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ABSTRACT

This research aims to analyze the Shar £ah issues in asset-based and asset-backed suk ik
in Malaysian practice and finally proposing some possible solutions to these issues.
Most of the issues have remained controversial among sukik players especially with
regard to asset-based sukak which is claimed as noncompliant with the Shar £ah rules.
These unsolved issues have posed huge constraints to investors especially from the
Middle Eastern countries which perceive Malaysian sukik as similar to conventional
bond. Thus, the principles, terms and conditions of some sukzk issued in Malaysia have
been revised in order to conform to the Shar £ah rules. The method used in this study
was mainly textual analysis to highlight the main characteristics of asset-based and
asset-backed sukik as practiced in Malaysia. Some selected term sheets of sukik issued
were analyzed to identify Sharfah issues. In addition, some Malaysian scholars were
interviewed in order to get their views on these issues. It is found that these issues
abound due to the conflicting opinions that stem from the different perceptions and
interpretations of scholars on the textual evidence
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CHAPTER ONE

INTRODUCTION

1.1 INTRODUCTION

In the current situation, the Islamic economic system is growing very fast not only in
Muslim countries but exceeding the boundaries of Muslim jurisdictions. Since the latest
economic crisis, people are looking for solutions and alternatives in order to fulfill their
financial needs. They are looking for a just and fair economic and financial system
which offers them good profit with minimum risk, pleasing the needs of different
segments of society. Thus, Islamic system is the answer which promotes the just balance
or “wasaziyyah” as a way of life in all aspects including economic and financial matters.
Islamic financial system promotes justice mainly by prohibiting interest charges.
Instead of charging interest, Islam promotes profit and loss sharing to fulfil the
diversified needs of the society in their financial matters.

Islamic economic and finance principles can be found in the juristic literature
derived by jurists from the Qur”an, sunnah, Ijm&® and Qiy4s as primary sources beside
Istihsan, Istishab, Masalih al-Mursalah, and Urf Ahli Madmah which are also known
as secondary sources in Islamic law. In a frequently cited Quranic verse, Allah (SWT)
responded to the assumption of the Jahili people contending that trade is similar to usury
orriba
i 6 it s s e St g 0 ks WS Gk ¥ 0 58T
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Those who take usury, they shall not be able to stand upright but shall rise up like one

whom Satan has demented by his touch, for they claimed that:"Trade is like usury."

Whereas Allah has permitted trading and forbidden usury.’

Allah also warned those who still dealing with usury and The Almighty said:

At e o 50 L L 5
If ye do it not, take notice of war from Allah and His Messenger”

What has been warned by Allah (SWT) has become a reality with the arrival of
the economic crisis which can be understood as a war from Allah when people are still
dealing with usury and do not obey His commands. Thus, it is the obligation of the
Muslims to start promoting and practicing Islamic economic system to get blessings
from Him.

Allah (SWT) reminds in the Qur’an:

198G 2036 158 S5 o535 sz 52 o5 gl sl T AT (o5l 43T &

-

If the people of the towns had but believed and feared Allah, We should indeed have

opened out to them (All kinds of) blessings from heaven and earth; but they rejected

(the truth), and We brought them to book for their misdeeds.’

In order to overcome the financial crisis, Islamic capital market can be an option.
It offers no ribz or interest products which are forbidden by SharFah. It was clear that

riba is the reason behind the present financials crisis®. Then, it must be avoided at all

! Al-Bagarah: 275

2 Al-Bagarah: 279

3 Al-A’raf: 96

4 Ahamed Kameel Mydin Meera, Riba & Global Economic Crisis, presented in World Conference on
Ribz organized by Thinkers Trends Resources and International Islamic University Malaysia, Kuala
Lumpur. Retrieved November 29, 2010. http://www.worldribaconference.org/



http://www.worldribaconference.org/

cost. Therefore, Islamic capital market should play the role to promote Islamic products
by providing alternative funding avenues for individuals, corporates and governments.

In general, the Islamic capital market consists of two main components: the
equity market and the debt market. The former involves active trading of Islamic
securities, shares and other exchange-traded instruments, while the latter normally is
represented by sukik, which has been the most active Islamic debt market instrument®.

Sukak is an instrument in Islamic capital market which has been issued to
provide liquidity to investors. Indeed, sukuk is one of the fastest growing segments in
the Islamic financial market. At present, Malaysia is the world’s largest market for
sukuk. Most of the sukuk in the world today are issued by Malaysia. For instance, the
amount of sovereign sukuk issued by the government of Malaysia in year 2012 is
USD1.25 billion which is six times bigger than the whole amount of sukuk subscribed
by investors from Asia, middle eastern countries, Europe and the United States of
America.® The government of Malaysia is very supportive in order to improve the
current economic situation by creating a stable economic environment to attract
investors to invest in Malaysia. Its Bursa Malaysia topped the world's exchanges in
sukuk listings, recording a total of US$17.6 billion (RM58 billion) in sukuk last year;
and with 1,080 sukuk issuances amounting to US$67 billion (RM221 billion), the

country accounted for 63 per cent of the global sukuk issued since 2006’.

5> Ashraf Wajdi and Shabnam Mokhtar, Critical Appraisal of Shariah Issues on Ownership in Asset-Based
Sukak as Implemented in the Islamic Debt Market, Research paper, No.5, (Kuala Lumpur, International
Shar fah Research Academy For Islamic Finance ISRA, 2009) 7

6 Zeti Akhtar Aziz, “Instrumen Sukuk Jadi Tarikan Terbaru”, Utusan Malaysia. Retrieved October 13,
2010,
http://www.utusan.com.my/utusan/info.asp?y=2010&dt=1013&pub=utusan_malaysia&sec=Ekonomi&
pg=ek_03.htm&arc=hive

" Hamisah Hamid, “Malaysia Maintaining Pole Position In Islamic Finance”, Business Times. Retrieved
May 31, 2010.
http://www.btimes.com.my/Current_News/BTIMES/articles/MONVIEW4/Article/index_html
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http://www.utusan.com.my/utusan/info.asp?y=2010&dt=1013&pub=utusan_malaysia&sec=Ekonomi&pg=ek_03.htm&arc=hive
http://www.btimes.com.my/Current_News/BTIMES/articles/MONVIEW4/Article/index_html

1.2 PROBLEM STATEMENT

Essentially, sukik refers to certificate or document representing the ownership of the
sukzk holders in an underlying asset.® It can be derived from the definition that one of
the crucial elements in sukzk issuance is the presence of an asset that is compulsory as
a subject of a transaction in issuance process. Indeed, without the existence of an
underlying asset, it will turn the certificate into interest based bond. With reference to
the asset in the sukik issuance, sukik can basically be divided into two categories,
namely asset-based sukik and asset-backed sukik.®

At the beginning, only asset-based sukik was issued by the issuers where the
sukik holders temporarily hold their beneficial ownership on the asset with restriction
not to recourse to the asset but to the originator in the event the issuer were to default
or become insolvent. The sukik holders have no rights over the asset even though they
have purchased the asset at first in order to invest in the sukak. The asset also cannot be
disposed by the sukik holders to refund their losses even though according to Shar Fah
law they are the owners of the asset. In fact, the asset remained in the balance sheet of
the obligor and not transferred into the balance sheet of the sukik holders?.

The issuance of asset-backed sukak started when the issuance of asset-based
sukik had became controversial with a bundle of SharFah issues being brought up by
Sharfah scholars. In asset-backed sukuk, the sukik holders enjoy asset backing where
ownership of the asset is legally transferred to them, should the issuer were to default

or become insolvent, the sukik holders would be able to recover their exposure by

8IFSB, Islamic Financial Services Board (IFSB)'s Capital Adequacy Standard for Institutions (Other
than Insurance Institutions) Offering Only Islamic Financial Services. (Kuala Lumpur: IFSB, 2005).

% This categorization refers to the technical aspect of the issuance. Although there is another type of sukik
that is hybric sukzk but in general only two previous types are being discussed thoroughly because of
their contentious issues.

10 Ashraf Wajdi and Shabnam Mokhtar, Critical Appraisal of Shariah Issues on Ownership in Asset-
Based Sukik as Implemented in the Islamic Debt Market, Research paper, 21



taking control of and ultimately realize the value of the assets. Indeed, the sukzk holders
will bear any loses due to impairment of the assets. In other words, in asset-backed
sukixk, the sukik holders have recourse to the asset and not the originator.1? This implies
that the asset-backed sukik involves full transfer of legal ownership of the underlying
asset. In fact, this type of sukik has lesser criticisms from scholars.

Although asset-based sukik has received a lot of criticisms from scholars and
investors, the issuance of this type of sukak still dominates the sukak market. Malaysia
which is the biggest market of sukak has also been affected by this issue. Thus, this
research aims to enlighten the Shar £ah issues that arise in sukik structure and operation
especially in asset-based type; in particular, Sharfah issues with regard to ownership
are going to be identified and discussed. Four major issues have emerged in the structure
and operation of asset-based sukik. They are:

. The sukak holders’ status of ownership in asset-based sukak. Can the
contract of sale between the sukik holders and the obligor be regarded as
true sale or not and what are the consequences of the contract from the legal
and Shar Fah perspectives?

ii.  The concept of beneficial ownership. Is it approved by Shar Fah?

iii. The restrictions on asset disposal. Is this condition valid according to
Sharfah? Hence, what are the consequences of the restriction over the
contract and the profit according to the Shar £ah law?

Iv. Due diligence regarding sukik assets. Who will be responsible with regard
to asset loss if the asset still remains in the balance sheet of the obligor

although the contract of sale has taken place?

11 Ashraf Wajdi and Shabnam Mokhtar, Critical Appraisal of Shariah Issues on Ownership in Asset-
Based Sukik as Implemented in the Islamic Debt Market, Research paper, 7



The research will also analyze the structure of asset-backed sukik to find any
contentious issues especially with regard to the practice in the market.

Finally, in order to be Sharf£ah compliant, the sukik must comply with all the
requirements not only in the documentation of the issuance but also in terms of the
characteristics and consequences arising from the sukik transaction. Hence, several
identified term sheet of sukik will be analyzed to identify what are the possible Shar Fah

issues which might arise particularly related to asset-based and asset-backed sukik.

1.3 RESEARCH QUESTIONS
i.  What are the real situations of asset-backed and asset-based sukak?
ii.  What are the differences between asset-backed and asset-based sukak and
how do they differ in their legal and contractual consequences?
iii.  How is the trend of Malaysian sukak issuances in relation to asset-backed
and asset-based sukik?
iv.  What are the main Shar£ah concerns in asset-backed and asset-based sukik
within the three main categories of sukik i.e. sale-based, lease-based and

equity based-sukk?

1.4 OBJECTIVES OF THE STUDY
The specific objectives of the study include the following:
i.  To study the reality of asset-backed and asset-based sukzk in the issuance of
suk k.
ii.  Toexamine the differences between asset-backed and asset-based sukiak and

their legal and contractual consequences.



iii.  Toevaluate the practice of Malaysian sukzk issuances related to asset-backed
and asset-based suk k.

iv.  Toanalyze SharFah issues in asset-backed and asset-based sukik within the
three main categories of sukik: sale-based, lease-based and equity-based-

suk k.

1.5 RESEARCH METHODOLOGY

This research was mainly based on textual analysis. All materials were collected and
reviewed in order to get a clear understanding regarding sukik and its practices in
Malaysia. Descriptive method was used to highlight the main characteristics of asset-
backed and asset-based sukik particularly in Malaysian Islamic Capital Market. The
arguments regarding this matter from Muslim jurists were accordingly analyzed.

The principles, rules and regulations of asset-backed and asset-based sukik
which had been issued by selected financial institutions in Malaysia was outlined and
scrutinized to assess whether they comply with the principles of Shar£ah. Other than
that the contemporary issues and discussions related to principles and regulations were
examined and analyzed for better understanding regarding the subject. For that, the term
sheets of asset-backed and asset-based sukik were selected from the Securities
Commission Malaysia in order to understand the term of issuance. The clauses in these
term sheets were examined very carefully in order to see the real concepts of sukik
which had became an issue in Malaysia. All the informations were grouped acording to
certain themes.

The second part of the methodology was based on the informations gathered
from the interviews with experts, Sharfah advisors, lawyers and researchers. The

purpose of the interview is to get a better understanding of the terms and regulations of



the sukak issuance that were determined from the term sheets. Those scholars
interpreted the clauses and concurrently relate the clauses with the real practice in the
market. Some selected cases of asset-backed and asset-based sukik are also discussed
with them.

Shar f£ah advisor shared the arguments and evident behind the rulings of every
fatwa issued by Shar£ah Advisory Council pertaining to asset-backed and asset-based
sukik. Afterward, the researcher analyzed the fatwa by going back into its original
sources or books of Islamic Jurisprudence to determine the views of scholars in sukik’s
figh issues, so that the researcher might get the reason of the criticisms from the scholars
especially from the Middle Eastern countries regarding the practices of Malaysia’s
sukik. If the Malaysia’s fatwa is in accordance with the SharFah rules and principles,
the researcher will support the fatwa unless there is a stronger evidence showing that
the Malaysia’s fatwa is not accurate. Then, the researcher suggests to rely on the
stronger argument and evidence with some recommendations to improve the practice.
The comparative methodology therefore used to analyse the most accurate arguments

and evident among the scholars.

1.6 LITERATURE REVIEW
The literature can be divided into two groups. First, are those which deal with the sukak
in general and secondly those which specifically focus on asset-backed and asset-based
suk k.

°Ali Muhyiddin °Ali al-Qarahdari has compiled his research on Islamic

economic in Buhath fi al-Iqtisad al-lslam/22. His article in the book under the title Al-

12 Al-Qarahdari, cAli Muhyiddin Ali, Al-Tatbqat al-Syarciyyah Li Iqamah al-Sixq al-1slamiyyah, Buhth
fi al-1gtisad al-1slamz,(Bayrat: Dar al-Basha‘ir al-Islamiyyah, 2" ed., 2006)





