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Islamic funding on UK commercial
property - A bank's perspective

There is a group of potential property and business investors
from the Middle East who, because of their Muslim faith,
are not permitted, under what is known as "Shari'ah Law"
to enter into loans where the borrower has to pay interest.
Faced with that fact, many banks would erroneously reach
the conclusion that Islamic financing arrangements are
incompatible with UK conventional finance documents.

m The loan must provide assistance to
society by helping in the production of
trade services and most commaodities.
Certain commodities are strictly banned,
such as pork or alcohol.

m Finally, no part of the loan must allow
uncertainty. Loans relating to certain
speculative deals will therefore not be
allowed.

Not so. The purpose of this article is to
examine as to what is required in order
to comply with Shari'ah Law, how that
is achieved and why a bank, in the
event of default, is able to collapse the
arrangements.

To be a Shari'ah compliant loan, the
following principles need to apply:

m The loan must be free from a requirement
by the borrower to pay interest. This
does not however mean that Shari'ah
Law prohibits the concept of borrowing
- rather the reverse, provided the loan

So how does a bank enter into a loan
arrangement which appears to be totally
against UK lending principles, ie the
payment of interest and the removal by the

stimulates productivity in the economy, ie
goods and services rather than the making
of more money from money.

mThe loan needs to demonstrate that the
risks are shared fairly between the parties.
A pre-determined return to the lender,
regardless of whether the transaction
makes a profit, will not be Shari'ah
compliant.

bank so far as possible, of risk?

A number of Islamic financing schemes
exist. This article concentrates on the
concept of lease financing, known as the
ljara Lease. There are two other schemes
which involve either a structure requiring
the lenders participating in the equity of
the transaction (" Partnership Finance") or
the lender purchasing the asset (" Asset
Finance") back to back with a sale of the



asset to the borrower at an increased

price (which reflects the interest otherwise
payable), payment of such price being
deferred. The former scheme imposes undue
risk for a bank and the latter would give

rise to double stamp duty as well as, in all
probability, Capital Gains Tax.

The basic ljara Lease scheme involves the
bank acquiring the property, leasing it to the
borrower in return for a rental payment and
then transferring it to the borrower once all
payments (i.e. interest) have been paid. The
bank must be responsible for major repairs
and insurance, thus sharing the risk. By way
of a separate management agreement, the
borrower can be appointed as managing
agent for the bank and, in that capacity,
undertake repairs/insurance, reclaiming the
cost from the occupational tenant, assuming
the tenant of the occupational lease permit
the landlord to reclaim such cost from that
tenant.

On the face of it, the basic ljara Lease
arrangements also have stamp duty
problems. Further, would the bank want to
own the asset in the first place?

A variant to the ljara Lease scheme,
approved last year by the Shari‘ah
Committee, overcomes the major hurdle

of the bank being the owner. Instead, a
special purpose vehicle (located in whatever
tax efficient country is chosen) is formed to
acquire the property ( the "Owner"). It will
enter into the following documents in order
to provide the financing structure:

m The ljara Lease
The Owner will lease the property to a
further single purpose vehicle (the "Project
Company") by way of an ljara Lease. The
Islamic investors will invest in the Project
Company whereas shares in the Owner
will be held by a third party (i.e. a service
company), not the Islamic investors or
the Project Company. Where the loan is
to be, say, 75% of the purchase price of
the property, the Project Company will be
capitalised as to the remaining 25%.

® Managing Contractor Agreement
The ljara Lease will make the Owner
responsible for structural repairs and
insurance. In order to ensure that this
is in fact done by the Project Company,
simultaneously with the ljara Lease,
the Owner will enter into a separate
Managing Contractor Agreement with
the Project Company in which the Project
Company is described as the Managing
Contractor and, as such, takes on these
tasks.

= Put and Call Options
Two further documents are completed
simultaneously, namely an Undertaking

to Purchase and an Undertaking to Sell.

Effectively, these are respectively Put

and Call Options. The Owner grants the

Project Company the Call Option, thus

giving the Project Company, in certain

circumstances, the chance to purchase the
property (and therefore sell the investment
or re-pay the financings), and, back to
back, the Project Company grants the

Owner the Put Option which, again, can

be exercised in certain circumstances, for

example if there is a default under the
ljara Lease.
m Tax Matters Agreement

The final agreement to be entered into

between the Owner and the Project

Company simultaneously with the ljara

Lease goes under the heading of "Tax

Matters Agreement”. In effect, it cover a

number of miscellaneous but important

matters, namely:-

m The Owner declares that it is transferring
the beneficial ownership of the property
to the Project Company and that it will
hold the property and the income arising
from it in trust for the Project Company.

m The Owner is authorised to withdraw rent
from the Project Company's rent account
in order to cover payments due under the
security documentation.

m Both parties acknowledge that the title to
the property is held by the Owner subject
to the lien of the security documents and
other documents mentioned below.

m The parties state their position as to
certain tax matters between them. For
example, if applicable, a statement as
to whom Capital Allowances should be
available.

So how does a bank obtain good

security?

mThe bank will obtain a fixed first charge by
way of legal mortgage on the property.

m The Owner obtains a debenture from the
Project Company/ Managing Contractor.

m The bank will obtain a debenture from
the Owner to charge the ljara Lease, the
Put and Call Options and the debenture in
favour of the Owner.

Consequently, should the Owner be in
default, the bank will be able to enforce its
charge over the property and, as a result,

be able to enforce the Owner's security over
the Project Company in whom the beneficial
interest of both the property and the shares
of the Owner is vested.

Surely stamp duty and other taxes will
arise?

The grant of the ljara Lease will give rise to
stamp duty. In order to reduce this amount,
the term of the ljara Lease (where the rent
will be only a little below the market rent)
should be made as long as realistically
possible. However, a bank might agree to

decide not to have the ljara Lease stamped
or registered at H M Land Registry provided
the bank can hold both the Lease and its
counterpart. The ljara Lease has the effect,
if not the terminology, of being a Loan
Agreement. It is not assignable unless the
Owner (and therefore the bank agrees), and
can be collapsed if the loan is in default.
Likewise, if the Owner should sell the
property, the ljara Lease arrangements will
cease to exist.

How does the screen of documents
work in practice?

Key elements for any bank should be the
ability to obtain sufficient rent so as to
service the loan, to ensure that the property
is insured adequately, and to collapse the
arrangements if the Owner/Project Company
are in default.

m Interest on the Loan. The occupational
tenant will be paying its rent and service
charge (if applicable) to the Project
Company and the Project Company
will then pay the Owner a rent which is
equivalent to the quarterly interest that
is due to the bank. The Project Company
can retain the remainder of the rent.

minsurance. The Owner, under the ljara
Lease, is required to insure the property.

m Forfeiture. In the ljara Lease, the Owner
(and therefore the bank under its
charge) has wide powers to collapse the
arrangements. If it does so, the Put and
Call Options can also be determined by
the Owner. Should the ljara Lease be
forfeited, then the Managing Contractor
Agreement will also automatically
terminate.

The default provisions in the ljara Lease

should contain all the default provisions

which would otherwise appear in a Loan
Agreement.

The result of the bank exercising its rights
on default will cause the ljara Lease
arrangements to collapse and consequently
the bank being left with a typical structure
for the purpose of enforcement.



Islamic funding on UK commercial property

Mark Bennett
Property finance
E-mail m.bennett@taylorwessing.com

Y
oy
Rodney Dukes

Finance and projects
E-mail r.dukes@taylorwessing.com

Simon Lovell
Finance and projects
E-mail s.lovell@taylorwessing.com

Malcolm Ring
Property finance
E-mail m.ring@taylorwessing.com

Bob Gayford
Finance and projects
E-mail b.gayford@taylorwessing.com

Dominic Ross
Finance and projects
E-mail dl.ross@taylorwessing.com

Raman Sharma
Property finance
E-mail r.sharma@taylorwessing.com

Paul Harrison
Finance and projects
E-mail p.harrison@taylorwessing.com

Peter Shepherd
Finance and projects
E-mail p.shepherd@taylorwessing.com



Berlin

EbertstraBe 15

10117 Berlin

Tel +49 (0)30 88 56 36 0
Fax +49 (0)30 88 56 36 1

Brussels

Tréne House

4 Rue du Tréne

B-1000 Brussels

Tel +32 (0)2 289 6060
Fax +32 (0)2 289 6070
Cambridge

24 Hills Road

Cambridge CB2 1JW

Tel +44 (0)1223 446400
Fax +44 (0)1223 446401

00

Dubai

P.O. Box 33675

28th Floor Al Moosa Tower ||
Sheikh Zayed Road

Dubai, United Arab Emirates
Tel +971 (0)4 332 3324
Fax +971 (0)4 332 3325
Dusseldorf

Konigsallee 92a

D-40212 Dusseldorf

Tel +49(0)211 83870
Fax +49 (0)211 83 87 100

Frankfurt a. M.

Senckenberganlage 20-22
D-60325 Frankfurt a. M.

Tel +49 (0)69 971 30 0
Fax +49 (0)69 971 30 100

Hamburg Paris
Hanseatic Trade Center

Am Sandtorkai 41 75008 Paris

20457 Hamburg Tel +33(0)1 72 74 03 33
Fax +33(0)1 72 74 03 34

Tel +49 (40) 3 68 03-0
Fax +49 (40) 3 68 03-280

London

Carmelite

50 Victoria Embankment
Blackfriars

Alicante

Tel +44 (0)20 7300 7000
Fax +44 (0)20 7300 7100
Munich

Isartorplatz 8

D-80331 Munich

Tel +49 (0)892 10380
Fax +49(0)89 2 10 38 3

Shanghai
Unit 1509

42 avenue Montaigne

Representative offices:

Paseo Explanada de Espafia No. 1,
4-Izda E-03002 Alicante, Spain
London, EC4Y ODX Tel +34 (0)96 51 42 805

Fax +34 (0)96 52 00 248

15th Floor United Plaza

No. 1468 Nanjing West Road
200040 Shanghal, China
00 Tel +86 (21)6247 7247

www.taylorwessing.com

A legal force for Europe

Based principally in the UK, France and
Germany - with an office in Brussels and
Dubai, as well as representative offices in
Alicante and Shanghai - Taylor Wessing LLP
provides the full range of legal services to
major corporations, financial and public
institutions, growing enterprises and
wealthy private clients.

Taylor Wessing has an enviable track record
in serving knowledge-based and technology-
orientated businesses. A market leader in
intellectual property, the firm also has a
strong market presence in corporate, finance
and real estate.

Our services

m Corporate - M&A, IPOs, Private equity, Tax,
Commercial law, Inward investment, Funds

m Intellectual property - Patents,
Copyright, Trade marks, Confidential
information

m Finance & projects - Banking, Structured
finance, Major projects

m Dispute resolution - Litigation,
Arbitration, Mediation

m Reconstruction and corporate recovery
- Restructuring, Work-outs, Formal
insolvency

m Real estate - Investment, Development,
Finance, Planning and environment

m Employment & pensions - Employee
benefits, Human resources, Pensions,
Pensions litigation

m Competition - EC law and anti-trust

m Regulatory - Public law, Financial services

m Private client - International asset
protection, Tax and succession planning

Fax +86 (21)6247 7248

For further information please contact:
Malcolm Ring
E-mail m.ring@taylorwessing.com

Rodney Dukes
E-mail r.dukes@taylorwessing.com

© Taylor Wessing LLP 2008

This publication is intended for general guidance only and no
responsibility is accepted by Taylor Wessing LLP for any errors
or omissions. The information in this publication should not be
relied upon to replace professional advice on specific matters.
Taylor Wessing LLP is a limited liability partnership registered

in England and Wales, registered number 0C322935, with

its registered office at Carmelite, 50 Victoria Embankment,
Blackfriars, London EC4Y ODX.

Taylor Wessing LLP operates in combination with associated legal
entities in other locations.

0366



