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ABSTRACT

In today’s global finance environment, Sukuk has been adopted by several
governments as an alternative Islamic monetary policy tool other than bond that
generate its profits from the imposition of interest. This study pinpoints financial
issues faced by government of Libya and introduces ljarah Sukuk as a solution. These
issues can be summarised into two; the first issue is the non-interest-bearing
certificates of deposits held by central bank and the second issue is the liquidity crisis.
The study focuses on highlighting the availability of Shari’ah, legal and technical
factors that serve as an infrastructure for the adoption of Sukuk al-ljarah in Libya to
tackle these issue. This case study adopts the problem-solving approach where
primary data from different governmental sources is analysed using document analysis
technique to firstly; explore the main issues and challenges that the country is
currently suffering from and secondly; to introduce ljarah Sukuk as an alternative
monetary policy instrument. As a way of reference and guide, the study also presents
ljarah Sukuk issuance cases from other countries which were misapplied and
contradictory to Shari’ah. The findings indicated acute lack of Islamic financial
products and instruments innovation despite the availability of the Shari’ah, legal and
environmental infrastructure. The findings also showed that Libyan legal environment
IS unique in the way it has only one financial system which is Islamic. This implies
that the factor of competitiveness with the conventional industry is not considered in
Libya, a thing that is not available in the other cases mentioned like Bahrain and
Malaysia.
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CHAPTER ONE
INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Sukuk al-ljarah are widely comprehended to mean a lease. It is the sale-and-lease
back structure where its revenues are generated from the underlying asset. These
revenues represent the payments for Sukuk holders as a rental or profit not an interest.
Therefore, Sukuk al-ljarah are dependent on the performance of the underlying asset.
Accordingly, the issuer of this type of Sukuk which is often the government must
identify a tangible asset to be sold to Sukuk holders then leased back to the seller
(government) (Franklin Templeton Inestments, 2013)

Sukuk al-ljarah are one of the effective Shari’ah compliant products that are
rapidly becoming an integral part of the world economy. This evolution can be
observed in the Middle East region, South Asia as well as some European countries
(Tomas, 2015). What captured the attention of investors, among these products, is the
emergence of Sukuk which are considered as one of the fastest growing instruments of
the Islamic capital market. It is an alternative to the conventional bonds that are
simply interest-bearing loans. Although many people view Sukuk as a contemporary
type of the Islamic financial operations, their origins, according to (Ibn Anas, 2013)
can be found back in the 1st Century AH during the Caliphate of Umayyadl. (p. 491)

In the conventional market, the primary relationship between the investor and the
investee is merely based on debts either by loans in banking market or bonds in the
capital market, whereas in Sukuk (asset-backed), the relationship is associated with

the underlying asset along with a commensurate cash flows and risk. Too,




classification of Sukuk is not bounded by the type of contract being entered into. For
example, multiple choice of Murabahah, Musharakah or ljarah contracts can be
entered into under the convertible Sukuk category. In terms of the structure, some
types of Sukuk have been a debatable issue among scholars due to the elements of
Riba and Gharar in bay’ al-dayn and bay’ al-‘inah that arise in Sukuk Murabahah
structure. Moreover, emulating conventional bonds can be seen in the type of asset-
based Sukuk where the underlying asset is only used seeking the fulfilment of the
Shari’ah requirement, meaning that not a true sale is taken place between the investor
and the issuer. Rather, a debt is created by using bay’ al-‘inah to avoid the
conventional direct loan.

Unlike the other structures, Sukuk al-ljarah have the advantage of the
indisputable intrinsic values of the certificates whom investors hold, they represent
real estate assets from which the income for the investors is generated, thus, the
indicator of the income is based on the creditworthiness of the underlying asset, and in
case of insufficiency, the investors’ recourse would be to the underlying asset.
Moreover, Sukuk al-ljarah can be traded in the secondary market because of their
representation of real estate assets, which allows the investor to trade at discount, at

part or premium with no element of Riba.

1.2 STATEMENT OF THE PROBLEM

Due to the loss of trust in the banking industry in Libya, depositors started
withdrawing their money from the banks causing inadequacy in the banks’ capital.
(Alwasat, 2017). This is known in the banking perspective as Tier 2 capital (Tier 3 in

other jurisdictions)? that represents depositors’ money which is no longer exist in the

2 In some jurisdictions, the tiers are numerated differently namely: Tier 1, Tier 2 and Tier 3



Libyan commercial banks. Moreover, the country suffers from lack of security and an
absence of the capital market meaning that banks do not perform investments which
represent Additional Tier 1 (Tier 2 in other jurisdictions) (Sheikh Eldin, 2017).
Additionally, Fractional Reserve Banking system is not applied in the country since
2013 where interest-based financing transactions were prohibited under Law No. 1.
These fractional reserves were the sole profit that banks relied on because there are no
other alternative sources of income.

Moreover, the country suffers from a recession at a time it is heavily dependent on
the only utilized source of income which is oil. According to the Libyan Audit
Bureau, revenues of oil in 2014 is 19.9 billion Libyan Dinars whom the government
pays from it 21.6 BLD for salaries (Libyan Audit Bureau [LAB], 2014). This caused a
financial deficit and exhausted the general budget of the country while, on the other
hand, there is no economic development.

As Libya has many income-generating resources that have not been paid
attention, liquidity crisis comes into picture again leading to lack of investments and,
as a result, poor economic developments. The country has many state-owned
properties located in the center, beaches and lands that are unutilized. The researcher
believes that the adoption of Sukuk al-ljarah concept would attract investors to cash in
their money to circulate the wealth within the society and provide liquidity for the
banks. On top of that, ordinary citizens with minimal amounts of money can subscribe
to Sukuk pari passu with the investors since governmental assets will be divided into
small proportions affordable to be subscribed by the public. Adopting a real Islamic
instrument like Sukuk al-ljarah would undoubtedly attract citizens in Libya as it is

deemed a religious society.



1.3 RESEARCH OBJECTIVES
The study aimed to achieve the following objectives:

1. To present a genuine Shari’ah compliant structure of Sukuk al-ljarah inspired
by previous experiences of the successful issuances to be implemented in the
case of Libya

2. To contribute to solving liquidity crisis in Libya by replacing treasury bonds
that became useless since the initiative of the interest prohibition law

3. To empower Libyan Bursa via tradability of Sukuk al-ljarah that differ from
Salam and istisna’ Sukuk in which the value of ljarah Sukuk represent an

ownership of a real asset not a debt.

1.4 RESEARCH QUESTIONS

1-  What are the factors that effected the genuineness of the previously issued
Sukuk al-ljarah? And how would be the proper structure of it?

2-  Why Libya is considered a suitable environment for the implementation of
Sukuk al-ljarah?

3- How can Sukuk al-ljarah contribute to solving liquidity crisis in Libya?

1.5 SIGNIFICANCE OF THE STUDY

The importance of this study can be seen in highlighting the utilization mechanism of
Sukuk al-ljarah in Libya and showing the appropriateness of adopting this type of
Sukuk in the Libyan market taking into consideration the applicable laws of the
respective country.

Despite the significant development that Sukuk have contributed to the capital
market, every country has its own political and legal environment which may or may

not be suitable to adopt such newly-established instruments. However, the researcher



believes that Libya enjoys several merits reflecting its capability for the adoption of

this type of Sukuk which will contribute in solving the liquidity crisis as well as the

development of the country economy. These features can be summarised as follows:

1-

Legal environment

In 2013, the General National Congress GNC that was elected by the Libyan
citizens, initiated a new law prohibiting all forms of Riba as stated in clause 1
of the Libyan constitution " all forms of Riba, whether in civil or commercial
dealings shall be banned, and therefore all barter trades resulting from Riba
contracts is considered void’’ (Ministry of Justice, 2013, p. 241). The
resolution took place after pressing demands by the Libyan nation who sought
for a transfer from the conventional bank system to the Islamic system.

Society environment

By taking the aforementioned demand into consideration, it implies that
Libyan people are fertile ground to plant the Islamic bonds concept. Recent
researches showed significant percentage of Libyan citizens who support the
complete transfer to the Islamic system. According to Dr Mustafa Ali Abu-
hmaira, 76.6% of the sample he selected support the transfer to the Islamic
banking system. (Abu-hmaira, 2013)

Shari’ah scholars

As a crucial leader in the Islamic banking industry, Libyan government
represented in General National Congress (GNC) and supported by Shari’ah
scholars from different Islamic financial and non-financial institutions have
allowed the concept of Sukuk . Decree No (4/2016) of GNC states that Sukuk
can be adopted in the market as it provides investment opportunities similar to

the bonds in terms of its proportionately stable returns and its intrinsic values



that are guaranteed by owning proportions in real assets. It is also similar to
the Hire Purchase agreement in terms of the origins of its values that are
represented in real estate assets.
On top of that, the study also contributes to knowledge by discussing the most
important difference between Sukuk and bonds with reference to the theory of time
value of money whom bond market practitioners rely on, which is, to the best of the
researcher’s knowledge, has not been discussed as a distinguisher and a key feature
between Sukuk and bonds, a matter that would enhance the approbation of Muslim

investors to cash in their money and subscribe to Sukuk.

1.6 ORGANISATION OF THE STUDY

The research is organized into five chapters. The first chapter covers the background
of the study, followed by the problem statement, research objectives, research
questions and significance of the study. Chapter two provides a review of literature on
Sukuk and focuses specifically on Sukuk al-ljarah to analysis the experience of both
successful and less successful cases. The third chapter presents the methodology
adopted for this research as an academic tool to enlighten the reader on the data used
in the research and the sources that were relied on to conduct the research and come
up with a proper findings. Chapter four provides findings. Chapter five presents

conclusion and recommendations.

1.7 SUMMARY

This chapter has presented and discussed the background of the study. It elaborated
why Sukuk generally play a vital role in the development of the global Islamic finance

with a specific reference to Sukuk al-ljarah. In addition, the statement of the problem



was highlighted, as the study is conducted to highlight the applicability of Sukuk al-
ljarah in the Libyan market. Following this is the review of the literature on Sukuk al-
Ijarah as well as the economic environment of the Libyan market and its applicability
in adopting Sukuk al-ljarah. Moreover, research objectives, research questions and
significance were also presented in this chapter. Finally, the chapter was concluded by

the organisation section where it presented the flow of the research.



CHAPTER TWO
LITERATURE REVIEW

PART ONE: THEORETICAL REVIEW
2.1 INTRODUCTION

As the study sought to highlight the viability and applicability of Sukuk al-ljarah in
the country of Libya, it is of importance to shed the light on what academicians,
practitioners and market players said about Sukuk in general with specific reference to
Sukuk al-ljarah either the theoretical or technical parts of it. Since the study focuses
on implementing the genuine module of this type of Sukuk , this chapter will
emphasize on the differences that distinguishes the introduced Sukuk module from the
bonds and also from other Sukuk al-ljarah that were misapplied in other countries.
Furthermore, the chapter will cover the current economic situation of the country of
Libya highlighting the conducive environment for the implementation of Sukuk al-

Ijarah as well as the challenges.

2.2 THE CONCEPT OF SUKUK

Although the term of Sukuk (Islamic bonds) is modern, the idea behind was
implemented, with some basic differences, in 1862 during the American civil war.
According to (Razaghian, 2005), he noted that the need of the American government
at that period to cover the deficit spending led to the innovation of bond market. To
cover the deficit, the American government issued bonds whom its interest is backed
by cotton to attract foreign investors to subscribe.

The concept of Sukuk is similar to the previously mentioned idea with other basic

Shari’ah principles that distinguish it from the bonds. Among these principles,



according to (Zolfaghari, 2017), is that Sukuk holders are owners of the underlying
asset which is the cotton in the previous example. However, the very basic difference
is that owners of the asset in Sukuk must bear an equity risk attached to the underlying
asset, whereas in bonds no equity risk is borne.

From the economical perspective, Sukuk generally can be defined as certificates
encompass rights or papers that represent rights®. Sukuk word is literally translated as
“’certificates’” representing undivided ownership of a tangible asset in the picture of
documents or certificates that can be traded in the secondary market according to
some jurisdictions®. Sukuk are also defined by (Accounting and Auditing Organiztion
for Islamic Financial Institutions [AAOIFI], 2015), “’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.”” (p. 467)
Whereas Security Commission Malaysia (SC) considers Sukuk as documents represent
the value of an asset.

Generally, we can see that the crucial part of Sukuk concept is the representation
of the assets in the picture of certificates or papers. This, as it will be discussed later,
is the distinguisher between asset-based Sukuk and asset-backed Sukuk. Asset-based
Sukuk was brought to the market seeking the guarantee on the capital, thus, the
certificates are not backed by assets but debts.

Sukuk were adopted in the market to replace the conventional practice of bonds. A
bond is a type of instrument offered for investors who do not want to bear risk. It is a

mere loan provided by those investors to other banks or institutions to be paid back

® Lisan al-Arab, ibn Manthor

* Except for Sukuk Murabahahh which cannot be traded in the secondary market: It is not permissible
to trade in Murabahahh certificates after delivery of the Murabahah commodity to the buyer. However,
trading of Murabahabh certificates is permissible after purchasing the Murabahah commaodity and
before selling it to the buyer.”” AAOIFI Shari’ah Standard No.17



with either a monthly or quarterly cash flow that represent their profit along with the
capital they initially paid to buy this bond. Arguably, the nature of people desires risk-
free ventures to be, at the same time, income generating. However, this theory is
totally against the principles of Shari’ah regarding the use of Money.

The mechanism of bonds applies the concept of time value of money. As it will
be discussed later, the time value of money (TMV) is the differentiator between Sukuk
and bonds and Sukuk is the optimal alternative of bonds provided that Shari’ah
principles are applied. Investors in bonds use the money as a commodity that deserves
a return by only lending it to another party with an interest. In contrary, Shari’ah
considers money as a measure of value, like a mirror whose value is in the reflection
of things’ shapes and colors. Playing with this base would distort the measurer of
things’ values.

Imam Al-Ghazali notes that money that Allah S.W.T has created which is gold
and silver is a blessing from Him as they have no intrinsic usufruct or utility but Allah
S.W.T created human beings attached with the need of having gold and silver by using
them as mediators to judge other subjects’ values. In his book Revival of Religious
Sciences, (Al-Ghazali, 2004) further states that “’Allah has create them, so that they
may be circulated between hands and act as a fair judge between different
commodities and work as a medium to acquire other things. So, the one who owns
them is as if he owns everything... A mirror, which has no color, but it reflects all
colors. The same is the case of money. It is not an objective in itself. But it is an
instrument to lead to all objectives... He who does an act with dirhams and dinars,
which is opposed to the above plan of Allah, commits a sin and is ungrateful to the

gifts of Allah.”” (pp. 90-94)
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2.3 SUKUK STRUCTURE

Before we present the structure of Sukuk , it is of importance to highlight the factors
that influence the way Sukuk are structured and designed. These factors can be
summarized as follows:

1

Compatibility with basic Shari’ah contracts

2- Attached risk profile

w
1

Market environment and its capability to accept Sukuk

AN
1

The type of cash flow sought by both originator and investor (Mirakhor O. 1.,

2013).

With regards to No.1, Sukuk are structured based on the basic Shari’ah contracts that
will be highlighted in the next section. For No.2, risk is the crucial part when it comes
to structuring for Sukuk as it shapes the type of certificates that investors are going to
subscribe to and whether or not they are secured from a potential loss. There are
certain ways market players use to eliminate, in most cases, or mitigate the risk
attached to the certificates.

From the issuer’s side, there might be a call option embedded in Sukuk structure
for early redemption. According to the Sukuk prospectus issued by Public Islamic
Bank Berhad in Malaysia (SC, 2014), the structure encompassed a call option where

the issuer

11



2.3.1 CLASSICAL SHARI’AH CONTRACTS EMBEDDED IN SUKUK
STRUCTURES

Religiously, the products innovated by Islamic financial institutions have to be based
on the Shari’ah contracts for that the major principles are taken from these classical
Islamic contracts whereby contemporary contracts are put on the scale of these
classical Islamic contracts that are shown in figure and characterized based on the

latter’s rules and regulations.

Sukuk Based on

Shari’ah Contracts

Sale-based Lease-based FEITIE B Agency-based
based

= BBA - ljarah — Mudarabah Wakalah bi
Istithmar
ljarah
—| Murabahahh = Muntahiyah | Musharakahh
Bttamlik
ljarah
— Salam = Mawsufah fi
Dhimmah
— Istisna’

Figure 2.1 Shari’ah Contracts Embedded in Sukuk Structure

Source: (SC, 2009, p. 48)

However, classifying Sukuk based on the above mentioned contracts does not mean
that Sukuk will be tied up with that particular contract for the whole process, there are

other components that might be taken into consideration. For example, the issuer’s

12



character whether it is a corporate or sovereign, also the underlying asset whether it is
an asset-backed or asset-based Sukuk. In light of the previous considerations, for one
particular type of Sukuk, there can be multiple Shari’ak contracts embedded
(International Shari‘ah Research Academy for Islamic Finance [ISRA], 2012).

From the commercial perspective, Sukuk are classified into several aspects. Table

below shows, from different angles, classification of Sukuk structures.

smmed CoOrporate

e|ssuers are Incorporated companies which are non-government firms.

Sovereign

eIssuers are government of sovereign entities.

=] Exchangeable and Convertible

eSukukmay be converted into shares (equity) at maturity or other trigger events.

amaad  Subordinated

*The repayment of the Sukukis subordinated to the creditor or depositor.

= Stapled

Two instruments are attached together and cannot be traded separately.

el Asset-Backed

eSecurities backed by an income generating asset with stabel cash flow. This involves true sale
securitisation where the recourse is to the asset and not to the originator.

md  Project Financing

*Proceeds of Sukukis used to finance a project. Repayment to investors comes from cash flow
generated from the project.

Table 2.1 Different Types of Sukuk Based on Different Types of Issuers

Source: (ISRA, 2012, p. 400)
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