of Chapter 2 (Sukuk
Structures) for further details of sukuk al-ijara).
Since then, the global Islamic capital market has
seen much larger sovereign and quasi-sovereign
sukuk issues such as the US$600 million
issuance by the Malaysian government in 2002
and the US$3.5 billion sukuk al-mudaraba by

Ports & Free Zone Corporation in 2006 for
the acquisition of P&O by Dubai World, which
attracted GCC-based investors such as Islamic
banks as well as domestic investors.

As at the time of writing, the United Arab
Emirates is the GCC leader in terms of sukuk
issuance by value, with a total of US$26,823
million from 34 issuances between 2000-
2008 compared to US$4,543 million from 89
issuances in Bahrain over the same period'.

Jurisprudential developments and evolution of sukuk

A standard in May 2003 on “Investment
Sukuk” published by the Accounting and
Auditing Organisation for Islamic Financial
Institutions (“AAOIFI”)? led to a paradigm shift
in the development of Islamic financial products,
which had traditionally been illiquid and had
lacked the qualities of market orientation more
commonly associated with their conventional
counterparts. The standard was backed by 14
prominent Islamic scholars from the Middle
East, Malaysia, Indian Sub-continent (especially
Pakistan) and Africa (especially Sudan) and
helped create cross-border convergence on
sukuk across the four main schools of Islamic
jurisprudence.

Since then, the sukuk industry has seen
unprecedented growth as a viable alternative
to mobilising long term savings and investment
from Islamic investors as well as providing a
liquidity management tool for Islamic financial
institutions such as pension and zakat funds
and insurance (takaful) institutions, particularly
given the negotiable nature of the product
and its listing on recognised stock exchanges:
NASDAQ Dubai being one of the prominent
exchanges. For corporates wishing to reduce
their dependence on bank facilities or who wish
to seek alternative (and often cheaper) sources
of funding, a sukuk issuance is increasingly
becoming a feasible option.

1

2 AAOIFI Shari'a Standard No.17.
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Facilitation Through Legal and Regulatory Infrastructures

The continued growth and development of
the sukuk market also requires support from
parallel developments in legal and regulatory
infrastructures, both in domestic markets
and beyond. A number of well-recognised
institutions have already played significant roles
and are likely to attract increasing focus from
sukuk investors and issuers:

e AAOIFI: in addition to its ongoing annual
publication of Shari‘a and accounting
standards and guidelines on Islamic
financial products, it has also announced

its intention to screen products for Shari‘a
compliance in the future;

e International Islamic Financial Market
(IIFM): based in Bahrain and responsible for
the development of a secondary market
including standardisation of documents;
and

e Islamic Financial Services Board (IFSB):
based in Malaysia and responsible for the
development of prudential standards for
Islamic financial institutions.

Facilitation through Capital Market Infrastructures

In addition, a number of other capital markets-
based institutions are likely to play a prominent
role in achieving the required nexus between
sukuk issuers and investors to establish an
attractive trading platform:

e DIFC: already enables the registration
of special purpose companies for sukuk
issuers wishing to seek a more domestic
alternative to incorporation in jurisdictions
such as the Cayman Islands or other
traditional off-shore jurisdictions;

e NASDAQ Dubai: already enables public
listing of sukuk issuances to help issuers to
attract the maximum number of investors;
and

e Rating Agencies: who can assist with
providing more transparency on the credit
risk of a sukuk product and, comparable
to a conventional bond issuance, a

recognised rating of the originator can
improve the marketability of the relevant
sukuk certificates. Sukuk ratings have
already been provided by the prominent
rating agencies and the International
Islamic Rating Agency was also established
with similar aims.

From its origins as papers representing
remittances from trades in the Middle Ages
to the investment and liquidity management
tool it is today, the evolution of sukuk is a
testimony to the ability of Islamic jurisprudence
to move with the times to meet the increasingly
sophisticated financing needs of both Muslims
and non-Muslims seeking to participate in the
Islamic financial markets. The development
of regulatory, legal and capital market
infrastructures will assist in seeing the sukuk
market through sustainable growth into the
future.
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Chapter 2

Part 1: Sukuk al-ljara

Introduction

The most commonly used sukuk structure (based
on volume of issuances during 2008)? is that of
sukuk al-ijara. The popularity of this structure
can be attributed to a number of different
factors; some commentators have described it
as the classical sukuk structure from which all
other sukuk structures have developed, whilst
others highlight its simplicity and its favour with
Shari‘a scholars as the key contributing factors.
In the Islamic finance industry, the term “ijara”
is broadly understood to mean the ‘transfer of
the usufruct of an asset to another person in
exchange for a rent claimed from him’ or, more
literally, a “lease”.

In order to generate returns for investors,
all sukuk structures rely upon either the
performance of an underlying asset or a
contractual arrangement with respect to that
asset. The ijara is particularly useful in this
respect as it can be used in a manner that
provides for regular payments throughout
the life of a financing arrangement, together
with the flexibility to tailor the payment

profile - and method of calculation - in order
to generate a profit. In addition, the use of
a purchase undertaking is widely accepted in
the context of sukuk al-ijara without Shari'a
objections.  These characteristics make ijara
relatively straightforward to adapt for use in the
underlying structure for a sukuk issuance.

Examples of recent sukuk al-ijara issuances
advised upon by Clifford Chance LLP and listed
by originators on NASDAQ Dubai are:

e Nakheel, US$3,520 million issued in
December 2006, followed by subsequent
issuances of US$750 million in January 2008
and AED3,600 million in May 2008; and

e Dubai Electricity & Water Authority (DEWA),
AED3,200 million issued in June 2008.

Set out below is an example of a sukuk al-ijjara
structure, based upon a sale and leaseback
approach.

3 Source: Moody’s Investors Service — Special Report January 2009.
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Figure 1: Structure of Sukuk al-ljara

ORIGINATOR

as Seller

ORIGINATOR

as Lessee

ORIGINATOR
as Oblogor

ORIGINATOR

as Servicing Agent

under Purchase Undertaking
and under Sale Undertaking

Sale of Assets

Rentals

Sale Price

(Consideration

for Sale)
Lease of Assets

Exercise Price

Appointment as
Servicing Agent

ISSUER SPV as Issuer and as Trustee

2

Sale of Assets

Sukuk
(Trust Certificates)

O—(JI) @ Periodic
Distribution
Amounts
Cash @— 10 Dissolution
Amount
A

Reimbursements of
Servicing Costs
(set-off against
Supplemental Rental)

INVESTORS

Overview of Structure
(Using the numbering from Figure 1 above)

1. lssuer SPV issues sukuk, which represent
an undivided ownership interest in an
underlying asset or transaction. They
also represent a right against Issuer SPV
to payment of the Periodic Distribution
Amount and the Dissolution Amount.

The Investors subscribe for sukuk and
pay the proceeds to Issuer SPV (the
“Principal Amount”). Issuer SPV declares
a trust over the proceeds (and any assets
acquired using the proceeds — see
paragraph 3 below) and thereby acts as
Trustee on behalf of the Investors.
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Originator entersinto a sale and purchase
arrangement with  Trustee, pursuant
to which Originator agrees to sell, and
Trustee agrees to purchase, certain assets
(the "Assets”) from Originator.

Trustee pays the purchase price to
Originator as consideration for its
purchase of the Assets in an amount
equal to the Principal Amount.

Trustee leases the Assets back to Originator
under a lease arrangement (ijara) for a term
that reflects the maturity of the sukuk.




Originator (as Lessee) makes Rental
payments at regular intervals to Trustee
(as Lessor). The amount of each Rental

unpaid Periodic Distribution Amounts
owing to the Investors.

is equal to the Periodic Distribution 9. Payment of Exercise Price by Originator
Amount payable under the sukuk at that (as Obligor).

time. This amount may be calculated

by reference to a fixed rate or variable 10. Issuer SPV pays the Dissolution Amount

rate (e.g. LIBOR or EIBOR) depending
on the denomination of sukuk issued
and subject to mutual agreement of the
parties in advance.

Issuer SPV pays each Periodic Distribution
Amount to the Investors using the Rental
it has received from Originator.

Upon:

(). an event of default or at maturity
(at the option of Trustee under the
Purchase Undertaking); or

(ii). the exercise of an optional call (if
applicable to the sukuk) or the
occurrence of a tax event (both at
the option of Originator under the
Sale Undertaking),

Trustee will sell, and Originator will
buy-back, the Assets at the applicable
Exercise Price, which will be equal to the
Principal Amount plus any accrued but

to the Investors using the Exercise Price it
has received from Originator.

11-12 Trustee and Originator will enter into

a service agency agreement whereby
Trustee will appoint Originator as its
Servicing Agent to carry out certain
of its obligations under the lease
arrangement, namely the obligation
to undertake any major maintenance,
insurance (or takaful) and payment of
taxes in connection with the Assets. To
the extent that Originator (as Servicing
Agent) claims any costs and expenses
for performing these obligations (the
“Servicing Costs”) the Rental for the
subsequent lease period under the lease
arrangement will be increased by an
equivalent amount (a “Supplemental
Rental”). This Supplemental Rental due
from Originator (as Lessee) will be set off
against the obligation of Trustee to pay
the Servicing Costs.

Key Features of the Underlying Structure

Set out below is a summary of the basic o
requirements that should be considered when

using ijara as the underlying structure for the
issuance of sukuk:

The subject of the ijara must have a
valuable use (i.e. things without a usufruct
cannot be leased);

e The ownership of the asset(s) must
remain with the Trustee and only the
usufruct right may be transferred to the

e The consideration (Rentals) must be at an
agreed rate and for an agreed period;

15
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originator (therefore anything which can
be consumed cannot be leased by way of
an ijara);

As ownership of the asset(s) must remain
with the Trustee, the liabilities arising from
the ownership must also rest with the
Trustee (as owner) - an asset remains the
risk of the Trustee throughout the lease
period (in the sense that any harm or loss
caused by the factors beyond the control
of the Originator is borne by the Trustee);

Any liabilities relating to the use of the
asset(s), however, rest with the Originator
(as lessee);

The Originator (as lessee) cannot use
an asset for any purpose other than the
purpose specified in the ijara (or lease)
agreement (if no purpose is specified,
the Originator can use such asset for the
purpose it would be used for in the normal
course of its business);

The asset(s) must be clearly identified in
the ijara (and identifiable in practice);

Rental must be determined at the time
of contract for the whole period of the
ijara. Although it is possible to split the
term of the ijara into smaller rental periods
where different amounts of rent may be
calculated for each such rental period, the
amount of rental must be fixed at the start
of each such rental period and Shari'a will
consider each rental period as a separate
lease;

DIFC Sukuk Guidebook

e If an asset has totally lost the function
for which it was leased, and no repair is
possible, the ijara shall terminate on the
day on which such loss (a “Total Loss")
has been caused. If there has been a Total
Loss, the Trustee may have the right/ability
to substitute or replace the affected asset
- although, in reality, it would only look to
do so if the Originator (as service agent)
is able to use the insurance (or takaful) or
any other total loss proceeds to procure
substitute or replacement assets;

e |f a Total Loss is caused by the misuse or
negligence of the Originator, the Originator
will be liable to compensate the Trustee for
depreciation in the value of the affected
asset, as it was immediately before such
Total Loss; and

e Inthe event that an asset has only suffered
partial loss or damage, the ijara will
continue to survive with respect to that
asset.

The above requirements are based on the
principles set out in Accounting and Auditing
Organization for Islamic Financial Institutions
(the "AAOIFI") Shari'a Standard No. 9 (ljarah
and ljarah Muntahia Bittamleek) and other
established principles relating to ljara.




Required Documentation

In addition to the offering, trust and listing
documentation (the requirements of which are
discussed in more detail in Chapter 3 (Issuing
Sukuk from the DIFC) and Chapter 4 (Listing

Table 1
Document ‘ Parties

Originator (as Seller) and
Trustee (as Purchaser)

Sale and Purchase
Agreement

Trustee (as Lessor) and
Originator (as Lessee)

Lease (ljara) Agreement

Trustee (as Lessor / Principal)
and Originator (as Servicing
Agent)

Service Agency
Agreement

Purchase Undertaking
(Wa'd)

Granted by Originator (as
Obligor) in favour of Trustee

Sukuk on NASDAQ Dubai)), the following
documentation is typically required for a sukuk
al-ijara transaction:

‘ Summary / Purpose

From Trustee’s (and the Investors') perspective, this
is the document that gives ownership of revenue-
generating assets (i.e. the Assets).

From Originator’s perspective, this is the document
under which it receives funding.

Trustee leases the Assets back to Originator in a
manner that:

i. gives Originator possession and use of the
Assets so that its principal business can
continue without interruption; and

ii. through Rentals it generates a return for
Trustee (and the Investors).

Allows Trustee to pass responsibility for major
maintenance, insurance (or takaful) and payment of
taxes (i.e. an owner’s obligations) back to Originator.
Any reimbursement amounts or service charges
payable to Servicing Agent are set off against (i)

a corresponding ‘supplementary rental” under the
ljara or (ii) an additional amount which is added

to the Exercise Price (payable under the Purchase
Undertaking or the Sale Undertaking, as applicable).

Allows Trustee to sell the Assets back to Originator if
an event of default occurs or at maturity, in return for
which Originator is required to pay all outstanding
amounts (through an Exercise Price) so that Trustee
can pay the Investors.

Continued...
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Document Parties

Sale Undertaking (Wa'd) = Granted by Trustee in favour

of Originator (as Obligor)

Summary / Purpose

Allows Originator to buy the Assets back from Trustee
in limited circumstances (e.g. the occurrence of a tax
event), in return for which Originator is required to pay
all outstanding amounts (through an Exercise Price) so
that Trustee can pay the Investors.

Substitution Undertaking
(Wa'd) - OPTIONAL

Granted by Trustee in favour
of Originator (as Obligor)

Allows Originator to substitute the Assets (which it
may need to sell or otherwise dispose of) for some
other assets having at least the same value and
revenue-generating properties.

Related Structures / Structural Developments

The growth of the sukuk market has led to the
development of a number of ‘hybrid’ structures
around the sukuk al-ijara model in order to
provide additional flexibility - particularly when
selecting underlying assets. A few of these
developments are summarised below:

e In order to enable investors to receive
compensation where an asset is still under
construction, certain Shari‘a scholars have
permitted the use of the forward lease
arrangement (known as ijara mawsufah fi
al-dimmah). This forward lease agreement
is normally combined with an istisna
contract (or procurement agreement),
under which construction of the asset is
commissioned. This structure is discussed
in more detail later in this Chapter 2 (Sukuk
Structures) at Part 5: Sukuk al-Istisna; and

e If legal and/or registered title to a particular
asset exists and (due to, by way of example,
the prohibitive cost implications or tax
implications of registering such a transfer
of title) it is not possible to transfer that
legal / registered title, certain structures
have been approved that allow an ijara

18 DIFC Sukuk Guidebook

to be put in place despite the fact that
the trustee does not have outright legal
ownership of that asset. For example:

(i) it may be possible, depending on the
asset type and the view taken by the
relevant Shari'a scholars, to rely upon
the concept of beneficial ownership
in structuring a sukuk al-ijara
transaction. The sale and purchase
agreement (in the sale and leaseback
structure discussed above) would
document the sale and transfer to the
trustee of the beneficial ownership
interest in the underlying asset - and
such beneficial ownership interest
would be sufficient to enable the
trustee’s entry into the leaseback
arrangements contemplated in the
example above;

(i) where the usufruct of an asset is
recognised by the underlying legal
and regulatory regime, it may be
possible to create different categories
of usufruct and for the sale of a
usufruct to be relied upon for the




purposes of structuring a sukuk al-
jjara transaction. An example of this
is through the grant of a musataha
interest (a right in rem), the holder
(or musatahee) is given the right
to use and develop land with such
rights over that land in a manner that
allows the holder to be the outright
owner of the buildings constructed
on that land during the period of
the musataha. It should however
be noted that a musataha provides
an interest less than freehold or
absolute ownership. The musataha
right, when created, is granted by
the owner of the freehold property
to the holder. The right, while not a
leasehold interest, is quite similar to
a leasehold interest. Certain Shari'a

(iii)

scholars consider this sufficient to
enable the holder (or musatahee),
in turn, to lease the land and any
buildings thereon to the originator
under anijaraarrangement. Basically,
amusataha contract replaces the sale
and purchase agreement in the sale
and leaseback structure discussed
above; and

it is also possible for a head-lease
arrangement to be used instead of
the sale and purchase agreement
(in the sale and leaseback structure
discussed above), such that the
trustee is granted a long-term right
to use an asset under the head-
lease, thus allowing the trustee to
enter into a sub-lease (the ijara).
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Chapter 2

Part 2: Sukuk al-Musharaka

Introduction

Prior to the AAOIFI statement in 2008 (the
“AAOIFI  Statement”), one of the more
commonly used sukuk structures was that of
sukuk al-musharaka. However, following on
from the AAOIFI Statement criticising the use of
purchase undertakings in sukuk al-musharaka
structures (as further discussed below under
the heading “AAOIFI's Statement of 2008"),
the popularity of this structure has declined in
recent times.

The term musharaka is derived from the word
shirkah, which means partnership. Initssimplest
form, a musharaka arrangement is a partnership
arrangement between two (or more) parties,
where each partner makes a capital contribution
to the partnership (i.e. to the musharaka),
in the form of either cash contributions or
contributions in kind. Essentially, a musharaka
is akin to an unincorporated joint venture but
may, if required, take the form of a legal entity.
The musharaka partners share the profits of the
musharaka in pre-agreed proportions and share
the losses of the musharaka in proportion to
their initial capital investment.

Musharaka arrangements can be structured in a
number of different ways; however, in practice
the following two structures are utilised for the
purposes of issuing sukuk. These are:

a. Shirkat al-‘Agd — commonly referred
to as the ‘business plan’ musharaka; it
is an arrangement pursuant to which
the Originator and the Trustee agree
to combine their efforts and resources
(typically in the form of cash and/or other
asset from the Originator and the Trustee)
towards a common objective; and

b. Shirkat al-Melk — commonly referred to

as the ‘co-ownership’ musharaka; it is an
arrangement pursuant to which either (i)

20 DIFC Sukuk Guidebook

the Originator and the Trustee contribute
cash to the musharaka to purchase an
asset together or (i) the Originator sells
an ownership interest in an asset to the
Trustee as a result of which the Originator
and the Trustee become co-owners of that
asset.

When structuring a sukuk issuance pursuant
to a shirkat al-melk structure, the first step is
often to analyse what exactly the business of
an originator entails and what assets (if any)
are available to support the issuance of sukuk.
At the outset, if it is not possible to identify a
tangible asset that is capable, from a legal and
Shari'a perspective, of being contributed to the
musharaka itself, it will be necessary to consider
the shirkat al-‘aqd structure (as well as those
outlined in the rest of this Chapter 2 (Sukuk
Structures)).

All sukuk structures rely upon the performance
of an underlying asset or arrangement in
order to generate returns for investors. The
musharaka is no different in this respect and
can be implemented in a manner that provides
for regular payments throughout the life of the
sukuk, together with the flexibility to tailor the
payment profile - and method of calculation - in
order to generate a profit. These characteristics
make musharaka relatively straightforward to
adapt for use in the underlying structure for a
sukuk issuance.

One example of a sukuk al-musharaka issuance
listed by an originator on NASDAQ Dubai is
the Jebel Ali Free Zone FZE AED7,500 million
sukuk issued in November 2007, where Clifford
Chance LLP acted as legal counsel to the
originator.




Set out below is an example of a sukuk al-musharaka structure, based upon a shirkat al-'aqd
arrangement.

Figure 2: Structure of Sukuk al-Musharaka (based upon a shirkat al-‘aqd arrangement)
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Overview of Structure
(Using the numbering from Figure 2 above)

1.

Issuer SPV issues sukuk, which represent
an undivided ownership interest in an
underlying asset, transaction or project.
They also represent a right against
Issuer SPV to payment of the Periodic
Distribution Amount and the Dissolution
Amount.

The Investors subscribe for sukuk and pay

the proceeds to Issuer SPV (the “Principal
Amount”). Issuer SPV declares a trust
over the proceeds (and any assets of the
musharaka — see paragraph 4 below)
and thereby acts as Trustee on behalf of
the Investors.

Trustee enters into a musharaka
arrangement with Originator, pursuant to
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which Trustee contributes the proceeds
from the issuance of the sukuk into the
musharaka and is allocated a number of
units in the musharaka in proportion to
its capital contribution.

Originator enters into a musharaka
arrangement with Trustee, pursuant to
which Originator makes a contribution
in cash or in kind into the musharaka
and is allocated a number of units in
the musharaka in proportion to its
capital contribution to the musharaka.
The contributions by the Trustee and
the Originator collectively form the
musharaka assets (the “Musharaka
Assets”).

On each periodic distribution date Trustee
shall receive a pre-agreed percentage
share of the expected profits generated
by the Musharaka Assets and, where
the Musharaka Assets generate a loss,
Trustee shall share that loss in proportion
with its capital contribution to the
musharaka. Trustee's share of profits will
typically be a percentage high enough to
at least equal the Periodic Distribution
Amounts payable under the sukuk.

On each periodic distribution date
Originator shall receive a pre-agreed
percentage share of profits generated
by the Musharaka Assets and, where
the Musharaka Assets generate a
loss, Originator shall share that loss in
proportion with its capital contribution.

Issuer SPV pays each Periodic Distribution
Amount to the Investors using the profit it

has received from the Musharaka Assets.

Upon:

DIFC Sukuk Guidebook

(). an event of default or at maturity
(at the option of Trustee under the
Purchase Undertaking); or

(ii). the exercise of an optional call (if
applicable to the sukuk) or the
occurrence of a tax event (both at
the option of Originator under the
Sale Undertaking),

Trustee will sell, and Originator will buy,
all of Trustee’s units in the musharaka
at the applicable Exercise Price, which
will be an amount equal to the Trustee’s
share in the fair market value of the
Musharaka Assets at the time of sale.
The Exercise Price will be used to pay the
Principal Amount plus any accrued but
unpaid Periodic Distribution Amounts
owing to the Investors.

Pre-AAOIFI's Statement, the Exercise Price
was often fixed at the outset to be an
amount equal to the Principal Amount
plus any accrued but unpaid Periodic
Distribution Amounts owing to the
Investors. However, following on from
the AAQIFI Statement the general Shari‘a
position is that where the Originator
and the purchaser under the Purchase
Undertaking are the same entity, the
Exercise Price cannot be fixed in this
manner and must instead be determined
by reference to the market value of the
Musharaka Assets at the time of sale
(please see the section below under the
heading “AAOQIFI's Statement of 2008"
for further information). As a result of
this, there is a risk that the Exercise Price
will be less than the amount required
to pay the Principal Amount and all
accrued but unpaid Periodic Distribution
Amounts owing to the Investors. In




order to mitigate this risk, additional
structural  enhancements can  be
incorporated into the structure including
(i) the maintenance of a reserve account
into which excess profits from time to
time during the life of the sukuk are held
and used to make up any shortfalls in
any payments due to Certificateholders;
and/or (ii) the option of a third party
providing  Shari'a-compliant  liquidity
funding to fund any shortfalls in any
payments due to Certificateholders (see
the section below headed “Key features
of the Underlying Structure” for further
detail). These mitigants do not however
address all the risks associated with an
exercise price linked to market price of
the assets.

9. Payment of Exercise Price by Originator
(as Obligor).

10. Issuer SPV pays the Dissolution Amounts
to the Investors using the Exercise Price it
has received from Originator.

11-12 Trustee and Originator will enter into
a management agreement whereby
Trustee shall appoint Originator as

Key Features of the Underlying Structure

Set out below is a summary of the basic
requirements based on established principles
and the AAOIFI Shari‘a Standards No.12 (Sharika
(Musharaka) and Modern Corporations), which
should be considered when using musharaka
as the underlying structure for the issuance of
sukuk:

e Managing Agent must operate the

Managing Agent to manage the
musharaka in accordance with an agreed
business plan. To the extent that the
profit received by Trustee in any period
is greater than the Periodic Distribution
Amounts for that period, the Managing
Agent shall be entitled to such excess
as an advance performance fee. Under
Shari'a, all payments made under the
musharaka are deemed to be “on
account” and will be adjusted on the
musharaka end date to reflect the actual
and final profits/losses of the musharaka.
As a result of this, any excess profit paid
to the Managing Agent is considered
to be an advance performance fee
that is refundable at all times until the
musharaka end date. Typically, in the
event that on any periodic distribution
date there is a shortfall between the
profit received by Trustee and the
Periodic Distribution Amount then due,
Managing Agent will be obliged to
return such advance performance fees
to remedy the shortfall. However, on
the musharaka end date, any advance
performance fees not required to be
returned can be conclusively retained by
the Managing Agent.

musharaka business and invest the
Musharaka Assets in accordance with the
musharaka business plan that will have
been agreed between the partners and
will have been tailored in accordance with
the principles of Shari'a;

The ratio of profit sharing must be agreed
at the outset and, unlike losses, does not
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have to be in proportion to each partner’s
capital contribution. However, it is not
permissible to agree a fixed profit amount
for either Originator or Trustee;

Losses of the musharaka must be shared by
the partners in proportion to their capital
contributions to the musharaka;

Any profit distributed prior to maturity or
termination of the musharaka is deemed
to be in advance and is treated as an “on
account” payment which shall be adjusted
to the actual profit Originator and Trustee
are entitled to at that time;

The musharaka must have a degree of
tangibility and this tangibility (or asset-
backing ratio) can vary between 33% and
50%, depending on the Shari’a scholars
involved;

There is a possibility that the profits
received by Trustee on or prior to any
periodic distribution date are less than the
relevant Periodic Distribution Amounts.
Appropriate  mechanical enhancements
can be incorporated into the musharaka
structure to mitigate this risk. For example,
surplus profits on any Periodic Distribution

Required Documentation

In addition to the offering, trust and listing
documentation (the requirements of which are
discussed in more detail in Chapter 3 (Issuing
Sukuk from the DIFC) and Chapter 4 (Listing
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Dates can be held in a reserve account
and amounts held in such reserve account
can be drawn to fund any shortfalls in
future Periodic Distribution Amounts or
in the Exercise Price (as discussed above).
Secondly, the provision of third-party,
Shari'a-compliant liquidity funding can be
accommodated into the structure to also
cover any such shortfalls; although, it is
important to note that any such third-party
provider can only have the right, and must
not be obliged, to provide such Shari‘a-
compliant liquidity funding. The Trustee
will be under an obligation to repay the
Shari’a-compliant liquidity funding from
any proceeds remaining after the sukuk
have been redeemed in full; and

Both Originator and Trustee can, from
a Shari'a perspective, terminate the
musharaka at any time after giving notice.
On termination of the musharaka, and
provided that the Purchase Undertaking
has not been exercised by Trustee, the
tangible assets comprised in the musharaka
will be liquidated and, together with the
intangible assets, be distributed between
Originator and Trustee in proportion to the
units (or capital contribution) held by each
party in the musharaka.

Sukuk on NASDAQ Dubai)), the following
documentation is typically required for a sukuk
al-musharaka transaction:




Table 2
Document ‘ Parties

Musharaka Agreement  Originator (as Partner) and
Trustee (as Partner)

Management Agreement | Trustee (as Partner) and
Originator (as Managing
Agent)

Purchase Undertaking Granted by Originator (as

(Wa'd) Obligor) in favour of Trustee

Sale Undertaking (Wa'd) | Granted by Trustee in favour

of Originator (as Obligor)

‘ Summary / Purpose

From Trustee's (and the Investors') perspective, this

is the document that creates the musharaka, gives it
an ownership interest in the Musharaka Assets and
entitles it to a share of the profits generated by those
Musharaka Assets.

From Originator’s perspective, this is the document
under which it receives funding.

Allows Trustee to appoint Originator to manage the
Musharaka Assets in accordance with an agreed
business plan.

Allows Originator to implement the funding received
from Trustee (and the Investors) in accordance with its
business plan.

Allows Trustee to sell all of its units at market value

in the musharaka to Originator if an event of default
occurs or at maturity, in return for which Originator

is required to pay the market value of those units
(through an Exercise Price - please also see the section
below under the heading “"AAQIFI's Statement of
2008") which is then used to service all outstanding
amounts owing to the Investors.

Allows Originator to buy Trustee’s units in the
musharaka from Trustee in limited circumstances (e.g.,
the occurrence of a tax event), in return for which
Originator is required to pay all outstanding amounts
(through an Exercise Price) so that Trustee can pay the
Investors.

Related Structures / Structural Developments

Shirkat al-Melk

An alternative to the shirkat al-'aqgd musharaka
arrangement described above is the shirkat al-
melk arrangement, which broadly operates as
follows:

e Either (i) Originator and Trustee both
contribute cash to the musharaka for the
purposes of jointly acquiring an asset, or (ii)
Originator sells a portion of its ownership
interest in an asset to Trustee;
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