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ABSTRACT

It is a well known fact that one of the duties of the financial institutions is to finance
some viable capital intensive projects on deferred payment basis that last for a lengthy
period of time, often ranges between 15 to 30 years. This process, therefore, usually
leads to accumulation of sizable financial claims owed to the banks by the financees.
As a result of this, the bank may resort to sell those illiquid assets which are the
financial claims on cash basis in order to have more liquidity to further finance other
prospective financees. To achieve this purpose, the Malaysian government in 1986
established Cagamas Bhd to act as a catalyst for house ownership in the country, by
purchasing those receivables. This type of transaction generates a lot of controversies
among the contemporary experts in the field of Islamic finance. Therefore, the
purpose of this research is to examine the seemingly unending problems which often
arise through the process and the period involved, as well as the controversies
generated by this type of transaction among the Muslim Jurists. Also, this is to proffer
some vibrant solutions which may justify the aim of the government on the issue and
which would be accommodated within the parameters of maqasid al-Shari’ah. The
methodology adopted in this research is a qualitative one. During the course of this
research, it is discovered that the arguments of the earlier Muslim jurists on inability
of the seller to deliver the debt could be narrowed down if the debt is in form of a
commodity through the government regulations on the supervision of normal sale of
debt. Similarly, a monetized debt, subject to the rules of sarf, is however found
capable of being alternated by a transaction that will allow Cagamas Bhd to own a
stake on the project that generates the debts through the issuance of tradable sukizk
backed by that project and pay the bank from the proceeds of the sukiik.
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CHAPTER ONE

INTRODUCTION

1.0 BACKGROUND OF THE RESEARCH

Debt trading is defined as "a transaction that involves the sale and purchase of
securities or debt certificates that conform to the Shari‘ah. Securities or debt
certificate will be issued by a debtor to a creditor as an evidence of indebtedness".!
Debt trading is a controversial issue among the scholars of Islamic commercial law.
This controversy is more felt in the contemporary Islamic finance because of
receivables of banks that continue to accumulate from financing projects that are
capital intensive. The Islamic economic system and its modes of fund sourcing are
subject to Shariah compliance. However, compliance in some issues may differ from
one school of thought to another. As a result of these differences, some financial
institutions adopt a practice which some scholars do not see to be Shari’ah compliant.
Nevertheless, not every difference in Islamic jurisprudence nullifies an opposite
opinion. This is because, under the principles of Islamic jurisprudence, a mujtahid is
not bound by the ruling of another mujtahid.? It is on this principle that the scholars
formulated a legal maxim that says:

v i// J/". Jc‘ ;S/ ‘,’i é‘;} . 4-:-? 2,720 ;°“ ;S/ ‘,’i Y

In a recognized juristic disagreement, no objection is to be raised at
adoption of one of the varying views, but objection must be raised at
violation of ijma‘.

1 Securities Commission Guidelines on the Offering of Islamic Securities 2004.

2 Muhammad bin Ahmad bin Abdul Aziz bin al-Najjar, Shark al-Kawkab al-Munir, (Riyadh:
Maktabah al-‘Ubaykan, 1997), 4:515; Muhammad al-Amin bin Muhammad al-Mukhtar al-Shanqiti,
Mudhakkirah fi ‘Usiul al-Figh, (Saudi Arabia: Maktabah al-‘Ulim Wa al-Hikam, 2004 ), 371.

3 Al-Zarkashi, al-Manthar fi al-Qawa’id, (Kuwait: Wizarah al-Awgaf wa al-Shu‘an al-Islamiyyah,
1405 AH ), 3:364; ‘Abd al-Rahman al-Suyiti, al-Ashbah wa al-Nazair Fi,Qawa‘id Wa Furz‘ al-
Shafi ‘yyah, (al-Qahirah: Dar al-Salam, 2004 ), 344.



In essence, this legal maxim states that, in an issue of juristic disagreement, no

one is to be prevented from preferring any of the contesting views to the other, but one

IS to be prevented from violating an ijma“ that was confirmly reported.

However, there are exceptions to this general rule which are as follows:

1.

If he believes that the ruling he is acting upon is prohibited, then, he is to
be prevented from adopting the ruling. For example, someone who has
the belief that, it is prohibited to have conjugal relation with a wife upon
whom a revocable divorce has been pronounced before he returns to her.

If such madhhab is far from a recognized Shari‘ah proof, whereby the
proof it relied upon is contradictory, therefore, the person that follows
such view is to be prevented from doing so. Also, those emulating him
should be prevented from emulating him on the issue in question. It is on
this ground that punishment of hadd is imposed on a mortgagee who was
given a slave girl as a mortgage and eventually had conjugal relation with
her. Here, the scholars did not take ‘Atau’s dissenting view (which ruled
that there is no hadd on the mortgagee for having such illicit affairs) into
consideration, because it is far from a recognised proof of Shari ah.

If a complaint was made to a Judge, verily he is to preside over the
judgment based on what he believes in, and his position on a given issue.
It is on this ground that a Hanafi follower is imposed hadd if he drinks
nabidh.®> This is so, because it is not permitted for a judge to deliver

judgment contrary to what he believes to be the Shari’ah position.

4 Translated by the researcher.

® Nabidh is a kind of drink made of date or grape or the like, and it is called nabidh before it becomes
intoxicating. If it intoxicates it becomes alcohol. See Muhammad Rawwas Qan’aji, M ‘ujam lughah al-
Fugaha’ (Bayrut: Dar al-Nafais, 1996 ), 444; ‘Umar bin Muhammad al-Nasafi al-Hanafi, Talabah al-
Talabah, (Bayrut: Dar al-Kutub al-‘Ilmiyyah, 1997), 285.



4. If the person refusing the contrary view has a right to refuse such view.
This is as in the case of someone whose wife takes nabidh, though the
latter believes that nabidh is permitted.®
In general, if an opinion is not backed by an accepted proof, it will suffer from
a universal disapproval. Be that as it may, debt trading is one of the Islamic banking
practices that have been a subject of argument amongst the Muslim scholars. Some of
its proponents have the view that it is Shari’ah compliant and claimed that the Ijma*
on its prohibition is not authentic and unfounded.” This research seeks to employ the
classical juristic opinions and relevant proofs from the primary sources of Islamic law
to analyse the Shari‘ah compliance or otherwise of debt trading. The study further
becomes very necessary by virtue of the preparation of Cagamas to expand its
business towards the Middle East. This announcement was made in the Middle East
business press that the company will extend its business activities of Shari‘ah
compliant debt trading and mortgage debts to the Middle East.®
Cagamas Berhad, the National (Malaysian) Mortgage Corporation, was
established in 1986 to promote the secondary mortgage market in Malaysia.® Its
corporate mission is to provide financial products that would make housing loans
more accessible and affordable to Malaysians, particularly the lower income group. It
borrows money by issuing debt securities and uses the funds to finance the purchase

of housing loans/debts from financial institutions, selected corporations and the

& Al-Zarkashi, al-Manthar fi al-Qawa’id, (Kuwait: Wizarah al-Awgaf Wa al-Shu’an al-Islamiyyah,
1405 AH ), 3:364; Abdulrahman al-Suyuati, al-Ashbgh Wa al-Nazqir fi,Qawa’id Wa Furu al-
Shafi ‘yyah, (Cairo: Dar al-Salam, 2004 ), P: 344.

" Hashim Kamali, Islamic Commercial Law, an Analysis of Futures and Options, (Kuala Lumpur:
IImiah Publisher, 2000), 127.

8 Malaysian Mortgage firm eyes Gulf Islamic Market, <http://www.arabianbusiness.com/529009-
malaysian-mortgage-firm-eyes-gulf-islamic-market > (accessed 2 Jan 2009).

® A secondary mortgage market is one in which existing mortgages are bought and sold. This is in
contrast to the primary market, where mortgages are originated. See Terrence M. Clauretie and G.Stay
Sirmans, Real Estate Finance, Theory and Practice, (United States of America: Thomson
Southwestern, 2003), 188.
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Government. The provision of liquidity at a reasonable cost to the primary lenders of
housing loans encourages further financing of houses at an affordable cost.*

In view of the corporate mission of Cagamas, there is no doubt that it is a
financial institution that facilitates the acquisition of house ownership by house buyers
in Malaysia, and so, there is a need to conduct research to find solutions to the grey
areas of the transaction of these products. In view of this, this research seeks to study
the Shari‘ah issues of this transaction so that the result may be used to clarify the
stance of Islamic commercial law as regard to the transaction. It is true that there is
Shari‘ah ruling that prohibits bay‘ al-dayn bi al-dayn, but the prohibition does not
extend to all types of transactions that contain bay al-dayn. For example, the jurists
had a unanimous agreement on the prohibition of bay al-kali bi al-kali (exchange of
debt for another debt) in general, but they allow some forms of bay‘ al-dayn. While
some scholars like Ibn Taymiyyah, hold that there is neither general text nor ijmd’ on
the prohibition of bay al-dayn bi al-dayn, and that the hadith only came on the
prohibition of al-kali bi al-kali.* He (Ibn Taymiyyah), ihterpreted this as saying, it is
“al-muakhkhar alladhi lam yugbad bi al-muakhkhar alladhi lam yugbad, that is,
delayed payment with delayed subject matter.! In elaborating further? he cited an
example with salam contract. The Shari‘ah ruling is that, the payment should be made
immediately after the contract agreement, while the subject matter is to be delivered in
a predetermined future period. But, if the payment is delayed also, the contract will be

tantamount to al-kali bi al-kali which the Shari‘ah has prohibited with unanimous

L <http://www.cagamas.com.fhy>

! Ibn Taymiyyah, Majmsa‘ al-Fatawa, ed. Anwar Baz, (Saudi Arabia: Maktabatu Dar al-Wafa’,
2005), 20:512. Source: Electronic Library, Maktabah al-Shaamilah.

1 Nazih Hammad, Bay’ al-Kali Bi al-Kali fi al-Figh al-Islami, (Saudi Arabia: King Abdul Aziz
University, 1986), 14.



agreement of the scholars.! However, scholars liké Nazih Hamad held in contrary to
this view that there are other forms of bay al-dayn that are prohibited? .

The challenge to do this case study was further prompted by the involvement
of the Islamic banks in debts trading with Cagamas. For example, the Islamic debt
purchased by Cagamas from 2003 to 2007 are as follows:RM200 millions with total
number of debt 7,165, RM1,600 millions with total number of debts 40,727, RM900
millions with total number of debts 34,006, RM3,500 millions with total number of
debts 116,194, RM3,360 millions with total number of debts 69,467.

The figure illustrating the percentage of some debts sold by the Islamic
financial institutions is shown in Chapter Three. The popular legal maxim that says
that, the original presumption of things is permissibility, is a proof that legalises bay’
al-dayn, and so, the prohibition can only be assumed if any proof from the sources of
Islamic law rule as such. The debt securities practiced by Cagamas involve the process
of issuing securities to the investors, thereafter, the proceeds of those securities would
be used to finance the purchase of home and hire purchase loans/debts from financial
Institutions (both Islamic and conventional).* 6

This research seeks to study the Shari’ah compliance of this practice in the
Islamic commercial law and tries to pinpoint the parts that are lawful and those that
are not. It also aims to initiate, if possible, mechanisms to implement Shari’ah

compliant debt trading in the contemporary era.

1 Ibn Taymiyyah, Majms’ al®Fatawa.., 20:512.

1 Nazih Hamad, 14. What thé researcher understands from 1bn Taymiyya’s statement is that, ijma“ is
only on al-kali bi al-kali, not that he refuses the fact that there are other forms of bay* al-dayn that are
prohibited.

1 Financial Highlights <http®//www.cagamas.com.my/caga-docs/html-dir/fi_pur.html> (accessed 28
June 2008).

! Cagamas bonds and nofes,  <http://www.cagamas.com.my/caga-docs/html-dir/de_bond.html>
(accessed 28 June 2008).



http://www.cagamas.com.my/caga-docs/html-dir/fi_pur.html

In conclusion, suggestions will be made where necessary for further
improvement of the existing products. Harmonization of conflicting principles where
appropriate will also be taken into consideration, using the Shari‘ah principle of
maslahah where applicable. This will be done in a very strict adherence to the

guidelines of applying maslahah.? 4

1.1 SUMMARY OF THE DISSERTATION
Chapter One of this thesis is the research proposal which contains introduction, the
aims and objectives, statement of the problem, hypothesis, literature review, scope and
limitation as well as research methodology. Chapter Two on the other hand discusses
the classical jurists’ stands regarding debt trading, either by selling the debt to the
debtor or to a third party. The research found that all the four schools of thoughts
permit the former, while the later is permitted by the Maliki School with conditions
that must be fulfilled. Some of the Shafi‘1 scholars like al-Shirazi, Imam al-Nawawi in
one of his opinion and al-Suyati, some of the Hanafi scholars like Zufar and al-kasani,
all agreed with the position of the Maliki school, but all stipulated condition that is
either explicit or implicit, that there is nothing that will make the sales be tainted with
riba or violation of any act prohibited by the Shari’ah.

In the case of selling debt (the muslam fihi) of salam contract prior to taking its
delivery, the majority did not permit it, but it is permitted by the Maliki school, and is

seconded by opinion of Imam Ahmad bin Hanbal as attributed to him by Ibn

1 al-Ghazali stated that maslaah is divided into three categories; a category the Supreme lawmaker
accredited, a category He annulled and a category He neither accredited nor annulled. See al-Ghazali,
al-Mustasfa Fi ‘lImi al-Usazl, (Bayrat: Dar al-Kutub al-1Imiyyah, 1412 AH), 1:173. In explaining what
is meant by magslaha, he said, in the original meaning, it is the process of obtaining benefit and
avoidance of vices; however, this is not what is meant. He then said, “what it means is to preserve the
objectives of Shari‘ah, the objectives of Shari‘ah in the creature are five; to preserve their religion,
soul, intellect, offspring and property. Anything that contains the preservation of these five essentials is
maslahah, anything that causes the loss of any of them is mafsadah, and so, it is compulsory to avoid
it”. Ibid. 1, 174.



Taymmiyyah. He (Ibn Taymiyyah) debunked the opinion held by the vast majority of
the Hanbali scholars which says that Imam Ahmad bin Hanbal did not permit selling
muslam fihi (object of salam contract) prior to taking its delivery.

Islamic legal ruling on securitisation of debt and the tradability in the
secondary market will take the ruling of selling debt to a third party. Hence, if the
debt is not money but commodity, then securitization of such is permitted based on
the ruling of some madhahib that allowed sales to a third party with conditions
outlined by them.

Chapter Three discusses practices of Cagamas on bay“ al-dayn. This includes
purchase of Islamic house financing debts and Islamic hire purchase debt. It also
dicusses mortgage, both its primary and secondary types from the conventional
perspective. In addition, the chapter also explained what is meant by sale with
recourse and sale without recourse.

Chapter Four is about securitisation in Cagamas, this includes the Concept and
historical perspective of securitisation, and asset backed securities, Islamic
commercial notes and Medium term notes. It also explained what is meant by credit
enhancement, the type that is applied by Cagamas and how to make it become
SharNiah compliant, while Chapter Five summarises, concludes, analyses the findings

and gives recommendations.

1.2 AIMS AND OBJECTIVES OF THE STUDY

There is a continuous controversy on the Islamic banking practice of bay' al-dayn
owing to the complicated nature of the Islamic law rules on it. Therefore, this research
aims at making a case study of Cagamas Bhd which is dealing in bay* al-dayn and

debt securitisation. In addition, it also aims at applying the Islamic jurisprudence to



the practices of Cagamas. To this effect, the objectives of this research centers on the

following;

1.

6.

To unravel the position of Islamic law regarding sales of debts and debt
securitisation through the appraisal of the evidences adduced by every
madhhab.

To scrutinise the present practices between the Islamic banks and
Cagamas Bhd.

To evaluate the various criticisms advanced against the practice of debt
trading.

To contribute some suggestions on how to make the practice by Islamic
banks to be fully Shari’ah compliant.

To suggest alternative Shari‘ah compliant mechanism for sales of debt and
debt securitization that is free from controversy.

To actualize attainment of magasid al-Shari“ah in the Islamic finance.

With the Malaysia’s aspiration to become international Islamic financial hub, a

focused research topic such as this is needed to initiate solutions to existing SharE’ah

problems in the practices of Islamic banking and finance.

1.3 STATEMENT OF THE PROBLEM

The banking industry is competitive, specifically among the conventional banks.

Therefore, the Islamic financial institutions must involve in huge-return transactions

such as project financing. Owing to the fact that lending with interest/usury is

prohibited in Islam, the alternative which conforms to the Shari’ah is inevitable. An

Example of such an alternative is to get involved in financing projects on deferred

payment basis. This process keeps much of the funds outside for over a long period of



time. Therefore, to be capable of meeting subsequent demands of customers seeking
project financing, sale of debts becomes necessary as one of the available sources of
raising more funds. However, there is juristic disagreement in some aspects of it since
the era of the early classical jurists, like the four Imams of the popular schools of

thoughts and their followers. This disagreement continues till now.

1.4 HYPOTHESIS

The selling of debt by Islamic financial institutions as one of their means to have
quick recovery of their receivables, as well as having more cash in the financing
portfolio, makes some of their transactions to be tainted with riba and gharar. In
addition, despite the popular ruling by the scholars that bay al-dayn is prohibited; it

has some aspects that are still permitted.

1.5 LITERATURE REVIEW

With the available literatures that were within the reach of the researcher, it was
discovered that much have been written on bay al-dayn, by renowned classical
Muslim jurists. These include but not limited to: Imam al-Nawawi in Minhgj al-
Talibin! and al-Rawdah al-TaliBin. Similarly, al-Kasani alSo discussed the issue in
his Baddi‘ al-Sandi fi Tartib al-Shardi.? al-Bahjah Fi Sharhi Tu%:fah al-Hukkam is a
Matliki figh book which one of its chapters also discussed sale of debt, its varieties and

the conditions for the lawful aspect of it.? !

1 Al-Nawawi Abu Zakariyydh Yahya bin Sharaf, Minhdj al-Talibin, (Bayrat: Dar al-Bashair al-
Islamiyyah, 2005), 2: 44

1 Al-Nawawi Abu Zakariyyah Yahya bin Sharaf, Rawgdah al-Talibin, ( Lebanon : Dar al-kutub al-
lImiyyah ), 3: 174.

2 Al-Kasani, Badgiu® al-Sandi” fi Tartibi al-Shara’i, (Bayrat: Dar al-Kitab al-Arabi, 1982), part 5 p:
148

2 Ibn “Asim al-Andolisy, al-Bahjah Fi Sharh al-TuAfah, (Lebanon: Dar al kutub al-ilmiyyah, 1998),
2:78-90.



Nevertheless, a viable solution that is compatible to the contemporary
economic system and complies with the Shari‘ah at the same time is necessary. To
this effect, a plethora of the contemporary Muslim jurists have written on this issue in
various perspectives but no one has specifically written on Cagamas and its’ practices
on bay‘ al-dayn and its securitization.

However, among those who have written on the topic of bay“ al-dayn is Nazih
Hammad in his book entitled Bay‘ al-Kali bi al-Kadali. Among all the literatures
reviewed by the researcher on this topic, this book has been one of the most
comprehensive ones. The author explained in details the major issues, the laws, and
the jurists’ opinions in the four schools of thoughts. In addition to that, he also
mentioned what has been wrongly included in bay al-dayn but irrelevant to it.
However, he did not discuss about the practice of Cagamas. This does not reduce the
value of the book in anyway, because it was meant to examine the stance of Islamic
law on the sale of debt. It did not examine any particular practice of any Islamic
institution either.? 2

Also, a renowed contemporary Muslim jurist, Wahbah al-Zuhaili, in his book,
bay al-dayn fi al- Shari“ah al- Islamiyyah addressed this issue. The author laid a solid
foundation for researchers in the topic in question. He defined bay al-dayn, and then
mentioned the major opinions of various schools of thoughts but with a bigger focus
on madhhab al-Shafi'i.2 However, he did not refer to the practices in various Islamic
institutions or compare with Cagamas practices.

Al-Siddiq al-Darir, in OIC Figh Academy Conference held in Bahrain in

November 1998, gave a holistic view of his opinion on bay“ al-dayn. He categorised

2 Nazih Hammad. 2
2 Wahbah al-Zuhayli, Bay al-Bayn Fi al-Shari‘ah al-Islamiyyah, (Lebanon: Dar al-Maktabi, 1997), 20,
37.
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bay‘ al-dayn into four types namely, selling debt to the debtor and selling debt to a
third party. And either of these two may be sold on cash or on debt.? The following
is the elaborative list of these four forms:

1. Selling debt to the debtor on cash,

2. Selling debt to the debtor on deferred payment,

3. Selling debt to a third party on cash,

4. Selling debt to a third party on deferred payment.

Morever, he arrived at the conclusion that most of the fugaha’ (Muslim jurists)
permit selling debt to the debtor as opposed to selling to a third party which is sharply
rejected by the majority. However, he concluded that in his view all the four types are
permitted. In addition, he also said that it is not correct to claim that there is an ijma*
on prohibition of bay‘ al-dayn bi al-dayn. Though, he conceded that the type that is

2 Nonetheless, his statement did not

prohibited is the one that contains riba.
comprise the practice of Cagamas. He did not give suggestion of the way-out of the
disagreement on this issue.

Hashim Kamali made bay“ al-dayn the focus of chapter twelve of his book,
“Islamic Commercial Law: An Analysis of Futures and Options.” The researcher
found that he almost nullified the opinions of the classical jurists that disallowed bay*
al-dayn. What is apparent from his work is that, he did not mention other forms of

bay “ al-dayn which are permitted by the classical jurists.? He also asserted that tAe

acclaimed ijma’ on the prohibition of bay “ al-dayn is clearly unfounded.?

2 “al-Ta’qib Wa al-Munaqastfah,” Majallatu Majma’ al-Figh al-Islami, Vol. 1 no. 11 (November,

1998): 389.

2 |bid. 5
2 Hashim Kamali, 127-129. §
2 |bid., 127. 7
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In addition to the aforementioned literatures, Sano Koutoub in his book, “Sale
of debt as Implemented in The Islamic Financial Institutions in Malaysia”, has also
spent an immense effort in this area. He discussed securitization and sales of debt in
Malaysian Practice in general,> but not Cagamas pracfice in particular and did not
give suggestion of the way-out from the sharp disagreement among the opponents
which is one of the components of this research.

‘Abd al-Rahman al-Sadiq al-Garyani in his book, Mudawwanah al-Figh al-
Maliki Wa Adilatuh discussed about bay“ al-dayn extensively in certain part of the
second volume of his book and cited comprehensive examples of different types of
bay al-dayn.? However, the book is dn general juristic issues and not specifically on
bay“ al-dayn.

An MBA dissertation® was also written on thé area of debt securities. This
thesis is one of the most relevant literatures as its focus was debt securitisation both
conventional and Islamic. However, the work was not focused on the Shariah
compliance of bay al-dayn.

Besides the aforementioned, there is also a published master’s thesis by Khalid
Muhammad Turban from Islamic University of Gazah. In his thesis, he diligently
examined the opinions of the scholars.> Nevertheless, the study was not on Cagamas
practices on bay al-dayn and securitization.

Another relevant work is titled Ahkam al-Awraq al-Tijariyyah, authored by

Turki Sa‘id al-Khuthnani. In this book, the author did a thorough study on negotiable

2 Sano Koutoub Mustapha, &The Sale of Debt As Implemented by The Malaysia Islamic Financial
Institutions, (Malaysia: 1IUM Press, 2001).

2 <Abd al-Rahman al-Sadiq 9aI-Gharyéni, Mudawwanatu al-Figh al-Maliki Wa Adilatuh, (Lebanon:
Muasasah al-Rayyan, 2002), .3:398-404.

3 Cheong Sun, “Analysis of Yield difference between Islamic and Conventional” (MBA Dissertation,
International Islamic University, Malaysia, 2002).

3 Khalid Muhammad Turban!bay’ al-dayn Ahkamuhi Watasbigatuh al-Mudsirah, (al-Qahirah: Dar
al-Bayan, 2003).
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