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Abstract Shariah financial products is currently developing in Indonesia, one of them is Sukuk which is the instrument of
long-term securities letter based on the Islamic principles given by the issuer to the holders of Islamic bonds. The objective of
these study is to describe about sukuk and the development in Indonesia using descriptive analysis methode. Sukuk
instruments that have been widely traded in Indonesia until now are sukuk Ijarah and Mudharabah. The difference between
the two lies in the distribution of rewards in the form of fees for Sukuk Ijarah and principles of dividing the results to Sukuk
Mudharabah. There are risks embedded in sukuk instruments such as systematic risk and idiosyncratic risk. These risks are
associated with the type and schemes of various sukuk. Currently, the reasonable price reasonable assessment of sukuk is still
using valuation models such as the assessment of conventional bonds. This concept is the basis for the authors in conducting

further research on the design process forreasonable pricing model Sukuk Ijarah and Mudharabah.
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1. Introduction

The Development of Capital Markets, Conventional
Bonds and Sukuk in Indonesia

Capital Market is the market for various long-term
financial instruments that can be traded, such as debt (bond),
equities (stock), mutual funds, derivative instrument and
other instruments. According to the Capital Market Law No.
8, 1995, the capital market is defined as an activity
concerned with the Public Offering and Securities Trading,
Public Company relating to the Securities it produces, as
well as institutions and professions related to Securities. The
capital market is a means of financing for companies and
other institutions (eg, government), and as a means for
investing activities. Thus, capital market provides facilities
and infrastructures for various trading activities and other
related activities. Financial instruments that are traded in a
capital market are long term instruments (over a period of 1
year) such as stocks, bonds, warrants, rights, mutual funds,
and various derivative instruments such as options, futures,
and others [1].

The development of capital markets in Indonesia has
increased. It is characterized by the rising of the Composite
Index from year to year and the average daily trading on the
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Indonesia Stock Exchange is shown in figure 1.

One of the financial instruments that have been
developing at the moment is Bond. Bond is one of the
financial instruments in the form of long-term debt
instruments published by the company with the purpose of
getting funds. According to [2], bonds are securities that are
favored because the publishing cost is less expensive
compared to issue shares, besides it also has taxshield effect
for the company. The development of bond products in
Indonesia is increasing every year. This can be seen in Table
1.

Table 1 shows that the development of capitalization
bonds of both government and corporate bonds has increased.
This shows the increasing interest of the issuer to issue bonds
as an alternative companies financing as well as the
increasing number of investors that are interested in buying
the securities bond seen from the increasing frequency of
transactions in the Indonesia Stock Exchange on such
securities.

In Indonesia there are various forms of bonds, including
bonds issued by the government, known as Government
Securities (SUN), corporate bonds, as well as Shariah bonds
(sukuk), which is one of the Islamic financial market
products.

Currently the development of the Islamic financial market
has increased. It is marked by the increasing variety of
Islamic financial instruments in both the financial
institutions and capital markets. The evolution of the Islamic
financial market can be seen in Table 2.
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Figure 1. IHSG Movement and Daily Average Stock Trading Januari 2006 — 3 Januari 2014. Sumber: Capital Market Statistic, Otoritas Jasa keuangan,
2014
Table 1. Bond’s Trading in Indonesia Stock Market
Obligasi Obligasi
Periode SUN Volume Frekuensi Korporasi V(E;;lme Frekuensi Hari Total volume Frekuensi
outstanding | (Rp Milyar) outstanding Mil gr) Bursa (Rp Milyar)
(Rp Milyar) (Rp Milyar) Y
2007 475,577.78 1,245,466.56 55,829 84,553.03 69,611.92 15,594 246 1,315,078.48 71,423
2008 525,694.73 939,202.40 50,409 72,979.44 53,727.67 12,306 245 992,930.06 62,715
2009 574,658.87 780,237.13 52,674 88,329.59 39,419.95 9,833 242 819,657.08 62,507
2010 641,214.62 1,685,037.10 94,569 115,347.66 103,771.20 17,272 248 1,605,465.51 100,489
2011 723,605.80 1,963,761.39 106,910 141,411.90 126,548.71 17,990 247 2,090,310.10 124,900
2012 825,251.23 1,995,878.05 135,806 179,211.40 160,117.93 25,301 245 2,155,995.98 161,107
2013 924,028.90 1,570,287.57 96,261 211,796.40 156,834.71 18,050 208 1,727,122.28 114,311
Source: Capital Market Statistic, Otoritas Jasa keuangan, 2014.
Table 2. The Evolution of Syaria Financial Market
1970’s Born 1980’s Developing 1990’s Growing 2000’s Mature

® The number of
institution is still
limited
® Shariah commercial
banks
Product

® Shariah commercial
banks product

Area

® Middle East

® The number of Shariah
financial institution is increasing

® The area is spreading to ASIA

® Introduction of new product

® Shariah commercial banks

® Takaful company

® Shariah investment

Product

® Shariah commercial bank product
® Takaful
® Project financing and syndication

Area

® Middle East , Asia Pacific

® Growth rate increase

® Expansion to retail-based bank

® Further development on products
and services

® Syariah commercial bank

® Tafakul Company

® Shariah investment

® Broker/dealer

Product

® Shariah commercial bank product

® Tafakul; project financing and
syndication

® Mutual funds; Sukuk

® Shariah stock

® Shariah stock broker

Area

® Middle East
® Asia Pacific

® Internationalization growth
acceleration

® Syariah commercial bank

® Tafakul Company

® Shariah investment

® Broker/dealer

©® Asset management company

Product

® Shariah commercial bank product

® Tafakul; project financing and
syndication

® Mutual funds; Sukuk

® Shariah stock

® Shariah stock broker

Area

©® Middle East, Asia Pacific,
Europa/America

Source: Hasan F (2010)
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One of the Islamic financial products is currently being
developed and introduced in the Indonesian capital market. It
is bond shariah (sukuk). Sukuk is derived from the Arabic,

which is S , the plural from of ‘iL'" is an Arabic
term that can be interpreted as certificate [3]. From Figure
1.2, sukuk began to develop in 1990s in Middle East and
Asia Pacific. But in Indonesia, sukuk began developing in
2002.

According to [4], "Shariah Bond is a long-term securities
based on the Shariah principles that is given by the Issuer to
the holders of Shariah bond that obligates the issuer to pay
income to the holders of Shariah bond form results / margins
/ fees, as well as to pay back the bond fund at due". In issuing
sukuk, several requirements must be met, ie the main activity
(core business) are halal, and not in contrast to the substance
of the National Shariah Council Law.

In Indonesia, the legal protection on which the sukuk

issuance is based in Law No. 19 of 2008 on Islamic securities.

Based on the development, the search for the legal basis form
of the legal protection about shariah securities had a long
process, ie since 2003 when the National Islamic Council of
Indonesian Ulama Council voiced sukuk issuance to capture
investment opportunities as well as the economic
development of shariah in Indonesia. In 2005, National
Islamic Council of Indonesian Ulama Council proposed that
the government immediately issued a law on Islamic
securities, the act has been a success by the issuance of Law

No. 19 of 2008.

The Accounting and Auditing Organization of Islamic
Financial Institutions (AAOIFI) defines sukuk as certificates
of equal value that functions asnon-distributed evidence of
ownership of an asset, the right to benefits and services, or
ownership of a particular project or investment activities.
Issuance of investment instruments can be seen as a new
innovation in the Islamic finance as one of the answers to the
prohibition of usury, and selling in Islam is permitted (Surah
Albagarah: 275) [5].

The development of sukuk issuance in Indonesia is
increasing even more. This is shown in Figure 3. While the
amount of the total value and number of sukuk emission and
sukuk outstanding can be seen in Table 3.

2. The Trading of Sukuk in Secondary
Market, Indonesia Stock Exchange

Table 4 shows that the development of sukuk in Indonesia
is increasing as indicated by the increasing number of sukuk
issuance. This condition is different from the development of
the volume and frequency of transactions in the secondary
market trading of sukuk as total of sukuk traded by investors
in the capital market is decreasing. An example is the
transaction of corporate sukuk in Indonesia in 2010 which is
shown in Figure 4.

Table 3. Total Value, Issuance of Sukuk and Sukuk Outstanding

Year Issued Sukuk Outstanding sukuk
Total Value (billion) Total Quantity Total Value (billion) Total Quantity
2002 175 1 175 1
2003 740 6 740 6
2004 1424 13 1394 13
2005 2009 16 1979.,4 16
2006 2282 17 2179,4 17
2007 3174 21 3029,4 20
2008 5498 29 4958,4 24
2009 7015 43 5621,4 30
2010 7815 47 6121 32
2011 7915,4 48 5876 31
2012 9790,4 54 6883 32
2013 11994,4 64 7553 36
2014 11994,4 64 7260 35
11994.,4 64 7260 35
11994,4 64 7194 34
11994.,4 64 7058 33
119944 64 6358 29
122944 65 6958 33
122944 65 6958 33
122944 65 6958 33

Source: http://www.ojk.go.id/statistik-sukuk-agustus-2014
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Figure 3. The Issuance Development of Sukuk in Indonesia. Source: http://www.ojk.go.id/statistik-sukuk-agustus-2014

Table 4. The Differences between Sukuk Mudharabah, Ijarah Sukuk, and Conventional Bond

Distinguishing variable Sukuk Mudharabah Sukuk Ijarah Conventional Bonds
Contract (transaction) Mud.harabah / Profit Ijarah / lease No
sharing

Type of Transaction

Uncertainty Contract

Certainty Contract

Nature of Instrument

Ownershipcertificate of an
asset

Ownership certificate of an
asset

Acknowledgement of
Debt Instruments

Publisher

Governments, corporations

Governments, corporations

Governments, corporations

Offer Price

100%

100%

100%

Coupons / income

Revenue/ Profit sharing

Remuneration / fee

Interest / usury

Period of time

Short-Medium

Short-Medium

Medium-length

Returns

Indicative based on

revenue / income

Predetermined

Float / fixed

Underlying asset object
agreement

Important

Important

No need to

Type of investors

Shariah / conventional

Shariah / conventional

Shariah / conventional

Outcome Halal Halal Haram
Law Maslahat world and the Maslahat world and the Madharat
hereafter hereafter
Price Market Price Market Price Market Price
Use of Results Publishing According to the Shariah Accordingto the Shariah Free
Source: [5]
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Figure 4. The Trading Transaction of Corporate Sukuk. Source: PLTE, Hasan F (2010)
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According to [6], the value of corporate sukuk trading in
the secondary market is very small compared to corporate
bonds which is: Rp.8 4 billion/day vs. Rp353,1 billion/day.
Corporate sukukis traded only 3 times/day compared to the
corporate bonds which is 58 times/day.

Based on the results of [7], there are several factors that
influence it, the factors are: first, the limited issuance of
corporate sukuk in Indonesia, either from the aspect of the
amount, tenor and type of contract variations. Secondly, the
investor has a lack of understanding about the corporate
sukuk trading in the secondary market. Thirdly, the issuance
of corporate sukukis offered non-retail to the society but
limited to the institution investor or individual with relatively
big nominal value, although some existed regulations have
facilitated enough to serve as a cornerstone in the corporate
sukuk publishing retail. Fourth, the majority of sukuk
investor characters are local institutional investors such as
Insurance Companies, Pension Funds and structured mutual

funds that have a tendency in buying to be kept until due time.

(hold to maturity).

3. The Differences between Sukuk and
Conventional Bonds

Sukuk can be issued by using the principle of
Mudharabah, Musharaka, Ijarah, Istisna", Salam, and
Murabaha. But among the principles of these bonds the most
widely used is sukuk with the instruments of Mudharabah
principles and Ijarah [8].

According to [9], Shariah Mudharabah Bond is the
Islamic bonds, which use Mudharabah and also in line with
the substance of the National Islamic Council Fatwa
Indonesian Ulama Council 7/DSN-MUI/IV /2002 on the
Mudharabah financing. In other words, the term
Mudharabah Islamic bonds contract is defined as the
issuance of a letter of cooperation to run a business based on
the principle of profit sharing (profit and loss sharing). The
ratio of revenue sharing (ratio) can be determined based on
the components of income (revenue sharing) or gain (profit
sharing). Ratio can be determined as constant, increased or
decreased by taking into account the earnings, but has been
set at the beginning of the contract [3].

Sukuk [jarah is an Islamic bond using Jjarah contract.
Ljarah is a contract to use the benefits of a good or service
with a reward. This means that the lessor would entitle the
other party to use the objects, but the tenant has the
obligation to provide compensation in accordance with the
agreement. In [jarah contract basically there is a transfer of
temporary benefits, but without any transfer of ownership.
Regulation of Sukuk [jarah is contained in Fatwa Indonesian
Ulama Council No. 41/DSN-MUI/111/2004 about the special
regulation of Islamic bonds [3].

There is a basic difference among sukuk with
conventional bonds. The difference lies in the determination
of interest on the amount of conventional bonds specified in
the initial transaction. While sukuk use the concept of reward
and profit sharing instead of interest, the existence of a
transaction support in the form of a certain number of assets
on which the sukuk issuance, and any contract or agreement
between the parties which is based on the principles of
shariah [5]. The difference between Mudharabah sukuk,
jjarasukuk, and conventional bond can be seen in Table 4.

Issuance of sukuk investment instruments can be seen as a
new innovation in the Islamic finance and one of the answers
to the prohibition of usury, and that trading is permitted in
Islam (Qur'an. Albaqarah: 275). Sukuk is not a debt
instrument with interest (usury), like the bond commonly
known as conventional finance, but as an investment
instrument. Sukuk isued by an underlying assets Islamic
principles that are obvious [5].

4. The Scheme of Sukuk Mudharabah
and Ijarah

Sukuk Mudharabah and ljarah are divided into several
schemes. This set of Sukuk scheme contains chemes or
structures of sukuk that have ever issued in Indonesia. Based
on the identification of [7] there are 19 (nineteen) sukuk
structure, which consists of 7 (seven) structure for sukuk
Mudharabah and 12 (twelve) ijarasukuk structures. Sukuk
structures are arranged according to the condition of each
issuer by using the best possible contract to be applied at the
time of publication and have been discussed with those who
understand the principles of sharia in the capital market. In
general, Mudharabah sukuk schemes can be seen in Figure 5
and Figure 6. While the overall sukuk schemes can be seen in
appendix 1.

Specification:

1. The increase in earning assets/development of
Islamic finance/ business financing (production
contract).

2. Revenue margin

* Activity in the form of murabahah financing,
conventional activities, business activities
(production of the issuer), a project funded by sukuk.

* Revenue in the form of gross profit, contract sales
subsidiary, revenue margins

Specification:

*%% jjarah object used as the underlying in the issuance of
sukuk is fixed assets (eg ships, electrical networks,
land, machinery, buildings, circuits, vehicles,
business spaces, engine power plants,) or services
(contract/ purchase agreement , transport services).
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Figure 6. The Scheme of Sukuk Ijarah. Source: [7] Processed
5. Risk of Sukuk market interest rates, the bond's value would be lower [12].
. . . According to [12], sukuk are not directly related to the
There are risks embedded in sukuk investment

instruments such as systematic risk and idiosyncratic risk.
Systematic risk includes interest rate risk, exchange rate risk,
equity value risk and commodity value risk. Idiosyncratic
risk encompasses such factors like credit risk, Shariah
compliance risk, operational risk and institutional risk
Heffernan in [10].

According to [11], the risk on conventional bonds and
sukuk, are: business risk/ financial risk, risk of recall,
liquidity risk, interest rate risk, inflation risk, exchange rate
risk, price risk, risk of non-compliance with the principle
shariah, operational risks and legal risks.

5.1. Systematic Risk
a. Interest rate risk

Sukuk Ijarah provides a fixed fee payment in each period
so that the price of the sukuk may be affected by the level of
interest rates prevailing in the market as a reference for the
investors in determining sukuk yield. The higher the level of

fluctuations in benchmark interest rates, such as LIBOR
market return.

According to [10], if the market interest rate is greater than
a fixed sukuk payment rate, then the value of sukuk will
decrease, and vice versa.

b. Exchange Rate Risk
Exchange rate risk can affect sukuk if the issuance is using

foreign currency so that the relative changes in exchange
rates may affect the price of sukuk.

c. Risk Value Commodities

According to [10], the price risk associated with the price
of the underlying asset that can be depreciated faster than the
market price. Keeping up with it is one important factor in
the sukuk price assessment process, especially sukuk fjarah.
This risk is associated with the risk of asset impairment.

5.2. Idiosyncratic Risk
a. Credit Risk
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Credit risk factor is associated with failure in paying of the
fee/profit sharing based on the income levels and corporate
profits. Risk factors can be seen through the bond rating.
Bond rating indicates the level of risk or safety of a bond so
that it can provide a signal about the company's liquidity to
pay profits to the sukuk holders. The higher the rank, the
more protected the company is from the credit risk.

b. Shariah compliance risk

Syari’a compliance risk is associated with failure to follow
the Islamic principles. The Supervising Body should always
ensure that the standard, regulations and rules are consistent
with Islamic financial system to reduce this risk [13]. If the
system is not in accordance with the shariah, the sukuk
agreement can be canceled [10].

c. Operational Risk

Operational risks includes the failure in paying risk, the
risk of coupon payments, the specific risks of the SPV and
the specific risk of the investor. The bond rating indicates the
level of the operational risk of company that issue ssukuk.

6. Establishing the Sukuk Fair Market
Value

The fair market value of conventional bonds and sukuk in
Indonesia are determined by the Impact Assessment Price
Board, PT. Indonesia Stock Price Rating which was
established in late 2007. In establishing the fair market price,
PT. Indonesia Stock Price Rating uses a method that has
been recognized by other impact assessment price boards.

Based on the study results of [7], PT. Indonesia Stock
Price Rating used the same method in terms of assessing the
fair market value both for conventional bonds and sukuk.
The assessment methodology that is conducted by the PT.
Indonesia Stock Price Rating is not based on a particular type
of effect, but based on the nature of the cash flows of these
securities that are calculated on the time the investor receives
an income from interest//jarah fee/profit sharing periodically
before accepting the principal amount at the end of the
validity period of these securities.

6.1. Establishing the Fair Value of Sukuk Ijarah

Based on the results of [7], the establishment of fair value
of sukuk are based on several assumptions, they are: periodic
payment of rental costs, the repurchase price, costs that are
related to expenses used during sukuk period of the assets
and transaction costs at the time of bond issuance in capital
markets, the fee given to the SPV at the beginning of the
contract. By paying attention to these assumptions, the fair
value of Sukuk Jjarah is as follows:

T
. . L Pr
ijarah price = Z AT + aT7 + Poa
_9
(14r)t

+S+ ¥,

Specification:

L = Fee /rental cost

Pt = the repurchase value of assets

Po = the assets price given by the borrower

a = Fee Percentage Value for SPV

o = Cost of operations (Maintenance and Insurance)

Currently, the stock market does not take into account the
variable volatility of the asset and transaction costs so that
they are likely to follow the model of conventional bonds.

In the assessment model there are additional elements at
the beginning of the contract fee (fee to the SPV or
investment bank), maintenance and insurance costs while the
contracts is in progress and using London Interbank Offered
Rate (LIBOR) /Singapore Interbank Offered Rate (SIBOR)
as the basis in determining the fee /rental cost.

6.2. Establishing the Fair Value of Sukuk Mudharabah
The establishment of the fair value Mudharabah sukuk is

as follows [7]:

Pr

+ )7

T
. Iy
Mudharabah price = ; A+ + a

Specification:

It = the yield based on project profits of each period.
Pt = capital which is returned at due

On the pricing of sukuk Mudharabah, the yield levels rate
depends on the cash flow that is generated during the project.
Therefore, the yield rate is estimated based on historical data
of the company's profits every period. London Interbank
Offered Rate (LIBOR) or Singapore Interbank Offered Rate
(SIBOR) is used as the reference market return in the
assessment of the fair market value of Mudharabah sukuk.

[14] Safari et all (2013) found that there are differences
between the fair value and the market value. It is obvious that
valuation of sukuk is not fitted using conventional bond
valuation model.

7. Discussion and Recommendations

Discussion

1. The development of sukuk issuance in Indonesia is not
in line with the development of sukuk trading.
According to [7], there are several factors that caused it,
they are: the limited issuance of sukuk corporate in
Indonesia, the investor has a lack of understanding
about the corporate sukuk trading in the secondary
market. The issuance of corporate sukuk is offered
non-retail to the society but limited to the institution
investor or individual with relatively big nominal value,
although some existed regulations have facilitated
enough to serve as a cornerstone in the corporate sukuk
publishing retail. The majority of sukuk investor
characters are local institutional investors such as
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Insurance Companies, Pension Funds and structured
mutual funds that have a tendency in buying to be kept
until due time (hold to maturity).

. There are fundamental differences between
conventional bonds and sukuk in which sukuk are
securities which payment is in form of fee for the [jarah
and profit sharing for the Mudharabah. While a
conventional bond is a debt acknowledgment letter with
a payment is in the form of coupon with interest rate
that must be paid to the investor during the term of the
bond.

. There are differences in ljarah and Mudharabah sukuk
schemes. The scheme adapted to the condition of each
issuer.

. There are risks associated with the sukuk which
includes systematic risk and idiosyncratic risk. The risk
must be considered as it relates to the determination of
the value of sukuk.

. Now, the establishment of Sukuk Fair Value method is
not different to the conventional bonds Fair Value
establishment. Errors in assessing the fair value of
sukuk lead to the potential for fraud (gahrar). it is
necessary to assess the fair price of sukuk in order to
create conditions of sukuk market to be more efficient ,
transparent , and liquid.

Recommendations

1. Spreading the information about sukuk to the
community as an alternative financing and investment
in addition to conventional bonds.

. Find factors that affecting the market value of sukuk.

. An optimization is needed for sukuk fair market value
of the both for sukuk [jarah and Mudharabah by
observing the characteristics/schemes of each sukuk as
well as the systematic risk and idiosyncratic risk factors
respectively on sukuk instruments.
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