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Conventional Securitization Islamic Securitization

Debts are securitized: investor buy interest in
the debts sold

Only possible when monetary debts are sold
at discount

Pricing is largely based on interest rate
movement and credit risk/rating

Secondary trading of these securitized debts
are norms of the day

Investors are paid fixed coupons

In asset-backed securities assets means

financial assets (money and debts)

Islamic securitization is asset based

Here investors purchase portions of
interest/ownership in the underlying tangible
asset

Income paid to investor must come from
employment of the asset in real business

Income/profit and cannot be fixed or

guaranteed

Asset-backed securities must mean real
tangible assets or at least combined assets
where tangible portion is more than
debt/money portions



1. Predatory lending:
Subprime borrowers can
be financeally
unzophisticated — ssther
unaware of all optons
avaiable or unable to

make the bast choice
betwesn options.

2. Mortgage fraud: The
originator, who salls a poal
of maortgages to the
arranger, has an
mnformation advantage
over the amanger
regarding quality of the
borrower. An
ariginator, collaborating
with the borrower, may
misreprasent tha
information on the
application.

6. Principal-agent: While tha investor providas
funding for the morigage-backed secunty, the
asset manager conducts the due diigence on
the investments and finds the bast price for
the trades — the asset manager may not take
sufficient effort on behalf of the investor.
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3. adverse selection: The
arranger has more information
about the guality of the
mortgage loans — so, the
arramger can chooss to securitize
the bad loans and retain the
goiod onas.
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4. Moral hazard: In order to
miaintain the value of the
underfying asset (the houssa], the
mortgagor has to pay insurance
and maintain the property. in, or
approachng delinguency, there
iz fittle incentive to do this:

5. Moral hazard: Gven that the
SETVICEr's income increases the
lonzer the loan s

serviced, keeping the loan on its
books for as long as possible is
preferred — therefore, it has a
preference to modify the terms of
a delinquent loan to defay
foreclosure.

7. Model error: The rating agencies
are paid by the arranger and not
investors for their opimion. Their
rating relies on models, which are
susceptible to errors.
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* Real purpose behind raising funds via securitization

 Each transaction participant share in both the risk and
return

e Collateral assets are not in form of debt

* The underlying assets and securitized obligations are not
employed for speculative purposes
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