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ABSTRACT

Sukizk market has witnessed massive development in recent years, many governments
and financial institutions expressed interest in sukizk and its unique Islamic principles.
However, the securitization activities and the evolution of financial engineering
process of fixed income sukik have become very challenging in terms of its
conformity with the principles of shari‘ah law. Asset based sukizk which includes debt
securitization that evidences indebtedness originating from the contract of exchange of
bay“ bi thaman gjil, murabasah, istisna“, salam and ijarah sukiak are seen by many
scholars as controversial products. This is due to many issues surrounding the
securitization process of the underlying assets used in debt based sukik structures such
as non-existent assets and future assets (ma‘dam), tangible and intangible assets
usufruct and rights. Bay“ al-‘inah and dayn are also among the controversial issues
analyzed in this study. The evolution of sukuk structures still remain active and
continue to grow despite all the challenges. The meaning of tangible and intangible
assets according to their linguistic origin and their various applications in Islamic law
are explained and contrasted with the contemporary applications and sukik practices.
Special attention is given to understanding the concept of futures assets and ‘ayn
ma 'dizm t0 ascertain whether or not they are acceptable asset for sukik transaction.
Several forms of Islamic contracts are analyzed in details; couple with their various
components in order to assess their validity based on the various opinions of the four
main schools of Islamic thought. In this, the differences between schools are identified
along with the sources of these differences. The finding of the research shows that
asset in debt based sukik should be legally owned by the originator and should be free
from any encumbrances. Debt based sukik certificates may only be negotiable in the
secondary market if they form a small part of a larger portfolio comprising mostly of
other negotiable instruments such as musharakah, and mudarabah sukik. ljarah asset
should be legally transferred to investors and the issuer should not in any
circumstance include the asset in his balance-sheet.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE RESEARCH

Sukizk is an Arabic term that means securities and is the plural of sakk. The literal
meaning of sukak is certificates. Technically, the term sukik refers to securities, notes,
papers, or certificates with features of liquidity and tradability.* It can also be defined
as documents or certificates which represent the value of an asset.? This definition was
criticized by Islamic finance scholars for being incomplete and not specifying other
types of assets that sukizk symbolizes. Thus the assets may include financial assets
such as receivables and debt as well as non-financial assets in the like of tangible
assets, usufruct and services. Sukizk has also been defined by the Accounting and
Auditing Organization for Islamic Financial Institutions (AAIOIFI) as: “Certificates
of equal value representing undivided shares in ownership of tangible assets, usufruct
and services or in the ownership of the assets of particular projects or special
investment activity”, however this is true after receipt of the values of the sukuk, the
closing of subscription and the employment of funds received for the purpose for
which the sukik were issued™® Sukik under this definition represents tangible assets,
usufruct, services and assets of particular projects or special investment activity.

Sukizk as applied to Capital Markets pertains to the process of securitization.
Securitization is the financial engineering process of fixed or floating income

securities, where payment of principal and profits are derived from the cash flow

! Securities Commission Malaysia, The Islamic Securities (Sukizk) Market, (Kuala Lumpur: Lexis Nexis
2009), at 8.

2 1bid.

¥ AAIOFI Shari‘ah Standard 17(2) 2007.



generated by the indebtedness that it represents, or from the receivables or revenue
derived from the pool of assets that underline the transaction in the issuances of the
securities.*

Sukizk can be classified into asset-based and asset-backed securities. Asset
based sukik includes debt securitization that evidences indebtedness originating from
the contracts of exchange of bay‘ bi thaman gjil (BBA), murabakah and istisna",
arising from back-to-back sales of the issuer’s assets.” Such sukik gives the holders
the rights to the obligations attached to the indebtedness. It also includes financial
ijarah contracts, through the sale and leaseback or lease of third party held acquired
assets, which come with purchase-option obligation (financial lease).® Asset based
sukizk shows the conversion of future shari‘ah compliant cash receivables arising from
contracts such as murabahah, bay‘ bi thaman gjil and istisna“ into tradable debt
instruments. In Malaysia, non-tangible assets in the form of receivables are accepted
for use as the underlying asset for sukik issuances, provided they are transacted on a
cash basis (on the spot) to avoid bay* kali’ bi al-kdli’ (sale of debt for debt).”

Asset-backed sukik (ABS) is a securities-formation process for capital-market
instruments, i.e. sukak, of equal value that represent an undivided interest in the
ownership of an underlying Shari‘ah compliant cash flow-generating asset.® A Special
Purpose Vehicle (SPV) held and managed by a trustee will legally be under the
control of the holders of the securities or sukizk will own the asset under a true sale

arrangement. The function of the SPV is therefore to hold the asset on behalf of the

* Ram Rating Services Bhd, Malaysian Sukizk Market Hand Book, Your Guide to the Malaysian Capital
Market, (Kuala Lumpur Ram Reating Sdn Bhd, 2008) , at.23.

* Ibid. at.29.

® Ibid.

" 1bid. at.30.

® Ibid. at.31.



investors or sukik holders, by way of a trust deed created over the assets.’ The
relationship between the sukzik investors is in the form of a collective investment
contract, either musharakah or mudarabah although these types of sukiak will not be
accommodated in this research; what this research will concentrate on is Asset based
sukak which is debt securitization that evidences indebtedness originating from the
contracts of exchanges of murabarkah, bay bi thaman gjil, ijarah salam and istisna“.

The Malaysian sukizk market experience is a great example of asset
securitization of debt-based sukazk. In its first sukizk issuance in 1990, Shell MDS Sdn
Bhd issued the first Ringgit denominated sukzzk, which was structured based on bay"
bi thaman 4jil.*° Furthermore, from 2001-2003, sukik issuances in Malaysia were
guided by the Guidelines on the Offering of Private Islamic Debt Securities-2000.
Based on these guidelines, sukizk became restricted to instruments issued after a
securitization of debt arising from the contracts of murabafah, bay © bi thaman 4jil and
ijarah.!!

In 2007, 22 percent of the Malaysian sukik markets (worth RM13.8billion)
were issued based on murabakah and bay“ bi thaman 4jil principles as approved by
the Securities Commission of Malaysia.'> Such securitization has been highly
criticized by Shari‘ah Scholars outside Malaysia. However, the Securities
Commission took proactive steps by issuing the Guidelines on the Offering of Islamic
Securities -2004, which incorporated mudarabah and musharakah sukak and
stipulated the necessity of enhancing the structures of sukuak in Malaysia. As of
December 2010, the Securities Commission of Malaysia has approved sukizk based on

various Shari‘ah principles such as equity based musharakah 42.1% ijarah 34% and

9 -
Ibid.
1 Ram Rating Agency Malaysian Sukizk Handbook, 2008 at.5.
11 H
Ibid.
12 Securities Commission’s Annual report 2007.



muddarabah 0.6% likewise debt based such as muradbakah 8.2% Combination'®14.9%
and BBA 0.2%."
However, as of November, 2015 the sukuzk issuances in Malaysia have changed

tremendously as illustrated below:

Wakalah Combination
5%

9%

Musharakah
10%

urabahah
76%

Figure 1.1 Sukak Issuances in Malaysia
Source: Securities Commission Malaysia.

According to an interview® session conducted with Prof. Dr. Engku Rabiah®®
for better understanding of the current development of debt based sukak in the market

she demonsterates that there appears to be a degree of instability regarding percentage

13 Combination between Multiple Shari‘ah principles issuances including commodity Murabahah.

4 Securities Commission Malaysia “Malaysia ICM 2010, vol.5 (December, 2010) : 4.

> Prof. Engku Rabiah Adawiah Bt Engku Ali, interview by author, Gombak, Selangor, 23 November
2013.

18 prof. Dr. Engku Rabiah Adawiah Bt Engku Ali, Professor of Shari‘ah Law, Ahmad Ibrahim Kulliah
of Laws I1TUM, a member of the Shari‘ah Council of Central Bank of Malaysia and one of the Shari‘ah
advisers of the Securities Commission of Malaysia.



of debt based sukak structure in the Market. In 2006/2007, musharakah contracts
dominated the Market. However, after AAIOFI’s announcement on some oOf the
mudarabah and musharakah and wakalah bi istithmar sukik the market adjusted
accordingly to the effect that the features of fixed income as a purchase undertaking
and investor assurance of return through liquidity facility may have encouraged
investors, but after the announcement all these, fixed income features disappeared and
the market adjusted accordingly.

The assets used to structure sukik are classified into two different types;
tangible and intangible assets. Tangible assets are those that have physical substance
and can be physically controlled such as currencies, buildings, real estate, vehicles,
inventories, equipment and precious metals.'” Intangible assets lack physical
substance and are usually very hard to evaluate. They include patents, copyrights,
franchises, goodwill, trademarks, trade names and so on.*® The process of using asset
as collateral in assets securitization to facilitate the issuance of an instrument of value
is part of the principle of mal (wealth) in Islam.

Mal (wealth) refers to anything valuable and can be legally used according
to the principles of Shari‘ah. The differences between assets depend on the features
prohibited by Shari‘ah, which simply means items such as pork and liquor will not be
considered as mal according to the Shari‘ah. However, some differences of opinions
on the definition of mal exist between the Hanafi School of thought and the majority
of the Islamic Schools of thought. According to definitions given by the Hanafi

Scholars, which will be discussed in details later, mal is something appreciated by

" Wikipedia http://en.wikipedia.org/wiki/Asset Thursday 02/06/2011 @ 09:20PM.
18 H
Ibid.
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human nature and can be used and kept for another usage.™® This definition excludes
some important items from consideration as mal because they are not touchable and
they cannot be kept, such as usufruct, debt and some invaluable things. Furthermore,
today there are a lot of things which are considered mal but are not appreciated by
humans such as bio medical weapons used to destroy lives. However the definition
given by the majority jumhar has given the widest meaning of mal which includes the
items mentioned earlier. This leads to the understanding that the concept of mal
depends on the custom ‘urf and could be varied according to the time and place.

This research will be focusing on four major Shari‘ah issues surrounding the
underlying assets used to structure debt based sukik as follows: the theories of
Shari‘ah on mal (al-hugig al-maliyyah), the Shari‘ah theories on tangible assets,
(‘ayn hadir) and also the Shari‘ah theories on intangible asset (‘ayn mustagbal) and
nonexistent assets (‘ayn ma‘duam). These issues are very important because they are
surrounded with Shari‘ah rulings that need to be given attention, as well as some
Shari‘ah questions need to be resolved to pave the way to a clearer understanding of

Shari‘ah compatible sukak structures.

1.2 OBJECTIVES AND AIMS OF THE RESEARCH

This research aims to achieve the following:
(1) To examine the perpective of Mal in the underlying assets of debt based
sukzk structures.
(2) To investigate the Shariah compatibility of tangible and intangible assets

in debt based sukazk structures.

9 |bn <Abid Muhammad ‘Ala‘uddin al-Afandi, Hashiyat rad al-mukhtar “ald dar al-mukhtar, (Dar
alfikr i al-fiba“ah wa al-nashr, Beirat, 2000), vol.4 at.510.



(3) To provide Shari‘ah understanding on the issues and challenges on
possession and the sale of tangible and intangible assets in debt based
sukazk structure.

(4) To propose potential asset to be used as an underlying asset in structuring

debt based sukik.

1.3 STATEMENT OF PROBLEM

Debt based Sukuzk is one of the most controversial sukik issuances, there is no
certainty whether the assets used to structure debt based sukik have satisfied the
Shariah requirements of mal (wealth) or not. Debt based sukak is dealing with non-
existent assets and according to the Prophetic traditions a property should not be sold
prior to taking over or delivery. Debt based sukzk includes sale of debt, future assets,
non existing assets, tangible and intangible assets which most of them were sanctioned
by the general rules of Shari’ah except where applicable. This research will be
investigating such assets and look at the possible ways to make sure the assets used to

structure debt based sukik are in line with the precise rules of Shari’ah.

1.4 RESEARCH QUESTIONS

This research will be answering the following questions:
1- Has the Shari‘ah perspective on mal (wealth) been observed in the
underlying assets used to structure Islamic Debt based sukizk?
2- Is the current use of tangible asset as an underlying asset Shari‘ah

compliant?



3- Does the usage of intangible, future and nonexisting assets as an
underlying asset of sukizk comply with the precise rules and regulations of
Shari‘ah?

4- What are the Shari‘ah rulings on possession and trade of tangible and
intangible assets?

5- Does the trade of Islamic Debt based sukizk comply with Shari‘ah ?

1.5 HYPOTHESIS

The existing applications of different types of assets which include tangible and
intangible assets in structuring Islamic debt based sukik are Shari‘ah compliant, this
is according to the precise rules and regulations of the classical Shari‘ah theory. Some
scholars have criticized sukizk due to unresolved issues including the ownership of
sukak asset and transfer of that ownership to the sukzzk subscribers. The dispute also
arises whether it can be regarded as mal or not, and whether intangible assets can be
regarded as debt or ‘ayn. Similarly the dispute also arises on issues surrounding future
and non-existing assets ‘ayn ma‘dazm, such critics raise the Shari‘ah questions that
have already been discussed in the classical writings of Islamic prominent scholars
from the four Islamic Schools of Jurisprudence. This would help to understand the
Islamic compatible process of securitization which would lead to the issuance of
Islamic compatible debt based sukizk. The researcher hypothesizes that generally the
current applications of different types of assets in structuring Islamic debt based sukizk
are deemed Shari‘ah compliant. However, additional components are necessary to

ensure the compliant of Debt Based Sukazk in the Islamic capital markets.



1.6 LITERATURE REVIEW

Different types of books, articles, thesis and papers have been written on the topic.
The literatures mentioned below are to be examined in order to understand their
contributions and relationships to the current study as well as unpardonable gaps that
need to be filled.

Sukzzk has proved to be one of the most essential instruments for fund raising,
investment purposes and infrastructure development. The role of sukzk in the capital
market has now become more identifiable. However, developing sukak market is very
challenging and complex, it requires a strong regulatory and Government policy
support. Sukak will be less challenging if factors such as Shari’ah framework,
innovation, and secondary market activities are duly addressed. Sukik underlying
assets must be Shari‘ah compliant. For example, a building does not qualify as an
underlying asset for sukuk if the major tenant operates a conventional banking in it, an
activity that is prohibited under the Islamic law. However, some other views
demonstrate concern based on the contract itself, if the contract is valid such as the
contract of ijarah in this case, then the asset’s return is /alal in the sukizk operation,
disregarding the tenant’s source of income. This view demonstrates that the prophet
(peace be upon him) used to engage in contracts with Jews despite their involvement
in riba and gambling activities.

Structuring Islamic debt securities includes a sale of assets based on the Islamic
principles of murabakah, bay bi thaman gjil or istisna“ and salam. There is a notable
concern on the aspect of the Islamic conception of sale contract and its implications in
the Islamic financial Markets. It is apparent that Shari‘ah has allowed the exchange of

“similar for similar” in riba bearing items which has to be done in spot mode without

2 Abdulkadir Thomas , Sukizk, Islamic Capital Market Series, (Sweet & Maxwell Asia, 2009). At 1





