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Extended Abstract

In a global economy, not all economic units are following the same socio-economic regime, but a predominant majority is pursuing a capitalistic economic system, propagating a free market economy concept, with checks and balances through regulations and a support system in the form of welfare economies. The socio-economic system of Islam too espouses a market economy but with a system of rights and obligations from the smallest or weakest elements and units to the largest and strongest socio-economic units. The regulatory system of Islam, called the Sharia’h defines the nature and sphere of activities of the Islamic socio-economic system. It is a code of conduct for every aspect of life, including business activities as well as religious and social activities. The Sharia’h is based on the divine revelations of the Qura’n and the Sunnah ( the preaching and practice of the Holy Prophet Mohammad ( Peace Be Upon Him)).
Innovations in Finance create new products and the success of new products depends on how they provide better solutions to their market than the existing products available. It takes a while to understand and observe the actual impact of such products on the stakeholders as well as the market and economies. Nevertheless, the innovators do attempt to beat or sideline the given regulations and make room for their own interests to be fulfilled. Hence it becomes necessary to evaluate products for their true worth and meaning. This is why it becomes all the more important to study together products and their regulatory issues, particularly discussing the products’ impact on all stakeholders and the socio-economic system. While the Sharia’h defines the sphere of activity of Islamic financial cum business system, there is ample room for development and creativity within those bounds.
This research work analyses sukuk structures as innovative products of Islamic Finance. These sukuk are individually approved by Sharia’h boards and are assumed to be Sharia’h compatible.  The Accounting and Auditing Organization for Islamic Financial Institutions too, has issued guidelines in the form of Sharia’ Standards, giving  specifications of various Islamic financial products. These Sharia’ Standards have been constituted by an international body of Sharia’ Scholars and experts in the Islamic finance field.  These Standards have also given the definition and classification of Sukuk. Since the conventional capitalistic financial industry is very well developed over a span of more than three hundred years, it is very widespread and deep rooted. The international rating agencies and legal advisors are poised towards this conventional base. They assess and design products primarily from the conventional capitalistic stand point. When sukuk are launched at the international level, these very rating agencies and law firms are engaged in its assessment  and processing respectively.  This is particularly the case in securitization.
The current thesis takes a cross-sectional analysis of sukuk through the study of sukuk issue prospectuses and tests whether they are Sharia’h compatible products as enunciated by the AAOIFI Sharia’ Standards or just another name for a type of conventional bonds involving securitization.  It further analyses whether sukuk securitization is different from conventional securitization or not. In addition, by analyzing the Basel II’s (regulatory report), securitization framework within the credit risk assessment pillar, it  assesses whether sukuk transfer risk from the originator to sukuk holders or not. The results of the analyses clarify the position of the sukuk according to the Sharia’ Standards as well as the Basel II regulations. It throws light on the possible application of sukuk by Islamic finance Institutions particularly for the securitisation and fund generating purposes with important bearings on their capital adequacy requirements.
The study provides important insight into the sukuk structures through their above-mentioned syntheses. While some aspects of the sukuk comply with the AAOIFI Sharia’ standards, there are others that do not. Based on the overarching principle of risk and rewards sharing in the Sharia’ system, it was expected of the sukuk as Islamic financial products, to transfer risk from originator to the sukuk holders, through underlying sale, lease, joint project financing and securitization. However, this was not quite so, due to counter contracts involved and the design amendments suiting target investors and rating agencies. Otherwise, based on AAOIFI Sharia’ Standards’ description, investment sukuk as equity-based or rent-based products, can be useful products for Islamic Financial Institutions, as their risk based capital requirements would reduce, since Basel II has a system of rewarding the products that transform (or transfer) risk from the financial institutions (originators in this case) to third parties (sukuk holders in this case), by reducing their risk-weighted capital requirement system. The tests of hypotheses show that the representative Ijara’h based sukuk and Musharika sukuk under study closely resemble the conventional securitisation, albeit the presence of underlying assets, lease (Ijara’h) contracts or projects in the sukuk. While analyzing sukuk according to the requirements of AAOIFI Sharia’ Standards for them, the inquiry concluded that the sample sukuk are partly Sharia compliant according to Sharia’ Standards but not Sharia’ complaint on the basis of risk and reward sharing. The rigmarole of forming companies and SPV to fulfill legal and regulatory requirements, as well as providing guaranteed returns and assured principal along with repurchase of assets at pre-agreed prices neither shared risk and reward according to Sharia standards, nor did it transfer risk from the originator (or originating financial institution) to the sukuk holders or subsequent third parties whether an SPV or another issuer.
 The transactions may remain off-balance sheet during the duration of the sukuk and the balance sheet might seem to be “light and efficient”. However, from Sharia as well as conventional regulations’ perspective, these transactions remain the liability of financial institution. Hence even if the sukuk are off-balance sheet, the SPV accounts should be consolidated with the parent organization (issuer of the sukuk) which wholly owns the SPV sukuk company.  It is suggested that if in any case the sukuk company has to report separately as a company, as part of a bigger conglomerate of companies, including non-financial companies, the financial part of such conglomerates should still be under the jurisdiction of financial regulatory bodies and adequate capital must be set aside for the financial business, and   the required provisions made, according to the financial regulations. 
This research has implications for further development of sukuk design and usage as well as development of Sharia Standards and International regulations within the prerequisites of the Sharia’h requirements. 
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� When the same assets are securitised and sold to an SPV which is registered as a company, these  regulations inclusive of capital adequacy requirements apply to it too. Otherwise it is feared, that the possibility exists of creating “shadow companies” as SPV’s that escape the banking regulations.





