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Executive Overview

To navigate the modern financial landscape of the GCC, one must first understand the scale of the terrain.
We are no longer dealing with a niche alternative to conventional banking, but a dominant force in global
capital markets.

The global sukuk market has surpassed $1 trillion in outstanding issuance (H1 2025), with Saudi Arabia
accounting for 60.4% of its debt capital market through these Sharia-compliant instruments. For
institutional investors, CFOs, and treasury teams operating in GCC markets, understanding sukuk
structures is no longer optional—it's essential for accurate risk assessment, IFRS 9 compliance, and
portfolio construction.

Critical Insight: Unlike conventional bonds, where structural variations are minor, sukuk encompasses
eleven distinct structures with fundamentally different risk profiles, tradability characteristics, and
accounting treatments. Misclassifying a Musharakah sukuk as equivalent to an ljarah sukuk can lead to
inappropriate IFRS 9 treatment and unexpected P&L volatility.

At the heart of this complexity lies a simple but profound difference: the distinction between "lending" and
"owning." This structural gap drives every valuation and risk decision the Sukuk participant will make.

Sukuk vs Conventional Bonds

Feature Conventional Bond Sukuk Valtfatl?n
Implication
LGD depends on enforce-
; ; Ownership ability of asset-based rights,
Legal Nature Debt obligation certificate bankruptcy remoteness of
SPV, and jurisdictional
insolvency treatment
Underlying None required Tangible Asset quality affects
Requirement asset/project credit analysis
required
. . Profit f h fl timi
Return Basis Interest (riba) rotit from Cgs owtiming may
asset/project differ
Investor Rights e Ownershlp rights in Affect; subordination
underlying analysis
Risk Exposure Credit risk only Credit + asset . Add|F|QnaI risk factors
performance risk in pricing
Tradability
Sharia Compliance Not applicable Mandatory constraints for some
structures
- D d Liquidit i
Tradability Generally tradable epends on IqUIGIty premium
structure type varies by structure
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Executive Overview

Metric Value
Outstanding Sukuk (H12025) $1+ Trillion
Annual Issuance (2024) $205 Billion
GCC Issuance (2024) $82.1 Billion(+46% YoY)
Saudi DCM in Sukuk 60.4%
Investment Grade Rated 80%
Defaults (2024-25) No material rated sukuk defaults reported,

based on publicly available rating-agency data
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The Structure Spectrum:
Know What You Own

If the market is a landscape, these are the inhabitants. They can be grouped into three distinct families:
dependable debt-like structures, adventurous equity-like partners, and complex hybrids. Understanding
the "personality" of each structure is critical to predicting its impact on one’s balance sheet.

Debt-Like Structures (Predetermined Returns)

These are the steady hands of the market—predictable, often tradable, and generally easier to manage
under IFRS 9.

1. ljarah Sukuk (Lease-Based) — 28% of Market

e  Structure: Ownership of leased assets (real estate, equipment, aircraft)
e Returns: Fixed rental payments

e Tradability: Freely tradable

e SPPI Test: Generally PASS » Amortised cost or FVOCI eligible

e Key Risk: Credit risk + asset quality

e Typical Use: Long-term financing, infrastructure

2. Murabaha Sukuk (Cost-Plus Sale) — 45.6% of Market

e  Structure: Cost-plus commodity sale with deferred payment
e Returns: Fixed markup over cost

e Tradability: NON-TRADEABLE once receivables dominate the underlying pool
(tradeable at par or when tangible assets 230%)"

e SPPI Test: Generally PASS » Typically amortised cost
e Key Risk: Pure credit exposure (no asset recovery)

e Typical Use: Trade finance, working capital, hold-to-maturity

3. Istisna Sukuk (Manufacturing/Construction)

e Structure: Finance construction/manufacturing of future assets
e Returns: Fixed or rental-based (when combined with ljarah)

e Tradability: Limited (depends on completion stage)

e SPPI Test: Generally PASS » Amortised cost or FVOCI eligible

e Key Risk: Construction/delivery risk + credit risk
e Typical Use: Infrastructure projects, real estate development

4. Salam Sukuk (Forward Sale)

e  Structure: Advance payment for future commmodity delivery
e Returns: Spread between Salam price and market price

e Tradability: NON-TRADEABLE

e SPPI Test: May PASS - Case-by-case analysis

e Key Risk: Cormmodity price risk + counterparty delivery risk

e Typical Use: Agricultural financing, commodity producers
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The Structure Spectrum:
Know What You Own

Equity-Like Structures (Variable Profit-Sharing)

Here we find the risk-takers. These structures offer partnership, meaning one needs to share in the
success, but they also lack the safety net of a principal guarantee.

5. Musharakah Sukuk (Partnership)

e Structure: Joint venture partnership with shared capital

e Returns: Variable profit-sharing (losses pro-rata to capital)
e Tradability: Tradable (if >30% tangible assets)

e SPPI Test: FAIL » Mandatory FVTPL

e Key Risk: Equity-like project risk + no principal guarantee
e Typical Use: Private equity, project finance

6. Mudarabah Sukuk (Profit-Sharing)

e Structure: Investor provides 100% capital, originator provides expertise
e Returns: Variable profit-sharing (losses 100% to investors)

e Tradability: Tradable (if >30% tangible assets)

e SPPI Test: FAIL » Mandatory FVTPL

e Key Risk: Full capital at risk + asymmetric loss allocation

e Typical Use: ATl sukuk, investment funds

Hybrid & Specialized Structures

The innovators of the market. These complex instruments are designed to solve specific problems—Ilike
regulatory capital needs or liquidity constraints—but they come with their own unique risks.

7. Wakala Sukuk (Agency-Based) — 15% of Market

e Structure: Originator acts as investment agent managing asset portfolio
e Returns: Returns from managed portfolio minus management fees

e Tradability: Tradable (if >30% tangible assets)

e SPPI Test: Depends on portfolio composition » Case-by-case

e Key Risk: Portfolio performance + manager selection

e Typical Use: Asset management, diversified financing

8. Hybrid Sukuk (Multi-Contract)

e Structure: Combines multiple contracts (e.g., 60% ljarah + 30% Murabaha + 10% other)
e Returns: Blended characteristics

e Tradability: Depends on tangible asset % (=30% threshold)

e SPPI Test: Depends on dominant components » Case-by-case

e Key Risk: Complexity + multiple risk factors

e Typical Use: Optimizing tradability vs. yield, portfolio diversification

e Complexity Premium: 20-50 bps
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The Structure Spectrum:
Know What You Own

9. Convertible Sukuk (Equity-Linked)

e Structure: Fixed income with option to convert to equity shares
e Returns: Fixed distributions + equity upside potential

e Tradability: Tradable

e SPPI Test: FAIL (equity conversion feature) > Mandatory FVTPL
e Key Risk: Credit risk + equity price risk + dilution

e Typical Use: Growth companies, hybrid capital raising

e Conversion Premium: Typically 15-30% above current share price

10. AT1 Sukuk (Additional Tier 1)

e Structure: Perpetual instruments with loss absorption (write-down/conversion)
e Returns: Discretionary distributions (can be cancelled)

e Tradability: Tradable (limited liquidity)

e SPPI Test: FAIL (perpetual + discretionary) » Mandatory FVTPL

e Key Risk: Extension risk + loss absorption + discretionary payments

e Typical Use: Basel lll regulatory capital for Islamic banks

e Spread Premium: 150-500 bps over senior debt

11. Green/Sustainable Sukuk (ESG-Aligned)

e Structure: Use-of-proceeds for environmental/social projects (any base structure)
e Returns: Depends on underlying structure

e Tradability: Depends on underlying structure

e SPPI Test: Depends on underlying structure

e Key Risk: Underlying structure risk + green certification risk

e Typical Use: Renewable energy, clean transport, green buildings

e Pricing Advantage: 2-10 bps "greenium" (tighter spreads)
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Sukuk: IFRS 9 Classification Framework

To navigate safely, one needs a map. In accounting, this map is the SPPI Test (Solely Payments of Principal
and Interest). It acts as the primary checkpoint, directing one’s investments into either the calm harbor of
Amortised Cost or the volatile seas of Fair Value (FVTPL).

SPPI Test Decision Tree

NO

YES

Examples

YES Exarr:mples

N

Hold to Collect Hold + Sell Trading

e e B




Classification Summary Table

Sukuk Type

ljarah

Murabaha

Istisna

Salam

Musharakah

Mudarabah

Wakala

Hybrid

Convertible

ATI

Green

SPPI Result

PASS

PASS

PASS

Case-by-case

FAIL

FAIL

Case-by-case

Case-by-case

FAIL

FAIL

Depends on
base structure

Business Model
Options

All options available

All options available

All options available

Depends on structure

N/A

N/A

Depends on portfolio

Depends on
components

N/A

N/A

Depends on base
structure
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Typical Classification

Amortised Cost or
FVOCI

Amortised Cost (typical)

Amortised Cost or
FVOCI

Usually Amortised Cost
Mandatory FVTPL
Mandatory FVTPL

Variable
Variable

Mandatory FVTPL

Mandatory FVTPL

Varies
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Sukuk Valuation Essentials

Valuation is the compass by which we can steer through Sukuk. In the Sukuk market, participants cannot
simply use a standard ruler for all structures. The complexity here exceeds that of conventional bonds,
requiring a specialized toolkit for each instrument type.

Valuation determines everything in fixed income: investment decisions, regulatory capital calculations,
financial statement presentation, and risk management strategies. For sukuk, valuation complexity
exceeds that of conventional bonds due to their structural diversity and market characteristics. An ljarah
sukuk trades with 25-100 bps bid-ask spreads and limited price discovery, requiring Level 2 fair value
measurement with adjusted comparable analysis. An AT1 perpetual sukuk demands scenario-based
valuation weighing call probability against extension risk—a 10-15% fair value swing depending on
assumptions. Murabaha sukuk, being non-tradeable, necessitate Level 3 internal models with
assumptions that auditors scrutinize intensely. These aren't minor methodological choices; they're
material judgments that affect reported earnings, capital adequacy ratios, and ECL provisions.

Key valuation challenges practitioners face include:

e How to estimate illiquidity premiums when secondary trading occurs monthly at best?

¢ What credit spreads to apply to unrated Saudi corporate sukuk when comparable transaction data is
sparse?

e How to model AT1 call decisions when market convention assumes 95% call probability but regulatory
capital considerations might prevent exercise?

This section provides the quantitative frameworks, worked examples, and estimation techniques
necessary for audit-defensible valuations. Whether building DCF models, decomposing credit spreads,
conducting Monte Carlo simulations for complex structures, or documenting fair value hierarchy
classifications, the methodologies here reflect the practical application of quantitative finance principles
to real-world sukuk valuation challenges.

Sukuk valuation employs standard fixed-income methodologies, adapted to structure-specific
characteristics. The appropriate method depends on the sukuk structure, cash flow characteristics, and
data availability.

=N



Valuation Methods Overview
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Different sukuk structures require different valuation approaches based on their economic substance.
Overall, there are nine valuation methods for Sukuk, depending on their nature. The following table
summarizes the methods which can be used to value each of the 11 different types of Sukuk.

Sukuk Type

ljarah

Murabaha

Istisna

Salam

Musharakah

Mudarabah

Wakala

Hybrid

Convertible

AT1/Tier 1

Green/Sustainable

Primary
Method

DCF

DCF

DCF (forward
cash flows)

DCF +
Commodity
price risk

Monte Carlo +
Equity methods

Monte Carlo +
Equity methods

Portfolio-based
DCF

Component
DCF
aggregation

Bond + Option
valuation

Scenario-based
(call/extend)

Base structure
method +
greenium

Complexity

Low

Low-Medium

Medium

Medium

High

High

Medium-High

High

High

Very High

Varies

Key Challenge

Liquidity premium estimation

Non-tradeable (theoretical
valuation only)

Construction/completion risk

Forward curve analysis +
counterparty risk

Variable cash flows, equity-like
risk

Asymmetric loss allocation,
manager risk

Component analysis,
portfolio composition

Multiple structures in one
instrument

Equity option pricing +
conversion modeling

Extension risk modeling, call
probability

Depends on underlying structure
+ ESG certification

A brief description of each of the nine Sukuk valuation types is provided below.
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Valuation Methods Overview

Method 1: Discounted Cash Flow (DCF)
The fundamental sukuk valuation approach discounts expected cash flows at a risk-adjusted rate.

Core Formula:
n
FV—Z—EF’
o 1+ )t
m( r)

When Used:

e Standard approach for ljarah, Murabaha, Istisna sukuk
e Best suited for fixed or determinable cash flows
e Most common method for debt-like structures

Discount Rate Components:
r="Risk-Free Rate"+"Credit Spread"+"Liquidity Premium"+"Complexity Premium"

Typical Discount Rate Components:

Component Range Notes

Government sukuk curve or

H - _C0O
Risk-Free Rate 3-5% SAIBOR/SOFR
. Rating-based (AA: 50-80 bps, A: 70-120
Credit Spread 50-300 bps bps, BBB: 100-200 bps)
Liquidity Premium 10-100 bps Higher for. Murabaha (non-tradeable),
lower for ljarah
Complexity Premium 0-50 bps Hybrid structures, embedded options

Application Example: For a 5-year A-rated ljarah sukuk with semi-annual payments:

* Risk-free rate: 4.00%
¢ Credit spread: 85 bps
e Liquidity premium: 15 bps
e Total discount rate: 5.00%
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Valuation Methods Overview

Method 2: Monte Carlo Simulation

Monte Carlo simulation models sukuk with uncertain cash flows by generating thousands of scenarios
and probability-weighting outcomes.

When Used:

e Musharakah and Mudarabah sukuk (variable profit-sharing)
e Complex structures with multiple uncertainty drivers

¢ AT1sukuk extension risk analysis

e Stress testing and risk assessment

Process:

1.Generate large (preferably 10,000+) simulation paths for key variables
2.Model correlations between risk factors (revenues, costs, rates)

3. Calculate present value under each scenario

4. Probability-weight all scenarios for expected value

Applications:

e Musharakah project sukuk with uncertain revenues
o AT1 call/extension probability modeling
e Stress testing under extreme scenarios

Method 3: Scenario-Based Valuation (AT1 Sukuk)

AT1 perpetual sukuk require probability-weighted valuation across call and extension scenarios due to
their unique perpetual nature and discretionary payment features.

Two Scenarios:

Scenario 1: Call at First Call Date (Typical: 95-100% probability)

e Discount distributions + principal to first call date
e Duration: 4-6 years

e Assumes bank exercises call to maintain market access
Scenario 2: Extension to Perpetuity (Typical: 0-5% probability)

e Value as perpetual with reset coupon (spread over benchmark)
e Duration: 15-21 years

e Massive P&L impact if extension materializes
Critical Impact:

e  Shift from 95% to 50% call probability » 10-15% fair value decline
e Extension risk premium: 50-200 bps

e Loss absorption premium:100-300 bps

e Total ATl spread over senior: 150-500 bps
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Valuation Methods Overview

Method 4: Comparable Transaction Analysis

Comparable transaction analysis benchmarks sukuk pricing against similar recent transactions, adjusting
for structural differences.

When Used:

e Limited observable market prices (Level 2 fair value)
e Cross-validation of DCF results

e New issuance pricing guidance

Process:

1. Identify Comparables: Same structure, similar rating, comparable maturity, same jurisdiction
2. Extract Spreads: Determine credit spreads from comparable trades

3. Adjust for Differences:
Credit quality: +/- 10-20 bps

Liquidity: +10-50 bps for smaller issues
o Asset quality: +/- 5-15 bps
o Structure complexity: +10-30 bps

@)

Example: If comparable A-rated ljarah sukuk trade at 90 bps over SAIBOR:

e Base spread: 90 bps
e Smaller issue size: +15 bps
e Lower asset quality: +10 bps

e Applied spread: 115 bps

Method 5: Equity Valuation Methods (Musharakah/Mudarabah)

Equity-like sukuk structures require valuation approaches that reflect their partnership characteristics
and variable return profiles, rather than standard fixed-income methodologies.

Approach A: WACC Method

e Discount project cash flows using weighted average cost of capital
e Reflect equity-like risk premium (8-15%)

e Account for loss-sharing provisions

Approach B: Private Equity Multiples

o Apply EBITDA multiples from similar ventures (5-10x typical)
e Transaction multiples in the sector

e Adjust for Sharia constraints



U

RBSA &<

Advisors

Valuation Methods Overview

Approach C: Venture Capital Method

e Project terminal value at exit
e Discount at venture-appropriate rates (20-40%)

e Stage investments with milestone-based valuation
Key Difference from Debt:

e Use equity discount rates (not credit spreads)
e Model probability distributions of outcomes

e No principal guarantee » downside scenarios material

Method 6: Convertible Sukuk Valuation

Convertible sukuk combine bond and equity characteristics, requiring two-component valuation.
Two-Component Formula:
"Convertible Value"="Straight Bond Value"+"Conversion Option Value"

Component 1: Straight Bond Value

e DCF on profit distributions + principal at maturity
e Use appropriate credit-adjusted discount rate

e Represents investment "floor"
Component 2: Equity Option Value
e Black-Scholes model adapted for conversion features

e Keyinputs: current share price, conversion price (typically 15-30% premium), volatility, time to
maturity

e Represents equity upside potential

Pricing Behavior:

Share Price Position Valuation Driver Behaves Like
Well below conversion price Bond floor dominates Fixed income
Near conversion price Both components material Hybrid
Well above conversion price Option value dominates Equity
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Valuation Methods Overview

Method 7: Credit Spread Decomposition

Credit spread analysis quantifies the risk premium above the risk-free rate, with different measurement
approaches depending on data availability.

Spread Measurement Methods:

G-Spread (Government Spread)

e Simple: Sukuk yield minus government benchmark yield
e Quick but imprecise if maturities don't match

e Use: Initial screening
I-Spread (Interpolated Spread)

e Compares to interpolated swap rate matching exact tenor
e More accurate than G-spread

e Use: Standard corporate sukuk

Z-Spread (Zero-Volatility Spread)

e Constant spread across entire government yield curve
e Most sophisticated for standard sukuk

e Use: Valuation reports, audit documentation
OAS (Option-Adjusted Spread)

e Separates credit spread fromm embedded option value
e Uses interest rate models to quantify option component

e Use: Callable sukuk, ATl instruments

Method 8: llliquidity Premium Estimation

Non-tradeable sukuk (Murabaha, Salam) require explicit illiquidity premium estimation as part of fair
value measurement.

Estimation Approaches:

Method A: Bid-Ask Spread Analysis

e Analyze bid-ask spreads on tradeable similar sukuk
e Apply multiplier for complete non-tradeability

e Typical multiplier: 2-3x
Method B: Transaction Volume Analysis

e Compare yields between high-volume and low-volume issues

e |solate liquidity component from credit risk
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Valuation Methods Overview

Method C: Comparable Non-Traded Instruments

e Private placement premiums over public bonds

e Restricted security discounts
Typical llliquidity Premiums:

e Highly tradeable ljarah: 10-25 bps

e Limited liquidity Wakala: 30-60 bps

e llliquid corporate ljarah: 60-100 bps

e Non-tradeable Murabaha: 100-200 bps (theoretical, as rarely marked-to-market)

Method 9: Sensitivity Analysis & Stress Testing

Sensitivity analysis quantifies fair value changes under different market scenarios, essential for risk
management and disclosure.

Key Sensitivity Factors by Structure:

ljarah/Fixed Structures:

e +/-100 bps interest rate shift
e +/-50 bps credit spread movement

e Duration and convexity calculations
AT1 Sukuk:

e  Call probability: 100% vs. 95% vs. 50% vs. 0%
e +/-100 bps spread to benchmark

e Credit rating downgrade scenarios
Musharakah:

e Project revenue: base / +20% upside / -30% downside
e Costoverruns: 0% / +15% / +30%
e Timing delays: on schedule / 6-month delay /12-month delay

Standard Stress Tests:

e Parallel yield curve shift: +/- 100 bps
e Credit spread shock: +100 bps (crisis scenario)
e Liquidity crisis: +50 bps liquidity premium

e Combined scenarios (e.g., rates up + spreads widen)



U

RBSA &<

Advisors

Valuation Method Selection Matrix

Choosing the appropriate valuation method depends on the sukuk structure and available data. The
following table summarizes the valuation approach for different types of Sukuk.

Primary Secondary Fair Value . .
Sukuk Type Method Method Level Key Valuation Driver
. Comparable .
ljarah DCF . Level 2 Credit spread
transactions
Credit
Murabaha ber (holgl— spread Level 3 Theoretical value only
to-maturity) .
analysis
DCF Project
Istisna (forward financing Level 2-3 Construction/completion risk
cash flows) comparables
DS Futures
Salam commodity curve Level 3 Commodity price + counterparty risk
price risk
Private
Musharakah Monte Carlo equity Level 3 Project performance
multiples
Venture
Mudarabah Monte Carlo capital Level 3 Manager performance + losses
method
. Weighted
Portfolio- . -
Wakala based DCF asset Level 2-3 Portfolio composition
approach
. Component- Weighted .
Hybrid based DCF average Level 2-3 Dominant component
Bond Binomial
Convertible Black- Level 2-3 Share price + volatility
model
Scholes
ATI SESEl e Monte Carlo Level 2-3 Call probability assumption
based
Base + greenium
Green structure (-2to -10 Varies Base structure + ESG demand
method bps)
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Fair Value Hierarchy Classification

IFRS 13 requires classification of fair value measurements into a three-level hierarchy based on input
observability:

Level Definition Sukuk Examples Valuation Approach
Quoted prices in active Frequently traded
Level 1 markets for identical sovereign ljarah sukuk Direct market prices
assets with daily pricing

Observable inputs other

than Level 1 brices Corporate ljarah with Comparable
Level 2 P . broker quotes, AT1 with transactions, observable
(PRIl Elircelit comparable pricin credit spreads
spreads, broker quotes) P P g P
) Murabaha (non- Internal DCF models,
Unobservable inputs tradeable),
o o . Monte Carlo,
Level 3 requiring significant Musharakah, private
. unobservable
management judgment placements, complex .
assumptions
structures

Key Considerations for Level 3:

e Document all assumptions thoroughly

e Perform sensitivity analysis on key inputs

e Validate against any available market proxies
e Subject to heightened audit scrutiny

e Require robust governance and approval processes

Pricing Advantage

Research indicates sukuk typically price 11-28 basis points tighter than comparable conventional
bonds. This pricing advantage stems from:

e Constrained Islamic investor base with limited Sharia-compliant alternatives
e Strong demand relative to supply in GCC markets
e Regulatory requirements for Islamic banks to hold Sharia-compliant assets

e Growing ESG investor interest in Islamic finance principles
This pricing advantage is most pronounced for:

e High-quality investment-grade sukuk (AAA to A)
e (GCC sovereign and quasi-sovereign issuers
e Larger issue sizes with better liquidity

e Green sukuk combining Sharia and ESG compliance




Practical Valuation Considerations

Data Challenges:

e Limited secondary market trading data
e Sparse comparable transactions for specialized structures
e Broker quotes may be indicative only

e Rating coverage incomplete for smaller issuers
Audit Requirements:

e Comprehensive documentation of methodology
e Sensitivity analysis on key assumptions

e Market data sourcing and validation procedures
e |ndependent price verification where possible

e Fair value hierarchy classification rationale
Regulatory Compliance:

e |FRS13: Fair Value Measurement
e |FRS 7: Financial Instruments Disclosures
e SAMA/CMA/CBUAE: Jurisdiction-specific guidance

e AAOIFI: Sharia-compliant valuation principles
Best Practices:

e Use multiple methods to triangulate fair value

e Document all material assumptions and judgments
e Update market data and assumptions quarterly

e Perform annual methodology reviews

e Maintain independent validation processes

RBSA
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Key Decision Points for Investors

Successful investing requires a strategy. Before the participant buys, they must know their intent. A
"Hold-to-Maturity" portfolio can safely house a Murabaha, but a "Liquidity" portfolio will be suffocated by
it. The following decision points act as the strategic filter for the participants in the Sukuk market.

When Selecting Sukuk Investments
For Hold-to-Maturity Portfolios:

° Prefer: ljarah, Murabaha, Istisna (SPPI pass » amortised cost)
° Benefit: No mark-to-market volatility, stable reported earnings

e /\ Consider: Liquidity constraints (especially Murabaha)
For Trading/Liquidity Management:

° Prefer: ljarah, Wakala (freely tradeable)
° Benefit: Secondary market liquidity
e /\ Avoid: Murabaha, Salam (non-tradeable)

For Yield Enhancement:

° Consider: AT1 sukuk (150-500 bps premium)
° Benefit: Higher returns for regulatory capital exposure

e /\ Accept: Mandatory FVTPL volatility, extension risk
For ESG Mandates:

° Target: Green sukuk (Sharia + sustainability)
° Benefit: Dual compliance, modest greenium (2-10 bps)
° Growth: 12% of rated sukuk and expanding

Red Flags & Risk Factors

Structure Key Risk Mitigation

Murabaha Infinite illiquidity Only fc?r hold-to-
(non-tradeable) maturity

VI e e G B e No principal Mandatory.FVT_PL, _
guarantee accept equity-like risk
Extension risk Stress-test call

ATl (perpetual) probability
pere assumptions

Hybrid Qomplemty, multiple Thoroggh component
risk sources analysis

Equity dilution +
Convertible conversion
uncertainty

Option valuation
expertise required
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Strategic Decision Framework for Investors

Accept P&L
Volatility
from FVTPL?

YES

{

All Sukuk Types
Including:

« AT1 (yield premium)
« Partnership sukuk

l

Enhanced Risk Monitoring:
- Extension risk (AT1)

+ Project performance

+ Mark-to-market volatility

|
L]

Require
Amortised Cost
Classification?

FVOCI Election

for SPPI-passing sukuk
(Hold-to-collect-and-sell)

Verify Business Model:

+ Hold-to-collect-and-sell
- Liquidity management
« Fair value monitoring

YES

Focus on:
« ljarah Sukuk
- Murabaha Sukuk

(SPPI-passing structures)

Verify Business Model:
- Hold-to-collect intent
« Infrequent sales
« Documentation
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Expected Credit Loss and Hedge
Accounting for Sukuks

Even the most carefully selected portfolio faces two external threats: the credit deterioration of the issuer
(the storm clouds) and the rise of interest rates (the tide). This section details the technical shields—ECL
and Hedge Accounting—that treasurers must deploy to weather these events.

Expected Credit Loss (ECL) provisioning and hedge accounting represent two critical technical areas
where operational execution determines whether sukuk portfolios create earnings stability or become
sources of P&L volatility. For sukuk classified at amortised cost or FVOCl—primarily ljarah and Murabaha
structures—IFRS 9 mandates forward-looking ECL provisions that require estimating probability of
default, loss given default, and exposure at default across three performance stages. Unlike conventional
bonds where decades of default data inform statistical models, sukuk markets present data scarcity
challenges: limited issuer-specific default history, uncertain recovery rates given asset-backing structures,
and staging triggers that depend on subjective assessments of "significant increase in credit risk." A Saudi
corporate ljarah sukuk rated BBB might warrant 12-month ECL of 15-25 bps in Stage 1, but if credit spreads
widen by 150 bps and the issuer's outlook deteriorates, determining whether to stage-transfer requires
judgment that auditors will scrutinize intensely.

Hedge accounting provides the mechanism to reduce interest rate risk exposure from large sukuk
portfolios without suffering mark-to-market volatility in earnings. An Islamic bank holding SAR 5 billion in
fixed-rate ljarah sukuk faces substantial fair value decline if Saudi yields rise 100 bps—but if classified at
amortised cost, that unrealized loss never hits P&L. However, the economic interest rate risk remains,
potentially creating regulatory capital concerns or asset-liability mismatches. Fair value hedge accounting
allows the bank to designate profit rate swaps consistently as hedging instruments, bringing both the
sukuk's fair value changes and the swap's offsetting movements into P&L simultaneously, achieving
natural offset while maintaining amortised cost classification for the underlying sukuk position. This
section provides the technical frameworks for both ECL calculation and hedge accounting qualification,
addressing the practical challenges treasury teams face in implementing these standards for sukuk
portfolios.t

ECL Three-Stage Model for Sukuk

Expected Credit Loss (ECL) provisioning applies to sukuk classified at amortised cost or FVOCI with
recycling—primarily ljarah and Murabaha sukuk.

Lifetime ECL
(greef::jtlltr/r;zagpeg) | # +Interest on net amount
P - (gross — ECL)
T+ Underperforming
- (Watch List) P~ Lifetime ECL
., Losses from defaults
1 Month ECL over remaining life
_ -Mon

“—— s Losses from defaults

in next 12 months

Figure 2: IFRS 9 three-stage ECL model
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Expected Credit Loss and Hedge
Accounting for Sukuks

ECL Calculation Formula

ECL Formula:
ECL = PD xLGD xEAD xDF

Where:
e PD = Probability of Default (12-month for Stage 1, lifetime for Stage 2/3)
e LGD = Loss Given Default (typically 40-60% for senior sukuk)

e EAD = Exposure at Default (outstanding principal + accrued profit)

e DF = Discount Factor (effective profit rate)

Sukuk-Specific ECL Considerations:

Parameter Sukuk-Specific Consideration
PD Use issuer credit rating; limited sukuk-specific default data
LGD Consider asset-backing (ljarah assets may improve recovery)
EAD Include accrued rental/profit distributions
Staging Monitor issuer credit rating changes for SICR triggers

i
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Hedge accounting enables entities to reduce P&L volatility from sukuk portfolios when qualifying criteria are
met. The following diagram illustrates Hedge accounting approaches for sukuk portfolios under IFRS 9

HEDGE ACCOUNTING FOR

P
¥

FAIR VALUE HEDGE

Fixed-Rate Sukuk

Y

 J
CASH FLOW HEDGE
Floating-Rate Sukuk

T
Hedging Instrument:
Profit Rate Swap
(Receive Fixed, Pay Floating)

« Sukuk adjusts for hedged risk
« Swap marks to market in P&L
« Net offset reduces volatility

Accounting:

Figure 3: Hedge accounting approaches for sukuk portfolios

Aspect

Hedged Item

Hedged Risk

Hedging Instrument

Sukuk Adjustment

OCI Impact

P&L Impact

Fair Value Hedge

Fixed-rate sukuk

Fair value changes due
to profit rates

Receive fixed/pay
floating swap

Yes (for hedged risk)

None

Net offset

Hedging Instrument:
Profit Rate Swap
(Pay Floating, Receive

L

- Accounting:

- Effective portion to OCI
- Reclassify when cash flows
affect P&L

Fixed) « Locks in future cash flows

Cash Flow Hedge

Floating-rate sukuk

Variability in future cash flows

Pay floating/receive fixed swap

No

Effective portion deferred

Reclassified when cash flows occur

Hedge accounting is generally not feasible for partnership-based sukuk (Musharakah/Mudarabah) due to
variability of underlying returns, which prevents designation as hedged items under IFRS 9."

24
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IFRS 9 Implementation Checklist

The gap between theory and practice is closed by execution. This checklist is an operational roadmap for
the participants in the Sukuk market to ensure that every instrument is correctly tagged, valued, and
defended before the external auditors arrive.

SPPI Test Application to Sukuk Structures

The SPPI test, prescribed in IFRS 9, determines whether contractual cash flows are consistent with a basic
lending arrangement. For sukuk, this requires analyzing whether cash flows represent solely payments of
principal and interest, where:

e Principal = The fair value of the financial asset at initial recognition

e Interest = Consideration for time value of money and credit risk (plus profit margin and
servicing costs consistent with a basic lending arrangement)

Sukuk Type SPPI Result Key Rationale

Fixed rental payments +
principal repayment at
maturity resemble
conventional bond cash flows

ljarah PASS

Fixed cost-plus payments
Murabaha PASS represent principal and profit
(interest equivalent)

Construction payments

Istisna PASS followed by predictable returns
Forward price differential

SEIEGT FREE functions as interest equivalent

Musharakah X FAIL Variable prqﬂt/lgss sharing
creates equity-like cash flows

o .

Mudarabah X FAIL 100/9 Ioss_equsure_: to ;apltal
provider = equity-like risk

AT1 Sukuk X FAIL Perpetu.al +_d|scre.t|onar.y + loss
absorption = multiple failures
Equity conversion feature

Convertible X FAIL introduces non-basic cash
flows

Wakala /A CONDITIONAL Depends on fee structure and

portfolio composition

These must be kept in mind when dealing with Sukuks.

Given below, we are providing a checklist for various departments, which they need to keep in mind, while
dealing with Sukuk. 25 {
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IFRS 9 Implementation Checklist

For Treasury Teams

Initial Classification (at Purchase):

1. Conduct structure-specific SPPI test
o Review cash flow terms for equity-like features

o Verify no discretionary payment provisions

o Assess whether contractual terms provide for return of principal
consistent with a basic lending arrangement"

2. Document business model intent
o Hold to collect vs. hold and sell vs. trading

o Maintain consistency with portfolio management approach

3. Determine appropriate classification
o Amortised cost, FVOCI, or FVTPL

o Consider FVOCI election for liquidity flexibility
Ongoing Management: 4. Monitor for business model changes

e Document any portfolio strategy shifts

e Reassess classification if sales exceed thresholds

5. Implement ECL provisioning (for amortised cost/FVOCI)
o Stage 1:12-month ECL

o Stage 2: Lifetime ECL (SICR trigger)
o Stage 3: Lifetime ECL (credit-impaired)

6. Consider hedge accounting
o For large fixed-rate ljarah portfolios

o Profit rate swaps to hedge interest rate risk
o Requires formal documentation and effectiveness testing

Audit Defense Package

Essential documentation for external audits:

o SPPI assessment memo (structure-by-structure)
° Business model policy and supporting evidence
° Fair value methodology (discount rate build-up)
° ECL model documentation (PD, LGD, EAD parameters)

° Hedge accounting effectiveness testing (if applicable)
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Market Outlook & Strategic Considerations

Where is this market heading? The numbers point to a future where Sukuk are not just a regional
preference but a global asset class. The "Greenium" for sustainable sukuk and the rise of AT1 issuance
suggest the market is maturing, creating strategic opportunities for those prepared to act.

Growth Projections

Metric Current (2025) Projection (2029-2033)
Outstanding Sukuk $1+ Trillion $2.5-4 Trillion
Annual Issuance $190-200 Billion Continued growth
Sustainable Sukuk 12% of rated Significant expansion
Saudi Bank Subordinated Limited $10 Billion (2026E)

Strategic Opportunities

For International Investors:

e GCCexposure increasingly requires sukuk market knowledge
e Pricing advantage (11-28 bps) vs. conventional bonds
e No material rated sukuk defaults reported (2024-25) demonstrates credit quality.

e Growing secondary market liquidity in major structures

For Islamic Financial Institutions:

e Regulatory pressure to hold Sharia-compliant assets
e Limited investment universe creates pricing power
e ATl sukuk solving Basel Il capital requirements

e Green sukuk aligning Islamic finance with ESG mandates

For Issuers:

e Access to constrained Islamic investor base (pricing advantage)
e Diversification from conventional bond markets
e ESG credentials through green sukuk structures

e ATl sukuk for efficient regulatory capital raising
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How RBSA Advisors Can Help

The participants do not have to navigate this landscape alone. At RBSA Advisors, we sit at the unique
intersection of Quantitative Finance and Sharia Structure. We don't just calculate numbers; we provide the
strategic defense and operational frameworks that keep participants’ treasuries resilient and compliant.

Our Sukuk Advisory Services

Service Area Deliverables

DCF models, Monte Carlo simulation, fair value hierarchy

Sukuk Valuation . . .
documentation, sensitivity analysis

SPPI testing frameworks, business model assessment,

AR R T ) classification memos, audit defense packages

Model development, PD/LGD/EAD estimation, staging

ECL Provisioning analysis, SICR frameworks

Feasibility assessment, IFRS 9 documentation,

Hedge Accountin ) . .
9 9 effectiveness testing, fair value measurement

SAMA/CMA/CBUAE compliance, regulatory capital

Regulatory Advisory optimization, dual-reporting alignment

Our Expertise

Quantitative Finance Foundation:

e Derivatives valuation (Asian options, forward-start options, Monte Carlo models)
e Complex financial instrument classification under IAS 32/IFRS 9

e Fair value measurement (Level 3 valuations, discount rate estimation)

e ECL model development and IFRS 9 implementation

e Hedge accounting (50+ engagements across banking and corporate clients)
GCC Market Knowledge:

e Offices in Riyadh, Dubai, and Abu Dhabi
e Active engagements with major GCC financial institutions
e Understanding of SAMA, CMA, and CBUAE regulatory requirements

e Coordination with Sharia boards for compliant hedging strategies
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How RBSA Advisors Can Help

Key Takeaways

Critical Success Factors
1. Structural Classification Matters: The difference between SPPI pass and fail determines P&L
volatility

2. Tradability Drives Liquidity: Murabaha's non-tradeable nature requires hold-to-maturity intent

3. ATI1 Complexity Requires Expertise:Extension risk and call probability assumptions can create 10-15%
valuation swings under stressed scenarios"

4. Business Model Documentation is Essential: Audit scrutiny demands robust evidence
supporting classification choices

5. Fair Value Hierarchy Impacts Audit:Level 3 measurements require significant judgment
documentation

Common Pitfalls to Avoid

X Assuming all sukuk are equivalent to conventional bonds

X Classifying Musharakah/Mudarabah at amortised cost (SPPI failure)

X Purchasing Murabaha without hold-to-maturity capability

X Underestimating AT1 extension risk with overly optimistic call assumptions

X Insufficient documentation for business model and SPPI assessments

Success Factors

Conduct structure-specific SPPI analysis before investment
Match structures to portfolio business model (hold vs. trade)
Accept FVTPL volatility for ATl and partnership sukuk

Consider hedge accounting for large fixed-rate ljarah portfolios

Build robust valuation and classification documentation

Contact Us
Office Contact Email
Saudi Arabia Nikhil Pandey nikhil.pandey@rbsa.in
Saudi Arabia Nitin Mukhi nitin.mukhi@rbsa.in
Dubai Bhavik Vora bhavik.vora@rbsa.in
Ionftzii:e()Head Ravishu Shah ravishu@rbsa.in
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Appendix A: Glossary of Abbreviations
Abbreviation Definition
Accounting and Auditing Organization for Islamic Financial
AAOCIFI Institutions
AC Amortised Cost
AED United Arab Emirates Dirham
AT1 Additional Tier 1 (Capital)
bps Basis Points (1 bps = 0.01%)
CBUAE Central Bank of the United Arab Emirates
CCyB Countercyclical Capital Buffer
CET1 Common Equity Tier 1
CMA Capital Market Authority (Saudi Arabia)
DCF Discounted Cash Flow
DCM Debt Capital Market
DF Discount Factor
DFM Dubai Financial Market
DIB Dubai Islamic Bank
DPD Days Past Due
EAD Exposure at Default
ECL Expected Credit Loss




U

RBSA &<

Advisors

Appendix A: Glossary of Abbreviations

Abbreviation

EIBOR

EM

EMBI

EPC

ESG

FAS

FV

FVOCI

FVTE

FVTIS

FVTPL

GCC

HTM

IAS

IASB

ICMA

Definition

Emirates Interbank Offered Rate

Emerging Market

Emerging Markets Bond Index

Engineering, Procurement, and Construction

Environmental, Social, and Governance

Financial Accounting Standard (AAOIFI)

Fair Value

Fair Value through Other Comprehensive Income

Fair Value through Equity (AAOIFI)

Fair Value through Income Statement (AAOIFI)

Fair Value through Profit or Loss

Gulf Cooperation Council

Hold to Maturity

International Accounting Standard

International Accounting Standards Board

International Capital Market Association
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Appendix A: Glossary of Abbreviations

IFSB

IFRS

IIFM

IRR

IsDB

ISM

KPI

LGD

LIBOR

LME

LSE

LSEG

MENA

MYR

NC5

NDMC

Abbreviation

Definition

Islamic Financial Services Board

International Financial Reporting Standards

International Islamic Financial Market

Internal Rate of Return

Islamic Development Bank

International Securities Market (London Stock
Exchange)

Key Performance Indicator

Loss Given Default

London Interbank Offered Rate

London Metal Exchange

London Stock Exchange

London Stock Exchange Group

Middle East and North Africa

Malaysian Ringgit

Non-Call 5 Years

National Debt Management Center (Saudi Arabia)
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Appendix A: Glossary of Abbreviations

Abbreviation

OAS

OocCl

P&L

PD

PV

SAIBOR

SAMA

SAR

SICR

SOFR

SPPI

SPV

SS

UAE

uUsD

YoY

YTC

YTM

YTW

Definition
Option-Adjusted Spread
Other Comprehensive Income
Profit and Loss
Probability of Default
Present Value
Saudi Arabia Interbank Offered Rate
Saudi Arabian Monetary Authority (Saudi Central Bank)
Saudi Arabian Riyal
Significant Increase in Credit Risk
Secured Overnight Financing Rate
Solely Payments of Principal and Interest
Special Purpose Vehicle
Sharia Standard (AAOQIFI)
United Arab Emirates
United States Dollar
Year-over-Year
Yield to Call
Yield to Maturity

Yield to Worst
33 <
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Appendix B: Arabic/Islamic Finance Terms

Term

Gharar

ljarah

ljarah Mawsufah fil-Dhimmah

Istisna

Istithmar

Mudarabah

Mudarib

Murabaha

Musharakah

Rab al-Mal

Riba

Salam

Sharia

Shuf'ah

Sukuk

Definition

Excessive uncertainty or ambiguity in contracts
(prohibited in Islamic finance)

Lease contract where the lessor retains ownership while
transferring usufruct

Forward lease for assets not yet in existence

Manufacturing or construction contract for assets to be
made

Investment

Profit-sharing partnership where one party provides
capital and the other provides management

The managing partner in a Mudarabah who provides
expertise rather than capital

Cost-plus sale where seller discloses cost and adds
agreed profit margin

Joint venture partnership with profit/loss sharing

Capital-providing partner in a Mudarabah partnership

Interest or usury (prohibited in Islamic finance)

Forward sale with full advance payment for future
delivery

Islamic law derived from the Quran and Sunnah

Pre-emptive right giving existing partners first right to
purchase

Islamic investment certificates representing ownership
in underlying assets
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Appendix B: Arabic/Islamic Finance Terms

Abbreviation

Takaful

Tawarruq

Usufruct

Wa'ad

Wakala

Wakil

© 2026 RBSA Advisors. All rights reserved.

Definition

Islamic insurance based on mutual cooperation and risk-
sharing

Monetization arrangement using Commodity Murabaha

Right to use and derive benefit from property belonging
to another

Unilateral promise creating moral/legal obligation to
perform

Agency contract where one party acts on behalf of
another

Agent in a Wakala arrangement

This document provides technical guidance on sukuk structures, valuation methodologies, and IFRS 9
accounting treatment based on current standards and market practice. It is intended for informational
purposes and does not constitute financial, legal, Sharia, or tax advice. Readers should consult with
qualified professionals regarding their specific circumstances. RBSA Advisors makes no representations or
warranties regarding the accuracy or completeness of the information contained herein.
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INDIA

Corporate Office — Mumbai
Unit 1081 & 1082, 8th Floor
Building No:10,

Solitaire Corporate Park,
Guru Hargovindji Road,
Chakala, Andheri East,
Mumbai - 400 093, INDIA

Tel: +9122 6130 6000

Bengaluru Office

Unit No.104, =t Floor,
Sufiya Elite#18,
Cunningham Road,

Near Sigma Mall,
Bengaluru - 560 052, INDIA
M:  +9197435 50600

Tel: +9180 4112 8593

UNITED ARAB EMIRATES
Dubai Office

2001-01, Level 20,

48 Burj Gate Tower,
Downtown, Sheikh Zayed Road,
PO Box 29734, Dubai, UAE

M:  +97152 382 2367, +97152 617 3699

Tel: +9714 518 2608
Email: dubai@rbsa.in

SAUDI ARABIA
Riyadh Office

2nd Floor, 8006 King Fahd Branch Rd,

Al Mohammadiyyah,
Riyadh 12363, Saudi Arabia
M: +966 53 856 2718

Email: ksa@rbsa.in

Affiliates:  Australia

China

Head Office - Ahmedabad
912, Venus Atlantis Corporate Park,

Anand Nagar Road, Prahladnagar,
Ahmedabad - 380 015, INDIA
Tel: +9179 4050 6000

Hyderabad Office
6-3-248/B/1,

4t Floor, Dhruv Arcade,
Road Number 1, Banjara Hills,
Lane opp. Kotak Bank,
Hyderabad — 500 034, INDIA
M: +01 90526 60300

Abu Dhabi Office

Unit No. 19, Floor 01,

Remah Tower, Zayed The First Street,
Al Hosn, P O Box 44622, Abu Dhabi, UAE
Email: abudhabi@rbsa.in

M: +971 52 382 2367
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Delhi NCR Office

6th Floor, Tower A, Building No. 7,
DLF Cyber Greens, DLF Cyber City,
Phase 2, Sector 24,

Gurugram - 122002, INDIA

M: +9185880 50175

ASEAN

Singapore Office

6001 Beach Road,

#22-01 Golden Mile Tower,
Singapore - 199589

Email: singapore@rbsa.in
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