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ABSTRACT
Talha YANMAZ June 2011

A KIND OF ISLAMIC FINANCIAL INSTRUMENT: SUKUK
AND APPLICATIONS IN THE WORLD

Principal feature of Islamic financial tool is bgimnterest-free because of
prohibition of interest in Islam. Sukuk structusenmainly about liquidation of assets
by issuing sukuk. Sukuk brings its holder periobiceome. Especially after deep
economic crisis in 2008 it is perceived that suksikbecoming the most popular
financial tool. In this study firstly sukuk and gsructure will be explained secondly
a new sukuk model for Turkey will be recommendaterest-free implementation is
the main feature of sukuk. Interest is debated gears and seems to be continued.
The interest rate based financial practices haea loarried out since the beginning
of the history. Interest based economies carrigls because of interest, last deep
economic crisis showed this fact. Sukuk is an a#teve way for funding companies
or governments which applies special mechanisms bao#ted by real economic
value. Sukuk implementation started to use in Makyand other Islamic nations
take this financial tool quickly. Today sukuk isedsnot only in Islamic countries but
also developed western economies uses sukuk fanding. We could say that the
most prevalent type of sukuk is ljarah Sukuk. Tyrkewly introduced in sukuk.
Turkey is a unique nation who has Muslim populatzomd secular democracy. We
suggest new sukuk implementation in Turkey becéilueeother economies Turkish
economy has unique conditions. Sukuk also incletese financial risks our new
model is proposed to explain these risks and mienthem. Our study is the first

study which recommends new sukuk model.

Keywords: Sukuk, Islamic Finance, Bond, Interest, ParticggaBanking



KISA OZET
Talha YANMAZ Haair 2011

CAGDAS FINANSAL ARACLARDAN SUKUK ve DUNYADAK 1
UYGULAMALARI

Faizin yasak oldgu Islam diinyasinda finansal araclarinsliza 6zellgi
faizsiz calgma esasina dayanmasidir. Bu kapsamda cikarsami finansman
sertifikas! sukuk esas olarak varlik finansmann igikarilmakta olup, elde edilen
fonla alinan varlik/yapilan yatirrmdan elde edileagelirin Sukuk sahibine belli
donemlerde ddenmesi esasina dayanmaktadir. Suldgk y@bndaki g&ir ekonomik
bunalimdan sonra popdlaritesi en c¢ok artan finarsa¢ olarak karmiza
ctkmaktadir. Cagmamizda alternatif finansman araci olan sukuk dleaeak
ardindan Turkiye'ye 6zgu bir sukuk modeli onerildoe Sukuk’'un en 6nemli
Ozelligi faizsiz bir finansman araci olmasidir. Faiz ydia tartsilmaktadir ve
goruinen o ki tarfiimaya devam edilecektir. Faiz uygulamalari tariitknyillarindan
itibaren hemen hemen her toplumda goritiai Faiz eksenli ekonomiler her zaman
risk tegir, son ekonomik kriz bu gergeortaya koymgtur. Sukuk; devletler ve
sirketler tarafindan kullanilan 6zekkiller iceren ve gercek bir ekonomik g
tarafindan desteklenen bir finansal aractir. Suliygulamalari Malezya’da ortaya
cikmis ve kisa surede gér islami llkelere yayilngtir. Sukuk bugiin sadedslami
ulkeler tarafindan dgl ayni zamanda gelnis bati ekonomileri tarafindan da
kullanilan bir finansal aractir. En yaygin olarakllanilan sukuk cgdinin icara
sukuk oldgu gorulmektedir. Turkiye ekonomisi sukuk ile hengeni tangmistir.
Tarkiye Masliman halki ve laik demokrasiye sahimdiee 6zgu keullari bulunan
bir Glkedir. Calsmamizda Turkiye’de sukuk uygulamalari i¢in yeni Ilonodel
Onerilmistir ¢ciinkti her ekonominin olgw gibi Turkiye ekonomisinin de kendine
0zgu kaullar bulunmaktadir. Sukuk bununla birliktezdr finansal araclarda oldu
gibi bazi riskler icermektedir, yeni model cercemds bu riskler minimize edilmeye
calsilmistir. Calsmamiz Sukuk hakkinda yeni model Oneren ilk spali olma
Ozelligindedir.

Anahtar Kelimeler: Sukuk,islami Finans, Bono, Faiz, Katilim Bankagili
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INTRODUCTION

In today’s economic conditions economic crises odoeguently and these
economic crises damage economy through the warld008 economic crisis which
originated from United States damaged world econmery much. Governments
organize macroeconomic programs. —which means imginMoney- decreased
damage of economic crisis but it was not enouglis€s of crisis still being debated
but the main reason were ‘bubble economy’. The FEBsident Alan Greenspan
pointed out this by saying’he notion of bubble bursting and the whole prioceele
coming down seems to me as far as a national natde phenomenon, is really
quite unlikely’*Bubble economy, refers to economic values whictnatebacked by
real economic asset. After 2008 crisis Islamic riial institutions like sukuk had
sparked by economic actors. Some giant banks IBBE grew its Islamic finance
department. (see in HSBC Official website www.hebm) Vatican also pays
attention to interest and sukuk. Vatican-centreaiholic Christians- declared main
reason of economic slumps is interest and sukuk beayn appropriate tool for
financé. Sukuk came into prominence in economic envirortnad there is no
enough study about sukuk especially in Turkey. 8Ukas some types and different
implementation methods. We will explain interestfobe sukuk to be more
comprehensive. In this study we will explain iey interest free banking, financial
bonds and sukuk. At the end of the study we witbremend new sukuk model for
Turkey.

Interest has been used by human being since oladdec Types of interest
changed but interest was existed. Interest arrses fieed of debt. Sommeeople have
extra money and some people need money to do lsssoreconsume. Capitalism
defends interest by saying’ interest is value oing up usage of capital there
were no extraamount no one will lend money to othérshis defending may be
correct in today’s capitalist world. Today peopte ao individualistic and there is no

trust between people then interest is acceptatkdactocorrect. On the other hand

! http://www.fairloanrate.com/2008/12/02/the-reasons-behind-global-economic-crisis/
? http://www.tkbb.org.tr/index.php?option=com _content&task=view&id=2922&Itemid=846
3 Keynes J. M. (1936) General theory of Employment,Interest and Money, p. 10




interest damages economic environment by settiagfextra amount before doing
business. If interest rate is over than profit Emldas unfairness if contrary borrower
has unfairness so in dynamic economy interest waya origin of unfairness.
Secondly as Keynes explains interest rate effestsstmenty if interest rate is high
people try to get interest earning instead of ihmesit return because interest has no
risk according to lender he will get return ceraininterest is forbidden in

monotheistic religions but this sight is theologiamission.

In first chapter we will explain kinds of incomecsuas interest, profit and
rent. Sukuk which is an alternative way to intetested on bonds arisen from rent so
an important sub-chapter of first session is d#ifee between rent, profit and
interest. In second chapter interest free banksngxplained. Interest-free Banking
applications and differences between private bamnksinterest-free banks tried to be
defined. In third chapter financial bonds are exy@d to define difference between
bonds and sukuk more explicitly. Types of finandahds discriminated according
to its usage or return type.

In the last chapter we explained sukuk. Sukuk ialtarnative way to finance
companies or governments instead of bonds. Sukulotihased on interest; it is
interest free financing tool. Especially after desmnomic crisis which occurred in
2008, popularity of sukuk increased because, ma@isan of economic crisis was
economic bubble. Financial tools which is not backg real economic value carries
more risk than sukuk so also western economietedttos use sukuk. Turkey has just
amended its sukuk lavand only one sukuk issuance has made so sukuletrfzak
not grew enough in Turkey but it is estimated thih gulf capital sukuk market will
grow in Turkey. In this study there is a new modatommendation for sukuk
application in Turkey. Aim of new model is minimmg sukuk risk and designing
appropriate model for Turkey. Turkey should takss@ns from its history Contrary
of its popularity there is not enough academic wifgbut sukuk, aim of this study is

to contribute to sukuk literature.

4 Keynes J. M. (1936) General theory of Employment,Interest and Money, p. 11
> http://www.spk.gov.tr/apps/teblig/displayteblig.aspx?id=393&ct=f&action=displayfile




LITERATURE REV IEW

Literature about sukuk is very restricted becauskuls is new growing
financial tool. There are some reports of IMF andri/ Bank about sukuk structure
and sukuk trends in the world. Studies about sulagused on usually Islamic
countries. Study about sukuk could be separatedstigeheadline Sukuk studies and
Islamic finance studies. Islamic finance studiedirgctly tell about sukuk. Nathif J.
Adam and Abdukader Thomas wrote may be the mose witkuk book named’
Islamic Bonds: Your guide to Issuing, Structuringdanvesting in sukuk’. In this
book sukuk structures and how return of sukuk cteldnaximized are studied. Also
Why Islamic finance will be more popular in the Utd is explained. Euromoney
published a book about sukuk in April 2011 whichmeais ‘Global Growth,
Opportunities and Challenges in the Sukuk Markékie another important study
about sukuk is written by Mohmoud A. El-Gamal frdrice University named’
Leasing Securitizaton and Sukuk ‘. This book exptdifferences between sukuk and
leasing giving by advantages and disadvantageseofi.t'Sukuk and Islamic Capital
Markets’ edited by Rahal Ali is another new booloatbsukuk published in 2010.
This books analysis market trends and key Shandhegal structures about sukuk.
These books are published very new the oldest begkublished in 2009. Ali
Arsalan Tariq’s study about sukuk risk named ‘Mangd-inancial Risks of Sukuk
Structures’ is very useful study about sukuk beeaother studies focus on what is
sukuk but this Tariq’s study focused on risks wkisk. These studies show us that
sukuk is very new issue for scholar and need tstb@died more. Studies about sukuk
explain only applicated sukuk structure and matkend there is no study which
recommends new sukuk model. There is no Turkistk babout sukuk because
sukuk is very new concept for Turkey and only omleuk issuance has made.

There are a lot of books and articles about intefiee banking because
interest free banking is not new phenomenon. Theesti study about Islamic
banking is ‘Handbook of Islamic Banking’ edited bl Kabir Hassan and Mervyn

K. Lewis. This book explains all sides of Islam@&nzing. Old studies about Islamic

10



finance written by muslim academicians but esphcliter world economic crisis

western scholars also interested into Islamic foean

In Turkey studies on sukuk are not sufficientsituritten in Islamic banking
studies. Hovewer Interest is the most debated igsdairkey. Some scholars like
Suleyman Uludag defends in his book ‘Islam’da Rd&selesine Yeni Bir Baki(A
new outlook on the issue of interest in Islam)’tivderest and riba are different
concept so today’s interest is not forbidden iansl He claims that Islamic banking
is cheating Shariah rules. Ismail Ozsoy has a salmbhut interest named ‘Faiz ve
Problemleri (Interest and Its Problems) . He claithat every extra amount which
has not any reciprocity is interest so interest abd are same things. Islamic
Banking is not forbidden in Islam because IslamanBng implementations do not
include interest. Implementation is important armne special implementations

differentiate interest concept.

11



CHAPTER1

KINDS OF INCOME

In this chapter we will explain kinds of income ledt interest, profit, rent.
Because of Sukuk refuses interest and based omamhe, firstly we should define
interest, profit and rent. Economist tried to expléhese concepts so that define
which motives shape the whole economy. We will carapinterest, profit and
income. It is important to understand these corscepirectly because these concepts
are the basis of disputes around interest. Sukakasnative financial tool to interest
because it is based on rent. Some economists aaynterest is equal to profit or
rent, consequence of both of them is the sameintédyest is fee of money. Profit is
income gained from real economic utility productidfrst we will try to explain
what is interest? Secondly we will explain internesteligions. In the conclusion we

will explain difference between interest, rent gmdfit.

1.1 Interest

Interest is a one of the key concept of moderntabgi world. A debate over interest
continues and seems to be continued as long asrbenag alive. Interest is an old
being concept which comes from history of the woiltlere are a lot of theories
about interest some of them are defending intere$tsome of them offending.

1.1.1 Definition of Interest

First of all we should define interest. Accordimgdictionary interest is ‘The
fee charged by a lender to a borrower for the uséoorowed money usually
expressed as an annual percentdgeThere are some other interest definitions;
basically ‘interest is value of money. Founder odreomics Adam Smith see interest
as “giving money to lender from profit of doing $iness” English economist David

® www.investorwords.com (15.03.2011)

12



Ricardo said that “If there is huge profit, intdrean be given to have that capital’
Classical economists claims that interest ratesuwage people to save Money but

Keynes criticized that view.

Interest is of two kind&.First, interest of loan (riba al-dain in Arabiopne
that appears in loans as a percentage or any fiagohent added to the principle, is
the most widespread, and the most debated, kindtefest known by all. Lending
money, say €100, at a certain interest rate, sayi$#e example. Second is interest
of exchange (riba al-bai’ in Arabic), one that agzein exchanges. The second one -
interest of exchange- is also divided into two kindne is called interest of surplus
(riba al-fadl in Arabic) that appears as a quatNgasurplus in one of the exchanged
goods of the same kind -as in the case when twasunes of corn is exchanged for
three measures of corn, even if it is due to tfilerdince of quality. And the other is
called interest of delay or deferral (riba al-nasidrabic) that appears in exchanges
as a quantitative or potential surplus (value dgfgiation) when the delivery of one
of the goods exchanged is delayed, as in the case @& ton of iron is sold for the
same amount of iron on a deferral basis; let alonea larger amount of delayed
iron.?

According to john Maynard Keynes ‘ Interest,Hgethe price paid for the
use of capital in any market, tends towards an lieguim level such that the
aggregate demand for capital in that mark&tThe famous economist Pigou tries to
explain interest as ‘The nature of the service wfaiting” has been much
misunderstood. Sometimes it has been supposedhsistm the provision of money,
sometimes in the provision of time, and, on bothpssitions, it has been argued that
no contribution whatever is made by it to the dénd. Neither supposition is correct.
“Waiting" simply means postponing consumption whia person has power to
enjoy immediately, thus allowing resources, whiclghth have been destroyed, to

assume the form of production instrumetit$he most accepted theory of interest in

7 Quresi I. (1972) Interest Approach and Islam. Istanbul: Irfan Publications, p. 43

® Ozsoy 1.(1993) . Faiz ve Problemleri. izmir: Nil Yayinlari

° Ozsoy 1.(2010). ‘ Islamic Banking: Conceptual Fundamentals and Basic Features’ Economical Herald
Quarterly

10 Keynes J. M. (1936). General theory of Employment,Interest and Money ,p. 119

" pigou A. C.(1920). Economics of Welfare 3rd edition, p. 162

13



capitalist world made by Bohm-Bawerk, accordingB@werk interest is’ value of
time is important for interest, who lend money twrbwer sacrifices consumption
ability by that money so interest is value of tim&his theory called ‘Time
preference theory of interest.” Theory is known'Asstrian hypothesisTheory is

centered on time preferencé

There are a lot of interest theories but most eftlare derivatives of these
theories and no need to replicate here. Intergsbitance increased after capitalism
process. Before capitalism surplus capital, goodd services were limited but
capitalism increased surplus of capital, goods serdices so need of lending and

borrowing capital become more prevalent.

Some philosophers criticized interest because afiayas transferred from
poor to rich but after capitalism become more pdwetanking sector start to
having deposits from poor also so money startettaiosferred from rich to poor.
Criticisms’ of ‘interest is destroys fairness ofame between poor and rich’ became

invalid.

The other criticism of interest is ‘lender is nabnking and getting money by
free but today bank employees are working more thther sectors most of them
going their home after than normal working hours.

According to Mercantilist ideology (1500-1700), témest is rent of capital.’
Mercantilists’ see interest same as land rent af estate rent® On the other hand
Physiocrats who see trade is not good for econdand is the only effective
production method so capital could not be giveressmlthat capital’s interest is equal

to rent value?

‘Productivity of capital theory’' first acclaimed by. B. Say, and theory
developed by Maitland Lauderdale (1759-1839). Thesrbased on productivity is

natural result of capital. Labor can be substitutgdcapital so substitution proves

12 Bshm Bawerk E (1891) The Positive Theory of Calpitww.econlib.orge-book.

13 Schumpeter, J.(1954). Economic Doctrine and Methoddon: George Allen and Unwin Ltd, 28;
Qurssi, p. 40; Uludg S., p. 247.

1% Ozsoyi.(1993) . Faiz ve Problemleiizmir: Nil Yayinlari, p. 31
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that capital has also productivity. Productivitysdeves rent, wage or in capital
interest. In conclusion interest is logical becathsee is increase of productivity.

1.1.2 Historical Progress of Interest

There is not sufficient information about intere@stancient times. We know
that interest exist in ancient times. Money is sotprevalent and did not used for
trade. Trade was made by exchange of goods. klisdcbarter economy. Interest
basically paying debt with surplus so if anybody éxample paying his debt over
then his debt it is called interest it's not im@ort debt is money or wheat or fish.

In ancient times interest is controlled by religgomen. Interest rate is
determined by religious men. It shows that religianen deal with interest for

ancient times?®

There are some documents about interest ratesiardrsumer and Babylon.
According to that documents interest rate is 1/8 riarture and 1/5 for money
debts’’

In ancient Greece people and temples used to Imeeest earnings so they
became so rich. Sometimes interest rate increasssme debtors could not pay it
and he lost his freedom-became slavétyin India interest is forbidden to higher

cast. Interest is used by lower cHst.

There were heavy tax burden in Rome so public needke money from
knights with interest® Interest was forbidden in BC 342 by Lexgenuciaantheless
interest continued because of economic needs.eA¢tidl of Rome Republic interest
rate was limited. Roman Empire was the first natddro tried to forbid interest so

that protecting poor people.

'3 Ergin Feridun(1981) , Para ve Faiz Teoriléstanbul Universitesi Yayinlari, p. 178-179.
'%Zeme H. and Faruk M.(1968). History of interest and Islam. Istanbul:Sinan Publications

Y Turk Ansiklopedisi (1985). MEB Yayinlari, Interest Issue, p. 86

® Tirk Ansiklopedisi (1985). MEB Yayinlari, Interest Issue, p. 87

1 Uludag S.(2010). islam’da Faiz Meselesine Yeni Bir Bakis, Istanbul: Dergah Yayinlari, p. 283
%% Tiirk Ansiklopedisi (1985). MEB Yayinlari, Interest Issue p. 87
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Philosophers also thought about interest. Most bilopopher accepted
forbidden of interest and they tried to explaintpbition logically. Aristoteles who
influenced Islamic thoughts is against of interégicording to Aristoteles capital is
not productive tool itself. Money does not incredtself without labor. Money’s
value is fixed, its value cannot be increased g@nwait 100 years. He said ‘ There
are two sorts of wealth-getting, as | have saide a; a part of household
management, the other is retail trade: the forneeessary and honorable, while that
which consists in exchange is justly censured;itfas unnatural, and a mode by
which men gain from one another. The most hatet] aod with the greatest reason,
is usury, which makes a gain out of money itsaifj aot from the natural object of
it. For money was intended to be used in exchabgenot to increase at interest.
And this term interest, which means the birth oheyfrom money, is applied to the
breeding of money because the offspring resemiblesparent. Wherefore of any
modes of getting wealth this is the most unnatutalhis famous book Politics®

Platon who is Aristotle’s teacher also offendeckiest. His tried to explain
interest by marriage. He said in his book ‘In mggrg and giving in marriage, no
one shall give or receive any dowry at all; andame shall deposit money with
another whom he does not trust as a friend, ndt Bedend money upon interest;
and the borrower should be under no obligatiorepay either capital or intere$t.’

1.1.3 Interest in Judaism

Criticism of interest in Judaism has its roots @vesal Biblical passages in
which the taking of interest is either forbidderscduraged or scorned. The Hebrew
word for interest is neshekh, literally meaningoiee" and is believed to refer to the
exaction of interest from the point of view of tdebtor. In the associated Exodus
and Leviticus texts, the word almost certainly &spbnly to lending to the poor and
destitute, while in Deuteronomy, the prohibitionestended to include all money
lending, excluding only business dealings with igmers. In the levitical text, the

words tarbit or marbit are also used to refer eortcovery of interest by the creditor.

*! http://classics.mit.edu/Aristotle/politics.1.one.html (03.02.2011)
2 http://classics.mit.edu/Plato/laws.5.v.html (05.02.2011)
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In addition to these biblical roots are variousriatlic extensions of the prohibitions
of interest, known as ‘avak ribbit’ literally "théust of interest” which applies, for
example, to certain types of sales, rent and worltracts. This is distinguished from
rubbit kezuzah, interest proper in an amount @ kte agreed upon between lender
and borrower. The difference in law is that theelatif it has been paid by the
borrower to the lender, is recoverable from thelé&gnwhile the former, once paid, is
not recoverable, although a contract tainted by dhet of interest will not be
enforced. Despite the prohibition on taking inteérdsere is considerable evidence to
suggest that this rule was not widely observedbtidal times. In addition to several
references in the Old Testament to creditors bexagrting and implacable in their
extraction of interest, from the Elephantine pajlyappears that among the Jews in
Egypt in the fifth century B.C. it was a matter ajurse that interest would be
charged on loans .This charitable nature of thdipron on interest suggests that
its violation was not regarded as a criminal ofeength penal sanctions attached, but
rather as a moral transgression. The phenomencgvadion can also be partly
explained by changing economic conditions, begignim the amoraic period in
Babylonia when interest prohibition was held tolanger be compatible with the
economic needs of the community. In time, a stathftaim of legalization of interest
was established, known as ‘hetter iskah’ meaning permission to form a
partnership, which has become so accepted thatdaysall interest transactions are
freely carried out in accordance with Jewish lay,simply adding to the note or
contract concerned the words ‘al-pi hetter iskah’.

The next step is to substantiate the time-basedisfoof the interest
prohibition. The key source is Rav NachAfalivho states that the general rule of
interest is that any reward for waiting for one’®may is forbidden. The classic
biblical commentaries of Rash, Ritva and Divreir8ofconfirm the importance of
Rav Nachman’s words. They point out that his rdean embracing one which
applies to both biblically and talmudically prosed interest. Any gain received

simply for waiting for one’s money or one’s goodmstitutes interest. ‘Because of

% http://www.che.ac.uk/publications/usury.htifayne A.M. Visser and AlastaMcIntosh
4 Talmud, Tractate Bava Metzia: p. 63
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the delay of the money the borrower gives his reivsalys David Ben Israel Ha Levi
Segal in the commentary known as Turei Zahav. Gléhe time aspect is singled
out. The passage does not, at least explicitlyrem$dcharging a risk premium or
compensation for transaction costs. Indeed lendingpsitively discouraged where
the loan is unsafe. A qift is better: ‘it is bettest to lend without taking a pledge,
than to lend and to be compelled to keep dunniagigbtor for repaymeit. There

is no encouragement to lend, even to a person whla gepay by installments. In
such cases, a gift, or business partnership, magdrse appropriate. The beneficiary

would, in this way, be protected from the shamdedffwulting on a loaf®

Lister tried to explain Judaic reasons of prohiitof interest bu on the other
hand it could be seen that he also tries to expldap prohibition of interest is not
applicable in capitalized, globalised world. Aftgting reasons of prohibition he
wrote interest theories, time preference and tk.implies that prohibition is fact
ancient times of Judaism but now prohibition is fagical. It can be understood
because capitalism is based on interest and Jgemgble are the most beneficiary of

capitalism.

In the Middle Ages it is accepted that the main mfbJewish people is
lending money but some academicians opposes it.of&k wn Jewish people in
ottoman Empire by Haim Gerber-Hebrew Universitgatas that Jewish people lends

money but not so much they have another jobs to do.

“It is generally assumed that during the Middleesgand afterwards Jews
everywhere was engaged in money-lending as thdim oeupation. However, this
does not appear to have been the case in the GttBmaire. It would seem that in
this state money-lending was of far lesser impadathan elsewhere. The false

impression may have been due, at least in para teliance on Hebrew sources

% Chafetz Chaim ( 1967). p. 47
% |ister R. J. (2006). The Composition of Interdsidaic Prohibition. Accounting,Business and
Financial History Magazine 16, 121-126
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alone. These in themselves are extremely importauit,for such a subject they
reveal only one side of the coiff”’

On the other hand Gerbert accepted Jewish peopleéhar main factor of
increasing interest applications in economic atiéigi With feeling guilty, He says
It is thus evident that the unique pattern of Jwmnoney-lending in Jerusalem was
the outcome of two factors: the pressure of thasthn monasteries for loans on the
one hand, and the fact that the Jewish communityeofisalem lacked a normal
economic structure on the other. These two faatweitably created a situation in
which money-lending became the Jews' main sustendhda this situation was far

from representative of other Jewish communitiggh@Empire.’

Jewish rabbis claimed that giving money to forergneith interest is not
forbidden. It is thought that interest is harmfulcommunity so if harmful habits are
applied to foreigners they will be weak. Weaknegdooeigners is beneficial to
Jewish. Such as Professional Jewish money-lendoegifecally to non-Jews is
apparent in an extremely revealing document fronth-t8ntury Rhodes. The
problem set forth in this document is the followispme Jews had lent money on
interest to a high Turkish official who for a lotigne failed to repay it. The Jews,
having lost all hope of repayment, demanded thatsiiim be deducted from their tax
assessment. The Rabbi denied their request, andimegb that to grant it would
cause grave harm to the com-munity, for "most aflming nowadays comes from
lending money to non-Jews and here in Rhodesdtssomary to take into account
for tax assessment all credits and loans, and ofaghat is written down in the tax
assessment register is of this tyfiifferent applications to other nations could be
seen in Islam’s two sects being called 'Dar-ul Hafipeing in war). But after
economic conditions changed Jewish people did beyed their religion and started
to use interest in their economic activities. Therdvmoney lender is known also
‘Jewish’ in English because of most money lendees Jewish. Huge banks are
owned by Jewish people now. We may see that iritexésrbidden in most religions

2’ Haim G. (1981).Jews and Money Lending in OttomaipEe. Jewish Quarterly 72, p. 100-118
** Haim G. (1981).Jews and Money Lending in OttomarpEen Jewish Quarterly 72, p. 108
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but people tried to overcome religious rules ang @ad some extra way to apply

interest in economic activities.

1.1.4 Interest in Christianity

There is a few ordering rules in bible so Chridiaccepted Jewish rules for
interest. Also in Christianity interest is forbiddeGiving money to poor people is
encouraged and interest is forbidden. There areethstages for interest in
Christianity first churches, monks were fiercelyamgt interest and tried to prevent
community from interest. Second, interest prohinitibecame more strict money
lender were being punished. Saint Thomas, Molirth@eott were the main thinkers
who offended interest. Third church accepted egens an economic activity and
abolished prohibitions because of events and newnauic activities. After

abolishment most of Christians started to takeginel interest as a normal way.

There are five situations that interest can bergietaken these are;

« ‘Damnun Emergence’ (Suffer a Loss): If lender hatten a loss because of
lending that money, he or she can put an inte@snhoney. But interest
cannot be over of loss.

e ‘Lucrum Cessans’ (To miss a Profit Opportunity)nbder could miss a profit
opportunity because of lending that money. For gptama trader lend money
to anyone and that time trading god is cheap bec&eslend money he
cannot buy good, if good got more expensive hemidls profit opportunity.

* Risk: If lender gets a risk because of lending nyaehim he can put interest
to that amount. We may say that every lending agtoontains a risk so this
situation can be used for all lending activitiehisTmakes interest forbidden
unusable.

» Compensation: If lender and borrower have agreerabatit interest to be

put, Christianity allows this kind of interest.
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e Traditional Laws: Interest could be come from ttadis. In some
communities interest comes from tradition in thése Christianity allows

interest®

We can see that interest is forbidden in Christyabiut this prohibition is not
applicable. One may put interest in base of abaeepion. Normally people defend
interest in case of above situations. Church ttiedprohibit interest but after
capitalism church’s power decreased and econonviccgmment changed so nobody

obey interest prohibition.

Despite its Judaic roots, the critique of intergas most ferverently taken up
as a cause by the institutions of the Christianr€@ihwhere the debate prevailed with
great intensity for well over a thousand years. Thd Testament decrees were
resurrected and a New Testament reference to asiggd to fuel the case. Building
on the authority of these texts, the Roman Catl@harch had by the fourth century
AD prohibited the taking of interest by the clergyrule which they extended in the
fifth century to the laity. In the eighth centuryder Charlemagne, they pressed
further and declared usury to be a general crimioifénce. This anti-usury
movement continued to gain momentum during theydditidle Ages and perhaps
reached its zenith in 1311 when Pope Clement V rttaeléan on usury absolute and
declared all secular legislation in its favor, raid void. Increasingly thereafter, and
despite numerous subsequent prohibitions by Pamésidil legislators, loopholes in
the law and contradictions in the Church's argusiamre found and along with the
growing tide of commercialization, the pro-interesiunter-movement began to

grow.

The rise of Protestantism and its pro-capitalisfluence is also associated
with this change, but it should be noted that haither and Calvin expressed some
reservations about the practice of interest dedpigg belief that it could not be
universally condemned. Calvin, for instance, enataer seven crucial instances in

which interest remained "sinful”, but these haverbgenerally ignored and his

* Uludag S.(2010)islam’da Faiz Meselesine Yeni Bir Bakistanbul: Dergah Yayinlari, p. 294-295
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stance taken as a wholesale sanctioning of intekesh result of all these influences,
sometime around 1620, according to theologian Rwstoterest passed from being
an offence against public morality which a Christigovernment was expected to
suppress to being a matter of private conscienud) @ new generation of Christian
moralists redefined usury as excessive interestiis Tposition has remained
pervasive through to present-day thinking in then€h, as the indicative views of
the Church of Scotland suggest when it declaratsistudy report on the ethics of
investment and banking: "We accept that the pract€ charging interest for

business and personal loans is not, in itself,nmuatible with Christian ethics. What
is more difficult to determine is whether the im®r rate charged is fair or
excessive."Similarly, it is illustrative that, iromtrast to the clear moral injunction
against usury still expressed by the Church in RagmeXIllI's 1891 Rerum Novarum

as "voracious usury ... an evil condemned fregydmntlthe Church but nevertheless
still practiced in deceptive ways by avaricious thelRope John Paul 1I's 1989
Sollicitude Rei Socialis lacks any explicit mentiaf usury except the vaguest

implication by way of acknowledging the Third Woilibt crisis®

Martin Luther Founder of Protestantism prohibitddkend of interest but
only interest which used for trade is allowed.slivery strange that America whose

people are Protestants is now the center of caitand interest!

Calvin opposed laziness and luxury, but stimulatedking for life. Calvin
did not agree on interest with Aristotle. AccordiagCalvin interest is not prohibited

in production process. Turgot said that interets should be set up on free market.

Thomas Culpeper said ‘If there is %10 interest eaerybody will not do any
business lower than %10 profit so high interesé méstruct investment such as

agriculture, foresting, exploring oceans.’

Now in western world nobody argues about interespriohibited or not.

Interest rate is debated on which interest ratthésoptimum for production and

%0 http://www.che.ac.uk/publications/usury.htilvayne A.M. Visser and AlastaMcIntosh
31 Uludag S.(2010)islam’da Faiz Meselesine Yeni Bir Bakistanbul: Dergah Yayinlari, p. 298
%2 Thomas Culpeper (1673). Tracts Concerning BanairdyUsury.
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community. On the contrary of Christian bible, net&t is accepted as valid and

useful for economic environment.

Even if Christianity has different holy book, Chiasity has hardly effected
by Judaic applications. Because most of Christibimk that Christianity is continue
of Judaism. In the Middle Ages Christians were aouy Jewish people for living

only this world and calculating perfectly was thgnsof being Jewish.

1.1.5 Interest in Islam

Shariah is the body of Islamic religious law thatedmines the legal
framework within which the public and private live§ Muslims are regulated. A
large portion of Shariah is dedicated to how thenemy of Muslim societies should
operate. Islam is one of the only major religionattoffer guidance on this subject.
Islam not only defines the world another but alsaviMuslims should live. Islam is
the only religion that arranges society of its memsb Part of the body of law
regarding the economy forms the foundation of Wizt become the modern Islamic
finance industry. The root of the Islamic financgktem is the prohibition of riba in
society. Riba-an Arabic word- is often defined asyipg or charging usury or
interest, though its meaning is broadfett will be called interest, riba and usury as
same meaning. Some people tried to differentidtrest and riba, they claim riba is
forbidden but interest is not prohibited it is angsconcepts to mislead people, as it

will be explained riba, usury and interest areghme concept.

The root of the Arabic word riba means to incredasegrow, to exceed, to
exact more than was due, or to practice usury.€elhes two types of riba: riba al-
nasiah and riba al-fadl. Riba Al-Nasiah refersikinfy in advance a required return
on a loan as reward for waiting. This action ishpbded by the Shariah, Islamic law,
whether the return is a fixed or variable perceatafjthe principal or an absolute
amount. Riba al-nasiah can also be translated yasgar charging usury or interest
in English. Riba al-nasiah is commonly what is mefé to when discussing riba in

Islamic finance.

** Mavrakis N.(2009). Islamic Finance; a Vehicle faau@lopment. University of Texas e-book, p. 3
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Riba al-fadl refers to the trading of commoditibat are the same genus but
of different qualities, rather than for cash. Thagenctions are reported by Abu
Said al-Khudari as: "Sell not gold for gold excepequal quantity, nor sell anything
for the same thing in lesser quantity ... nor selthing present for that which is

absent’®*

Riba al-fadl is prohibited because there may Iierdinces in the quality
between the two goods, which, if traded, could leéadinjust enrichment by one
party. Examples of this type of transaction areegiwhen discussing the sources of

Shariah below?

1.1.5.1 Interest in Quran (Holy Book)

The Quran-holy book of Islam- refers to riba selémaes, one of them is; ”
What you lend at interest (ribd) for the sake afé@asing (li-yarbuwa) your property
will bring you no increase (la yarbd) in the sigiitGod, while what you give away
as alms (zakat) in seeking the face of God wilhgprmany times its value.”(Surat
Rum 39), There is not yet an explicit condemnabat holy book motivates people

not to apply interest for social justite.

“Those who feed on usury will only rise again (¢ tast day) like those
possessed by the devil. They say in effect, “usmg selling are the same thing”,
whereas God permits selling but forbids usury... @olll reduce interest to dust
while making alms fruitful...O you believers, fear €zorenounce the excess of
usurious interest, if you really believe. If you dot follow this ruling, you may
expect the hostility of God and of his Messengeyol repent, you will retain your
capital, neither harming anyone else nor suffehagm yourselves. To a debtor in
difficulty, grant a delay until his situation impres. And if you renounce your rights
that will be better still.” (Surat Bagara 275-28This is a fundamental passage for
our present reflection. One may list the followipgints: The clear distinction
between commerce and rib&; Riba is condemned by @ioite on the other hand he
encourages almsgiving; Faith implies the renurmmaif usury; Nevertheless,

% Noorzoy M. S.(1982). Islamic Laws on Riba (Int¢yesid Their Economic Implications.
International Journal of on Middle East Studiespl 3-17

% Mavrakis N.(2009). Islamic Finance; a Vehicle Bevelopment. University of Texas e-book, 3
% Renaud E., Islamic Banks e-book, 1
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capital will be safeguarded; and lastly, one malyma pressure on people who are

in difficulties 3’

1.1.5.2 Interest in Hadiths (Prophet’s Words)

Second main source of Islam is Prophet Mohammaatktiis. Also there are
some hadiths about prohibition of Riba. ” The Hrepforbade living off interest and
causing others to do so” and The Prophet is saidalve repeated the ban on usury
during the farewell pilgrimage: “God forbids usulywill remain unlawful up to the
resurrection.” But he also concerned about Muskmg said” “Certainly a time will
come when a man will not be concerned to enquiretindr the money he is handling
comes from a lawful or an unlawful sour¢&.We can see that prophet knows one
day economic conditions will change and usury —ribéll be prevalent. Also

Muslims will have to use usury or Riba.

Debates over Riba continued after die of propheabge some properties of
riba did not explained in detail. Umar who is thecand caliph of prophet
Mohammed concernedly shows this unexplanation gyngathe verses which treat
of ribd are among the last revealed verses of trark and the Prophet died before
he explained their meaning. You should thereforsaab from what is doubtful and
adopt what will not give rise to any scruple.” ldkso said samething “1 would have
preferred that the Prophet had given you definxi@amations, so as to eliminate all

controversy concerning certain cases of rita”

Islam prohibits riba for two main reasons: to préenthe sharing of risk and
reward and to promote economic and social jusfibe prohibition or riba aims to
protect individuals from becoming excessively ingeb and from paying or
receiving unfair compensation for giving or recaegicredit. The interest Islam as a
religion promotes the idea of equality among alldvers in God'’s eyes, rather than

superior standing for religious leaders. In the sawein, the Islamic economic

3" Renaud E. Islamic Banks. e-book, 1
% Renaud E. Islamic Banks. e-book, 2
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system aims for socioeconomic justice among its bem by promoting

economically just and ethically and morally correconomic behavior. The main
way the Islamic economic system accomplishes thithiough the prohibition of

riba. By prohibiting riba, each member in a coritrgets a fair and equitable return,
which ultimately leads to socioeconomic justiceotlghout societ§’ Quran also

mentions about lenders and borrowers justice. fiesme put interest to his money
which lend no one can know at which percent thanass has profit by interest
lenders’ profit is arranged before business satériest rate is above profit borrower
will have injustice, on the other hand if profitbelow than interest lender will have
injustice. For example interest is %10; lender wét %10 profit even if investment
had loss so borrower will collapse totally. On tiker hand if investment had profit
%30 this time borrower will gain more than lendgrlénder’s capital so lender had
injustice. Islam tries to prevent lenders ‘or loavers injustice. Risk sharing is
another important issue for business. If therenisrest risk is owned by borrower
because nobody can guarantee investment will hasadss. Economic conditions

always fluctuate and contain risk. Interest makegsstment more risky.

1.1.5.3 Economic Aspects of Interest in Islam

Lender only gives capital and waits for his intéréses not curious about
how business is going but borrower has to havdt@bleast to give lender’s money.
This makes aim gap between lenders and borrow&ira. gap also concluded social
problems between capital owners and other layetheofociety. Socialism grew by
hate of poor workers to rich capital owners. Byerest capital owners always gain
from economic activities but who does not have tedphas risk to get profit or not
this concludes money is collected by same peoplaraiome equality disrupted.

Constructing models of business organizations whsblow earnings of
variable dividend income declared from profits @t of earning fixed interest
income from bonds and debentures is not problerhbitiavever, before such models
can be put into operation to meet the requiremehttslamic laws on riba, the

methodology of calculating total costs under stathidassumptions (where the

** Mavrakis N.(2009). Islamic Finance; a Vehicle faev@lopment. University of Texas e-book, p. 3
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business concern employs physical capital and atserto minimize costs by
obtaining an optimal mix of the different factorf mroduction including capital)
must be worked out. This has not been done initemiure on riba. The Islamic
model of a business concern using physical capaisiders capital a factor of
production and, therefore, in the calculations pfiroal factor combinations and in
the calculation of total costs the purhcase priceapital good or its rental can be
used. This means that the standard assumptiornbmic theory are accessible to
business concerns in Islamic societies, exceptaflmwing the raising of funds
through interest-bearing loans in order to meettahposts. Capital costs can be met
from the sales of shares (which in turn can eavidends as a lawful incentive) and
business savings-internally generated funds fromdistmibuted profits and the

depreciation allowanc¥.

Including Adam Smith most of economist mixed ingtrand profit, called
these two concepts as the same. For example Samuelse of the famous
economists used interest and profit as same canaepts book named ‘economics’.
According to Samuelson interest and profit are game if there is no ambiguous
environment. Profit is equal to interest rate phisk premium. If there is no

ambiguous environment risk premium is zero so é@steand the profit is equi.

A common misconception of usury is that it is ordyned to prevent
excessive interest rates or compounding of intepgst time. In Christianity and
Western thought, as shown below, that definitiorusidiiry has only arisen since the
Protestant Reformation. Before then, usury wasnddfias charging any rate of
interest, not just exorbitant rates. In Islam, toafusion has also arisen because of
misinterpretations of the Quran, which says, “Dd devour interest doubled and

redoubled.”

Many people argue that interest can be chargedulecit is merely an adjustment

for inflation or an indexation to changes in consurpurchasing power. Shariah

“I Noorzoy M. S.(1982). Islamic Laws on Riba (Inté¢yemd Their Economic Implications.
International Journal of on Middle East Studie A. 3-17
42 Ozsoyl.(1993). Faiz ve Problemleiizmir: Nil Yayinlari, p. 31
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allows indexation for adjustments of wages, sataneensions, etc., but it does not
allow indexation of financial assets for three owes First, the Quranic verses
dealing with riba clearly state that only the pnpad of a loan must be repaid,;
anything above that is considered riba. Secondialtige presence of inflation in the
economy, a lender’s purchasing power would beaktestegardless of if the money
was lent as a loan, invested in a return-beariroyirgg, or kept for consumption
purposes. Therefore, it is unjust to require therdweer to bear this loss since the
lender would have borne this loss anyway. Lastyne scholars have argued that
there is no perfect index to use since the econaonclitions of different cities and
regions across countries and around the world exps inflation at different rates.

Many mistakenly believe that, by prohibiting inter@n loans, Islam denies
the concept of the time value of money. Howevee, $ihariah does recognize the
time value of money, but it places limitations as use. Shariah allows for
compensation based on the time value of money dt@sscontracts, discussed in
further detail below, but not for loans. Time bseif does not produce a yield; rather,
money invested in a business over time producereld. yif a person chooses to
invest his or her money in a business, then héhervgll receive the proportionate
share of the profits or losses as a result ofrikestment in economic activity. Since
profits or losses are not fixed beforehand, an réste rate cannot be fixed

beforehand?

Some Academicians like Erhan Kula claims that Istacommunities could
not be successful in capitalist world because ohgition of interest. Islamic saving
could not be transmitted to investment. Muslim pedpuy gold or other valuable
metals to protect their money value. And say: fiindern and fairly well functioning
market economies savers time preference ratesranght together with borrowers’
opportunities to invest. One of the main functiohshe commercial banking system
Is to channel savings into investment projectsyaxgss that rewards both parties.
Unfortunately, in a good part of the Muslim worldveng is not diverted into

43 Mavrakis N.(2009). Islamic Finance; a Vehicle Bevelopment. University of Texas e-book, p. 6-
8
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investment projects because Muslims are guidedmaguided, by figh, the
knowledge of legal injunctions applicable to indiwals’ actions that interest rate
offered by commercial banks is the forbidden ribatwa on Riba. Such publications
are flawed for they make no reference to the modeaenest rate theory that contains
concepts of the time preference rate and the oppitytcost of profit forgone. As a
consequence, some Muslims instead of depositing tn@ney with the commercial
banks are keeping it in the form of gold, precistenes and hard currency and as a
result starving business projects of finance und&ng the much needed economic
development in their countries. Expansion of busses creates many opportunities
to elevate poverty a case that is ordained by th@iKin a forceful and unambiguous
language.”** But Islam does not encourage buy valuable metafsrdtect money’s
value but share risk by being participant to businenot put interest. Buying

valuable materials is conclusion of Muslim worlditeess.

It is certain that in the Ottoman Empire that egteh itself on three
continents advancing and borrowing of money amongalers, artisans, public
servants and the population in general was quiteesyread, partly due to the special
texture communities comprising the Empire and bgseaf the Imperial land system

the in progress.

The great majority of the Ottoman Turks belongedHtmafite Sect. Books
entitled Multakd al-Abhur and Durar wa- Gurar, lethe figh books used as text
books in Ottoman madrasas (school) and to whiclskgzdge) frequently referred
when pronouncing their judgements or ruling therdicts In Multakd, a whole
chapter devoted to the discussion of riba mentitws six articles given in the
Hadith, namely gold, silver, wheat, barley, datd aalt and following a statement to
the effect that in riba exchange of any articlehvah excess of the same good is not

permissible, examples are provided.

4 Kula E.(2008)Is Contemporary Interest Rate in Conflict with tsala Ethics?, Authors
Compilation, London: Blackwell Publishing
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The Galatian money-changers who were as influeababad as they were at
home proved very active in extending credits orrggt and two of them had indeed
set up the first bank in Turkey. In 1845 the Ottan@overnment signed a contract
with two money-changers, J. Alleon and Th. Baltazn the effect that the
Government undertook to pay them 2 million kour@ssiper annum in return for
their pronounced and explicit promise to keep thieie of one Pound Sterling at 110

kouroushe$®

We see that before capitalism arisen Ottoman Enghdenot use interest in
its state transactions. When Ottoman Empire’s firnsituation got worse and
interest began to use more prevalent, Ottomanstdagse interest in their state

transactions.

To sum up, Interest in Islam is one of importarttate in Muslim world and
will be argued In the future. Some people acceygzest is same with riba but some
others say that interest and riba are differentepts after this discrimination they
say today interest is not prohibited, riba prol@ditoy Islam. They have failed to
explain why interest is different from riba, becawss mentioned above interest and

riba basically same excess value of debt.

1.1.6 Modern Interest Theories

After arise of capitalism in all over the worldtenest became more prevalent
so interest theories began to grow up. Academiciaed to logical expression of
interest because all of religions prohibit interestneone should convince people
that interest should not be prohibited. Intereghes core of capitalism if people do
not lend money how entrepreneurs get credit andenrakestment. They were not

aware of interest collect money to one part of jubl

One of the main contributors to interest theorjolsn Maynard Keynes. He

tried to explain why interest is exists in his tidity preference theory’. He saw

“5 Cagatay N.(1970). Riband Interest Concept and Banking in the OttomapiEnStudia Islamica
32,p. 53-68

30



interest is the value of money. If somebody renesrio use of his money and lends
it to anybody he deserves extra amount to his recement. Interest is not the value
of saving but value of giving up from holding monéje wrote in his famous book
The General Theory of Employment, Interest and Mdhat (1936) ” in what form
he will hold the command over future consumptiorichbhe has reserved, whether
out of his current income or from previous savingses he want to hold it in the
form of immediate, liquid command (i.e. in money itg equivalent)? Or is he
prepared to part with immediate command for a $jgecior indefinite period,
leaving it to future market conditions to determina what terms he can, if
necessary, convert deferred command over spea@btdginto immediate command
over goods in general? In other words, what is degree of his liquidity-
preference—where an individual's liquidity-prefezerns given by a schedule of the
amounts of his resources, “valued in terms of nyomreof wage-units, which he will
wish to retain in the form of money in differentsef circumstances?® after these
questions he answers these questions too” Thusatheof interest at any time, being
the reward for parting with liquidity, is a measwfethe unwillingness of those who
possess money to part with their liquid controlroveThe rate of interest is not the
‘price’ which brings into equilibrium the demand fesources to invest with the
readiness to abstain from present consumptios.the ‘price’ which equilibrates the
desire to hold wealth in the form of cash with #wailable quantity of cash;—which
implies that if the rate of interest were lowee. iif the reward for parting with cash
were diminished, the aggregate amount of cash wthielpublic would wish to hold
would exceed the available supply, and that ifrite of interest were raised, there
would be a surplus of cash which no one would bingito hold. If this explanation
is correct, the quantity of money is the other dactvhich, in conjunction with
liquidity-preference, determines the actual rateindérest in given circumstances.
Liquidity-preference is a potentiality or functidriandency, which fixes the quantity
of money which the public will hold when the rateimterest is given; so that if r is
the rate of interest, M the quantity of money andhe function of liquidity-

preference, we have M = L(r). This is where, and/hihe quantity of money enters

6 Keynes J. M. (1936). General Theory of Employmérierest and Money, www.econlibrary.com
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into the economic schemé?On the other hand he claims that interest rateris in
ideal economy because if interest rate is over #tean investors will consider that

whether they can earn more than interest rate mgdmisiness.

Economist Irving Fisher distinguished interest afmay and interest of other
goods. He said in his book Theory of Interest (393@e thus need to distinguish
between interest expressed in terms of moneyirdedest expressed in terms of
other goods. But no two forms of goods can be expeto maintain in an absolutely
constant price ratio toward each other. There lageefore theoretically just as many
rates of interest expressed in terms of goods exe thre kinds of goods diverging
from one another in value.” Fisher also saw inger@s value of holding money, if
someone renounces to hold money and give moneyntther person so he
renounced holding money and deserves extra améistter especially known as
inventor of real interest rate. According to Fislieal interest rate is difference
between nominal interest rate and inflation ratesh& could not explain why
borrower gives extra money to lender if value oineypincreased. For example there
may be e deflation and value of money increaseosmWwer of money loses because

of borrowing.

French economist who is famous about’ supply ceedaeown demand’ J.
Baptiste Say contended that money is a neutral amsim through which aggregate
supply is transformed into aggregate demand. Heademoney as an intermediate
good or conduit that enables people to buy. Likeniy#, Say described the
spontaneous evolution of a commodity to become moHe favored commodity
money and free banking. In Baptiste Say's systeroneyw serves chiefly as a
medium of exchange and was not explicitly identifiés a store of wealth. Say
denounces state manipulation of money through @ebast of the value of
currency. He observes that such manipulation of etesg values confuses the
pricing system. He viewed inflation as a monetdrgnpmenon rather than the result
of excessive employment and economic growth. Saywet interest rates as the

price of credit. He understood that market-deteedirnterest rates perform the

* Keynes J. M. (1936). General Theory of Employménterest and Money, www.econlibrary.com
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function of a market clearing price for money. Hoee he did not explicitly
recognize or discuss the relationship betweenastaates and time preferences as

did the later Austrian thinkers.

After arise of capitalism in #7century a lot of interest theories grew up. The
most important ones are the ‘Time preference thewhych is written by Bohm-
Bawerk. Bawerk states that humankind prefers tddaymorrow. Today’s cash is
valuable than tomorrow so there must be an aciovdmt today’'s value and
tomorrow’s value. He sets two assumptions aboutdmkind and claims theory
based to these assumptions these are; That magkndrally esteem present
pleasure above future pleasures, including thosietk from the consumption of
goods; that different estimations of present aridr&upleasures derivable from goods
are the same thing as different estimations of phesent and future goods
themselves, and not only so, but that they areséinee thing as different estimations
of goods obtained, and to be obtained, throughptibeess of capitalization. After
these assumptions Bawerk claims that there shoeldabio’ between today’s
pleasure end tomorrow pleasure so he concludesesttes the value of renouncing
today’s pleasure for tomorrow pleasure. This theisryaccepted by most of the
academicians. He is correct about people prefedaytto tomorrow but no one can
know if today is valuable or tomorrow is valuabte £xample coal is not valuable
in summer but it is so valuble in winter. Wintemoes after summer so not always
today’s goods are valuable than tomorf§wBawerk claims that acio between today

and tomorrow always positive but in some circumstaracio may be negative.

Although these theories seem logical they canngiagx some parts of
interest. Interest is put before transaction océaorsexample one party has to pay
interest unless he had loss from business. Some thay interest is payback of
inflation rate if someone lend money and don’t ipirest he will be victim of that
lending. Nevertheless, Economy is not static butatlyic so economic conditions
always changing and no one can know at what percdlation rate will be.

Participation in business is the best way for sthethg business equally and

8 Ozsoyil.(1993). Faiz ve Problemleiizmir: Nil Yayinlari, p. 118
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bearing risk equally. Profit of business divideddapital owner and labor owner so
no one will have injustice. Participation will aldwing psychological partnership
between capital owner and labor owner; socialism ¢@wn because of hate of
labor to capital owner. If earnings divided equdlyth parties try to produce more

and equity of earnings will occur.

The other reason of interest in today’s world isstoning demand of people.
Advertisements, cinemas, TV programs encourageottssuume so people wants
everything they can buy. They go to banks get tsednd consume. Rings of
capitalism round by consume. If there were no comsuproduction could not be

happen.

1.2 Profit

An economg profit arises when revenue exceeds the opportuodgt of
inputs, noting that these costs include the cosigoity capital that is met by normal
profits. If a firm is making an economic loss (#sonomic profit is negative), it
follows that all costs are not being met in fulhdathe firm would do better to leave
the industry in thelong run. In terms of the widesgtonomy, economic profit
indicates that resources are being employed inuussgfdeavors, while economic
losses indicate that those resources would berbetiployed elsewhef&.Profit is
basically difference between earning of businessast of business if substitution
is positive we there is profit, if negative we dags. We should define profit extend
to its sources and results because profit is n@gineéted with interest some argues
that interest is a kind of profit.

In free enterprise economies the sum of the caoniahéactor payments when
deducted from the revenue product of the firms dsaa surplus that goes to the
entrepreneurs. This surplus is akin to the accogngross profit. A part of it
represents capital compensation which incidentiléy market forces are powerless

to determine. Capital compensation, however arrigeds taken out of the gross

9 www.wikipedia.org( 9 May 2011)
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profit to arrive at its 'net' component. This défon of profit is too abstract and
microscopic. The concept of normal profit has amoai import. But in the real,
dynamic situation normal and pure components osthplus are extremely difficult
to seperate; even conceptually It comes about ghafit defined as a surplus of
business earnings over contractual payments is-dumctional surplus whose origin
lies essentially in progressive dynamic change.rBaéissues in profit theory are (i)
whether contractual payments, especially wagedetesmined by the market forces.
can be shown to be just and (ii) whether the @iiion of the residuum in the hands
of the entrepreneurs is always proper. The entngors translate their decisions into
action by hiring the other factors of productiomeTservices of the hired factors do
not involve, says Knight, the exercise of judgmearthe same sense as it does in the
case of the entrepreneurs (Knight, pp. 270-72)yWerk for the entrepreneurs in
return for their contractual payments. The objectivequirement for
entrepreneurship, according to Knight (pp. 198,-868Bis the possession of property
since no empty handed person can ensure contrgetyadents to the hired factors of
production. This view of the entrepreneur makesfiptbe reward for making
business decisions in the face of uncertainty,is@degacy of the classical model of
the tiny owner-operated business units. It fitslvesen today to cases of small
business. But since the rise to dominance of thelemo corporate form of
organization both the functions and the identitytloé entrepreneurs have come
under heavy fire Islam is not opposed to wage ldhurit does insist that the wage
contract should be an equitable one. Workers mase lthe fairest possible chance

under the arrangement to receive their fue.

The Islamic ideal of economic justice seems tthieeachieving of a situation
where in what each factor ultimately gets is whatontributes to total output. The
Qur'an explicitly declares: "God created the heauhthe earth for just ends, and in
order that each soul may find the recompense ot wheas earned” (45:22). Islam
aims at shaping all exchange relations among pewptée principle of cooperation,

¥ Hasan Z.(1983). Theory of Profit:The Islamic Vievimt, Journal of Islamic Economics, 1
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mutual benefit, and fair play (4:29-30). It directen not to expose themselves or
inflict on others loss that is possible to avdid.

1.3 Rent

Rent could be defined as payment, usually montbly Use of space or
property.®’Renting or hire is the sale or purchase of the fitsfeervices of physical
assets or resources including human resourcesagdeds or resources that generate
benefits in the form of real goods (like tree gwifruits or animals giving milk)
cannot be rented for such benefits. Financial nessucannot be rented because they
cannot generate any service without being "constirtied

Rented goods should generate permitted economiefitemwhich should be
definitely known. Where there is any doubt abowt tmature or amount of the
benefits or the benefits are uncertain, then thedgacannot be rented. Again the
reference is to the service for which the resour@se been rented to provide and
not to the output that is produced by using thisise. For example, if a machine is
being hired for producing a certain good then #pacity to produce such goods
should be definitely known. No goods can be rentbich are prohibited or which
generate prohibited services or are capable ofuymind only prohibited goods.
Maintenance of the rented resources to maintainfldve of benefits/services for
which the resources have been rented is the regplapsof owner. Any loss or
damage to the property not wilfully caused by #mant is to be borne by the owner.
The resources will cease to be on fee as soonegshiaicome or are found to be
incapable of providing the service for which theaarces have been rentéd
Sukuk is based on rent income. In sukuk origimabme is rent not interest because
of this situation sukuk return is not paper basachiag. It will be explained sukuk

structure and sukuk implementation.

1 Hasan Z.(1983). Theory of Profit:The Islamic Vievimt, Journal of Islamic Economics, 1

*2 \www.investorwords.com

3 Khan M. F.(1990). Factors of Production and FaMarkets in Islamic Framework, KAU: Islamic
Econ, P. 2

* Khan M. F. (1990). Factors of Production and Fabtarkets in Islamic Framework, KAU: Islamic
Econ,p. 2
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1.4 Comparison of Interest-Profit-Rental Fee

Some people have misconceptions about interedt,areh salary of capital.
Some people argue that application of interestropRet Mohammad'’s period and
now are different. Some types of interest are fotarand Islam did not prohibit
them. First of all we should explains these miseptions and explain differences of

them.

These are serious issues and involve intricate lgmod of definition and
value judgment. The distribution of national prodtitus assumes a prime position
among the economic issues of a nation. Probabiy, wias the reason which led
Ricardo to declare that discovery of laws whichutatg distributive shares is the
'Principal Problem in Political Economy'. Unfortteky, 'this principal problem' has
been one of the neglected areas of economic araR&ardo divided the national
output into three components - rent, wages andtpRént was determined by the
differential fertility of land, wages by subsisten@and profit as residual. The
marginal’s economists viewed the problem of disifiiin as pricing of factors of
production. Wage was the price of labor, interdstapital, rent of land and profit
was again viewed as residual. The marginalize @mbras based upon the marginal
productivity Theory. Wage is equal to the margipadductivity of labor and so on

with each inpuf?®

Profit is difference between the income of the bess and all its costs
/expenses. It is normally measured over a periotinoé. Profit comes from real
economic value so it is different from interest.rilavho is the founder of socialist
system, differentiated profit and interest. He saithanging money with money is

not appropriate origin of money so money lendeedes the most haté®.

As for the relationship between interest and prefiofit is a surplus to assets,
shared between capital and entrepreneur, resditbnginvesting a certain amount of

money in an economic activity such as agriculturdystry and commerce, and then

% Ausaf Ahmad(1984). A Macro Model of Distributioman Islamic Economy, Journal Research of
Islamic Economnics, p. 2
% Marx C.(1965). Capital. Moscow: Progress Publish¥ol. 1, p. 164
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it is re-transformed whether into a larger sum (seherofit is realized) or, a lesser
sum (where actual loss is suffered). Thus, profit bpss are twins. Profit is a result
and consideration of an actual supplement and iboitibn to the revenue of the
community by capital coupled with entrepreneur. Whtie owner of capital
participates in a business only with his capita,Has to take risks of loss in that
business to deserve a profit. Therefore, profit lsarseen as the return for bearing
risk. For, after all, business is subject to falso in profit, the principle iSnothing

venturednothing gained”

In profit, when the investment results in a lobg, dwner of capital is directly
affected by it, whereby the community is affectediiectly. But, interest is an
income given to money loaned, in any case, evemthdoes not add any value to
the assets, or revenue, of the community. In istesghen there is a loss, capital is
not affected by it, although that loss directly cems the capital itself and all the
community is affected by it. That is to say, insgrencome may be earned at the
expense of all others in the society. Interest taytaking without giving’ while
profit is made only when the capital contributegsiie community and in proportion

to its contributior?’

Rent and interest are also different conceptsrdstds over value of money
which has no reciprocity but rent is the value dtenial, concrete thing. If there
were not rent people do not have inception to bajértments or any building.
Nevertheless, if there were no profit economicvagtiwould not occur. Profit and
interest is different concepts also. By profit epteneur has incentive to make
business. Profit is gained by increasing time tytiliand utility or good utility. For
example if a trader earns money by collecting \vages to another city and sell
them more than he bought, he had profit becausacoéasing land utility of that
vegetable. If a trader hides vegetables in a mfaipr until summer and sell them
when they are rare and had profit by this actitieyhad profit because of increasing
time utility of that vegetables. But in interestlityt of nothing increased only amount

of money which does not have reciprocal value charged.

" Ozsoy I. (2010). * Islamic Banking: Conceptual Bamentals and Basic Features’ Economical
Herald Quarterly,
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What is the difference between who buys buildind dasire rent for it and
desiring interest for that amount of capital foraewle by 1 million USD?
Mercantilist thinkers had wrote that these circianses are the same so interest
should not be prohibited because of religion. Bwgse are different concepts, in
interest money does not have own value and no anenot benefit from money
without decrease of amount of money. In rent, @@nteaterial has its own using
value and it can be used without decrease of itsuaitn According to Islam rent and
interest are different concepts. We can see thigguslue in gold or silver rental.
Gold and silver were used to instead of money iddW& Ages. In Islam renting gold
or silver is not interest if rented for good loagihut if gold or silver rented for using

in trade it is prohibited because of interest.

The element of differentiation between interesbmeand rental-fee depends
on the fact that if the thingg non-consumable and capable of being used without
changing its essence and without damaging itstimiégs the benefit received from it
would be a good consideratidar the rental-fee. This benefit may be a service
renderedby persons or a usufruct (right to use) of thir@a.the other hand, where
the borrowed/rented thinig consumable and perishes when it is used, -H®eitase
of money, food, and drink-, the rental paid for tle& would be in excess of what is
owing, that is theorincipal, by the lessee. This excess so paidterast,regardless
of the fact that it is called ‘rental’. This ecause the advantage of the rented thing -
which is no consumableis certain, for it is always ready to be use@dny case, and
it is strongly possible for it to be handeder by the lessee to the les3br.

Time value of money is different from time valuecaipital. Capital is productive we
accept it but money is not productive. If you pubrmay n somewhere and wait
money cannot increase by itself. For value increze@tal and labor should be

connected.

8 Ozsoy I. (2010). * Islamic Banking: ConceptuahBamentals and Basic Features’ Economical
Herald Quarterly
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1.5 Conclusion

Interest theories try to prove why interest is usahd logical but could not
explain some aspects of interest. Three holistigioms forbade interest. In interest
one of party lender or borrower will have unfaimégcause profit cannot be known
before business but interest sets a unique praditgim to capital. For example
interest rate has set at %10 rate but businesd catilhave profit and lose its capital.
Despite loss capital owner will have its profitdhgh interest. On the other hand
interest rate is set at % 10 rate buy busines$4&#@l profit so capital owner (lender)
will have unfairness. If profit is divided betweeapital and labor both parties would

have %20 profit. In this situation capital ownedhanfairness.

Secondly, time is not indicator about economicaitn. Goods and services
may get more valuable sometimes but especiallyeagssion times goods’ and
services will not get more valuable their price lwdecrease so time preference
cannot explain logic of interest. For example gs@xpensive at winter times but not

expensive as winter at summer. So always time doegeally refer to value.

Some people assume that the prohibition of ribanduthe time of the
Prophet Mohammed was aimed only at consumer leridiogder to provide justice
to the people in lower socioeconomic groups, natoambmercial lending. However,
this is a misconception and is refuted by two eskevidence. First, agricultural
loans, which are commercial loans, were commorhattime of the Prophet. The
prohibition of interest aimed to eliminate the net& charged on these loans. Second,
the businesspeople of Mecca, Saudi Arabia, whezePttophet Mohammed lived,
were part of a sophisticated network of traders wften times took out riba-based
loans to finance their trade expeditions. The Pebigned an agreement with a
group of moneylenders to abolish the use of riteelidoans. Therefore, citing this

evidence, the prohibition of riba is aimed at botinsumer and commercial loans.

Interest is harmful for the society. If interestpievalent capita owners will
have excess gain and they does not bear risk thigygove money and waits for his

interest so capital owners and workers will dividedociety. Capital owners do not
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affected by economic situation. They are indiffér@m economy is going well or not.
Capital is collected by capital owners by usagmtfrest.

On the other hand after arise of capitalism impassible to abandon interest
at one day. All states and firms use interest asmabprocess of their work. Today

most of people pay interest involuntarily.

Interest can be abolished by increase of peopl& tau each other. Some
Islamic nations such as Pakistan, Iran tried tdigivanterest by laws but it did not
work. They returned to interest system after calapf system. Interest is prevalent
because no one lends money to anybody so peoytelganks to find money. Banks
are the most profiting firms in capitalized worlagazines and newspaper wrote
interest rates every day. It can be say that dagtdbased on interest. Some people

have excess fund —they saved more- and some peepls that fund.
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CHAPTER 2
2. ISLAMIC (INTEREST-FREE) BANK iING

In this chapter we will describe Islamic bankingk8k is an Islamic finance tool
and origin of Islamic finance or the first implent&ton of interest free finance is
Islamic banking so we should explain Islamic bagklvefore the sukuk. Islamic
Banking should be understood for sake of undergtgnidlamic finance. Principles
of Islamic banking will be defined. Islamic bankifgs some principles due to
convenience to Islam —no interest-. Financial maéshguch as murabaha, mudarababh,
musharakah are implemented in Islamic banking. thikse methods will be
explained. Implementation of Islamic Banking wi#t blso explained because Islamic
banking applications differ from country to country

2.1 Definition of Islamic Banking

There is no universal definition of Islamic Bankings Warde (2000) points
out:”’No definition of Islamic finance is entirely sasisfory. To every general
criterion, a financial institution owned by Muslipsatering to Muslimssupervised
by a Sharia Board, belonging to the Internationas@ciationof Islamic Banks
(IAIB) etc., one can find some significant exceptrd

However, several authors have tried to give an afeahat Islamic Banking
includes, and for what it stands. Among these ailans, the one by the State
Bank of Pakistan seems to be quite comprehensil@dmic Banking has been
defined as banking in consonance with #tkos and value system of Islam and
governed, in addition to theonventional good governance and risk management
rules, by theprinciples laid down by Islamic Sharia. Interesedr banking is a
narrow concept denoting a number of banking instrumentomerations, which
avoid interest. Islamic Banking, the more geneeait is expected not onlg avoid

interest-based transactions, prohibited in the nsi@ Sharia, butalso to avoid

*¥Warde I. (2000). Islamic Finance in the Global Emmy. Edinburgh University Press, Edinburgh
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unethical practices and participate actively in ashng thegoals and objectives of

an Islamic economy®

Islamic Banking indicates a banking system thatages in compliance with
the rules of the Sharia, which aims to provide ecoical and social justice for all
members of society. The entire economy is basethese principles. The Islamic
financial system is part of the whole concept @isty; religion and economy cannot
be separated from each other. The main charaatsrist Islamic Banking are the
prohibition of riba (interest), gharar (speculajiomnd maysir (gambling).
Furthermore all transactions that involve an actiorbidden by the Sharia are
prohibited®

Islamic Banking is a mixed concept and it is hawdekplain what is the
Islamic or participation banking. Pakistan statekbaefines Islamic banking as
“Islamic Banking has been defined as banking imsmmance with thethos and
value system of Islam and governed, in additiothéaconventional good governance
and risk management rules, by thenciples laid down by Islamic Sharia. Interest
free banking is a narrowoncept denoting a number of banking instruments or
operations, whiclavoid interest. Islamic Banking, the more genezahtis expected
not onlyto avoid interest-based transactions, prohibitedha Islamic Sharia, but
also to avoid unethical practices and participatévely in achieving the goals and
objectives of an Islamic econom§/“This definition could be quite comprehensive.

Interest is prohibited in Islam but banking opemas includes not only credit
but also other banking operations such as electfand transfer, money order, letter
of guarantee...Today trade has globalised and afisfineed banking operations to
buy or sell goods so Muslims need these operatiomsin order to correspond to

these need, different type of banking system fooathed Participation Banking

% What is Islamic Banking? State Bank of Pakistar;ddeber (2005)
www.bankislami.com.pk/JSP/en/faq.jsp

®! Aichbichler E.(2009)islamic Finance in Switzerland and Germany, Vienna

®2 State Bank of Pakistan, (2005). What is Islamic g www.bankislami.com.pk/JSP/en/faq.jsp
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found. Islam accepts that trade ca not be madenlyycash so Islam allows trade by
time bargain. According to Islam base of trade &howt be debt but own capital is
important so risk is hold by owner of capital orfrticipation risk is shouldered by

both parties.

In the early stages of Islamic history, throughthg Western Middle Ages,
Islamic banking thrived in the Muslim world. Durirtgis time, the Muslim world
was the dominant region in terms of trade, accessesources, and intellectual
development and research. As such, Islamic bantkinged. However, as Europe
increased in economic and military prominence tisiguwith the Crusades, Western
banking practices began increasing in prominencgedls until Islamic banking was
virtually eliminated for the next several centuriddter Muslim countries obtained
independence from European colonizers in the eddymid-twentieth century,
Islamic countries had a renewed interest in refigno Islamic banking principles.
While several attempts were made in the mid-twémientury to revive the Islamic
banking industry, the major catalyst for the depetent of what can be called the
modern Islamic banking industry was the creatiotheflslamic Development Bank
(IDB) in 1975. The IDB was founded as an internagicfinance institution with the
backing of the then 23 member nations of the Omgdinn of the Islamic
Conferencé® Its goal was and is to foster economic developraadtsocial progress
in its member countries while maintaining adheremceShariah Islamic law.
Between 1975 and 1990, the Islamic finance industrgtured into a viable
alternative to conventional banking. New Shariampbant financial instruments
were developed, and their practicality was confoiméth the successful use of these
products by three types of institutions. First,ethrcountries, Pakistan, Iran, and
Sudan, completely eliminated conventional bankirggfices within their countries ,
established Islamic banking systems. Second, sodristéamic financial institutions
were founded within countries that operated on eational banking systems.
Finally, several important multinational banks hbegaffering Shariah-compliant
products, in addition to conventional banking prcdu This move showed that

conventional banks increasingly viewed Islamic bagkas a viable alternative to

83 \www.isdb.org
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conventional banking and an important shift in bagkpractices. The development
of infrastructure institutions to support the Islaniinance industry began in the
1990s. This development was an outgrowth of thécdlfies Islamic banks faced

trying to operate in a conventional banking system.

Since the opening of the first Islamic bank in Egypl963, Islamic banking
has grown rapidly all over the world. Islamic barkioperations started out as a
mere deposit taking and lending facility and hasaitransformed into all aspects of
banking, money and capital market operations, dioly fully fledged stock
exchanges. This was further intensified by the 1@Vprice boom, which introduced
a huge amount of capital inflows to Islamic cowgriln fact, two Islamic nations,
Iran and Pakistan, completely abandoned the coiorait banking system and
converted their entire financial operations torslapractices and claim to be devoid
of conventional interest based financial transastfo

The early 1960s saw two significant developments Tfirst experiments in
Islamic banking were developed at this time, in &ala in the form of a fund to
assist those going on the Hajj pilgrimage to Meeaa] in form of a bank developed
in the town of Mit Ghamr in Egypt, based on the dpg@an savings banks models.
Notably this bank did not identify as ‘Islamic’ tbe German government that put up
the initial capital, nor to Nasser’'s secular auitiaoian state, which it ran afoul of
anyway. Ironically, the Mit Ghamr bank would probainot be identifiable as an
Islamic financial institutions opened in neighbgrioountries in following years,
including the Kuwait Finance House, the Bahrairargst Bank, and the Qatar
Islamic Bank and so on. Islamic financial instituis also wasted no time setting up
in the tax havens of the world, in the Bahamasifizland Luxembourg in 1978.

% Mavrakis N.(2009). Islamic Finance; a Vehicle Bvelopment. University of Texas, e-book, 11
% Abraham 1.(2008)Riba and Recognition: Religion, Finance and Multimalism. Essays from
AASR Conference, p. 2
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2.2 Principles of Islamic Banking

First of all participation banks should be apparemtislamic rules. If a
participation bank does not apply Islamic rulegehg&ould be no difference between
Islamic banks and private banks. One of these iples is profit, loss should be
shared. This leads to risk should be shared by pgamies. Second Islamic bank
should avoid interest (riba). Islamic banks found Muslims so that they can avoid
prohibited interest. Islamic bank should not stvim haram (forbidden) products.
This relates to what sort of enterprises will beficed by Islamic capital and what it
is permissible to invest in. Obviously things suah alcohol, pig are haram for
Islamic investors; nor can one invest in convergidimance, since this would be
self-defeating. Weapons are considered haram, amy hslamic mutual funds will
also avoid entertainment companies producing fibonsmusic. Highly leveraged
companies are also avoided given that indebtedsemsathema to Islamic finance.
The real problem is trying to avoid conventionalafice in investing, the other law
of islam has to be obeyed which is called zakate financial institution must pay
zakat — This is alms of 2.5% for relief of poverltyis considered one of the five

pillars of Islam.

Islamic finance should have ties with real econokigre real means which
related to concrete goods or services not speoular financial bubbles. Islamic
finance always ties itself back in to what is ocdline ‘real’ economy. The last
principle of Islamic banking is all banking actiesg should be over seen by advisory
board (Sharia Board). Bank employees can ask wegtwant to advisory board so

all activities should be seen by Sharia Board.

Islamic finance integrates Islamic moral and ethpranciples and, as such,
prohibits financing harmful products and activitigor example, Islamic Banks
prohibit financing to industries such as alcohddeverages, tobacco, casinos, and
pornography. Islamic banks do not participate aficing activities that are harmful

to society and that would consequently hinder dgwakent. By following this
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principle, Islamic banks improve the productivity the economy and reduce f

social and economic costs of such harmful prodamtsservice

2.3Applications of Islamic Banks

Islamic
Banking

Methods

Gratuitous

Trade and
Sale Financing

Loans (Qard-e
Hasna)

Lesaes(ljarah)

Partnerships

| |
L]
Musharakah Mudarabah l Murabahah | l Bay-al Salam Istisna

Figure 1

The Islamic banking sector holds 84 percent of all fstaassets. Islami
bankinginstruments can be broken down into four groupstngaships, trade ar
sale financingleases, and gratuitous loe

2.3.1 Partnership

In Islam, the ideal way to finance ¢ operation is through a partnerst
which provides the most equitable distribution isks and rewards. The mission

Islamic banking is to justly share risk and rewdmetween the lender and t

borrower.
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2.3.2 Musharakah

Musharakah is word of Arabic origin which literaligeans sharing. In the
context of business and trade it means a jointremnse in which all the partners
share the profit or loss of the joint venture.islan ideal alternative way to interest
based with far reaching effects on both productiad distribution. In the modern
capitalist economy, interest is the sole instrumediscriminately used in financing
of ever type. Since Islam has prohibited interb& instrument cannot be used for

financing of any kind®®

Musharaka financing, where the entrepreneur andbainé jointly supply the
capital and manage the project. Losses are bopnojportion to the contribution of
capital while profit proportions are negotiated efie®’ Musharakah agreement
provides both parties to negotiate and set prafiorfreely and fairly. In Musharakah
there is no setting profit of one party before hass like interest so if business get
bankrupted both of parties get hurt. Musharakalpshébd divide income fairly to

society.

For example Ali and Veli had agreed on musharakpbheament and signed a
contract. Ali puts % 70 of capital and Veli puts3% of capital. Both of them have to
manage to company but Ali has more right to de@iddéusiness. At the end of the
year business had gained 1 Million USD so Ali wdke %70 of profit which is
equal to 700.000 USD and Veli will have % 30 offgrequal to 300.000 USD. If
company had loss again both party will share les®ming to their contribution to
capital. So no one will have any injustice risknéit and loss shared by both of
participants. Because of risk, profit and loss stiall participants will work more to

gain. On the other hand if interest were put camtaner will have his interest

% \www.learnislamicfinance.cor05.05.2011)
6" Aggarval R., Yousef T. (200). Islamic Banks anddstment Financing, Journal of Money, Credit
and Financing,p. 32
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whatever company loses or benefits. So capital owloenot work hardly to gain
because his gain is guaranteed.

2.3.3 Mudarabah

Another type of partnership, called a Mudarabahnfothe basis for equity-
financed companies including those trading on theksmarket. This partnership is
formed between a capital provider, called a rabbial in Arabic, and a manager of
the business, called a mudarib. Any profits earnnetthe business are distributed in
an agreed-upon proportion between the rabbul- mdl the mudarib. Financial
losses, however, are completely borne by the rddmbali since he or she is the only
contributor of capital, assuming the loss is natseal by misconduct on negligence
on the part of the mudarib. The mudarib does nat laay financial loss but rather
loses the opportunity to earn a living by spendmig or her time elsewhere. The
rabb-ul-mal does have the option, when formingdbetract, to minimize its risk by
asking for a guarantee or collateral of an asswh fthe business. The difference
between a mudarabah contract and a musharakalacowith a sleeping partner is
that, in musharakah, the sleeping partner has wwreol than does the rabb-ul-mal
in a mudarabah contract. The rabb-ul-mal cannerwene in the daily management
of the partnership or impose restrictions that Wqaralyze the mudarib’s liberty of
action. However, the rabb-ul-mal can impose otless intrusive restrictions in order

to control the faithful implementation of the camtt®®

John has an idea to found business; he applies taséitution which lend
money. Institution evaluate John’s plan and detidgive him money. They sign a
contract, according to contract John will have %0®@rofit and lender will have %
10 of profit. At the end for example business h@AALUSD profit. John will take
900 USD and institution will have 100 USD. IF théseloss john won't have any
loss, all loss will be beard by institution. Inghtase you see there is a partner who
does not have any right to manage business. Hetiution is the rabb-ul mal and

john is the mudarib.

% Mavrakis N.(2009). Islamic Finance; a Vehicle Bevelopment. University of Texas, e-book, p. 21
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2.3.4 Trade and Sale Financing

Trade is an essential element of any functioningnemy. Trade financing
can be defined as methods for financing the satemnchase of goods. Several
factors contribute to a sale contract, includingesufor a valid sale, a mode of
payment, and a price determination method. Thexemo multiple instruments that
can be used to finance a sale. The simplest why the buyer to pay cash when he
or she obtains the goods from the seller. Howewdtentimes more complex
financing is needed, such as when the buyer wigshdsfer the payment of his or her
purchase or when the seller wishes to receive dyenpnt in advance of providing
the goods to the consumer. Islamic law specifies vain ways that a price can be
determined: musawamah and murabahah. Musawamale grocess of bargaining
in which each party agrees upon the price of thedgor sale. The seller does not
have to reveal his or her cost in this situatione Becond method is murabahah, or
cost-plus-profit or markup sale, in which the setieveals his cost to the buyer and
the two agree upon a profit margin that they wilddo the cost to arrive at a final
price. There should be some conditions to validatd sale. First there must be
contract verbal or written. The price, good andrpagt time should be definite. The
good must not be unlawful. Payment can be madash or by installments. Islam
allows extra profit in installments. If these caiahs are met, sale is valid according

to Islam.

2.3.5 Murabahah

Murabahah is one of the most frequently offered andst frequently
demanded financial instruments in Islamic Bankexgd means nothing more than a
“mark-up sale®. In the literature Murabahah is called either tqulss financing” or
"mark-up sale® When the bank sells the product to the initiatbiis delivered

immediately: the redemption normally takes placeaatater date, as per the

%9 Kabir H, Lewis M (2007). Handbook of Islamic Bangi Elgar, Cheltenham, p. 174
0Balz K (2005). Islamic Finance: Finanziert mit @stHilfe. Zenith Business 3, p.-38
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redemption contract. According to Warde (2000),-90% of inancing of
transactions undertaken by Islamic Banks take placthe form of Murabahat
mostly in the industry and trade sect’* In this transaction, the bank bears the
that the buyer does not take delivery, becausdeatmioment the bank buys
product, it becomethe legitimateowner. If the product is damaged, or the bt
finds some severe quality defect, the bank is ¢ialilthe product doenot meet its
specification, théuyer has the right to refuse delive Therefoe the bank actsnly
after itsclient has entered a binding commitment to subsatubkuy the goods. Or
aspect of this is often criticized in the literaubanks normally base their m- up

calculations on the LIBOI "?

Murabahahworks in the following steps first t customer asl seller for the
price and agrees on goods to be sThen buyer goes to the participation bank
asks bank to buy goods for him. Banks pay monesetier and buyer goes to sel
and takes goods. If possible a bank employee gosse gods to be sure that buy
takes goods not used money for another intentidfter purchase finished buy

pays good fee to bank in installments. Figure bedaplains Murabahah transacti

PARTICIPAT M

BAMNE

SELLER

L Warde (2000). ibid, pL32
"Ysmani M. T (2002)An Introduction to Islamic Finance. Kluwer Lanternationa London, New
York, p. 48
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Figure 2

For example Ahmet want to buy a car then firs hesgtw car center and
select a car, he bargains for car and get agree seier let's say price of car is
50.000 USD. Then he goes to participation bank apply for credit but he should
give proform bill to bank. Proform proves thatmAét went car shop and had agreed
for that price. Bank pays money to seller. So baunks car in cash and sells that car
to Ahmet in installment. Bank charges installmeiffedence to cost of car. In
conclusion Ahmet pays to bank for that car in ilhsteant. The difference between
private banks operation and participation banksaifm is negotiation before credit
application. If good is bought before applicatidrcaedit it cannot be provided credit
by participation bank. Because after finish of s@etion; profit which is charged,

called interest.

Some scholars like Suleyman Uludag criticized Mafrath implementation
of participation banks for Sharia rules are skippgdricks and risk is not shared by
both parties. Some other say that profit chargegasticipation bank is very close to

interest rates.

In Islam some applications become halal (legitimatey proper
implementations. Here money is not transacted latyer and seller directly and pre
agreement makes these applications legitimate dicgpto Islam. Charging extra
value to goods for time is legitimate in Islam.alsl accepts time value of money.
Second there is rough competition between bangariicipation banks charges too
more profit than interest rate nobody comes toig@petion banks to get credit.

Transactions and applications must be conveniemizidket realities.

2.3.6 Bay-al Salam

A bay’ al-salamcontract is a sale with deferred delivery. It imi¢ar to a
conventional forward contract, but key differeneasst. In a conventional forward
contract, two parties agree to buy or sell an assatspecified time in the future. The

payment on a forward contract is not due until bager officially gains control of
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the asset. In a bay’ al-salatontract, two parties agree to buy or sell an asstte
future, but the payment is due at the time of thetract, not at the time of the
exchange of control. In this way, the seller gaihe cash needed to invest in
production of this asset and the buyer eliminabesuncertainty of the future price.
During the time of the Prophet, the use of baysalamcontracts was common
among farmers who could not afford to buy seed wavd materials beforehand.
However, the permissibility of this type of salesaan exception to the general rule
that normally prohibits forward sales. Thereforee tseveral conditions must be
followed when using bayal-salam contracts. First, bagl-salamcan only be used
for products whose quality and quantity can beyfaplecified at the time the contract
is made. Second, full payment of the purchase psickie at the time the contract is
made. Third, the exact date and place of delivengtbe specified in the contract.
Finally, the buyer may take collateral to guarartted the seller performs his or her
obligation”®

For example farmer Smith needs capital for seeas, fertilizer or other
materials to farm his land. He borrows money fracal traders who is interested in
Smith’s nutrients. Smith borrows 10.000 USD. 20080Jis profit of Smith from
farming. Smith pays his debt by his nutrients atvkst time. Here quality, amount

and price of nutrients must be arranged in agreemen

”* Mavrakis N.(2009). Islamic Finance; a Vehicle for Development. University of Texas, e-book, p. 24
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PARTICIPATIO N
BANK

SELLER

Figure 3

2.3.7 Istisna

An istisna contract is a sale in which the customer asks #ikersto
manufacture a specific product for purchase. Baditigs agree on a price and
specifications for the product to be manufacturiédhe product does not meet
those specifications when it is delivered to thetamer, he or she may retract the
contract. The two parties have flexibility when digng payment timing and mode:
the price can be paid in a lump sum at the tim#éhefcontract, in a lump sum in the
future, or over installments. This mode of finamgiis usually used for aircraft
manufacture, equipment installation at factori@sstruction...Istisna and bay’ al-
salamare both exceptions to the general rule for satgraots that the subject of the
sale must exist at the time of the sale, descrddsale. However, four differences
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between istisna and bay’ al-salanontracts exist. First, the purchased good in an
Istisnacontract must be manufactured, while it does noéha be in a bdyal-salam
contract. Also, buyers in istisneontracts are not required to pay the full price
immediately upon signing the contract, as they iarédbay’ al-salamcontracts.
Additionally, anistisna contract can be canceled by either side beforesétier
begins manufacturing, while lzay’ al-salam contract can only be canceled with the
consent of both parties. Finally, the seller isegivflexibility regarding time of
delivery in an istisn@ontract, while time of delivery must be specifixactly in a

bay’ al-salam contract.

THY (Turkish Airlines) wants to buy aircrafts fromirbus. Airbus has no

premade aircraft. THY and Airbus signs an istispatract. Airbus make aircrafts

and THY pays price of aircrafts after satisfyinglity of aircrafts.

Delivery Forward Delivery Forward

PARTICIPATION
PRODUCER r- BANK -

Payment of Purchase
Price in Advance

Payment of Purchase
Price at Delivery

Figure 4

2.3.8 ljarah
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ljarah, or lease, is the sale of the right to uselgject for a specified period
of time. Two types of leases exist in Islamic finan ijarah, an operating lease, and
ijarah wa-qtina, a finance or capital lease. Hharms an Islamic operating lease in
which the lease is for a specified short-term ethmat is shorter than the useful life
of the asset. A major advantage of ijarah is thegsembles a conventional operating
lease contract. However, certain differences dsteXdne difference is that the
lessor, as the owner of the asset, bears all @skk responsibilities. Thus, any
manufacturing defects of the asset or later dambggsnd the control of the lessee
are the responsibility of the lessor, though tresde is responsible for day-to-day
upkeep of the asset. Additionally, the lessor matyamarge any interest in the event
of default or delay in payments. ljarah waqtina iBhance or capital lease in which
the lessor promises to sell the leased asset te$gee at the end of the lease term.
The price for the residual value of the asset esgatermined. Some scholars argue
that finance leases are not permissible due tmadmecancellable nature of the lease
contracts that shift the entire risk to the lessémvever, other scholars counter that
financial leases are permissible as long as tis®tentinues to bear risks of leasing
by being the real owner of the leased asset.

2.3.9 Qard-e-Hasna

Qard-e-hasna, or a gratuitous loan, is a loanttesbmeone who is in need of
fundsand where the lender does not expect anyfatgturn on the principal. While
the borrower is obliged to return the principak tender is urged not to pressure the
borrower if he or she is unable to repay by theci$igel deadline. This form of
lending is encouraged in Islam as an act of charityact, this is the only true form
of a loan that is allowed. Qard-e-hasna literallgams “good loan” or “beautiful

loan,” which emphasizes that the loan, or garchasle gratuitously?

Applications of participation banks are explaindmwe. Other applications

such as letter of guarantee, money order, chequedimg etc. are not different from

" Mavrakis N.(2009). Islamic Finance; a Vehicle Bevelopment. University of Texas, e-book, p. 31
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private banks. Those activities are not intereslunled services. They are banking

services people pay money and get banking service.

Some academicians criticize some participation iv@nkctivities are very
similar to private applications. Resemble of pgwation applications is normal
because needs of people are similar. Target ahlsla@anks is providing service to
needs of people. Need is capital but implementasodifferent. Risk is shared by
bank and borrower the key point of Islamic ruletlgs. If bank get loss also
depositors will have loss. Why participation bard® not have loss and always
paying profit to its depositors? Because of expartof banks on credit market. They
have losses but they are compensating their losses other projects. They are
losing at %10 projects, getting profit from %90 itéf projects so similar to other

continuing firms banks are earning money and patonts depositors.

2.4 Islamic Banking in the World

Today, there are more than 430 Islamic banks andnéial institutions
spread across 75-plus countries and about 191 nbomal banks have Islamic
windows. Islamic Banking, which is currently contrated in the Middle East, North
Africa, and South-East Asia, is spreading its witgsub-Saharan Africa, Central
Asia, and Western Europe. More than 70 percenheflslamic banks are in the
Middle East, 14 percent in South-East Asia, angé#fent in sub-Saharan Africa.
Assets held by Islamic banks or through Islamickivaln windows of conventional
banks rose by 28.6 percent to $822 billion in 2@@gn $639 billion in 2008,
according to a survey of Top 500 Islamic Finandmstitutions by The Banker in
July 2010°° The Lim Hng Kiang, Minister for Trade and Industf/Singapore said
that” Islamic finance is poised to play a biggerdamore central role in global
finance” Especially after global crisis in 2008aisiic banks became more powerful
than private banks. Islamic banks did not hurt verych from financial crisis
because Islamic banks are engaged with real ecantimy have not financial
bubbles.

S http://www.ftkmc.com
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The top Islamic financial institutions in 2007 aefined in table below.

Table 1

Rank | Institution Country Asset Profit
1 Bank Melli Iran 48,5 542,1
2 Al Rajhi Bank Saudi Arabia 44 801,1
3 Kuwait Finance House Kuwait 38,2 633,1
4 Bank Saderat Iran 32,6 228
5 Bank Mellat Iran 32,5 162,2
6 Bank Tejarat Iran 26,3 0

7 Bank Sepah Iran 24,1 28,8
8 Dubai Islamic Bank UAE 23,1 471

9 Bank Keshavarzi Iran 16,3 0

10 HSBC Amanah UK 15,2 N/A

*Source: The Banker, Supplement on the Top 50@nisldinancial Institutions

2.4.1 Islamic Banking in Malaysia

Islamic banking in Malaysia differs from Islamicria@ng in the Gulf and the
rest of the world. The country’s first Islamic barl&ank Islam Malaysia Berhad
(BIMB), was established in July 1983. A decaderlatee government introduced the
Interest Free Banking Scheme, which made Malaysiang the first to have a full-
fledged Islamic system operating side-by side whthconventional banking system.
Under this framework, conventional banking instdos were allowed to provide
Islamic banking services within their existing bamk establishment known as the
Islamic Banking Scheme (IBS). From only three bawitsring Islamic financing in
March 1993, the number of conventional banks tlifred Islamic financing has
increased to 15, of which 4 are foreign banks Totlas Malaysian Islamic banking
system is becoming an effective means of finanatrmediation reflected by its
extensive distribution networks comprising 152 -fiddged Islamic banking

branches and more than 2,000 Islamic banking counide ability of the Islamic

58



banking institutions to arrange and offer produeith attractive and innovative
features at prices that are competitive with cotieeal products, has appealed to
both the Muslim and non-Muslim customers. This bpsrred the efforts by other
non-bank financial institutions such as the dewvelept financial institutions, savings
institutions and housing credit institutions toraduce Islamic banking schemes and
instruments to meet their customer demands. Theldewment of infrastructure
institutions to support the Islamic finance indystitegan in the 1990s. This
development was an outgrowth of the difficultietasic banks faced trying to
operate in a conventional banking system. As 0f92@8 stated above, the industry
boasts assets of over $600 billion and is growipdl®-15 percent per year. Now
more than 300 institutions operating in an estitha&8® countries engage in some

form of Islamic finance®

Throughout the years, Islamic banking in Malaysis lgained significance,
and has been on a progressive upward trend. Si@66, Zhe Islamic banking
industry has been growing at an average rate giet®ent per annum in terms of
assets against the global growth rate of 15 per¢svdly, 2005). As at end of 2005,
total assets of the Islamic banking sector hasas®d to RM 111.8 billion, which
accounted for 11.7 percent of the banking systeawial assets, while the market
share of Islamic deposits and financing has ine@a® 11.7 percent and 12.1
percent of total banking sector deposits and fimaneespectively and is set to
command a 20 percent market share by the year @ds€ly, 2005). This increase
was important because Islamic banks have gaineefffemt Malaysian economy,

before 2000’s Islamic banks were only a small playehe economy.

6 Sufian F.(2006).Size and Returns to Scale ofdlaenic Banking Industry in Malaysia: Foreign
versus Domestic Banks. [IUM Journal of Economicd Btanagement 14, p. 147-175

59



Banking sector institutions in Malaysia in NovemBé09

Table 2
Financial Institution Total Malaysian Foreign Controlled
Controlled Institution
Institution
Commercial Banks 22 9 13
Islamic Banks 17 11 6
International
_ 2 - 2
Islamic Banks
Investment Banks 15 15 -
Insurers 40 25 15
Islamic Insurers
8 8 -
(Tekaful)
International
. 1 - 1
Islamic Insurers
Reinsurers 7 3 4
Islamic Reinsurers 4 1
Development
Financial 13 13 -
Institutions

*Source: Malaysian Industrial Development AuthoiDA)

We see that there are very close number of Isldanks to private banks in
Malaysia. Islamic banks applications are quiteetigyed in Malaysia because of

other Islamic financial instruments such as tekdflhmic reinsurers exist there.

2.4.2 Islamic Banking in Pakistan

Pakistan is one of three nations in the world whieeentire financial system

is based on Islamic principles (Iran and Sudang#ie other two nations). Pakistan

was the first country to follow this model. In 1979declared full Islamization of its
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economy and financial institutions when its prestdgeclared that the payment and
charging of interest would be eliminated withing@ryears despite the president’'s
determination, Pakistan’s road to an interest-fsgstem was slow. Among the
challenges it faced were poverty among its peopddional indebtedness to other
nations and organizations, and Western financibithidhat were not easily changed
due to the entrenchment of the British legacy. 3835, interest was finally phased
out In the early 2000s, the Pakistan governmentddado allow both Islamic banks
and only the Islamic divisions of conventional bank operate in Pakistan. It has
also promoted the use of more profit and loss shaechniques Because of these
changes; Pakistan’s Islamic banking industry hasnbesuccessful, with assets
growing to 20 times their original values betwe&94£2 and 2009. In January 2009,
Pakistan’s Islamic banks and Islamic divisions ofiventional banks planned to
open 230 new branches in 2009 as a result of isetcealemand for Shariah-
compliant products. As of January 2009, six Islaténks and 12 conventional

banks with Islamic banking divisions are operafiméakistar.’

2.4.3 Islamic Banking in Iran

In Iran, after the revolution of 1979 the bankingtem was nationalized.
After nationalization, in 1983 the law of usurydreanking was passed. On March
1984 interest free banks started to implement Ilslamanking based on the law
which legislated in1983.

People were initially hesitant to make investmegpaskits, but gradually the
volume of term investment deposits increased. IN01®1 these deposits were 6,6
times more than in 1983-84. The growth of long-témeestments deposits exceeded

the short term investment.

Because of Iran is governed by Islamic rules Istapainking giants located in
Iran. The biggest Islamic bank named Bank Mellnisran. Also 6 of the biggest 10

Islamic banks located in Iran.

" Mavrakis N. (2009). Islamic Finance; a Vehicle Bevelopment. University of Texas, e-book, p.
15
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There is oligarchic administration in Iran so frearket economy is limited
private firms should behave accordance with theegawent otherwise they cannot
live long. Also the war between Irag and iran betv&980-1990 effected economy
in Iran. Iran suffered war and its economic develept slowed after war. Today the

biggest Islamic banks according to assets exisamlislamic Republic.

2.4.4 Islamic Banking in Non-Islamic Countries

Islamic banking applications are implemented in soran-Islamic countries.
There are some reasons for it, first there aret afldviuslims who live in western
non-Islamic countries. Second risk sharing is madgbreferred by non-Muslims
also. The banking giants such as HSBC, CitibankBardlays have Islamic banking
departments; they try to lure Islamic banking costcs. Especially HSBC Amanah
which is Islamic banking department of HSBC is ady@xample and an important
player in the Islamic banking sector. HSBC is Endlariginated bank, England had
a lot of Islamic colony, and continuing it relatglmps with ex-colonies. HSBC
Amanah grew because of its historical backgrounitieOcountries like Germany,
Switzerland and Luxemburg also has vital Islamiokiag applications. Muslim
population chart in Western Europe listed below;
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FIGURE 5

There areabout 15 million Muslim living in western Europeaountries.
France has 4, TMillion Muslim population. Germany is the secondving 3,5
million Muslim population. UK has,8 million Muslim population. Three European
Union members have 10 million Mum citizens so three countries have m
population than some Islamcountries. Muslim people desire non interest bam
applications normall So some banks found Islamic banking departmentaédet
Muslim people’s needs. They have ‘Shariatuncil’ to control whether applicatior
are appropriate to Islamic rules. It irguable that bank&ave interest deposit
interest and nomterest money are mixed. This application sho@dlebated. Islar

allows pure interediree transaction:
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Germany as a country with a huge Muslim populat®tuated in the centre
of Europe, is predestined to play an important nelglobal Islamic finance. It is an
important business and trading partner of the G@GQIf( Cooperation Council)
region and one of the major economies worldwidesdiie this preferred position,
Islamic banking and finance is more or less norstert on the German market apart
from some transactions in the real estate sectoly @ November 2008 the first
Islamic finance conference was organized in Germa&witzerland is by any
measure a country with a high reputation in gldbencial markets. International
prestige and excellent business contacts are arttehgeasons for Switzerland's
attraction in the financial world. Due to its nellitty, Switzerland is even preferred
by Arabic capital to financial markets like Londd®0 Most of the summit
conferences and meetings held on the topic of islimance in Europe take place in
London, Geneva or Zurich. Various banks offer Istaproducts in Switzerland. It
should be emphasized that Arabic banks are notraitcally Islamic banks too.
Several Arabic banks run agencies or offices intevascountries that may not
operate in a Sharia compliant way. These Arabik&amay offer Islamic products in
“Islamic windows”, as many conventional westernksado in both Islamic and non-
Islamic countries. If they do not offer such proguthe bank must be considered to

be a conventional bank.

Citi Islamic Investment Bank (CIIB), established1i896 in Bahrain, is a 100
percent subsidiary company of Citigroup. The Clifiers three investment funds:
the first is the Citi Private Investment Mudaral@®PIM), which invests in short-
term Islamic products in OECD countries based anrigk commodity Murabahah
contracts. The second fund is Citi Emerging Markktdarabah (CEMM), which
invests in emerging markets on the basis of Muddraty ljarah transactions. Last
but not least is the Citi Islamic Portfolio, whighsubdivided into Global Equity A
and Global Equity B (both launched in 1997), bottively managed and open
ended’® Citibank’s Islamic departments have totally 12,489 USD and income is

8 www.citiislamic.com
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960,000 USD in 30th September according to Citibfin&ncial table’® Citibanks
has its own Sharia Board and Sharia certificateda&e Islamic banking.

In 1982 the Royal House of Saudi Arabia encourapedestablishment of
Shari'A Investment Services SA, later named Fd&salate Bank (Switzerland) SA,
in Geneva. The bank was re-named in honour ofatee$audi king Faisal ibn Abd
al- Aziz. In October 2006, it was registered witle tSFBC (Swiss Federal Banking
Commission) and became a bank under Swiss lawadt the first Swiss bank to
operate completely in compliance with the ShatmSharia Board is consistent with
the Sharia Board that is in charge of the Dow Jolsémmic Index. Its main
stockholder is the Ithmaar Bank B.S.C., a major agan and provider of Islamic
investment products in the Middle East. With itadguarters in Bahrain, Ithmaar
Bank B.S.C. holds 79 percent of Faisal Bank SAs&aBank's main aim is to
provide products in the wealth management and f@ivasestment sectors for its
clients. It offers nearly the full range of Islanfioancial structures — Mudarabah,
Musharakah, ljarah, Sukuk €tt.

UBS AG is a Swiss Bank with subsidiaries all ove tvorld. It operates in
the wealth management, investment banking and assghgement sectors, and has
a long history of active involvement in Islamic Barg. Noriba Bank, a 100 percent
subsidiary, was established in the kingdom of Biahira 2002. This subsidiary has
offered Islamic bonds, private equity, real esfatgects, Murabahah contracts and
many other Sharia compliant products. Because @kasing demand for Islamic
products, Noriba Bank was integrated into UBS i0&8@s a part of the restructuring
of the UBS business units. Today UBS provides awahge of Islamic products. In
the asset management sector UBS offers a fundgdssy Noriba in Luxemburg in
2000, and called UBS (Lux) Islamic Fund - Globalukigs (formerly the Noriba
Global Equity Fund). This is an open-ended fund theests in companies around
the globe that are Sharia compliant and are patebow Jones Islamic Market 100
Titan IndexSM. The individual companies are weightethin the fund according to

9 www.citibank.com/ciib/homepage/aboutus/ciib_sefd®pdf
8 www.faisalfinance.conf04.03.2011)

65



their strategic orientation, market position, mamagnt, profitability, growth
potential, and improvement of shareholder valuee filmd attracts mainly investors
who are looking for long-term value enhancement amwad investment
diversification. In the commodity sector, UBS offetwo different types of
structures: bespoke indices, and commodity-linkadestment certificates. An
example of a bespoke index is the UBS Oilfield ®8gg Index, which invests in oil
allocations for future exploitation. It is a longrin product, unlike conventional oil
contracts that are geared to short-term contraots,is therefore highly volatile. The
goal of the index is to replicate a physical oifieCommodity-linked investment
certificates give the investor the ability to chedseely between different levels of
participation and protection, between a wide ranfjeommodities, and between
different maturities. The interest yielded by thmelerlying asset is retained; therefore
the product is still Sharia compliafitArmen Papazian who is the director of the
UBS Islamic banking department, said UBS seek nefitmpportunities in Islamic
banking and will try to empower Islamic banking dement in 200§* Further
products offered by UBS are different forms of Sukufor example, Musharakah
Sukuk, ljarah Sukuk and Murabahah Sukuk. All theselucts are designed for both
private and institutional investors. The IslaminB&ag sector is becoming more and

more important to UBS.

Credit Suisse is a globally active financial seegiccompany with its
headquarters in Zurich. It offers a wide range wddpcts in the private banking,
wealth management and investment banking sectarese 006 Credit Suisse has
also provided Islamic financial products. A teans leeen built up with Islamic
financial experts in both Zurich and London. At thement, the products are aimed
mainly at institutional investors, but private ausers are expected to be addressed
soon. The current fund that Credit Suisse is aftgis the CS SICAV One (Lux)
Equity Al-Buraq, issued in May 2007 and operatecampliance with Sharia. At

81 www.ibb.ubs.com/mc/islamicfinance/commoditiesed-investmentertificates.shtml
82 www.reuters.com
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least two thirds of the total capital is investadshares. If profit is earned that is not

compliant with Sharia, it is donated to charityamigations’

Deutsche Bank AG was founded in 1870 in Germanyisuwtaday Germany’s
largest financial institution in terms of total ass For the last three decades
Deutsche Bank AG was active on Arabic markets, wthjor focus on Islamic
Banking and Sharia compliant products. DeutschekBeas therefore awarded two
times special awards: in 2007, the “Most Innovatuestodian Bank — First Islamic
Custodian Bank” and “The Biggest and Most Activestodian Bank for Islamic
Funds” in 2008.Deutsche Bank always engaged ineratipn with local banks, like
the joint venture with Abraaj Capital of Dubai altdmaar Bank of Bahrain for the
launch of a financial fund that is run accordingtte rules of the Sharia. Until 2008,
the Islamic Finance Team of the Deutsche Bank waated in London,but moved
in August to Dubai. Part of Deutsche Bank's Adgéahagement Division is DWS, a
global mutual fund company, with 269 000 billionr&wassets under management. A
range of Sharia compliant funds is offered by th&®in Africa and the Middle
East. On the German market Deutsche Bank AG offespecial concept to the
Turkish community, called ‘Bankamiz (Our Bank) h b5 subsidiaries all over
Germany financial services are supplied to Turkisbple in their mother language.
The focal point is laid on cultural differences aeding the language and the
distribution channel. Even though this concept éegMuslims on the German
market, Bankamiz cannot be seen as part of Islimaace, but belongs to the group
of ethno-marketing (segmentation of a market adgongrdo cultural criteria). After
all, Deutsche Bank AG does not provide any findnse&vices compliant with the

Sharia on the German markét.

HSBC Amanah is the global Islamic financial sersickvision of the HSBC
Group. Amanah means that, trust, with associatednings of trustworthiness,
faithfulness and honesty Established in 1998, wmibre than 300 professionals
serving the Middle East, Asia-Pacific, Europe ahd Americas, HSBC Amanah

8 www.creditsuisse.com
8 Aichbichler E.(2009)islamic Finance in Switzerland and Germany, Viepnag7
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represents the largest Islamic financial serviceamt of any international
bank. HSBC Amanah exist several countries like Sardbia, Bahrain, Qatar,
Brunei, Malaysia etc. HSBC Amanah operations awmseatl supervised by four
Regional Shariah Committees (RSCs) in addition ©eatral Shariah Committee
(CSC). The CSC supervises HSBC Amanah businesseglisas operations in
UAE, Qatar, Bahrain, Bangladesh, Mauritius, US & HSBC Amanah has the

largest asset which is originated in non-Islamiardoy.

Islamic Banking in western countries or westerrgioated banks makes
Islamic banking because there are Muslims livingreghand Muslims demand for
Islamic banking. Banks whose main target is cowrdpneeds and getting profit
make Islamic banking too. Their main aim is getiomngfit. World economy has been
suffering deep economic crisis since 2008. A lopebple who invested in private
banks got huge losses. The most significant readotme crisis is the investing
economic bubbles. In private banking bubbles caninvested, if bubble blast
economy collapse and restoration of economy nesus tslamic banking does not
contain economic risks which arises by investing-egistent economic resources.
Islamic banks have close relationship with realnecoy. Some people who is not
Muslim but do not want to invest risky economic tpaios also desire work with

Islamic banks. So after economic crisis populasitislamic banking increased.

2.5 Participation Banking in Turkey

In 1980 Turkey abandoned import substitution dgwelent policy and start to
implement free market economy. After 1980 IstanBtdck Exchange and Capital
Markets Board of Turkey (SPK) found to deepen Tshkcapital markets. First
Turkish participation bank established in 1984 atalt to operate in 1985 named
Albaraka Turk. Albaraka group is a huge financiabup which is Saudi Arabia
originated. Those days there were no participatiank so people who do not use
interest had not any choose so most of them watimditheir savings under the
pillow. Turkish economy was suffering that some tble savings cannot be

transferred to investment.
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There are 3 Banking types in Turk

BANKING ACT

Investment &
Development
Banks
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Banks

FIGURE 6

Participation Banks ha Special Current Accountand Profit and Loss
Participation Accoun for funds.Special current account deposits which is uset
money order oputting money to bank. Participation banks makelici@pplications
based on profitess sharing.Participation banks also make financial leas

corporate finance and participation in tness projects.

After the start in 1985 with AlbarakaTurk, the Turkish papation banks
(before 2005 called Special Finance Houses) weisegoto aim at the Turkis
market as a whole. Therefore they did not reallgdt the small niche of tf
"convince" Muslim population in particular. This of courgd#luenced marketini

and product development. Partly as a consequenddiofstrategy, the Turkis
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participation banks were able to flourish, and ribwy hold roughly 6 % of total
assets in the country's banking industry. It hasper@ormed its conventional
counterpart for eight consecutive years now. Thagse of lhlas Finance House
(2001 - alleged fraudulent insolvency) meant ttss laf 40 % of the deposits held by
the sector at that time and the subsequent stampedble other Special Finance
Houses (now participation banks) meant another 36s% Because of their ties to
the "real economy", the Participation Banks were mbby the big financial crisis
that hit Turkey in 2001 and they recovered faseif Heposits now have been taken
into the guarantee fund of the banks up to 50.0Q0(f6 avoid other shock
withdrawals) and the sector has acquired bank stalwher differences to note:
There is no specific government aid to the sechat @or is there (government or
corporate) Islamic bond, although the issuance gbsernment sukuk could be in
the making, one of the participation bank called/é&yrurk issued first sukuk bonds
in 2010 . The talks on the projected rent (ljareditificate are progressing slowly,
due to inactive local financial markets, cheap @mtinal international funding and

political factors.

There are 4 participation bank in Turkey named fdka, KuveytTurk, Bank
Asya and Turkiye Finans. In spite of being laseesd bank into sector Bank Asya is
the largest player in Turkey. Bank Asya has thgdar deposits and assets. Anadolu
Finance and Family Finance merged and become Taurkigans in 2005. Turkey
Finance became the largest participation bank mké&yu Three of participation bank
is backed by holdings- group of companies-. Turkesnce is owned by two giant
holdings named Ulker and Boydak. Ulker is famousdioocolate and food sector.
Ulker bought famous Belgian chocolate firm Godima2009. Boydak is originated
from an Anatolian city Kayseri and produces furretuBoydak group is the largest
furniture producer in Turkey. Albaraka Turk and keyvTurk is owned by foreign
capital. AlbarakaTurk was founded by Albaraka bagkGroup (ABG), one of the
prominent groups of the Middle East, Islamic Depet@nt Bank (IDB) and a native
industrial group of Turkey, which served the Turkiesconomy for more than half a
century. As of 31 August 2010, the share of theifpr partners is 66,16%, the share
of the native partners is 11,61% and the share dpepublic is 22,45% in the
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partnership structure of Albaraka TutkShareholders of Kuveyt Tirk are Kuveyt
Finance House (62%), Kuveyt Social Security Insittu (9%), Islamic Development
Bank (9%), General Directorate of Associations Byrk(18%), and other
shareholders (2%). The Kuveyt Finance House, wlidhe largest shareholder of
Kuveyt Tark with its 62 % share, is a giant finanaostitution of Kuveyt with its
outstanding asset volume and contemporary and @imme banking service$.
Collapse of Ihlas Finance decreased trust to maation banks but they came
together and found an insurance fund to financekiogmed banks. The largest
participation Bank in Turkey named BankAsya is oahed by one company or one
person. The company’'s name, which had been previously “ABysans Kurumu
Anonim Sirketi”, was changed into “Asya Katilim Bankasi Aim Sirketi” on
December 20th, 2005. (all participation banks ndraé changed because of law)
Bank Asya, initial capitalof which is 2 million TL and current paid up capit 900
million TL, has a multi-partnered structure baseddomestic capital consisting of
244 shareholders except for the publicly held parof the end of 2008.

Some financial data about participation banksdistelow. (2010),

Table 3
Name Founding Year Total Asset(TL Total Total
Branch Employee
Albaraka 1985 7.672.131.00(0 109 2175
KuveyTurk 1989 8.644.183.000 141 2850
Bankasya 1996 13.240.529.000 175 4275
Turkiye Finans 2005 9.953.301.000 182 3403
Total - 39.510.144.000 607 12703

*Source: Turkey Participaton Bank Uniomvgw.tkbb.org.t) September 2010

% www.albarakaturk.com.tr
8 \www.kuveytturk.com.tr
87 \www.bankasya.com.tr
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There are some advantages of Islamic finance ikkejusuch as accordance with
Islam, sharing risk with customer, minimum costefiéhare some people who do not
evaluate his money with interest. They are natouatomer of Islamic banks. Both
sides gaining in this transaction customer canshys money in bank so he can
revalue his money against inflation and bank geamfreal projects. Islamic banks
sher risk with its customers because iti is profs sharing contract so bank do not
have to pay excess value whether it has loss iegiraCustomer and bank is at the
same ship so both parties understand each othar, dhm is same. However in
interest one party will gain whatever business gaitose so lender do not mind the
other party only one of the party’s aim is gettprgfit from business. Theoretically
Islamic banks have less cost than private bankauseche does not have to pay to its
lenders’ but in real Islamic banks cost is morentpavate banks. Private banks can
gain from financial products which includes intérbat Islamic banks cannot gain
from interest included financial products howeussyt compete in the same market
so private banks may sell their products or lencheyowith lees cost. Additionally
private banks control % 94 in Turkish market soytban benefit from economies of
scale. Islamic banks can service to its custometls Mss cost when they control
quite large amount of the market.

Participation banks have some disadvantages inidfurkarket such as, using
few financial instruments, inadequacy of correspogduick needs, not entering to
public finance. Participation banks cannot buy ell some financial instrument
which includes interest like bond, repo, insurancaestomers want to work banks
who can make all financial transactions so parittgn banks cannot address some
part of the customers. Second participation bard&®at fund ongoing projects.
Businessman sometimes need money when projechisamg if participation bank
fund that project, transaction will include interee transaction will not be accordant
to Islam. Participation banks can fund before gubjstarts so their ability to
corresponding needs will be limited. States lend@row money with interest today
so participation banks cannot enter to public fali@npapers. Especially in third
world countries like Turkey public bonds always geire than inflation rate and risk

of public debt is zero because state can issue yn&nivate Banks lend to state they
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get profit without risk and they compete with pegation bank in the same market.
This situation could be called unrightfully compietn but it occurs every day.

Nevertheless, Islamic banking in Turkey has beenitly almost in adversity
- not only having to cope with structural problesisch as a serious mismatch
between short-term deposits and money and longer rieaturities-; the volatility of
the Turkish lira, in which even some Turks relishedspeculate when appropriate
especially in a high interest-rate environments(ttmpacted on the SFHs which
operate on an interest-free profit-and-loss bankiagls); and the general state of the

Turkish economy.

The Turkish Islamic bankers argue that their resemvith the central bank
and other such contingencies could also be invastedch Sukuk, not only creating
more liquidity but also opening up Islamic accepgabvestment avenues for such
tied capital. Turkey of course already accessebomsl of dollars of Islamic finance
from the international markets on a regular basSBC, Citibank, and other banks
regularly arrange Islamic finance syndications Tarkish corporations and entities.
The expansion of the international terminal of Atktinternational Airport is being
financed by a syndicated Murabahah facility arrahdsy HSBC. The Islamic
Development Bank together with HSBC also recergbdl managed a $100 million
Murabaha facility for Turkcell, -the Turkish mobitdone operator- in 2004.

As such, the government decreed that all banks rpadicipate in the
country’s deposit guarantee fund. The governmestdilawed the Islamic banks to
set up a parallel Islamic deposit insurance schemtech is the same as the
conventional counterpart in all but one respece iamic scheme only invests the
deposit insurance pool according to Islamic investimprinciples. The scheme is
managed by the Association of Special Finance Hoo$& urkey but regulated by
the Banking Regulation and Supervision Board. Tbleesie, introduced in July

2003, is the only Islamic deposit insurance schentiee world.

8 Uslu S.(2005). Faizin Yasaklanmasi vesta Finans stanbul: Zafer Yayinlari, p. 130-134
73



In Turkey it is debated that how participation biawgkwill be formed in the
future. Turkish experience in Islamic banking ifetent from other countries. There
was no legal infrastructure when Islamic bankstethto found. First they were
called’ Special Financial Institution” after 200%king Regulation and Supervision
Authority (BDDK) included them into banking sectaws and banks changed their
names as participation banks. Before 2000 Islaraik® were servicing only to big
firms they did not have private banking instrumedmgsause of their Sharia Board’s
disallowance? After 2000’s they start to give credrs, letter of guarantees, cheques
and other private instruments. Islamic Banks' Shéxards behave more flexible
after 2000’s. Now debate is ongoing on should p@dtion banks behave more
flexible or should they apply Islamic rules roughljome academicians criticize
Islamic banks about getting more closely to privzdaks some others like Hayrettin
Karaman who is the most trusted academician inldiggoin turkey defend banks
against claims about their applications is not prapriate to Islam.

Islamic Banking is the first experience about iagtfree applications in finance.
Islamic Banking gets increasing market share inwioeld. Especially after deep
economic crisis; Islamic Banking examples may bedgmnterest-free financial
implementation. For financial transactions to bar&h compliant there needs to be
a credible assurance mechanism. This system of lséaiic financial institution
having its own Shariah board has worked well, apractice the members of the
boards have been constructive rather than restjcind have been quite willing to
approve new types of deposit and finance facilitiegeed, the system of shariah
compliance has become market driven, which hadtegsin product differentiation
and extended customer choice. Some applicationslamic banking could be
debated but theoretically there is no interest iappbn in Islamic banking
nevertheless practically there may be some misagmns which are originated

from people. Peoples’ mistakes should not be claigall Islamic banking system.

M. Raquibuz Zaman who has publications about IstarBianking
criticizes mudarabah. He says that” The mudarazaounts are popular with the

Islamic Banks partly because they assume verydunliability and risk while
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earning rather hefty margins. As currently pracjdbey simply collect "profits"
(estimated ahead of time) from the borrowers. Ssppan individual wants to
borrow $100,000 for building a single-family honiehe Islamic Bank agrees to
lend the money at an agreed upon "profit" rate Dpércent per year. However,
the borrower receives a check for only $88,000 iaresked to pay back the full
amount of $100,000 at the year-end. This mudarabauat yields the equivalent
of 13.64 percent to the bank. If the "profit" ratere named "interest" rate, the
borrower would still pay the 13.64 percent effeetnate. If the borrower could
not pay back the loan because the project faileavf@tever reason, it is not clear
how the Islamic Banks will treat the loan and tlefadlting borrower. Similar
problems are faced by depositors and/or subscribbrsapital to the Islamic
Banks. If the institutions fail to invest their aitors’ and shareholders' money
judiciously, there is no recourse to recover somthe funds lost. The failure of
the Ar-Ryaan investment banking outfit in Egypt astated the poor Egyptian

subscribers, some of whom lost their life's savihys

Raquibuz Zaman’s approach is very narrow sightegkglects whole picture.
First of all in practice system does not work ama’s claim, Islamic Bank does
not give to customer debt minus profit. For exanpamk lends money 100.000
USD and takes 112.000 USD after buy of house. ivap Bank implementation
the return on capital is arranged but risk is imdedf. There will be profit or loss
no one can know the future. For example a custdmerows money at % 10
interest rate if business gets more than 10% lemdehave unfairness, on the
other hand if profit is less then 10% borrower bafairness. In interest risk and
return cannot be fair and risk is shouldered by ame party. Islamic Banks does
not lend money. They buy house or car and sell theeroustomer the margin
between buying price and selling price is fee daftafiments. In Islam selling
goods by installments is halal (legal) of courser¢his difference between cash
and future cash. By Mudarabah or murabahah custbaseeither time utility or

place utility. The most popular Islamic financiabgucts, notably Murabahah and

¥ M. R. Zaman and H. Movassaghi (2001). Islamic Bagkh Performance Analysis, The Journal of
Global Business, 12, p. 38
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ljarah, were pioneered and refined in the GCC, afihough investment
Mudarabah deposits were first developed in Jorti@a,concept soon spread to
Kuwait, Bahrain, Qatar and the UAE. Funds becanee pteferred vehicle for
those seeking returns on investment. Turkey is aés® and important applicator
of Islamic Banking. As told above Turkey reorganitgelslamic banking law and
changed its name. Turkey is the only country whilscislamic Banking as
Participation Banking. Participation Bank term ierrect because origin of
Islamic Banking based on Profit-Loss Participatidarkish Participation Banks’
market share also increasing. | think the most nmamb threat for Turkish
participation banks is bringing closer their apations to private banks because
of customer demands. Shariah Boards have cru@pbnsibility for this danger.
Market forces like getting more profit or more @mers should not damage

Islamic Banks’ mission.
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CHAPTER 3

3. KINDS OF FINANCIAL CERTIFICATES

In this chapter ‘kinds of financial certificatesuch as bonds, treasuries,
shares, asset backed securities, revenue shanmty band sukuk will be explained.
Sukuk is main topic of this study and sukuk is #eraative, interest-free way of
financial bonds so financial bonds should be exgldibefore sukuk to be more
comprehensible. Features of bonds and treasurlemes and sukuk will be
explained. Financial development in the twentiethtary is an important heading
because after arise of capitalism in twentieth wgnfinancial tools also start to
vary, financial tools grew to fulfill capitalist deand. Turkeys financial history will
be explained either. At the end of the chapter kukill be defined shortly, sukuk

will be explained in the next chapter widely.

3.1 Bonds

Bonds are securities that establish a creditortiogiship between the
purchaser (creditor) and the issuer (debtor). Bkadr receives a certain amount of
money in return for the bond, and is obligatedejary the principal at the end of the
lifetime of the bond (maturity). The difference cde summed up in one
phrase: debt versus equity. That is, bonds reprefdt, and stocks represent equity
ownership. Typically, bonds also require coupoimterest payments. Since all these
payments are determined as part of the contrastg]sare also called fixed income
securities. A straight bond is one where the pwsehpays a fixed amount of money
to buy the bond. At regular periods, she receivesnéerest payment, called the
coupon paymenfThe final interest payment and the principal paed at a specific
date of maturity. Bonds usually pay a Standard ooupmount, C, at regular
intervals and this represents the interest on ¢melbAt the maturity of the bond, the
final interest payment is made plus the principalbant (or paramount) is repaid.
Some bonds do not make a coupon payment. Theses lavacbought for less than
their face value (we say such bonds are boughtdacaunt). Bonds that do not pay
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coupons are often calletero Coupon Bond3.here two types of bonds according to
issuer first one is treasury bonds second onergocate bonds. Treasury bonds are
issued by governments. Corporate bonds issued tmpaaies, banks or insurance
institutions. There are three type of bons; Treastiands, Municipality bonds and
corporate bonds.

« Set Maturity Dates :Bonds have set maturity ddias ¢an range from one to
30 years — short-term bonds (mature in three yearess), intermediate
bonds (mature in three to ten years) and long-tesnds (mature in ten years

or more)

« Interest Payments . Bonds typically offer some fasminterest payment;
however, this depends on their structure: "FixeteRzonds" provide fixed
interest payments on a regular schedule for tledifthe bond; "Floating
Rate Bonds" have variable interest rates that er®dically adjusted; and,
"Zero Coupon Bonds" do not pay periodic interestallf but offer an
advantage in that they are can be bought at a uhsed price of the face

value and can be redeemed at the face value atityatu

+ Principal Investment Repayment :Bond issuers aligaibd to repay the full

principal amount of a bond in a lump sum when thedoreaches maturity

+ Credit Ratings: People can evaluate the "defasht' ithe risk that the issuers
won't be able to make interest or principal paymeaf a bond by checking
the rating it has been given by a bond rating ageswch as Moody's
Investors Service or Standard and Poor's. Ratingbeis showed below.
AAA is the highest rating symbol only the most tads states or corporate
have these ratings like General Electric, Googl8AUand Finland... After
global crisis in 2008 rating institutions started debated by academicians
because some institutions like Lehman Brothershigts rating but Lehman
Brothers went bankruptcy during financial crisisr inhstance Turkey’s credit
ratings are Ba3 according to Moody’s, BB(-) on 8t and Poor’'s and BB
according to Fitc? Turkish economy is not suffered too much frombglo

crisis. Tunisia changed its president by publict ricalled ‘Jasmine

% www.ntvmsnbc.conf17.04.2011)
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Revolution’. Despite economic activities slowedeaftevolution Tunisia’s
credit ratings still higher than Turkey. Credit Ragt Institutions have great
power. They can route foreign investments. Crediirfg institutions must be
more objective and professional because peoplssirnkieir money looking to

credit institutions.

Table 4
Investment-Quality Low-Quality, Speculative, or “Junk”
Bond Ratings Bond Ratings
S&P AAA | AA |A |BBB |BB | B | CC | CC C D
C
Moody’s Aaa| Aa| A| Baa|] Ba Bl Caa Ca C D

+ Callable Bonds :If the bond has a "call featurdig issuer is allowed to
redeem the bond before its maturity date, repayode and thus, stop paying
interest on it

+ Minimum Investment: Bonds are usually issued incexaoney amount like
$1,000 or $5,000 denominations.

Bonds include debt interest according to Islam 9duslim cannot buy or sell
bonds. Debt interest is excess value of borrowedayoFor example if one buys
a bond and indebted 100 USD but took 80 USD, thidabt interest extra 20
USD will be pay. So this type of debt is not vahdslam or in other religions.

3.2 Treasuries

Treasuries are tools for indebtness of governméfitsr 1800’s governments
need to borrow money from public or banker. Ari$ecapitalism increased use of
government bonds. Governments prefer borrow momgtgad of increasing tax rates

because in democracy governments need vote andadxglte evade voters. People

79



and banks prefers government bonds because themwo igredit risk on it.
Theoretically states do not bankrupt so all pedplst on it. Treasury bond can be
used as guarantee on banking transactions. Treasaheed highest guarantee by
banks. Treasuries used not only for borrowing bs® @ontrolling money supply.
Open Market Operations made by treasuries. If aenbrank (theoretically
independent but still argued whether they are irddpnt or not) desires to increase
money supply central bank buys treasuries from ptago money is injected to
market, If central bank desires to decrease moneplg bank sells treasuries to
market so money is collected from market. Afterbgloeconomic crisis in 2008
especially USA used treasuries for expansionaryayqolicy to create demand. In
USA (core of Capitalism) Treasuries include foyrdy of bonds; these are Treasury
Bills (T-Bills), Treasury Notes (T-Notes), TreasuBonds and Treasury Inflation
Protected securities.

3.2.1 Treasury Bills (T-Bills)

Treasury bills which are issued up to one yeara3uey bills issued without
coupon so state repay only bond value. Regular hy@eBills are commonly issued
with maturity dates of 28 days (or 4 weeks, abouianth), 91 days (or 13 weeks,
about 3 months), 182 days (or 26 weeks, about 6thmpnand 364 days (or 52
weeks, about 1 year). Treasury bills are sold bglsiprice auction sheld weekly.
Offering amounts for 13-week and 26-week bills anmounced each Thursday for
auction, on the following Monday and settlementissuance, on Thursday. Offering
amounts for 4-week bills are announced on Monday alaction the next day,
Tuesday, and issuance on Thursday. Offering amotmts52-week bills are
announced every fourth Thursday for auction the deresday, usually at 11:30 am,
and issuance on Thursday. Treasury bills are qufate purchase and sale in the
secondary market on an annualized discount pegenta basis. With the advent
of Treasury Direct, individuals can now purchas&ills online and have funds
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withdrawn from and deposited directly to their peral bank account and earn

higher interest rates on their savifiys.

3.2.2 Treasury Notes

Second one is treasury notes whose maturity is detwone year and ten
years. Treasury notes include coupons so governmags interest to bonds.
Treasury notes bring coupon payments twice a yda.10-year Treasury note has
become the security most frequently quoted whecudsng the performance of the
U.S. government bond market and is used to corieynarket's take on longer-term

macroeconomic expectations.

3.2.3 Treasury Bonds

Treasury bonds can be issued by any maturity niae ten years. They are
straight bonds and pay coupons twice per year, théhprincipal paid in full at
maturity. They have a coupon payment very six m®ritke T-Notes, and are
commonly issued with maturity of thirty years. Thecondary market is highly
liquid, so the yield on the most recent T-Bond offg was commonly used as a
proxy for long-term interest rates in general. Tiole has largely been taken over by
the 10-year note, as the size and frequency of-terrg bond issues declined
significantly in the 1990s and early 2000s. Howeveecause of demand
from pension funds and large, long-term institusilbimvestors, along with a need to
diversify the Treasury's liabilities - and also &ese the flatter yield curve meant that
the opportunity cost of selling long-dated debt liadpped - the 30-year Treasury

bond was re-introduced in February 2006 and is issued quarterly?

3.2.4 Treasury Inflation-Protected Securities (TIP$

Treasury Inflation-Protected Securities (or TIPS dhe inflation-indexed
bonds issued by the U.S. Treasury. The principaldjsisted to the Consumer Price

Index, the commonly used measure of inflation. dbepon rate is constant, but

1 www.wikipedia.org(10.02.2011)
92 www.wikipedia.org(10.02.2011)
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generates a different amount of interest when plidd by the inflation-adjusted
principal, thus protecting the holder against itndla. TIPS are currently offered in 5-

year, 10-year and 30-year maturitiés.

The relationship between TIPS and the Consumee Rntex affects both the
sum you are paid when your TIPS matures and theuataf interest that a TIPS
pays you every six months. TIPS pay interest akedfrate. Because the rate is
applied to the adjusted principal, however, intefgsyments can vary in amount
from one period to the next. If inflation occursetinterest payment increases. In the
event of deflation, the interest payment decreadéghe maturity of TIPS, you
receive the adjusted principal or the original pial, whichever is greater. This
provision protects you against deflation. TIPSswotel in Treasury Direct and Legacy

Treasury Direct, and through banks, brokers, armdeds’*

There are some advantages and disadvantage of;bonds
Advantages:

* Investing in debt is safer than investing in equitize reason for this is the
priority that debt holders have over shareholddfsa company goes
bankrupt, debt holders are ahead of shareholddtitine to get paid. In a
worst-case scenario such as bankruptcy, the creditsually get at least
some of their money back, while shareholders oftese their entire
investment.

* The interest rates on bonds are typically grethi@nm the rates paid by banks
on savings accounts. As a result, if a person gaaimd he doesn't need the
money in the short term, bonds will give the grsateturn without posing
too much risk.

Disadvantages:
* Return is not too high. Bond is not risky investineption if risk is law

return is law also.

% www.treasurydirect.gov
% www.treasurydirect.gov
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These advantage and disadvantage is not for econthrese advantages or
disadvantages are according to investors. For ¢beamy bond is not beneficial,
because one party is giving capital and waiting H profit but the other party
shoulder all of the risk.

Table below shows USA bonds interest or return rate

10-Year Treasury Constant Maturity Rate (G510}
Source: Board of Governors of the Federal Reserve System

(Percent)

3.0

2.9

a0 1 1 1 1 1 1 1 | 1 ]
1360 1965 1970 1973 1980 1383 1330 1335 2000 2003 2010

Shaded areas indicate US recessions.
2009 research.stlouisfed.org

FIGURE 7

3.3 Corporate Bonds

Corporate bonds are financial tools for companeebdrrow money from people or
banks. Corporate bonds also depict corporateshéiaé situation. If interest of bond
Is high it shows that company is not so credibléetad money. The bond market
plays a very important role in the financial sysseof economies. Bond markets
bring lenders and borrowers together. They allowdégs to invest in relatively low
risk assets and borrowers to obtain funds in reditiliquid markets. Bond markets
are important in determining the prices of othese#s and bank interest rates usually
follow market-determined interest rates on bonde prices determined in the bond

markets affect household decisions to save andcongorate sector’s investment
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decisions. In the United States, the bond markabaut the same size as the stock
market. In Europe, bonds amount to approximatebyttawds of the total amount of
securities outstanding. But the distribution of tteeéal debt differs significantly
between Europe and the United States. In Eurogebdind market is dominated by
government bonds and bonds issued by financialnmgdiaries. In the United States,
the proportion of bonds issued by the non-financtaporate sector is much larger.
In addition, municipal bonds and agency bonds a@ntomponents of this market.
A market so important should operate well. For leed market, this means both
efficiency and liquidity. Efficient bond prices, darporating all available
information, will be better signals to investorslasavers than if the markets did not
incorporate relevant information fully into pricetiquid bond markets bring
transactions costs down for investors, who theesfmhieve greater gains from trade,

and they minimize the cost of funds to firfis.

The transparency of the secondary markets for catpdoonds is currently
heavily debated. Is the current level of transpayesptimal? Or should it be raised?
And in this case, will such a change emerge spewoiasly from market forces, or is
regulatory intervention necessary? There are &t le@o types of transparency.
Markets are ex-ante (or pre-trade) transparent winegstors have access to quote
information before trading. Ex-post (post-tradelansparency refers to the
dissemination of information about trades to marpatticipants. These broad
categories themselves must be refined. For exaraplante transparency is greater
if the observable quotes are firm, or if the idigntif the agent posting the quote is
known, or if all orders are visible (as opposedhitdden). Also, the greater the
population of investors observing ex-ante quoteg)epost-trades information the
greater the level of transparency. Post-trade pramesicy, is to some extent separable
from other aspect of market microstructure. The ketacan be order- or quote-
driven, electronic-, telephone-, or floor-based.dties not really matter. These
features of the market, as well as the offers Aedhegotiations between the traders,
and their information sets, are the inputs of ttaelé. The price and the quantity

% Center for Economic Policy Research(2006). Eumap@orporate Bond Markets: Transparency,
Liquidity, Efficiency, London,
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exchanged are the output. Post-trade transpareziayes only to the output, it
remains agnostic about the input. In contrast,tfrde transparency relates directly
to the inputs of the trade. Changing the degreereftrade transparency would
require intervening in the microstructure of therkef For example, consider a
purely telephone-based dealer market. It is noarcleow such a market would
support pre-trade transparency. Important changeisstmicrostructure would be
needed. On the other hand, in an electronic limdepbook, pre-trade transparency
would be easy to implement. On the other hand,tgrdeansparency could reduce
the supply of liquidity. Once a liquidity supplibas purchased securities, he usually
endeavors to resell at least part of the purch&semanage inventory. If his
competitors have observed this initial trade, haavethey may be tempted to react
opportunistically. Knowing he needs liquidity aredwilling to pay for it, they will
raise its price. Thus after large trades in trarmgamarkets, liquidity suppliers
trying to unwind inventory can be in a weak barganposition. This will increase
the margin they will require from investors to offequidity in the first place.
Another argument against greater transparencyais ithcould reduce information
acquisition and revelation in the market place. @&se transparency reduces the
rents earned by informed traders, it reduces thenitives to acquire informatiof.

3.4 Stocks (Shares)

Joint stock Company divides its capital into units equal denomination.
Each unit is called a share. These units are afféoe sale to raise capital. This is
termed as issuing shares. A person who buys sharessof the company is called a
shareholder, and by acquiring share or sharesercéimpany becomes one of the
owners of the company. Thus, a share is an iniesinit of capital. It expresses the
proprietary relationship between the company aedstiareholder. The denominated
value of a share is its face value: the total eqmf a company is divided into

number of share¥.

% Center for Economic Policy Research (2006). Eumap@orporate Bond Markets: Transparency,
Liquidity, Efficiency, London
" www.wikipedia.org
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According to Stanley Fischer and Robert C. Mert&tonomic theory tells
us that in a well—functioning and rational stockrked, changes in stock prices
reflect both revised expectations about future @ earnings and changes in the
discount rate at which these expected earningsapitalized. Corporate profits are
an important part of GNP and are also likely topositively correlated with other
components of CNP. The forward—Ilooking property sibck prices would,
therefore, appear to qualify the stock market asedictor of the business cycle. If,
moreover, the information reflected in stock priégesof high quality, then stock
prices should provide accurate predictiofi8.This explanation tells us that shares
and real economy has tight links. Shares and fiahihonds are different thing as
Fischer and Merton share price could be changedcbyomic situation so it has
same risk factor like other goods but bonds dohaok risk factor borrower will pay

his debt although company got bankruptcy.

According to Lancaster, the utility of an individua household is dependent
on the characteristics that make up a good. Fomplg in the consumption of
transport, the consumer might derive utility fromeoof two characteristics, speed
and comfort. They may be obtained in different pitipns depending on the choice
of the form of transport, such as a bicycle and/oar, It is assumed that households
and firms, as buyers of financial products, expedaibtain three characteristics from
the purchase of financial goods. These are thectapeate of return E(R), security,
and liquidity. The expected rate of return is theam yield on an asset, plus the

forecast gain (loss) net of transactions c8sts

Different from bonds stocks represent owning sorm @f company. So it is
not forbidden in Islam sukuk also based on reahenuc value. Sukuk and shares
resembles each other both of them has risk anediti& real economic value. One
area of economic transactions has not receivedatheation in the literature: the

guestion of whether capital gains are lawful, tisathe appreciation of the value of

% Fischer S. And Robert Merton(1984). Macroeconoraits Finance: The Role of Stock Markets,
NBER Working Paper Series, 12 P. 91

% Haffernan Shelagh A.(1990). A Chararcteristicsifigbn of Financial Markets, Journal of
Banking and Finance 14
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an asset which otherwise would earn either no icomvariable income subject to
market conditions for the period that the asskeld. Clearly, all types of assets such
as financial portfolios consisting of stocks, reatate, or even commodities such as
gold and wheat fall in this area. The basic prerfasebtaining capital gains is that
an asset is held for a period in anticipation ofagpreciation of its value. This
involves some degree of speculation. There seembdoinjunctions against
speculation in Islam; however it is not clear wieettihe injunctions apply against all
speculative activities, even those that have ailztialy effect on market prices, or
whether they refer to destabilizing speculationchhivould tend to create shortages
in the spot market, and thus higher prices whegidp®rs buy at the spot in rising
markets in expectation of even higher prices. 8ty speculation, of course, has
the effect of increasing supply and thus will reglysrices during rising markets
when speculators sell to take advantage of higlhvemeq In falling markets
speculator will buy, thus increasing demand whétds to stabilize falling pricé§?

3.5 Asset Backed Securities

Asset securitization is the issuance of a debtunstnt backed by a revenue-
producing asset of the issuing company. Asset ge@tion involves producing
bearer asset-backed securities, which can be ftelgd and which are secured by a
portfolio of receivables. In order to ensure maakdity, the instrument must have
general acceptability as a store of value; heriee security is generally either rated
by credit rating agencies, or is guaranteed bynadependent guarantor. Further, to
ensure liquidity, the instrument is generally pregain homogenous lot&!
Theoretically, any asset that has a revenue stream be transformed into a
marketable debt security. In practical terms, th&stvmajority of ABS is
collateralized by loans and other financial ass@tset Backed Securities can be
categorized into Mortgage and Non-Mortgage SeeitiMortgage Securities
represent an ownership interest in mortgage loaadenby financial institutions
(savings and loans, commercial banks, mortgage anmg) to finance the

1% Noorzoy M. S.(1982). Islamic Laws on Riba (Intéyesd Their Economic Implications.
International Journal of on Middle East Studie A. 3-17
101 Akbulak Y.(2005). Varlga Dayali Menkul Kiymetler, www.spk.gov {t0.05.2011)
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borrower’s purchase of a home or other real estdten these loans are pooled by
issuers for sale to investors, mortgage securgies created. As the underlying
mortgage loans are paid off by the homeowners,stove receive payments of
interest and principal. Non- Mortgage Securitiesicldde new assets such as
collateralized bond/loan obligations, non-perforgnifoans, tax liens, small business
loans, rental cars and franchises, asset-backedmeatial paper, revolving

consumer assets (credit cards), synthetic se@jriieto loans and leases, home-
equity loans, manufactured housing contracts stultems, recreational vehicles,

marine loans, commercial equipment and time share.

Sukuk is very similar to Asset Backed Securitiesu&ure of the sukuk
copied from asset backed security structure they @md the most important
difference is sukuk does not include interest. \&e say that sukuk is the ‘interest-
free’ Asset Backed Security. ‘Special Purpose lehterm come from asset backed
security. Term is first used USA and conveyed tantsc financial tool named
sukuk. SPV (Special Purpose Vehicle) term is naable for sukuk we will explain

why it is not suitable and what term should be ussttad of SPV in next chapter.

Because of high interest rates and no-existenceodnd market mortgage market

could not grow in Turkey.
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Structure of Asset Backed Security Shaped Below:

Rating Agency
Pool of Assets

‘—
Originator Special Purpose | «—— Investors
_— I
Vehicle (SPV)
Sale of Assets I ] Asset Backed Securities
4—

Credit Enhancemen

FIGURE 8

3.6 Revenue Sharing Bond

A revenue bond is a type of bond that can be isbyemunicipality. With this type
of bond, the coupon payments for investors willgemerated by a specific project
that was paid for with the bond funds. This techeigs commonly used by
municipalities in order to fund large projects. Anamon example of this type of
bond is when a municipality will issue bonds inartb fund a stadium project. The
stadium will generate a large amount of revenue ianalill be passed onto the
municipality. The municipality will then use paiftthe money that is generated from
project to pay the interest that is due to investrThis type of bond also includes
interest. Borrow made payments with interest fagk&y used asset backed security
first on ‘Bogazici Bridge’. Ozal government madeciséty issuance to the public

backed by bridge income.

192 hitp://www.finweb.com/investing/the-revenue-borithh (11.05.2011)
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3.7 Sukuk

The Accounting and Auditing Organization for Islanktinancial Institution
(AAOIFI) defines sukuk as certificates of equal ualrepresenting, after closing
subscription, receipt of the value of the certifigsaand putting it to use as planned,
common title to shares and rights in tangible assetufructs and services, or equity
of a given project or equity of a special investimastivity. In simple term sukuk is a
right for both ownership and claim over the undedy asset or its usufruct
substantiating the issuance of such sukuk. Sukuskmav becoming a preferred
financing option for governments and corporate sxithe globe. This phenomenon
led the international fraternity to jump on theatsic finance bandwagon. (Anna
Maria Samsudin, 2008)Presently there is an ever growing global market
forshari’ah-compliant bond term as sukuk. Basicalhere are two types of sukuk,
debt-based sukuk and equity-based sukuk. Bothraetedl to facilitate financing for
capital requirement of businesses and the govertsm8unbsequent to the issuance

processthesukuk shall then be readily securitized.

3.8 Conclusion

Varying of financial products would bring prospegiitut on the contrary deep
economic crisis happens because of these finape@ducts. Diversification of
financial products neglected risk perception o&fiaial institutions. These financial
products may have satisfied needs of people bsetipeoducts used to gain more
profit by banks. Risk appetite of banks affected whole world. The first rule of
banking sector is ‘do not give credit who cannog abut during 2000’s especially
in America banks give credit who cannot afford ecause they get their premiums
parallel with their profits. Financial sector affed real sector automatically, a lot of
factories closed so many people got unemployedi<feed crisis so the deepest
economic crisis occurred in 2008. Financial ratus have been raising concerns
over the credit derivative markets boom becauseriglkes taken by the investors
outside the regulatory purview. Although the detil@ markets and hedging
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instruments facilitate the expansion of the bonadketa the evolution of derivative
products has brought in two distinctive featurethwfinancial market: an increasing
complexity of instruments, which combine an exteasuse of derivatives with
customization to individual investors’ needs and fhagility of off-balance sheet
structures and vehicles, which was rediscoverethguhe recent sub-prime turmoil.
Following the sub-prime issue, a number of ceraaiks in developed economies
acted to stabilize markets and forestall a potefiti@ncial crisis. The European
Central Bank, The US Fed injected significant amewand in order to encourage
banks to come to it for liquidity, the Fed reduddeé discount rate the charge it
makes for emergency lending to banks. The censiak$ of Canada, Japan, UK and
Australia also intervened to provide liquidity teetmarket. This recent episode also
highlights that regulators are required to play ajanrole indirectly in finance
product innovation, in view of the systemic and remoic risks. Regulators are
required to ensure that systemically important saarkd financial institutions are not
exposed to concentration risks in specific prodactsnarkets. Banks and financial
institutions are also required to follow fair markeactices without unduly affecting

public confidence.
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CHAPTER 4

4. SUKUK

Sukuk is alternative Islamic financial tool whicbes not include interest and
it is lured investors because of being less riglgntother financial certificates. In
this chapter we will define sukuk structure, sukybes and sukuk implementation in
the world. There will be some data about sukuk aese in late years. Before

recommending new sukuk model, it is better to arplhat sukuk is.

4.1 Why Sukuk ?

Sukuk is becoming popular financial tool so it nedo be studied. Studies about
sukuk are not enough. Not only Islamic countriesiaterested about sukuk but also
western economies are curious bout sukuk. Vaticde@aration about economic
crisis showed us that sukuk could be core finanal for more solid economy.
Sukuk literature is still setting up so some teraiout sukuk is copy of other
financial tools’ terms. Islamic financial tools shd have its unique terms so that
Muslims will not have doubts about its accordamcestam. Special Purpose Vehicle
(SPV) is taken from asset backed securities andhwd that it is not suitable for
sukuk. We propose ‘Sukuk Intermediary’ insteadS&V. It will be called ‘Sukuk

Intermediary’ in this thesis. Terms are so impartaecause people think by words.

4.2 Definition of Sukuk

Sukuk (plural of sakk), frequently referred to aksldmic bonds”, are
certificates with each sakk representing a propoal undivided ownership right in
tangible assets, or a pool of predominantly tamegésdsets, or a business venture
(such as a mudarabah). These assets may be incéicspeoject or investment

activity in accordance with Shari'ah rules and gples.

Sukuk differs from conventional interest-based g@es or bonds in a

number of ways, such as, the funds raised throhghssuance of sukuk should be
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applied to investment in specified assets rathemn for general unspecified purposes.
This implies that identifiable assets should previde basis for Islamic bonds, since
the sukuk are based on the real underlying assetsme from the sukuk must be
related to the purpose for which the funding isdusiee sukuk certificate represents a
proportionate ownership right over the assets irclwkhe funds are being invested.
The ownership rights are transferred, for a fixedqd ending with the maturity date
of the sukuk, from the original owner (the origmat to the sukuk holders.
Generally, Sukuk are asset-backed, stable incaméallle and Shari’ah compatible
trust certificates. The primary condition of isscarof Sukuk is the existence of
assets on the balance sheet of the governmentydhetary authority, the corporate
body, the banking and financial institution or amtity which wants to mobilize the
financial resources, the identification of suitabisets is the first, and arguably most
integral, step in the process of issuing Sukukifeceates. Shari'ah considerations
dictate that the pool of assets should not solelgdmprised of debts from Islamic

financial contracts.

The AAOIFI (Accounting and Auditing Organizationrféslamic Financial

Investments) defines investment Sukuk as follows:

“Investment Sukuk are certificates of equal valapresenting undivided shares in
ownership of tangible assets, usufruct and senacém the ownership of) the assets
of particular projects or special investment atyivhowever, this is true after the
receipt of the value of the Sukuk, the closingha subscription and employment of

funds received for the purpose for which the Sukmak issued %3

The Sukuk was developed in Malaysia (which holdayonearly 60 percent
of the total Sukuk market) as a type of investmesty similar to conventional
bonds, but without the payment of interest. Theettgyment sukuk has been
growing so fast for the last couple years sincefitts¢ issuance in Malaysia in the
early 1990s, known as Islamic Private Debt Se@awit{IPDS). However, in

% www.aaoifi.com/aaoifi_sb_sukuk_Feb2008_Eng.pdf
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Indonesia, sukuk just issued in 2001 by PT InddHait, a telecommunication
company based on mudharabah basis. It is jusahkislamic accepted bill (IAB), an
al-dayn instrument created based on the framewbrkurabahah. Both sukuk and
IAB are traded in the secondary market based onpitciple of al-dayn or
exchange of debt. Whilst, pricing of sukuk in itsatings in the secondary market is

at a discount to the value payable by the issuen upaturity.

Although there is no compulsion to comply with thdings of the Figh
Academy of the Organization of the Islamic Confeentheir rulings carry
considerable weight with most Islamic financial tingions and their Shari'a
committees and advisers. At the request of delegltean Jordan, Pakistan and
Malaysia, the Figh Academy considered the questdnlislamic investment
certificates at their fourth annual plenary sesdietd in Jeddah in February 1988.
They noted that the Shari’a encourages the docwanentof contracts as stipulated
in sura 2:282 of the Holy Qur'an: ‘When ye deal lw#ach other, in transactions
involving future obligations in a fixed period afme, reduce them to writing. ...It is
more just in the sight of God, more suitable aglewce and more convenient to

prevent doubts among yourselves’

The essence of Sukuk is to provide Shariah comipliastruments for
investment which do not involve interest and exeessincertainty (Gharar). The
Sukuk market has been a primary area of growtioviding an avenue for the
short and medium-term placement of funds twyestors. This development has
been fuelled not only by the desire of itnfbns to raise funds in a Shariah
compliant manner but also by investor demand fachsproducts. Sukuk are
entitlement to rights in certain assets inclusivesame degree of asset ownership.
These Sukuk are more commonly based on ljar&alam, Mudaraba,
Musharakah, and Murabahah, Istisna mode mdnfie and on the basis of pooled

portfolios. Sukuk promises the global financial reremany opportunities for
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managing the capital needs of the emerging ecorsowofighe Islamic world in a

manner consistent with Islamic valugs.

The aim of bond traders usually is to make capigéhs as fixed-interest bond
prices increase when variable market interest riatksBond trading is therefore
largely about exploiting interest rate developmeatsl trading in paper that is
usually unrelated to the value of any underlyingeasThe major risk for holders of
conventional bonds is of payments default, but tisis is usually assessed solely on
the basis of credit ratings, with the ratings agerather than the bond purchaser
estimating the risk. Hence the bonds are regardadeae pieces of paper with third
parties estimating the risk and the purchaser, est, bonly making a risk/return

calculation without any reference to the businesedfinanced.

A number of Shari’a scholars, most notably Muhadntaqi Usmani, have
stressed that one of the distinguishing featurgsingzing Islamic finance is that it

must involve the funding of trade in, or the praiiie of, real asset€”

194 Bjllah, Mohd. Ma’sum. (2006). Shar'iah Standardakiness Contract. Kuala Lumpur, Malaysia:
A.S. Noordeen.

195 ysmai, Muhammad Tagi (2002). An Introduction taisic Finance ,The Hague: Kluwer Law
International,, p. 14-16.
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SUKUK STRUCTURE

Primary
SUKUK Subscribers

Secondary
Market

Customer

Assets

Sukuk
Intermediary

FIGURE 9

Sukuk structure is shaped above, for example a aogngrant to issue Sukuk
amount of 100 million USD, first customer sellsetsst owns for 100 million USD,
second Sukuk Intermediary leases back the assgtak Intermediary creates a trust
in respect of the assets and issues 100 million WS@ise 100 million USD Sukuk,
at last Sukuk Intermediary distributes the leasgate to sukuk holders. The sukuk
can be listed and rated. Some internet portals Vikew.sukuk.me lists sukuk

issuance and some finacial rating institutions gateng notes to sukuk.

4.3 Types of Sukuk

Sukuk can be of a number of types based on theiddhanodes as the
underlying contract or sub-contract, most importahtvhich are shirakah, ijarah,
salam and istisna. Thus, the rates of return onlsukll be either variable (in case
the modes on second leg are participatory) or efuasi (in case of modes with
fixed return). Sukuk of the second category cambee fixed return sukuk through
the provision of any third party guarantee (Islafigb Academy, 1985-2000: 65).
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Zero-coupon non-tradable Sukuk is; another possilaissification of Sukuk
structures can be created where the assets to ldlized do not exist yet.
Consequently, the objective of the fund mobilizatiwould be to create more assets
on the balance sheet of company through Istisnavever, certificates of this nature
would not readily be tradable because of Shari@dtrictions. The primary asset
pools to be generated would be of the nature weedahy Istisna and installment
purchase/sale contracts that would create debgathdns. The certificate on these

debt arrangements can be termed as fixed ratecoepons sukuk®

In terms of the use of funds mobilized by finanarstitutions, following
may be the categories of sukuk: mudarabah sukulsharakah sukuk, sukuk of
ownership in leased assets, sukuk of ownershipsafructs, salam sukuk, istisna

sukuk and murabahah sukuk.

Table 5

Sukuk Types which have Second Market Sukuk Types which have not Second Market
fjarah Sukuk . Murabahah Sukuk
Musharakah sukuk . Istisna sukuk
Mudarabah Sukuk . Bay-al Salam Sukuk

4.3.1 Mudarabah Sukuk

These are certificates that represent projects abivites managed on
mudarabah principle by appointing any of the pagner any other person as
mudarib for management of the business. In termbi®@Resolution of the Islamic
figh Academy of the OIC (2000: 61-65), followingeathe salient features of
mudarabah certificates; Mudarabah sukuk represemtrmn ownership and entitle
their holders share in the specific project agamisich the Mudarabah Sukuk have

196 shaukat M. “ Common Structures of Sukuk’ www.instiuteofhalalinvesting.org (01.05.2011)
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been issued. The Mudarabah Sukuk contract is basetie official notice of the
Issue or the Prospectus which must provide allrmédion required by Shariah for
the Qirad (rent) contract such as the nature oitaaphe ratio for profit distribution
and other conditions related to the issue, whiclstnm@ compatible with Shariah.
The Mudarabah Sukuk holder is given the right &msfer the ownership by selling
the deeds in the securities market at his disereMarket value of mugaradah deeds
varies with the business status and anticipateexpected profits of the concerned
project. Sale of mudarabah sukuk must include séeatures in order to obey
Islamic like, If the mudarabah capital, before tperation of the specific project, is
still in the form of money, the trading of Mudarab&ukuk would be like exchange
of money for money and it must satisfy the rulesay-al sarf (Bay-al sarf is the
Exchange of same currencies like gold with goldgotd with silver, today fiat
Money is used so it refers to Exchange of dollahwlollar), If capital is in the form
of combination of cash, receivables, goods, resétasand benefits, trade must be
based on the market price evolved by mutual con&stond The Manager/Sukuk
Intermediary who receives the funds collected fribi subscribers to Mudarabah
Sukuk can also invest his own funds. He will getfipfor his capital contribution in
addition to his share in the profit as mudarib. r@dhNeither prospectus nor
Mudarabah Sukuk should contain a guarantee, franisuer or the manager of the
fund, for the capital or a fixed profit, or a ptobased on any percentage of the
capital. Fourth It is permissible to create reserigg contingencies, such as loss of
capital, by deducting from the profit a certaingetage in each accounting period.
The last rule is The prospectus can also contgmnomise made by a third party,
totally unrelated to the parties to the contracttarms of legal entity or financial
status, to donate a specific sum, without any aaubenefit, to meet losses in a
given project, provided such commitment is indeeaf the mudarabah contract.
However, it is not permissible for the issuer toauntee the capital of the
mudarabah (OIC Figh Academy, 2000: 61-65).Islameptt risk so not to enter

interest implementation always risk factor shoutdetist.**’

97 shaukat M. “ Common Structures of Sukuk’ www.instiuteofhalalinvesting.org (01.05.2011)
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4.3.2 Musharakah Sukuk

These are certificates of equal value issued faobilzong funds to be used on the
basis of partnership so that their holders becowreeo of the relevant project or the
asset as per their respective shares that arefpdueir assets portfolio. Musharakah
sukuk can be issued as redeemable certificates to/tbhe corporate sector or to the
individuals for their rehabilitation/employmentrfpurchase of automobiles for their
commercial use or for establishment of high-stamdamics, hospitals, factories,
trading centers, endowments, etc. Musharakah remldemsukuk are relatively
similar to mudarabah sukuk. Therefore, basic Shgaa rules relating to mudarabah
would also apply to musharakah certificates). Thiy onajor difference is that the
intermediary-party will be a partner of the groupsobscribers represented by a
body of musharakah certificate holders in a wayilamto a joint stock company
(Hamoud, 1998). An excellent example of musharai@tuk are the 5-years Term
Finance Certificates (TFCs) worth Pak Rupees 36llomissued by Sitara Chemical
Industries, a public limited company in PakistanJime 2002. These TFCs for the
period of 5 years are based on the mechanism dit pmad loss sharing and are
tradable in the Securities Market. The paymentrofipto or sharing of loss with the
TFC holders are linked to the operating profitasd of the Company. The exact rate
of profit on investment in the TFCs is not possitaidoe determined for each year in
advance. The investors assumed the risk of sustpinsses proportionate to their
principal amount in case of operating losses imzlrpy Sitara. Changes in any
government regulations may also affect the profitsof the TFCs. By investing in
the TFCs, the investors also assume the risk obeioiy able to sell the TFC without

adversely affecting the pricé®

4.3.3 ljarah Sukuk

ljarah sukuk are the securities representing ovmer®f well defined
existing, defined and known assets tied up to sel@ntract, rental of which is the

return payable to sukuk holders. By dint of flektgiin rules of ijarah, securitizing

108Ayub M. Securitization, Sukuk and Fund Managemet&ftial to be Realized by Islamic

Financial institutions
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the ijarah contracts is a key factor in solvinguidjty management problems and for
financing the public sector needs in developingntoes. Payment of ijarah rentals
can be unrelated to the period of taking usufrycthie lessee. It can be made before
beginning of the lease period, during the periodfter the period as the parties may
mutually decide. This flexibility can be used toobse different forms of contracts
and sukuk that may suit different purposes of issaad the holders. Governments
can use this concept as alternative tool to intdsased borrowing provided they
have durable assets useable in the process ofrpémfp government functions. Use
of assets by the Governments is necessary whideas not matter whether these
assets are income generating or not. It is negegsaran ijarah contract that the
asset being leased and the amount of rent botbleady known to the parties at the
time of the contract and if both of these are knpijarah can be contracted on an
asset or a building that is yet to be construcasdpng as it is fully described in the
contract provided that the lessor should normadyable to acquire, construct or buy
the asset being leased by the time set for itve®lito the lessee. The lessor can sell
the leased asset provided it does not hinder g8seéeto take benefit from the asset.
The new owner(s) would be entitled to receive tbptals of remaining period.
Similarly, they can dispose of their share in thees to the new owners individually
or collectively. Rental in ijarah must be stiputhia clear terms for the first term of
lease, and for future renewable terms, it coulatdmgstant, increasing or decreasing
by benchmarking or relating it to any well knownrigale like inflation rate, any
periodically announced price index, or otherwiseany settled percentage. As per
Shari[ah rules, expenses related to the corpusgic lcharacteristics of the asset are
the responsibility of the owner, while maintenaee@enses related to its operation
are to be borne by the lessee. Therefore, the segheeturn flow from such sukuk
may not be completely fixed and determined in adearn this perspective ijarah

sukuk should be taken as Quasi fixed return insgntsin Islamic financ&?

199 Ayub M. Securitization, Sukuk and Fund Managemetwftial to be Realized by Islamic
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4.3.4 Istisna Sukuk

Istisna is a contractual agreement for manufaagugoods allowing cash
payment in advance and future delivery or a fupagment and future delivery of
the goods manufactured as per the contract. Ibeansed for providing the facility
of financing the manufacture or construction of $&s) plants, projects, bridges,
roads and highways. By way of parallel istisna meitwith subcontractors, Islamic
banks can undertake the construction of any asekita sale for a deferred price,
and sub contract the actual construction to anyialeed firm. In istisna, full
ownership of the constructed item is immediatedy$ferred to the purchaser against
the deferred sale price that normally covers ndy @me construction costs but also
profits which could legitimately include, inter alithe cost of tying funds for the
duration of the repayment period. The payable defeprice can be documented in
the form of sukuk (certificates of indebtedness)wn as istisna sukuk. Prohibition
of riba precludes the sale of these debt certdxab a third party at any price other
than their face value. Therefore, such certificatdsch may be cashed only on
maturity cannot have a secondary market. Howewery tan be transferred at face
value to a third party. The builders, big industdancerns and whole-sale suppliers

can sell to the IFIs certain assets on istisnasbasi deferred payment and issue
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istisna sukuk redeemable periodically accordinthar payment dates. The holders
of istisna sukuk may acquire against them propertynerchandise for a deferred
price. Once acquired, such property or merchandae be disposed of in any
manner. As indicated earlier, the deferred pricegobds acquired against such
certificates would be higher than the spot pricehef same goods. The certificate
holder acquiring the goods now at higher than the price is in fact relinquishing
to the seller of the goods some, (all, or even inof¢he price differential which the
former obtained from the client above the consiomctcost of the project he
financed. This would mean that the market forcesplay a role in encouraging or

curtailing the exchange of these certificates foodgs*'°

4.3.5 Salam Securities

Salam is a contract in which advance payment afepis made for goods to
be delivered later on. It is not permissible td e commodity concerned before
receiving it. Therefore, the recipient may not Hesige salam-commodity before
receiving it, but he may resell the commodity byptaer contract which is parallel to
the first one. In this case, the first and the sdatontracts should be independent of
each other. Specifications of the goods and delidates of the two contracts may
conform to each other, but both the contracts wdnddndependently enforceable.
Salam sale is attractive to the seller whose clast i§ enhanced in advance and to
the buyer as the salam price is normally lower ttienprevailing spot price. The
BMA, in June 2001, developed salam based secuwiiisLIBOR-related 3- months
tenure used by Islamic banks for liquidity managem&ahrain government sells
aluminum to Bahrain Islamic Bank which has been inated to represent the other
banks wishing to participate in the salam contrdd¢te Government of Bahrain
undertakes to supply a specified amount of alumimtra future date. At the same
time, BIB appoints the Government its agent to raatke aluminum at the time of
delivery through its channels of distribution ap@ce which provides a return to
security holders. The possibility of having negblgasalam certificates is yet to be

decided. So far, scholars are not inclined to dcdept needs sound analysis of

110 Al-Bashir M.(2008). Sukuk Market:Innovations andallenges, Islamic Economic Studies, p.15
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reselling goods purchased under salam before tgasgession by the original buyer
especially in the situation when he maintains inegn of that kind of goods in
which case banks would be selling those goods biiteostock maintained by them
without specifying any units of the goods. If italowed, the salam sukuk could be
negotiable"**

4.3.6 Murabahah Sukuk

Any ‘Paper’ representing a monetary obligationiagsout of a credit sale
transaction by banks cannot create a negotiableument. While murabahah
receivables cannot fetch any return, their assigriraéso has to be at face value.
Murabahah Sukuks are more likely to be used ine@spf purchases of goods by the
public sector. In case the government needs itentsige price, it may purchase
them through credit sale by paying in installmefitse seller will amortize his cost
and return (profit margin) over the period of itlsteents. The government will issue
certificates according to the number of instalmeBtsch certificate having maturity
date would represent property right of the selleat tcan change hands provided
amount of the claim does not change. The sellgneoriginal certificate holder can
transfer his collection rights to another partyiagbpayment that would be equal to
the face value of the certificate minus collectmost at the transferee’s end. Any
‘murabahah Funds’ can also issue murabahah sukwlegds of which could be used
for sale of pre-specified and general assets ofbdises of murabahah to give quasi

fixed return to the murabahah sukuk holdgfs.

4.4 Disadvantages of Sukuk Structures

Sukuk is a financial tool so like other financiabts sukuk also have some
financial risks. If there were no risk it would no¢ halal (appropriate) in Islamic
rules. Risks adverse effect the competitivenesanadisset’s pricing. The novelty of
Sukuk inherently entails a higher exposure to aertearket and financial risks.

11 Ayub M. Securitization, Sukuk and Fund ManagemeteRtial to be Realized by Islamic
Financial institutions
12 Ayub M., Securitization, Sukuk and Fund Manageretential to be Realized by Islamic
Financial institutions
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An important distinction is made between marketgiand other types of risk
factors. Market risk is defined as the risk on nmstents traded in well-defined
markets. Two categories of market risks are idieatifgeneral (systematic) and firm
specific (idiosyncratic). Systematic risks can aridue to governmental and
economic policy shifts whereas idiosyncratic riskses because different firm

specific instruments are priced out of correlatioth other firms’ instruments.

This can be considered as a rate of return ridaraas Sukuk are concerned.
It may be mentioned again that Sukuk based on figezb are exposed to this risk in
the same manner as fixed rate bonds are expodbd toterest rate risk. The rise in
market (interest) rates leads to the fall in theedirincome Sukuk values. Sukuk
certificates are exposed indirectly to interest faictuations through the widespread
benchmarking with LIBOR in their financing operattobecause investors compares
sukuk and other bonds when they decide to investukok market is effected by
bond market. Most of investor invests accordingate of return only few of them
concerns over Islamic sensitivity. Capitalism utdoately effects Islamic market.
Consequently, the nature of these assets is thptate exposed to fluctuations in the
LIBOR rate or even the market rates. For exampie, mark-up is a defining
characteristic of the Murabahah contract that iserily the most popular Islamic
financial instrument on the asset side of the lmarsheet. Every contract
benchmarked with LIBOR inherits the possibility tha the future the LIBOR rates
will rise and that the issuer, on the asset sidi,net have made as much profit as

future market conditions might dictalté.

Currency risk arises from unfavorable exchange flattuations which will
undeniably have an effect on foreign exchange jposit In the event of a divergence
between the unit of currency in which the assethénSukuk pool are denominated,
and the currency of denomination in which the Sukwkds are accumulated, the
Sukuk investors are rendered to an exchange risk.

13 Tariq A.(2004). Managing Financial Risks of SulGtkuctures, Loughborough University Press
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The IDB serves as a guarantor and thus protectantrestors from any
exchange rate fluctuations. Indeed, the investorallithe Sukuk prospectuses are
shielded through similar provisions. However, ttiges not eliminate the exchange
risk faced by the originators. In truth, exchangerrisks are compounded with a
rapidly growing industry and increasingly multi-foettal investment arrangements.
The challenge for Sukuk issuing corporate entdied sovereigns becomes to devise

an effective exchange risk management strategyraengto Shari’ah principles.

Credit risk refers to the probability that an asset loan becomes
irrecoverable due to a default or delay in settletsielf the relationship involves a
contractual arrangement than the counterparty rskhe probability that the
counterparty retracts on the conditions of the @mit The consequences can be
severe with a decline in the value of a bank’s tasskhe credit and counterparty
risks inherent in Islamic finance are unique owiaghe nature of Islamic financial
instruments that become the foundation of the Sulasset pools. Unlike
conventional financial institutions, Islamic ban#ts not have access to derivative
instruments and other credit risk management mesmmsn due to Shari'ah

considerationg*

4.5 Advantages of Sukuk Structures

Transparency and clarity of rights and obligatiotsat income from
securities must be related to the purpose for wtielfunding issued, and not simply
comprise interest; and, that securities should dekdd by real underlying assets,
rather than being simply paper derivatives. Islafed-income securities are
already emerging as a significant class of asset,a@eas potentially important for
the Muslim investor as conventional bonds are fwestors generally. In addition,
for non-Muslims who already own conventional bontte acquisition of sukuk

introduces a new asset class into their portfoliosging further welcome diversity

14 Tariq A.(2004). Managing Financial Risks of SulGtkuctures, Loughborough University Press
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and possibly reducing risk. Conventional bonds thald interest, or riba, are of
course prohibited under Shari'a law. Furthermorepsé who buy and sell
conventional bonds are rarely interested in whadcisially being financed through
the bond issue, which could include activities amtlstries that are deemed haram
such as the production or sale of alcohol. Comzathat are highly leveraged with
bank debt may seek refinancing through issuing sohdt such companies are not
regarded as suitable for Muslim investors. NumbeBlmari’a scholars, most notably
Muhammad Taqi Usmani, has stressed that one ofdibénguishing features
legitimising Islamic finance is that it must invelthe funding of trade in, or the
production of, real assétd8 Merely funding the purchase of financial secusitie
would involve second order financing akin to lergdfor derivatives, the subsequent
gearing being speculative and increasing unceytaiot gharar. Hence, with
murabaha, commodities are purchased on behalfcbért and resold to the client,
the temporary ownership of the commodity justifythg financier's mark-up.

4.6 The Financial Development in Twentieth Century

Financial tools heavily differentiated after risef free market and
development of electronic devices. Durind"1&ntury financial transactions made
by paper. Financial tools were meaning only borrgyvand lending. At the end of
the century electronic devices started to entarioml environment. Use of finance
and meaning of finance changed after globalizadiotine world. Arbitrage, hedging,
future agreements began more prevalent not ortlyardeveloped countries but also
in developing countries companies, people and guwents began to use new

financial tools.

Financial intermediaries is the another debatedeigs finance sector. Is
intermediaries increase efficiency of financialteeor decrease efficiency? Some
academicians claims that intermediaries is notatldience of the financial activity,

Besides identifying the best production technolsgi@ancial intermediaries may

15 Usmai, M. Taqi(2002). An Introduction to Islamimknce ,The Hague: Kluwer Law
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also boost the rate of technological innovationidgntifying those entrepreneurs
with the best chances of successfully initiatingvrgpoods and production process
according to King and Levine, This lies at the cofdoseph Schumpeter’s (1912, p.
74) view of finance in the process of economic ttgw@ent. He said in his book
that”"The banker, therefore, is not so much prityagi middleman ... He authorizes

people in the name of society ... (to innovate).”

On the other hand financial intermediation increasansaction cost because
intermediaries want their commission from trangagi It is accepted that financial
market should be transparent and information ccda¢ get by everybody, but
intermediaries hinder this theory. Intermediarigehnformation and earn money by

their information.

International bond market is important but locahdonarket is important too.
Deeper financial market is more useful for devetbpmuntries and emerging
countries. There is a growing consensus amongypoékers, academics, and market
participants regarding the importance of local ency bond markets for financial
stability. Global institutions, including the IMBIS, World Bank, and OECD, have
highlighted the importance of local bond market elepment, and regional
organizations such as the Asian Development Banle ltdhampioned. Attention
focused on local bond market development followengeries of currency crises in
emerging economies that revealed the financiallitagssociated with a currency
mismatch. The development of local currency bondketa in emerging economies
could contribute to global financial stability innmmber of ways. First, by reducing
reliance on foreign currency debt—and its concomitaurrency mismatches,
emerging economies would be less likely to repbat éxperience of the Asian
financial crisis (Goldstein and Turner 2004; Eiofpaen and Hausmann 2005;
Burger and Warnock 2006). Second, local bond maniaty an important role in the
broader goal of financial development which in tisrlinked to economic growth
and poverty reduction (Levine 2005, 2008). Thitay tevelopment of local currency
bond markets has the potential to mitigate the ajlehortage of sound and liquid

financial assets described by Caballero, Farhi,Gmdrinchas (2008).

107



Bond markets automatically affected by other factike inflation, money
supply etc... Especially in the twentieth century remic circumstances changed
and traditional policies did not work. Inflationfeéts bond market. After patrol crisis
in 1973 high inflation occurred around the worldThere are several adverse
consequences of high and volatile inflation on #fgcient functioning of bond
markets. The rise in inflation requires central ksato adopt a tight monetary policy
stance with a contraction of market liquidity. Mgrmaarket liquidity, especially the
liquidity in the inter-bank market, facilitates saotb functioning of other segments in
the money market such as secondary market of Tmedslls and private sector
money market instruments such as commercial pdper.reduction in inter-bank
liquidity will therefore negatively affect the ligiity in bonds and raise the volatility
of market rates leading to a reduction in actigited the secondary markets, which
provides price discovery. Another consequence efublatility in inflation is the
building of inflationary expectations. These expéions discourage investors from
allocating resources financial assets, in particldeng-term bonds. This affects
corporate bonds as well as government bonds andclb¥ancial savings of the
country. The Government then requires borrowingnfiaflationary sources, further
building up inflationary pressures. High inflatiopaexpectations and volatility of
short-term rates also cause the market particigantgve problems in deciding on
future path of long-term interest rates. Uncertaiat future rates causes higher
preference in investing in short term paper shamterthe yield curve. From a
macroeconomic perspective, inflation affects fonedgrrency inflows and country’s
competitiveness adversely. If domestic inflation higher than those of other
countries, a country’s exports will be less contpatiand hence in less demand in
international markets. There will also be less ifprecurrency inflows through
foreign direct inflows and portfolio flows. Thesgan negatively impact on the
overall bond market. As Nobel Prize winner econonMéiton Friedman quoted
‘inflation is always monetary concept’. Inflatios & very close association with
expansion in money supply, budget deficits andenay depreciation. High inflation
is largely a result of higher growth of money aistdl deficits financed by banking

sources, especially by central bank which increasssrve money and fuels the
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overall monetary growth, thereby leading to inflati The private sector has also
been borrowing from the banking sources creatirdjtiathal pressure for monetary
management, partly a result of non developmenltefrative sources of financing.
According to Ananda Silva who is the director & Supervising Department in
Central Bank of Sri Lanka 2008 “the developmenisbond markets improve the
efficiency of monetary management. Banks, whichtaeemain counter parties in
the implementation of monetary policy, take intac@amt their borrowings and
lending decision based on market determined yialdec Accordingly, changes in
the monetary policy stance are reflected in theketarand improve the transmission
of monetary policy. A developed bond market redubesneed for governments to
finance its budget deficits from inflationary bamgi financing. Therefore, bond
market is an alternative channel for mobilizing ding which enhances the
flexibility of monetary management. The developmehtgovernment securities
market also facilitates implementing indirect instients of monetary policy. Most
countries are moving away from the use of direstruments to indirect instruments
such as repos and direct open market operationgicdlly, Treasury bills and
Treasury bonds are the main instruments used imlugdimg repo transactions.
Central banks in general, absorb and inject liguittirough the purchase and sale of
Treasury bills/Treasury bonds. An important compine the management of
liquidity is crucially dependent on developmentnabney market and Treasury bill
and Treasury bond markets in particular. The dereknt of Treasury bill and
Treasury bond markets therefore contribute for @entral Bank to conduct

monetary policy more effectively*®

Bond market development has a significant impacstoengthening financial
system stability. Well-functioning government armrporate bond markets expand
the array of financial assets that are availablenstitutional investors. Long-term
investors such as pension funds and life insuraimrapanies require long-term
investments that mach their long-term liabilitiddarket determined investments
reduce mismatches and facilitate their portfolionagement. In this context, bond

118 Sjlva A.(2008). Bond Market Development: Monetand Financial Stability Issues, e-book
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markets help strengthen the balance sheets of thesations and reduce their
exposures to interest rates and roll over risksneéstments. Another important
advantage is that it reduces instabilities aridnmogn foreign Currency mismatches
and the dependence on international bond marketeipprations. In fact, combined
with a sound debt management policy, domestic boacket allows a reduction of
the exposure to other financial risks since bondketaprovides an alternative and
cost efficient source of medium and long-term Ggibr corporations. Moreover, a
market-oriented funding policy based on a liquidgygmment securities market will
reduce debt-service costs over the medium to leng-t A liquid corporate bond
market may prevent development of asset price lesblidond markets expand the
array of financial instruments available to diveisgestors. Yield curve allows
investors to infer more information about markgbeotations regarding interest rates
and other economic developments. With the expanefomarket players in the
market, the herd behavior will also be restrictBeévelopment of bond markets
facilitates and expands the opportunities to fimanastitutions to raise debt capital.
Specially, this is important since banks are reglito build capital with the
implementation of new Basel capital accord. Theettgsment of other ancillary
intermediaries such as rating agencies can sugipodverall credit risk management

of financial intermediaries.”

Development of capitalism brought new needs tostaws and businessmen.
One of them is future markets. Future markets basedrade of future. Future
markets include options, swap, and forward transast Forward is trading of
currency price. For instance a business man ha$R tdebt and TL income so
businessman tries to protect himself from currenislg. Forward provides setting
unique price to foreign currency. He signs an agesg with a bank or insurance or
fund company to set a price to currency he willehaurrency at that price whatever
the price of currency occurs in that date. Swapxishanging interest liabilities of
two parties. For example a company has fixed raterest liability and another
company has fluctuated interest liability but th@senpanies want to change their
type of liabilities so they sign an agreement andusder other’s liability. Options

transaction is buying option of ‘buy right' of aosk, bond or currency. One
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purpose of these exotic products is to create resurgties that could be sold to a
broader group of investors such as pension fundsimgurance companies whose
investment horizon better suited depending on thiaiility structures. These
instruments therefore enabled the transfer of tmesk to a diversified group of
investors in the market. Therefore, these innoeatproducts were generally
encouraged, even by regulators, as a risk manageownMarkets evolved to trade

these securities to suit investors with differesk appetites.

Attention and discussion by policymakers and ptiacters has centered on
an extensive range of regulatory and infrastructutetives that involve: improving
regulation and the rule of law; enhancing financrarket transparency; providing
stronger investor protections and rights; improvatearing system performance and
the reputation of local rating agencies; and prioggdthe necessary stable

macroeconomic policies to encourage investmént.”

The crisis which occurred in 2008 brought some apwroaches to financial
sector. First of all as Keynes quoted, markets may be in order without

administrative interruption. Sometimes markets gong way if nobody audit them.

4.7 Sukuk Implementations in Countries

Sukuk is an Islamic financial toll so sukuk is mqgueevalent in Islamic
countries but especially after global economicignghich occurred in 2008 Islamic
financial methods are more interested in Europeamtries. Sukuk first used in
Malaysia. Islamic finance holds the highest mastetre in Malaysia. Malaysia was

the most appropriate country that sukuk can beieghpl

4.7.1 Sukuk in Malaysia

Malaysia Global Sukuk was incorporated in Labuamjayisia as a special-
purpose vehicle solely for the purpose of partitna in the Sukuk issuance
transactions. On July 3, 2002, the government ofajsa issued trust certificates

17 Asian Develpoment Bank Working Paper (2009). & 17
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worth U.S. $ 600 M that was due in 2007. Each eftthst certificates represents an
undivided beneficial ownership of the trust asgbtst are the land parcels. The
proceeds from the issuances were implemented telagwhe land parcels that
consisted of four areas of construction; Selayamgpial, a government owned
hospital operated by the Ministry of Health, Tengkmpuan Rahimah Hospital, a
government owned hospital operated by the Minisfrydealth, Government living

headquarters in Jalan Duta, Jalan Duta GovernmdinteOComplex (including

Ministry of Finance, Ministry of International Tradand Industry, and Inland

Revenue Board offices).

A Sukuk Intermediary is created to buy the lanctels from the government
(that is funded by both Islamic and conventionalestors) which are then leased
back to the government that pays out rental paysnerdtching the semi-annual
distribution amounts to the Sukuks. Indeed, thidhésgeneric arrangement of ljarah

Sukuk issuances.

Under the framework of the Malaysian prospectug tmaster ljarah”
agreement would entitle the government to distalsémi-annual lease payments in
reference to LIBOR + 0.95% that would exactly matuoh distributions to the Sukuk
holders. After the expiry of the agreement in 2G@@é, government will buy back the
properties at face value effectively protecting tload issue from any variations in
the value of the underlying assets. The rentakmatiguaranteed by the government
of Malaysia, and the trust certificates are thusivajent to floating Malaysian
sovereign debt instruments. The certificates watedr “Baa2” by Moody’s Investor
Services and “BBB” by Standard & Poor’s Rating se#s. The lead manager of the
issuance was HSBC and the co-managers included lBB&ic Bank, Abu Dhabi
Islamic Bank, Bank Islam, Dubai Islamic Bank, IslanDevelopment Bank,
Maybank International and Standard Chartered Bapdiéations were made to list
the certificates on the Luxembourg Stock Exchangd the Labuan Financial
Exchange®

18 Tariq A.(2004). Managing Financial Risks of Sul@ikuctures, Loughborough University Press,
p. 33-35
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4.7.2 ljarah Corporate Sukuks: Gutherie

The Serial Islamic Lease Sukuk issuance by Fireb@lSukuk in partnership
with certain Malaysian subsidiaries of Kumpulan i@&ute, provides an interesting
case study of an alternative structure for Iljarabkuks. The arrangement
implemented different ‘series’ of Sukuks (similay tonventional securitization
tranches) as well as call and put options. Furtbeemthe fact that the seller is a
corporate rather than government means that therenamerous varying risk
considerations to explicate. First Global Sukuk Sukuk Intermediary incorporated
in Labuan, Malaysia specifically for the purpose tifis particular Sukuk
arrangement. On December 24, 2001 Gutherie issustidertificates in two series
(Series A and Series B) with a total value of USL50 M. Series A comprised of
U.S. $ 50 M of certificates due in 2004, and thmaming U.S. $ 100 M were
incorporated in Series B due in 2006. The distondibetween Series A and Series B
Sukuk are in the land parcels, the different sel{garious subsidiaries of Gutherie),

the semi-annual returns, ownership profit and ¢neg to maturity.

The arrangement has provisions for Gutherie ansuitsidiaries to be able to
issue further Sukuks on other land parcels. Digtidms on such further issuances
will be derived from Gutherie’s payments under talevant lease agreements with
the Sukuk Intermediary. Additional trusts will hakeebe created for this additional
certificates but it has been estimated that thad t@tlue of future issuances would not
exceed U.S. $ 245,000,009.

4.7.3 Sukuk in Qatar

Qatar Global Sukuk QSC was incorporated as a gtotk company in Doha
during October 2003, established as a joint-ventsim&uk Intermediary by the
government of Qatar, Qatar International IslamiaB&QIIB) and HSBC. On 8th
October, 2003 the government of Qatar issued U780 $nillion worth of Trust

19 Tariq A.(2004). Managing Financial Risks of Sultkuctures, Loughborough University Press,p.
35-36
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Certificates (Sukuk) due 2010. The proceeds from suance were utilized to
finance the construction and development of the &thriWedical City located in
Doha, Qatar. Each certificate holder has an unddideneficiary right to the land
parcel (which is the medical complex) between Oetd003 and 2010. Under the
arrangement, the Sukuk Intermediary buys the pafoain the government of Qatar
and re-sells them to the buyers of the issuesodsdo by buying the beneficiary
rights and keeping them as a trust and issuing tersificates (known as sukuk) to
the investors. The distribution dates are the ndwk of every April and October.
The Sukuk Intermediary, on behalf of the inveskeases the land parcel back to the
government of Qatar in conformity with the Mastg@rah Agreement. Under the
terms of the agreement between the issuer (leaadrjjovernment (lessee) the rental
payments will be calculated semi-annually (in Anild October) with reference to
LIBOR plus the margin, and will equal the periodistribution amounts payable on
the respective dates. These rental payments aragent to the semi-annual
distribution funds. The returns are guaranteedheygovernment of Qatar and thus
replicate floating rate Qatari sovereign debt imstents. The certificates were rated
A+ by Standard & Poor’'s (S&P) and applications wpreposed to be made to list
the issuances on both the Luxembourg Stock Exchande¢he Labuan International

Financial exchange (Malaysi&}

4.7.4 Sukuk in Bahrain

On 13 June 2001, the Bahrain Monetary Agency afffef@r the first time in
the Gulf, government bills that were structuredctumply with Shari'a Islamic
law.*?* The bills were worth US$25 million, and were ire tform of three-month
paper, referred to as sukuk salam securities. Athdhe Malaysian government has
offered Islamic bonds since the 1980s, some gowents in the Arab world have
been forced to borrow in international markets eathan locally because of Islamic
objections to trading in debt and interest-basedirgges. Governments have issued

paper that the local commercial banks have helchaturity, but not traded. This,

120 Tarig A.(2004). Managing Financial Risks of Sul@tkuctures, Loughborough University Press, p.
31-32
121 \www.euromoneyplc.com
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however, restricts the liquidity of bank assets amakes it more difficult for the
government to raise finance directly from the peblVith its new sukuk salam
securities, Bahrain has overcome this problem byiding a fixed return, equivalent
to 3.95 per cent at an annualized rate, for tha fslamic bill issue which is not
based on interest. The return has been calculateelation to the real benefit the
government expects to obtain on the funds, rathan with reference to market
interest rates. The first securities matured osé&gtember 2001 and a new issue was

launched, a process that has been repeated eveeynionths.

The establishment of the Islamic money market ihrBa will, it is hoped,
result in the emergence of markets in longer-testaniic securities, notably bonds,
with Bahrain playing a similar role in the Gulf ameest Asia to that of Kuala
Lumpur in South-east Asia. The initial offer of Ibilin June 2001, worth US$25
billion, was oversubscribed with almost US$60 raillibeing offered. The minimum
subscription was fixed at US$10,000, which meaat tielatively small financing
houses could participate as well as private invesgeeking a non-banking home for
their dollar-denominated liquidity. The same minmsubscription limit was set for
the longer-term ijarah leasing securities, worttBWU@ million, that were offered in
August 2001. These were issued on 4 September&@tDvill mature in 2006. They
offer a rental return of 5.25 per cent per annurarguoteed by the government of
Bahrain. By October 2003, the total sukuk portfehanaged from Bahrain exceeded
US$1 billion'*

4.8 Sukuk Market Today

The Sukuk market has emerged during the previae tyears, first Bahrain
iIssuing domestic sovereign fixed-rate ljarah ank8&ukuk. It was followed by the
issuance of floating rate ljarah Sukuk as well asl@d Sukuk by both corporate
bodies and sovereigns in several countries. ThakakSare based on Salam, ljarah,
Istisna, Istisna-cum-ljarah and on the basis oflgub@ortfolios. We discuss some
examples of the ljarah Sukuk and pooled portfodiousitization.

122\vjilson R. Islamic Bonds: Your Guide ti Issuingi®turing and Investing in Sukuk, Overview of
the Sukuk Marketwww.euromoneybooks.conp.12
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We should learn a lesson from UAE situation desguteuk is backed by real
economic value if one invests more than he or sireafford, there is risk at all.
Sukuk market is about 1 trillion USD today, andireated to grow. 2008 global
economic crisis showed that economic bubbles warelmot based by real economic
value is risky and will exploit anyway. Sukuk matrke dominated by Asian an Gulf
states such as Malaysia, Saudi Arabia and Bahtairthe other hand sukuk become
popular in England, America and other western atesmitHSBC Amanah (Islamic
department of HSBC) is one the main Islamic bankmsgjtution which issues sukuk
in England and to other western countries. Citibaak also an Islamic banking
department. Citigroup agreed with Dow Jones to doarsukuk index which is called
‘Dow Jones Citibank Sukuk Index’. Normally westegovernments do not issue
sukuk, because they issue government treasury kbeglsdon’t need Islamic ruled

bond because of low demand.

It is expected that private sukuk issuance willvgranore than public
issuance. Because of western corporations’ intémesikuk more than recent years.
Government is looked less risky than private sentsmally nevertheless in sukuk
private issuance and government issuance is verjasibecause sukuk is backed
by building, infrastructure investment bridge olyamother economic value if an
issuer cannot pay its debt it may sell real ecoooralue and pay its debt.

Table in the below it is listed some sukuk issuance
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Table 6

Issue Size Coupon
Corporate Issuer Country | Issue Date .
(million)
Standard Chartered _
Malaysia Dec-04 USD 100 -
Bank
Durrat Al Bahrain _ _
Bahrain Jan-05 uUsSD152 Libor3m+1.25
Sukuk
The Commercial Real _ _
Kuwait Ma-05 USD 100 Libor 6m+1.25
Estate Sukuk
Rantau Abang Capital | Malaysia Mar-06 MYR 2029 4.91 fixed
The Nakheel Group UAE Dec-06 USD 3520 6.345fixed
Dubai Ports Authority UAE Jan-06 USD 3500 7.125-10.125
Daar International Saudi Libor 3m+1.94
, Jul-07 USD 1000
Sukuk Arabia
Aldar Properties UAE Feb-07 USD 2530 5.767 fixed

*Source: IMF Working Paper 2007

4.9 Sukuk in Turkey

4.9.1 Economic History of Turkey

Republic of Turkey emerged from ruins of the gr@etioman Empire. After

independence war during 1918-1923 first target loé tTurkey become an

independent nation. The founder of Turkey RepuMigstafa Kemal ATATURK

organized Izmir Economy Congress before declariogegance type of Turkey in

1922.0Organization of the economic congress depiesdegree of the importance
Turkish Republic to economy. According to Mustafankal economic independence

is as important as political importance.

In Izmiew republic declared mixed

economic program. State controlled economy anddlbeconomy will implement

together. There was no capital to invest so stiabelld interrupt economy. On the
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other hand private sector encouraged to investshndlder burden of the economy.
During 1920’s economy growth was quite high it va$ surprising because nation
has gain its independence new. During 1930’ Tuikiégcted from global crisis so
growth slowed. Until 1980 Turkish economy was basedstate. Private sector did
not develop as expected. Import-substitute modslapgplied until 1980. Some giant
companies took production rights of foreign companand they tried technology
transfer. However it did not work Turkey had hugelgpet deficits, trade deficits and
high inflation rates. Periodically Turkey had tovdkie its currency to finance its
foreign trade deficit. All of the governments applifixed exchange rate during
1960-1990 so central banks need huge foreign atyneserves, but to have foreign
currency nation should have exports. Turkey’s epate is so low. The export-led
growth strategy of the early 1980’s by Ozal goveentrwas quite successful. The
average annual growth rate of real gross domestiduyat (GDP) was an impressive
5.8 percent in 1981-1988 and the economy did np¢eance any recession, making
the country an exemplary one in annual reportsi@rnational financial institutions
such as the IMF. Also, the real increase in indaistalue added was above the GDP

growth rate; it averaged 8.1 percent during theespariod.

The Turkish economy has experienced radbtiviigh inflation coupled with
unsuccessful disinflation programs during 1980-208€¢hough yearly inflation was
over 100 percent in certain years, it never reachggerinflationary levels but
increased in a stepwise fashion over time: theageeannual inflation rate was 20
percent in the 1970s, 35-40 percent in the earBOE9 60-65 percent in the late
1980s and early 1990s, and around 80 percent b#fergovernment launched yet
another disinflationary program in 1998 An earl{eatpt to reduce inflation on a
permanent basis and to put the economy on a sabtaigrowth path began on
January 24, 1980. The government declared its tioteno liberalize the economy,
and to pursue an export-led growth policy. Aftez tnplementation of the program,
a military regime was installed in September 198@% January 24 program reached
its initial targets very soon in terms of a loweflation, a higher GDP growth and a
relatively liberalized external trade regime anahficial system. However, after the

general elections and a new parliament in 1984atioh started to rise again. The
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basic elements of disinflation efforts in the 1d4880s were in various forms of
nominal anchoring and monetary tightening withawy aerious effort to reduce the
public sector borrowing requirement. This policyrdmnation necessitated a higher
interest rate on domestic assets and a lower dapogcrate in order to secure short-
term capital inflow. Especially after 1989 (the wethe capital account was
liberalized), the new disinflationary strategy psanced itself strongly. However,
the government did not take necessary measureshenfigcal front and the
disinflationary attempts were futile. Due to thesustainable nature of the fiscal
policy and the external deficit, the economy exgreced a major crisis in early 1994.
The Government announced a new stabilization progoa April 5, 1994 and a
stand-by arrangement was approved by the IntematiMonetary Fund (IMF)
Board two months after the program started. Howeaveoon became clear that the
government was not strongly behind the April 5 pang and the stand-by agreement
came to an end in 1995. During the following twangs there was no serious attempt

to stabilize the economy and to reduce inflatith.

In July 1998, the Turkish government started anothsinflation program
under the guidance of an IMF Staff Monitored PragréSMF). The program
achieved some improvements concerning the inflat® and fiscal imbalances but
it could not relieve the pressures on the interat&s. The Russian crisis in August
1998, the general elections in April 1999 and twwasktating earthquakes in August
and October 1999 led to a deterioration of theafifalance of the public sector The
government started implementing another far-reachiestructuring and reform
program after the general elections in April 1998e aim of the program was to
reduce inflation from its current 60-70 percent pear to single digits by the end of
year 2002. The program gained further momentunr #fe country signed a stand-
by agreement with the IMF in December 1999. Thenniabl of the disinflation
program was adoption of a crawling peg regime,pbeeent change in the Turkish
lira value of a basket of foreign exchanges (1 GBadplus 0.70 Euro) is fixed for a

period of a year and a half. Although there wasutil in financial markets in late

128 Ertugrul A. and Selguk F.(2001). A Brief Account of tliarkish Economy:1980-2000, e-book,
p. 1-3
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November and early December 2000, the program sdeni®e on track as of
February 2001 thanks to a substantial infusionddiiteonal funds from the IMF after
the crisis in December 2000. This short-lived fitiah crisis showed that the
financial system is very fragile. lronically, theisis made it clear that the
continuation of the disinflation program and thabgity of the banking system in the
short run depend on short-term capital inflows. réf@e, unless the government
creates an environment in which foreign direct stireent finds itself comfortable,
the program is probably destined to fail and imblatmight start to rise again. The
dynamics of the growth performance of the Turkisior®my after 1989 can be
linked to unsuccessful disinflationary efforts addbt financing policies of the
government. The Turkish policy makers started eavsiown the depreciation rate of
the Turkish lira, in part to control the inflatiooyt mainly to be able to borrow easily
from the domestic markets in 1989. Although ther@sva crisis in 1994 which
interrupted this policy, the Turkish authoritiesregursued the same exchange rate
policy for the last ten years. Ozal saw that imaibstitution growth policy cannot
be sustainable so he changed policy and liberafinadicial an real sector. Istanbul
stock exchange, Board of Capital Markets Board ofkéy (SPK) was found by
Ozal to order liberal financial system. The exged-growth policy was quite
successful in the early stages of its implemematidhe openness of the economy
increased immediately: the total exports-GDP raticreased from 4.1 percent to
13.3 percent during the period of 1980-1988. Thaltomports - GDP ratio also
increased but the rate of increase was smallgrvesnt up from 11.3 percent to 16.4
percent during the same period. Therefore, thermaitdoalance situation improved
significantly. The external deficit-GDP ratio wetdwn from 7 percent in 1980 to
negative 1 percent (surplus) in 1988. The real e@ation of the Turkish lira
(approximately 40 percent) and several tax incestio exporters in this period were

the major driving forces of the export-led growtilipy.

Despite the fact that the program achieved somaniable results in a short
period of time, the Turkish financial system expeoed a short-lived crisis at the
end of year 2000. During the second half of thery2@00, the slowdown in

economic reforms in general and the oppositiorhtogdrivatization of certain state
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enterprises from inside the government increaseduspicion in the market that the
program was about to entf. In February 2001 Turkey had the deepest economic
crisis in its history. Visible reason of the crisisas the dispute between prime
minister and the president in National Security @mlubut it was not the real reason.
Economy was so fragile and so dependent to fordigect investment which is
called ‘hot money’. During 2001 crisis, banking tgys collapsed. A lot of banks
bankrupted. Interest of government bonds incre&s&6200 and repo rate increased
to %1000. Debts of the governments are going tayaiple rates. Bill of the crisis
was near 50 billon USD. Turkish citizens are gidlying that bill by high taxes. A
coordinator minister came from World Bank whose aasnKemal Deng. Stand-by
agreement signed with IMF. IMF freed 1,5 billon USiadit quickly. IMF imposed
some financial measures such as fluctuating cuyreate, reforms in banking
system, central bank independence. Turkish goverthmeade reforms compulsory.
After 2001 crisis Turkey started reconciliation gram freed its currency value.
Banking sector reformed. Government guarantee ltdaks removed. Financial
sector liberalization accelerated. Budget equalitygram implemented and it was
successful. Inflation lowering program also implenteel. Inflation was the main
problem of Turkish economy. Inflation rate make remmy more ambiguous and
investors could not see what will happen in theureit After 2001 Turkish
governments focused on inflation, budget deficiexrdased, money supply also
controlled. IMF supported that program. Reforms tamied economy little bit,
unemployment rate increased but it was compulsolgwer inflation.

The recent restructuring and reform program ainmeducing the inflation to
single digits and putting the economy into a suastidie growth path. A financial
crisis during the course of the program showed thatfinancial system is very
fragile. lronically, the latest crisis also madeciear that the continuation of the
disinflation program and the stability of the bamkisystem in the short run depend

on short-term capital inflows.

124 Ertugrul A. and Selguk F.(2001). A Brief Account of tharkish Economy:1980-2000, e-book,
p. 4-7
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Today Turkey has high growth rate, and inflationses low. Inflation rate
decreased to %5 and USD dollar reserve of centiak bncreased to 76 Billion
USD. Until 2008 most of developed countries suffgrirom economic crisis but
Turkey did not affected so much from crisis. Thamkseforms which applied in
2001 crisis. Turkey were experienced about findraiais first time in the history
Turkey used bad experiences for good results. A3 Turkey's growth type
changed in spite of liberalization efforts whichichby Ozal, Turkey was still import
substitution policy for growth, but today Turkey gsowing by export led policy.
Turkey’'s export increased to 113 billion USD. Déspirastic increase Imports are
over exports, because Turkish exports are basseémiended row materials. Export

rate increases but also import rate grows.

4.9.2 Sukuk Application in Turkey

Islamic finance debated in Turkey a lot. Turkeyaduced Islamic banking in
1984 by special finance law. AlbarakaTurk foundlBB4 as first ‘Special finance
Institution’. There are 4 Islamic Finance Institutitoday named BankAsya, Turkiye
Finans, Kuveytturk and Albaraka. After 2001 cri$isrkey reorganized its banking
sector so ‘Special Finance Institution’ changethrhic finance banking now called
‘Participation Banks’. As explained above Partitipa Banks hold %6 of total

banking sector.

Turkey ordered sukuk by law very late. Capital MaskBoard of Turkey
(SPK) declared sukuk notification in 1 April 201otification prepared to ordered
sukuk issuance and sukuk market in Turkey butplared only basic rules because

there is no sukuk market before notification.

Goals of sukuk notification are, first governmegtn indebt more easily
because a real economic value is exhibited to toveso investors will trust more,
second attracting investors who have some mooeyld not want be included in
interest market because of Islamic sensibility attdacting gulf capital countries
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who gained a lot of money by oil. Turkish financrablrket could not deepen as
expected. Gulf capital and Muslim people will brisgepening to financial sector.

In 2001 crisis foreign capital got away from Turksy crisis deepened. Main
management rule says that’ do not put all egghénstame basket’ turkey did not
implement this rule and suffered because of onedsifbreign capital. Secular
environments in Turkey has fears about gulf capitdden a Islamic business man
come to Turkey media reports about regime is cimagngnd tend to be like Iran or

other gulf states so Islamic finance and sukulesame a feared financial tool.

First sukuk issuance made by KuveytTurk (Turkeynbhaof Kuveyt Finance
House Financial group) participation bank at theoamt of 100 million USD in
December 2010. Type of sukuk was ijarah sukukaljasukuk is the most prevalent
sukuk type used in the world. Kuveytturk backedusuky its buildings. The profit
of sukuk is about %14, means that sukuk will bringre than 10 million USD.
Expiry date of sukuk is 3 year. At the end of 3 ry&aveytturk will rebuy its
building and pay nominal value of sukuk holdersefEhis no another sukuk issuance
in Turkey. Standard Charter Bank’s Turkey brancan8ard Unlu Stock declared
that they are planning to issue sukuk amount oflliolo USD but they have not
issued yet.

Turkish government has not issued sukuk. In 1984l Qavernment issued
‘Profit Sharing Bond’ based on to highways and @esl But it has differences
between sukuk and profit sharing bonds, in piiring bonds there is no rent or
sell action so it is not Islamic correct becausehating profit without any real

economic action.

Turkey should widen sukuk base, one sukuk issudac@&ot enough.
Participation bank market is not so developed litlsh %6 of the market sukuk
should hold more than %6 of bond market becauseksbh&s some price and usage
advantages according to bonds. Sukuk market aadhislbanking market may feed

each other grow of sukuk will result grow of paation banking sector in Turkey.
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4.10 Conclusion

Especially after 2008 world economic crisis Islarfitance and sukuk are
perceived more risk averse, real market orientedheas resistance to crisis. Western
world curiosity increased after 2008 to Islamicafice. Today sukuk is the major
alternative way to bond market all over the world.

In 2010 Sukuk issuance is near 30 billion USD agicqy to IFFS report. .
Most issuance made in gulf region such as Saudbidrd8Bahrain, Qatar... but the
leader country is first sukuk issuer Malaysia. Sukarket also effected from global
economic crisis. The record sukuk issuance madeObv near 33 billion USD.
According to Moody’s estimation -credit rating igtion- in 2011 sukuk issuance
will have a record that will equal to near 35 lbiliUSD. UAE had sukuk crisis in
2010 some sukuk issuer could not pay coupon pawnestause of crisis. UAE
started huge investments like apartments, housgiswhys etc. and issued sukuk to
have an liquidity to these investments but crisrevpnt cash flow to these
investments so coupon payments of sukuk could motpéyed. UAE situation
decreased trust to sukuk certificates neverthedeksk is more safe than interest
bond because sukuk is based on real economic pyap&suer could not pay rent

fee property could be sold and main capital of &ukoiders will be pay.
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CHAPTER 5

5. NEW SUKUK MODEL FOR TURKEY

Sukuk has not developed market in Turkey. As erpldiabove only one
sukuk issuance has made by KuveytTurk participaBamk. Euromoney gave
Kuveytturk innovation prize because of sukuk iss@i. Sukuk may be very good
alternative for Turkey. Turkish financial sectorsh@ot deepened as ought to be. One
of its reason some Turkish people do not invesidnds or stocks because of their
Islamic sensitivity. On the other hand oil rich fgahapitals do not invest interest
bonds because of ban in Islam so turkey needs IM#ther western nation when it
needs capital or debt. Suku may be a good instrufoeurkey for this two reason

financial deepening and luring gulf capital.

Turkey needs new and different sukuk implementabenause Turkey has
different economic situation than other sukuk isst@intries. In this thesis we will
try a new sukuk model for Turkey and other coustrigfter unrest in Middle East
some scholars claimed that Turkey can be a modmitats democracy. If Turkey
implement a new successful sukuk model may be funkkk be a good example for

other nations.

Turkey has unique economic and social factors. @ofactors effect
economic situation because economic activity isualjmeople of course some
institutional factors are important but human fadgemore important. Turkey has
secular democracy until 1923 so its economic sdnatbased on its secular

democracy. Turkey found its economic institutiomsking to Western Europe.

Interest is widely used by government and giant mames. Interest rates,
currencies, measurement, calendar changed andedhita Europe. So economy is

based on interest. Interest is used by governmisot arurkish Trade Law’ is

125 \www.kuveytturk.com.tr
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translated from Switzerlan® trade law so economic relations are ordered by
western thought so Turkey has a lot of differentesn sukuk user gulf nations.
Nevertheless in recent years Turkey’'s middle cksst to change and new rich
middle class has more Islamic sensitivity so Istamstitutions begin to develop.
Participation banking sector is a good exampldah@ change. Participation banking

sector grew very fast in recent years.

Sukuk is widely used in Islamic countries. ljaraifsk is more prevalent than
other types of sukuk. In ljarah sukuk as explairredpmpany or government sells its
building, car or another economic value toSakuk Intermediary then Sukuk
Intermediary rent that building to the same company or govemime&ukuk
Intermediarygets rent earning. Sukuk issued3ukuk Intermediaryand sukuk coupons
pay by Sukuk Intermediarywith rent earning. In general application everkudu
iIssuance needs neSukuk Intermediaryoundation.Sukuk Intermediarys structured as

a company.

In new sukuk model which could be suggested, tiwicbe only two Sukuk
intermediaries,one of them for government sukuk issuance andother one is
private sector. The model proposes that governfoemnd aSukuk Intermediar§or its
all sukuk issuance. Anoth&ukuk Intermediarys found for private sukuk issuance.
These two SPV will organize and issue all sukuk Tiarkey. Private Sukuk
Intermediarycould be found by a company or private sectorasgmtative like The
Union of Chambers and Commaodity Exchanges of Tutki€BB)'*".

The sukuk issuance has two sides one of them isrgment sukuk issuance
and the second one is private sukuk issuance. iRigvernment issuance (Turkish
government has not made y&tkuk Intermediarywill declare government plans to
issue sukuk, an&dukuk Intermediarywill take demand from companies or public.
After collection of deman@&ukuk Intermediaryvill buy the economic value (building,
car, machine etc.) and rent to the sukuk issuepeom Sukuk Intermediarwvill have

127 \www.tobb.org.tr
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rent income with that rent income sukuk coupon payts to the sukuk issuer. At the
maturity date sukuk issuer will buy its economidueafrom Sukuk Intermediary
Sukuk Intermediaryill pay sukuk amount to sukuk holders. If therepr®fit from
sukuk processes- in general it will be- governnfenndedSukuk Intermediarywill
transfer profit to state budget. Government sutubuld be open to public purchase
so sukuk will expand wider base of the communitgt Nnly giant companies have
sukuk profits but also public who has little sawangill be pleased about sukuk

profits.

In private sector, &ukuk Intermedianywill be found by a company or non-
profit private organization like The Union of Chaenb and Commodity Exchanges
of Turkey (TOBB), Sukuk Intermediaryshould be objective to all parts of private
sector.Sukuk Intermediaryshould have beginning capital to fund sukuk preess
Sukuk Intermediary will collect demand from public and companieSukuk
Intermediary will buy an economic value and rent to the suksguer. Coupon
payment will be pay to the sukuk holders regulafie profit got from sukuk

process should be added to company capital.

The biggest city of United Arab Emirates, Dubai tabt crisis in 2009
because of over indebtitf§ Sukuk debts were a lot and Dubai had to delagiatst
payment. This example showed even if sukuk isfisky than bonds it has risk. If a
company or country cannot order its liquidity tmance sukuk payment sukuk
holders get loss because of sukuk. Values of ecanasset decrease so sell of

economic asset do not prevent loss only it decsclass.

Dubai example proves that sukuk implementatiomigartant. Founding new
Sukuk Intermediaryor all sukuk issuer concludes uncontrolled sulgguance and
over debt. In Turkey control of private sector isredifficult than other countries
this situation has a lot of reasons but this isotstudy topic for example Turkish

tax income is coming from indirect taxes compardesnot inform tax collectors

128 Aksam Newspapenyww.aksam.com.t(05.07.2010)
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correctly?®. If every sukuk issuer founds its ov@akuk Intermediangontrol of sukuk
issuance is impossible or so difficult. Dubai &ishowed us that control of debt
ratio is important lack of foresight of companiesl wxpense too much for citizens

because economic crisis affect all citizens in toaintry.

The most important advantage of singlekuk Intermediaryis decreasing
transaction cost. Company foundation is a tirecc@ss, one need a lot of signature
and tax fee to found a compargukuk Intermediaryis a company if every sukuk
issuer found &ukuk Intermediaryo issue sukuk the cost of sukuk will be increased
Central Sukuk Intermediarywill decrease transaction cost and time waste.ayod
electronic signature might be used; it is accepigdaw so documents could be
prepared in electronic environment. Cengakuk Intermediaryvill implement sukuk

issuance more effective by electronic usage.

Secondly centralSukuk Intermediarycould be audited more effectively.
Auditing is one of the primary missions of govermmeTurkey suffered banker
corruptions in 1980’s some banker (not institutiobank there were some people
who were lending money to people) got money frorapte with claiming giving
more interest, in conclusion they took people’s eyand did not pay their money.
After these bad experiences, Turkish people coatdmst company foundesukuk
Intermediary So for Turkey centraSukuk Intermediarywill be more effective and
reliable. Capital Market Board of Turkey (SPK) ondg¢rsecretariat of Treasury
could audit central Sukuk Intermediary both of gowmeent founded and private
founded. Auditing of one central Sukuk Intermediailf be easier for governmental

institutions.

Nevertheless, centr&lukuk Intermediarys not the only need for sukuk. Sharia
board also should be central. One Sharia Boarddetide for all sukuk issuance in
Turkey if it is appropriate to Islam or not. In §or Asian countries also in Turkey
all Islamic financial institutions have their SteaBoard. Different applications of

129 www.gib.gov.tr(Revenue Administration)
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different Sharia Boards destruct consumers rely Islamic finance. For
standardization in sukuk implementations only oharia board should be exist.
Name of unique, central Sharia Board might be ‘&uRegulation and Supervision
Board'.

Applications on Islamic Banking could be differifrpm one bank to another
so it makes customer more suspicious about Isl&aitking. Same risk exists in
sukuk implementation. For example in participatidmanking one bank make
funding for service but other participation bank dot fund service sector, so
consumer confused about Islamic finance applicatiommmors walk around ‘there is
differences between banks’ in conclusion relianneparticipation banking sector
decreased. Second effect is if Sharia Board doespprove an application senior
management begins to press to Sharia Board s#lyatgthey are approving why
don’t you approve we are losing customer’ so ifrfghBoard is not so powerful for
then they accept that implementation reluctantkistihg of a lot Sharia board cause
no standard in decisions and flexion of Islamic IBag. Presidency of Religious
Affairs may appoint Sharia Board, cooperation witlivate sector. Presidency of
Religious Affairs is reliable institution which mosf people accept its decisions. By
this way speculations that sukuk is not implemeimetie Islamic way will be end.
Return rate of sukuk is another important subjggtobal applications have
differences; some issuers offer fixed return sossaers offer labor indexed retufn.
may be mentioned again that Sukuk based on fixes i@e exposed to this risk in
the same manner as fixed rate bonds are expodie faterest rate risk’ Return
indexed return is not appropriate for Turkey, itghti be convenient to Islamic
principles but interest indexed return is perceigsednterest by people. Participation
banking criticized about nearness of profit ratenterest rate so some people have
suspicions on Islamic banking. To prevent thesicioims return of sukuk should be
fixed like rent price or instead of LIBOR averagé ‘participation return’ of
Participation Banks should be used. There shouldh@@ny linkage between interest
applications and sukuk return. Any linkage betwsgkuk and interest based ratio,

130 Tarig A. (2004). Managing Financial Risks of Suk&tkuctures, Loughborough University Press
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people will run off from sukuk. Sukuk return-couppayment- may be decreased if
rent price of economic value decrease or incredsesht price of economic value
increase. Participation Banks return ratio coulovslthat average ratio of return on

real projects so return of sukuk have arrangedarket return.

Size of sukuk tried to be estimate but there isargt econometric analysis
about market size of sukuk in Turkey. Standard UrfBlandard Chartered Bank’s
Turkey agent- claims they can issue 1 billion USRuk in Turkey. Standard Unlu
talks about only private sector sukuk issuanceetistould be governmental issue
also. Oil rich gulf countries will invest to Turkisukuk so governmental sukuk issue
can be about 5 billion USD in first step. Sukuk kedrwill grow year by year in the
future. Dictators of Middle East begin to alter gmablic of that region is against
Western Europe, America. Demand of Gulf Statesurkish bond investment will
increase if sukuk could be used more effectivetiud®e sector sukuk market will be
about 1 billion at first stage USD because paréitton banking in turkey has not
grew as expected only %6 of banking sector belaoggarticipation banks. If
demand of sukuk will above of estimated size sceothanks also begin to issue
sukuk. To sum up it could be expected that Sukuiketavill be 6 billion USD in a
few years in Turkey of course economic situatioil affect sukuk market size but

economy begin to recover in Turkey after 2008 srisi
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CHAPTER 6

CONCLUSION

Interest is accepted as unprecented concept iny'sodapitalized world.
Capitalism based on interest and most of acadensideehave that debates over
interest is over and no need to discuss it. Orther hand it can be seen that interest
has some disadvantages and harmful sides for godtierest results capital
collection to one rich side of the society. Oneeswho takes risk and try to do
business may have loss but lender always getstéeest. In this situation taking risk
is not preferred one so all people who has somgatdgnd people to have interest
fee in the conclusion production of the societyl wdllapse. Interest is forbidden In
all religions but we should explain why it is fadien if someone do don believe in a

religion prohibition does not mean anything to him.

Interest is also forbidden in Islam neverthelesskbay actions are
compulsory today’s trade environment. Islamic caestfound Islamic banks which
do not include interest proceedings to avoid irsteil@nd make banking actions.
Islamic Banks have crucial role in Islamic courgri®arket share of Islamic Banks
increase every year. Turkey welcomed Islamic bamk®80’s first their names were
‘Special Financial Institutions’ after 2000 bankilayv changed in Turkey so their
names changed new name is ‘Participation Bankso A Turkey market share of
participation banks increasing and it seems tonruoeease. Especially after 2008
world economic crisis interest free financial todtarted to be more popular.
Western economies start to understand interestfirecial tools. Increase of
alternative financial instruments needs more re$eavhich can be made by

academicians.

Sukuk is another type of alternative financial tdddw sukuk is used around
the world not only by Islamic countries. ljarah 8kk-type of sukuk which is based

on rent- is the most widely used sukuk type. Sukals also some risks and
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problems, it is not the perfect financial tool besery financial tool has some
disadvantages so sukuk has a few disadvantagesacedwith interest based bonds.

Turkey declared sukuk statement after tough disenssSukuk is very new
topic for Turkey. Turkey got late in sukuk becaa$édeological disputes. Turkey’s
elite has tough secular thoughts if any tool iatedl with religion or Arabs, elites are
always against them. Turkey’s main target was turich gulf capital to invest in
Turkey. Muslim Gulf countries like Saudi Arabia, Wait, Malaysia or Bahrain do
not invest in Turkey because of interest includedrfcial tools. After declaration of

sukuk law gulf capital will start to invest in Tuk

Sukuk market has not ordered in Turkey so new affidreint sukuk model
might be implemented in Turkey. Centglkuk Intermediarand central Sharia board
could make sukuk less risky and more effectiveunk&y. Fixed return of sukuk will
make sukuk more reliable to interest avoider peopfese recommendations could
be seen not important innovation nevertheless sadjlistments can make huge

efficiency increase in financial tools.

We hope more academicians will be curious alatternative financial tools so

economic crisis which originated from interest veitid.
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