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The Islamic capital market (ICM) is often confronted with a
number of Shari'ah issucs that are subject to contention and
differences of views. This chapter attempts to look into the
various Shari‘ah issues that are contemporary and relevant to
ICM products and instruments. These Shari‘ah jssues include
discussions surrounding practices and concepts, such as
combination of contracts; legal and beneficial ownership; recourse
to the underlying assets in sukitk; purchase undertaking (wa 'd);
taking possession (gabd); security deposit (hamish jiddiyyah);
provision of guarantee facilitics (kafdlah); foregoing of one’s
right (tandzul; and rebate (ibra ). These matters are discussed and
analysed in terms of their meanings, contemporary applications, and the relevant Shari*ah issues
and opinions on their practices. It is however acknowledged that the discussion and analysis of
most of the issues in this chapter are neither conclusive nor exhaustive, It is therefore hoped that
the discussion in this chapter will stimulate the interests of the readers and trigger the momentum
for further deliberation, discourse and rescarch on the said issues and related areas.

Shari‘ah issues relating to the ICM impact on the operations of this market sector. It is important that readers have a grasp
of these issues {o understand the challenges faced by this sector. At the end of the chapter, the reader should be able to:

= Evaluate the current practices of ICM instruments and understand the rationale for the penmissibility of such
their compatibility with Shari'ah requirements; instruments; and
# Highlight the contentious issues raised by Shari'ah  Demonstrate the challenges in developing ICM

scholars on the features of ICM instruments and instruments
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Chapter 4 Shari'ah Issiies Relating to the Islamic Capital Market

Combination of Contracts

As mentioned in Chapter 3, hybrid instruments can be structured through the combination
of contracts. AAOIFI (2010) defines a combination of contracts as a process that takes place
between two or more parties and entails the simultaneous conclusion of more than one contract,
A combination of contracts can be defined as an agreement between two or more parties to put
together two or more contracts with different features and legal consequences to achieve a desired
viable transaction. In this case, all obligations and legal consequences arising from the combined

contracts are to be realised as a single obligation.

Prohibition of Combination of Contracis

The provisions that seem to reject the concept of combination of contracts are stated in the Sunnah
literature evidenced by several famous versions of hadith, One such hadith reads to the effect:

‘Abdullal bin ‘Amr said: ‘The Messenger of Allah (SAW) said: “It is not permissible

to transact a loan combined with a sale, or to stipulate two conditions in one

transaction, or to make a profit on something that you do not possess, or to sell
sometling that Is not with you." (Sunan AbT Dawdd, kadith no. 3504},

In this hadith, it is noticed that there are several transactions prohibited by the Prophet (SAW),
among which is a transaction of a loan combined with a sale, The meaning of this transaction
is to sell goods with a stipulation that the buyer should gi\;e a loan to the seller or vice versa.
For example, where one says to another, ‘Selt your book to me, and I’Hl lend you money of
USD 190. '

In another fadith, it was reported by Imam Ahmad: ‘The Prophet has prohibited concluding
two confracis in one’ (Majma’ al-Zawa’id). The scholars differed in their interpretation of this
hadith and one such interpretation of safgatdn fi sqfgah (two transactions in one bargain) is to
conclude a contract that revolves between deferred payment witha higher price and cash payment
with a lower price, and the parties to the contract separated without certainty on which of the
two bérgains the contract was finalised. This is the interpretation of the scholars such as ‘Abdul
Wahab ibn “Afa’, Abtt ‘Ubayd, Ibn Sirin and Al-Nasa’t, Generally, the effective reasons for the .

prohibition are occurrence of #iba (interest) or existence of gharar (excessive uncertainty or

ignorance).

As aforementiohed, the ratio}pﬁle behind the impermissibility of the combination of loan and

exchange contracts such as a sale contract is the existence of ribd where the lender (who is als

a scller) will factor the interest of the loan in the sale price for the buyer (who is als

a borrower) to pay to him. This arrangement is deemed as hifah (legal trick) to impos
interest on the borrower and is strictly prohibited by Islamic law. Apart from combinatiol

with a loan contract, two confracts in one bargain is also prohibited due to the existence




uncertainty and ignorance which may Jead to injustice and will oppress the transacting parties. For
these reasous, SharT'ah does not allow the combination of loan and sale contracts and combination

of contracts in one bargain, especially when the structure involves contracts of exchange of values.

£
¥ .
- [ * - /‘ N
Parameters for Legitimacy of Combining Contracts

Notwithstanding the impermissibility of combining loan and exchange contracts as mentioned
previously, Shari'ah does not outrightly forbid the combination of multiple contracts in one
transaction because of the general principle of freedom of contract in SharT'ah. Jurists such as
Ton Taymiyyah, in his Majmit ‘Gt al-Fatawa, argue that the parties are free to conclude whatever
contracts they deem necessary and of added value, and to fulfil contractual expectations as long as
there is no explicit source prohibiting their actions; The parameters for permissible combination
of contracts can be summarised as follows:

i. The process of combination must not contradict an explicit text. Firstly, the combination
of contracts must comply with the requirement that they do notin any way conflict with
an explicit source of SharT'ah. Therefore, if there is an explicit source to the effect that
certain contracts cannot be combined for whatever reason, then the product that depends on
such a combination becomes unacceptable under Islamic law. This is mainly based on the
hadith prohibiting the combination of sale and loan contracts cited earlier. Consequently,
any product structured on the basis of combining these two contracts will be against this
prohibition and considered impermissible,

An example of an invalid combination of contracts is the granting of a credit facility to the
customer where, in addition to the loan given, the customer is also required to sell certain
goods to the provider of the facility. As argued by Nazih Hammad (1998), the reason is that

the transaction falls under the principle of a loan that accrues benefit, which is prohibited
by Shari'ah,

ii. No circumvention of impermissible transactions, A product structured on the basis of a
combination of contracts must not be intended to circumvent impermissible transactions, such
as ribd, If the structure appears to involve riba or gharar even if indirectly, it then becomes
unacceptable. It is argued, for example, that the hadifh that prohibits the combination of some
contracts presumed that a combination of such contracts involves riba, In other words, one
may combine an {/Gral contract and a loan contract to benefit from a loan contract in the name
of ifdrah. Some combinations of contracts could involve sale and buy-back arrangements,
known as ‘nah. In this respect, an agreement may be reached for selling an item on a
deferred payment basis and then be repurchased on an immediate payment basis. Here, there
is combination of a contract of deferred payment and a contract of immediate payment, which
leads to #ibd in the name of an ordinary sale contract, if the contract of deferred and immediate
payments are made inter-conditional.

Chapter4 Shasi'ah Issues Relating fo the Islamic Capital Market
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jif, The combination must not involve contradictory contracts. It is a requirement for a
valid combination of contracts that the principal objectives of the contracts combined do
not contradict each other, either customarily or legally. Therefore, if the legal consequences
of contracts do not conflict with each other, then the combination becomes valid and
acceptable, For example, non-binding contracts can be combined with each other. However,
non-binding contracts and binding contracts juristically conflict with each other in rulings.
Hence, their combination becomes unacceptable. This may refer to the contradiction in the
contract nature and its legal implications such as combining a sale with a loan, a partnership
with a sale, a marriage with a sale, and a commission with a sale. However, if the two
contracts are not in contradiction, such as combining a sale with a gift or a lease with a gift,
then it is permissible because there is no conflict between the two. 'li‘ he rationate for the
impermissibility on the combination of a sale and a loan while the combination of 2 sale
and a gift is permissible is the consideration of the gift as part of the selling price if the gift
is given by the buyer or part of the sold asset if it is given by the seller. Thus, in essence,
there is no actual combination of contracts since the end result would still be exchange of
two countervalues. In the case of a loan and a sale, the loan must be returned eventually by
the seller (debtor) and thus cannot be considered part of the selling price; unlike the gift that

will not be returned by the seller.

iv. The combination of contracts should not be used as a means for practising rib4. The
two parties could misuse, for instance, the combination of contracts when they conclude a
lending contract that at the same time facilitates some other compensatory gains to them. For
example, they could stipulate in the contract that the borrower should ofter accommodation
in his house to the lender or should grant him a present. According to AAOIFI (2010),

combination of contracts could also be misused by imposing excess repayment in quantity

or quality on the borrower.

Combination of Contracts in Islamic Capital
Market Instruments

The combination of contracts has been used in various ICM products especially in sukitk structures
and other related products such as preference shares (if observing it from a Shari'ah perspective).

What follows is the discussion of several examples of combination of contracts that oceur in

sukitk structuring and preference shares.

Combination of Wakdlah (Agency) and Kafalali (Guarantee)

A combination of wakalah and kafdlah can be seen in some sukitk wakalah structures. In su__é
structures, an investment égent appointed by an issuer on behalf of sukiik holders provides
guarantee to the gukitk holders on the performance of the investment portfolio. The examp
of such combinations may be illustrated in the case study of ABHC Sukak Wakalah

Exhibit 4.1,
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This practice may involve a combmahon of two contracts (i.e wa.la!ah and kaf“ iah) in the same arrangément
practice may lead (o a debate among Shart’ ah scholars because the agcncy (wnka!ah) contract is

(amdnalh); and there can be no guarantees except in the case of negligence or mala fides.

In the structure of ABHC Swkitk Wakdlah, discussed in Exhibit 4.1, it is argued that the puarantee
issued by ABHC as guarantor is permissible as it guarantees the payment of rental between
ABHC’s subsidiaries as lessee and ABHC as lessor-cum-investment manager, Guarautee of rental
payment is widely accepted by various Shari‘ah boards including the AAOIFI Shari‘ah Council
and the Shaii'ah Advisory Council (SAC) of Securities Commission Malaysia (SC Malaysia).

Furthermore, the terms and conditions for the agency contract and the guarantee contract are
documented in separate agreements, Notwithstanding the permissibility, this structure attracts
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“concerns as ABHC assumes multiple roles in the suksik structure, notably sub-waii/, investment

manager, lessor, guarantor and obligor. This kind of arrangement might trigger conflict of interest

especially in the case of the investment manager who also acts as guarantor,

AAQITFI (2010: 61) has discussed this concern in its Standard for Guarantees as follows:

It is not lawfill to stipulate in trust contracts e.g. wakalah or wadi'ah contracts that
a personal guarantee or pledge of securily be produced because such a stipwlation is
against the nature of trusé contracts unless such a stipulation is intended to cover cases
of misconduct, negligence or breach of coniract. The prohibition against seeking a
guarantee in trust contracts is more stringent in musharakah and mudgrabah contracts
since it is not permitted to require from a manager in the muddrabah or musharakah

contract or an investment agent or one of the partners in these contracis to guaraniee

the capital or to promise a guaranteed profit. Moreover; it is permissible for these

contracts to be marketed on the basis that investor capital is guaranteed.

AAOIFI SharT‘ah Standards (2010: 60) also prohibit the combination of agency and guarantee in

a single transaction as their nature contradicts each other as follows:

It is not permissible to combine agency (wakalah) and personal guarantee (kafalah) ina

contract af one fime (i.e. the same party acting in the capacity of an investnent agent on

one hand and a guarantor on the other hand), because such a combination contradicts the

nature of these contracts. In this respect, a guarantee by a party acting as an agent for an

investment turns the transaction into an interest-based loan since the capital of the investiment

is guaranteed in addition fo the proceeds of investment (i.e. as though the investment agent

had taken a loan andvweturned it with an additional sum, which is tantamount to ribd).

However, AAOIF] (2010) resolved that a guarantee given by a party acting as investment agent
is allowed, provided that the guarantee clause is not stipulated in the agency contract and 2

guarantee by the agent is voluntarily given in a separate agreement and in a different capaci

from that agent capacity. In this situation, the agent will be a guarantor, not in his capacity

agent but in a separate and independent capacity, such that if the agency were fo be withdraw

the guarantee contract will still remain unaffected.

Combination of Mushdarakah and Kafilah (Guarantee)

1t is claimed that the reseiblance of combination of musharakah and kafalah contracts carl

envisaged in p'referen;é shares. From the Shari‘ah perspective, it is argued that the holders o

shares, be it ordinary or preference shares, are the mushdrakah partners. They jointly inveét'_'

business of the company which issues the shares. The main contention on the preference $
lies with its basic features which, among others, are the preference shareholders being guzra

a specified dividend rate and entitled to preference in the payment of dividends and ref

principal investment upon liquidation/winding up of the company. Apart from the said fe

a preference share is a share that does not give a right to the shareholders to vote at the

general meeting of the issuing company.
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Generally, there are various types of preference shares including redeemable preference shares,

participating preference shares, cumulative preference shares and non-cumulative preference
shares. So far, the SAC of SC Malaysia only approves the non-cumulative preference shares.
Non-cumulative preference shares refer to preference shares whose period of holding by
the investor is permanent and similar to ordinary shares except that dividends are fixed and
non-cumulative. They have features similar to those of ordinary shares that have no maturity date

and non-cumulative dividend payment, M

The SAC of SC Malaysia resolved that non-cumulative preference shftres are permiésible based
on application of the Shari'ah concept of tandzul (waiver), which means surrendering the rights to
a share of the profits based on partnership by giving priority to preference shareholders. It is also
known as isqaf al-lieg in Islamic jurisprudence. By applying the concept of fandzul, therefore, the
right to profit of the ordinary shareholder is willingly given to a preference sharcholder. Tandzul
is agreed upon at an annual general meeting of a company that decides to issue preference shares

as a tool to raise new capital,

The act of waiving of rights to profit fo the preference shareholders by the ordinary shareholders
seems to be akin to guaranteeing (kafalah} returns to some of the mushirakah partuers. The
same approach also applies in the case of winding up where the ordinary shareholders waive
their rights to proceeds to the preference sharcholders pursuant to liquidation of assets in the
event of winding up. In such an event, the ordinary shareholders might receive no proceeds from
the liquidation of assets if the proceeds’are only sufficient to cover the capital invested by the
preference shareholders. Again, there is a resemblance of guaranteeing the principal from one

group of mushdrakah parmers to another group of parters.

The term ‘non-cumulative’ also means that if in a particular inferval, there is no profit declared by
the issuing company, there will be no profit distributed to preference and ordinary sharcholders
and no profit will be accunwlated for that interval, In this case, the feature of non-cumulative
preference shares does not contravene any of the musharakah requirements as all shareholders
will not receive any dividend since none is distributed by the issuing company. Notwithstanding
this fact, the remaining contentious issues pertaining to non-cumulative preference shares are
preference in the payment of fixed dividends and upon liquidation of the company.

Legal and Beneficial Ownership

Among the contentious issues in sukiik structuring is that of ownership. Since sikitk represents its
holders’ ownership over a certain underlying asset, it gives rise to a serious question of whether
the sukiik holders do own the underlying asset of the sukiik,

Ownership from the Shari‘ah Perspective
From the Shati‘ah perspective, ownership (milk/milkiyyah) has been defined by Nazih Hammad

(1998) as ‘a legal right by a person over an asset, to the extent that he is free fo transact with
it, and exclude others fiom dealing with that asset.” There are two basic types of ownership:
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complete ownership (al-milk al-tamm) and incomplete ownership (al-milk al-ndqis). Complete
ownership is the ownership that covers both property and its usufruct. This type of ownership
gives the owner all possible legal rights associated with the owned property, and it is unconditional
and has no time limit as long as the property continues to exist. Moreover, ownership of such
properties cannot be abolished (because this will render the property ownerless), On the other
hand, incomplete ownership is the ownership of the property but not of its usufruct, or vice versa.
In this regard, ownership of usufruct may be a personal right tied to the individual rather than the
property (e.g. if a person inherits the right to use a property for the rest of his life). Ownership of
usufruct may also be attached perpetually to the property, regardless of the indi‘vidual extracting
the usufruct, such as easement rights that are established only for real estate and land.

Beneficial Ownership from the Shari‘ah Perspective

The concept of beneficial ownership originates from the English common law, which recognises
the dichotomy between legal ownership and beneficial ownership.! Other terminologies that have
been used interchangeably with the term *beneficial ownership’ are beneficial interest, beneficial

title, equitable ownership and equitable interest.

Beneficial ownership or interest has been defined in contemporary legal literature either in a
general manner or in a more specific context of trust arrangements and/or investment in securities.
Black’s Law Dictionary defines beneficial interest generally as ‘profit, benefit, or advantage
resulting from a contract, or the ownership of an estate as distinct from the legal ownership or
control.’ The same dictionary further defines a beneficial owner in the context of investment in
securities as ‘the actual owner of securifies and the rightful recipient of the benefits accorded: the
beneficial owner is often diffetent from the title holder (generally a financial institution holding

the securities on behalf of clients).’

In another definition by Comell University, beneficial ownership is said to be ‘a trust arrangement
whereby the beneficial owner of a security has the power to vote on and influence decisions
regarding that securily, and receives the benefit afforded by the security, even though in sfr:ée_?
name the security may be held by someone other than the true owner, such as a broker, for safety
or convenience reasons.” It follows that a beneficial owner is ‘someone recognised in equity as the
owner of ﬁrnperty even though legal title may belong to someone else. The use and enjoyment of
the property belong to the beneficial owner. In securities law, the term refers to someone who is

shareholder even though a broker may hold legal title to the shares.’
' 4

) A )
As opposed to beneficial Swnership, legal ownership is where the legal owner in genera
someone recognised as the legal owner of property. The term: ‘legal owner’ is sometimes used t
describe a person who holds legéi title to property for someone else’s benefit. Examples of leg:

owners are trustees and record owners.?

! The segregation between legal title and beneficial title under English law is said to go back to {he sevel
and eighth centuries in England (see Watt, 2003: 8-9).

? Arecord owner is a property owner whose natne appears on the title. The term commonly refers to brokers who.
hold legal title to shares but pass the voting rights, profits and losses onto the beneficial owners. -




Based on these definitions, it is clear that a beneficial owner is legally regarded almost always as

" the real or actual owner who is entitled to enjoy the benefits of the asset, although he/she does not

" have the Iégat title to the asset.

'..".The crucial issue now is: what is the SharT'ah perspective of benéficial ownership and legal

- ownership as practised in the context of the ICM, and swkik, in particular? The OIC Istamic Figh
Academy has resolved that both legal and beneficial ownership are recognised from the Shari‘ah
perspective. The SAC of BNM, as published in its Shariah Resolunon,g in Islamic Finance, and
the AAOIFI s Shart'ah Board, as published in the AAOIFI ShaiT'ah S{andard No. 17, have taken
the same opinion with the academy, These resolutions however come with a clear condition that
the beneficial ownership must result in all rights and liabilities attached to the purchased asset to
be attributed to the buyer, albeit short of legal title,

Such condition set by the various Shari'ah bodies can be achieved legally through the
English faw of trust, which has been said {o be one of the most important creations of the English
principle of Equity. When a person holds an asset in trust for another, the beneficiary can be
construed to be the beneficial owner of the asset held by the trustee. The relationéhip between the
trustee and the beneficiary is evidenced by a trust deed executed by the settlor, Alternatively, the
trust deed can also be documented to allow the relationship between the trustee and the beneficiary
to be created through the issuance of a trust instrument by the trustée to the beneficiary or class
of beneficiaries, For instance, a settlor can create a trust over a house pursuant to a trust deed and
appoint a frustee to issue trust instruments to a class of beneficiaries. The class of beneficiaries
will be limited to the investors who purchase the trust instruments offered by the trustee for a
certain consideration. The investors who purchase the trust instruments will automaticaily become
the beneficiaries of the trust and be construed as pro-rata owners of the house held on trust by the
trustee. The trust deed can also be structured to aliow the holders of the trust instrument to transfer
the instrument to others on a willing-buyer, willing-seller basis. If the trustee leases the house to
a fenant for a fixed or variable rental term, the holders of the trust instrument will be entitled to a

pro-rata share of the rental income derived from the house held on frust.

Rafe Haneef (n.d) argues that the position in Malaysian law is quite similar to the position in English
law, For example, when a buyer pays the full consideration for a landed asset, the seller becomes
a bare trustee and the buyer becomes the beneficial owner of the landed asset. As a bare trustee,
the seller cannot di‘spose the land to another without the consent of the beneficial owner. The law
considers the beneficial owner as the frue owner with the power to possess and dispose the landed
asset. However, such a disposal has to be made through the bare trustee who will have to comply
with the instructions of the beneficial owner. To protect the rights of the beneficial owner against any
third party who may claim any interest on the landed asset held on trust, the bare trustee is required
to procure a frust endorsement on the land title held at the land registry. The trust endorsement will
give a clear notice to third parties of the beneficial owner’s right in the landed asset and will prevent
the bare trustee from inadvertently transferring the landed asset to any third party.

These characteristics of the trust instrument and its subsequent legal effects squarely meet the
requirementis of mifkiyyah from the Shari‘ah perspective, either as complete ownership (milk
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famnmt) or at least incomplete ownership (milk nagis), depending on
the extent of liberty and control enjoyed by the beneficial owner(s)
as prescribed by the trust deed.

In the context of sukik, for instance, most of the transactions
underlying the issuance involve the sale of assets by an originator
to a Special Purpose Vehicle (SPV) or trustee, but the originator
only transfers beneficial interests of the asset to the fatter, and not
the legal title, to avoid contravening certain legal restrictions, for
convenience or for cost-efficiency purposes. 'fhis gives rise to a
concern on whether the sale of an asset resulting in a transfer of
beneficial interests without the legal title is recogmised under

SharT"ah, Based on the discussion about beneficial ownership under

English law as weil as the Shari'ah resolutions by the QIC Islamic
Figh Academy, AAOIFI SharT‘ah Standards and the SAC of BNM, it is clear that the sale of assets

where only the beneficial ownership is transferred is recognised under Shari‘ah.

Thus, when an SPV that has acquired beneficial ownership over the asset later issues stikitk, they
would represent real ownership of the asset, albeit being described as beneficial interest, The
holders of the sukiik will be construed under Shari‘ah as owners of the asset, aithough it is being
held on trust by the seller who acts as a bare trustee, Based on this arrangement, it can be argued
that the yukik holders have complete ownership (milk tdmm) over the asset though they are not
the registered owners as fac as the legal title is concerned, provided that there are no substantial
restrictions put on the libertx of the sukitk holders to deal with the asset. If the sukitk documents
contain such substantial restrictions, the sukiak holders would still have ownership over the asset,
albeit incomplete (milk ndqiy). In subsequent subtopics, there will be further discussion on the
restrictions put on the sukiik holders in dealing with the underlying sukitk asset, and their effects

on the nature of the sukizk holders’ ownership of and recourse on the asset.

Through this fiesh interpretation, contemporary Shati“ah scholars are able to extend the scope of
ownership in SharT'ah to include the concept of beneficial ownership when, as illustrated in the
sukitk structures from Malaysia, the true owner in the eyes of the law is the beneficial owner and
the seller remains only as a bare trustee. This, however, might not be a generic conclusion as the

legal framework varies from one country to another.

The Islamic Financial Serfices Board (IFSB} elucidates the parameters of ownership in its
standards (TFSB-7) on Capital Adequacy Requirements Jor Sukitk, Securitisations and Real
Estate Investiment where it states that the structure must transfer all ownership rights in the asse:f_s
from the originator via the issuer to the investors. Depending on the applicable legal system
these ownership rights do not necessarily include registered title. The transfer could be a simp_i_' :
collection of ownership attributes that allow the investor (a) to step into the shoes of the ori ginato
and (b) to perform (perhaps via a servicer) duties related to ownership. The transfer could afs
include rights granting access to the assets subject to notice and, in case of default, the right to take:

possession of the assets,




Recourse to the Underlying Assets in Sulkiik

ecourse means a legal right to claim. The term “without recourse’ means that one party has no
g . p

legal claim against another party. Tt is often used in fwo contexts:

' Inlitigation, someone without recourse against another party cannot suathat party, or at least cannot
obtain adequate relief even if a lawsuit moves forward. Someone/completely without recourse
cannot sue anyone for an alleged injury, or cannot obtain any relief even if lawsuits are filed.

ii. Tn financial transactions, the words ‘without recourse’ disclaim any fiability to the subsequent
holder of a financial instrument, Thus, endorsing a cheque and adding ‘without recourse’ to
the signature mean that the endorser takes no responsibility if the cheque bounces due to
insufficient funds. If the bank accepts such a cheque and deposits the stated amount in the

endorser’s account, the bank will have no right to withdraw that amount from the account.

Shari‘ah Issues Relating to Recourse in Asset-Backed
and Asset-Based Sukiik®

Many Shari‘ah scholars are of the view that asset-backed sukitk is perfeetly in adherence to the
Sharf'ah requirement on ownership in sukitk origination. The central feature of asset-backed
sukiik is a true sale, which results in the transfer of ownership to the sukik holders via the
SPV, and in most cases there is no ‘controversial® purchase undertaking from the originator
or obligor. As for asset-based sukiik, particularly the unsecured ones, Shar1‘ah scholars raise
several concerns especially relating to the issue of sole recourse on the creditworthiness of the
originator or obligor. Among the concerns include the nature of the sukitk holders” interest in the
underlying assets, restrictions on asset disposal and due diligence regarding sukiik assets. These

issues will be briefly discussed in the later part of this section.

In the few years prior to February 2008, mushdrakah and muddrabah sukitk still adopted the
conventional credit risk rating simply because the quality of the sukik in terms of ability of
payment and timely payment of the issuer are essentially based on the originator’s credit standing
pursuant to the purchase undertaking at a price representing the face value of the sukik at maturity
or following an évent of default, Shortfalls in periodic distribution amounts are similarly covered
by the originator/obligor in the event insufficient retuns are generated by the sukiik assets.* This
had been the subject of scrutiny by the AAOIFI Shari'ah Board, which led io the prohibition of
such practices in February 2008.

The practice of an obligor granting a purchase undertaking fo purchase the mushdrakah and
mugdrabah asset at a predetermined formula has been heavily criticised by the scholars and
perhaps most notably by Muhammad Taqi Usmani, chairman of the AAOIFI Shari'ah Board. In
his paper to the AAOTFI Shari‘ah Board, Usmani (2007) states:

3The issue of asset-backed and asset-based sukizk will be discussed at length in Chapter 9. For now, the
Shari‘ah issues relating to recourse in these two types of sukitk will be examined.

4 This is particularly true with a number of GCC issuances, such as Dubai Port Sukuk, Aabar Sukuk and
Al-Dar Sukuk. '
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Al of today s sukiik, however, guarantee by indirect means the sukiik holders ' principal,
The manager pledges to the sukitk holders that he will purchase the sukitk assets at face
value upon malturity, regardless of their true value on that day. What this means is that
the principal paid oviginally by the sukiik holders will be returned to them at maturity,
There is no other significance fo such a commitment. If the enterprise is not profitable,
the losses will be borne by the manager. If it is profitable, however, the profits will
accrue to the manager, regardless of how great the amount. The sukitk holders have no

right to other than the return of their principal, as is the case in conventional bonds.

There are, however, other scholars who do not view a purchase undertaking as an indirect

guarantee of the principal in mushédrakah or muddrabakh contracts and ruled it to be permissible.

For example, Mohd Daud Bakar in his Shari'ah Pronouncement for Sabah Credit Corporation’s

sukitk al-musharakal said:

Such undertaking by the obligor to purchase the trust assets which is managed by the
issuer is permissible and is not a capital guarantee as the undertaking can only be
exercised if the assets are still available. Unlike capital guarantee, which requires the
obligor to refund the full capital irvespective of the availability of the assets of venture,
the purchase undertaking by the obligor will and could be exercised if the assets of the

venture are available to make the purchase contract valid.

In furtherance to a series of deliberations, AAOIF! has issued an enhanced standard on Investment
Sukitk (i.e, Standard No, 17) in which a detailed explanation on imusharakah sukitk is given. According
to the said standard, the issuer of the certificates (sukitk) invites gukitk holders to enter into partnership
with him to camry out a specific, project or determined activity, The subscribers are the partners in
the musharakah contract. The realised funds are the share contribution of the subscribers in the
musharakah capital. The certificate holders own the assets of the partnership with the accompanying

profits and losses and are entitled to their share in the profits of the partnership, if any.
The AAQIFI Shari‘ah Standard No. 17 on Investment Sukiik states the following:

The prospectus must not include any statement fo the effect that the issuer of the
certificates accepts the liability to compensate the owner of the cerfificates up to the
nominal value of the certificates in situations other than torts and negligence nor that
he guarantees a fixed percentage of profit. It is, however; permitted to an independent
third party to provide a guarantee free of charge, while taking into account item 6/7 of. :

Shari‘ah Standard No. ﬂ) in respect of guarantees . ..

This position of AAOIFI shall also be read in close link with what has been stated in Standard N

5 conceruing the issue of guarantee in particular, The standard states the following:

It is permissible for a third party, other than the mudarib or investment agent or one of the
partners, to undertake voluntarily that he will compensate the investinent losses of the pariy.
to whom the underiaking is given, provided this guarantee is not linked in any manner to the'

mudarabah financing confract or investment agency confract,
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R Another SharT‘ah issue related to the discussion of recourse particularly in unsecured asset-based

* gukitk is the status of the ownership over the underlying asset held by the sukik holders. In such

B sukitk structure, the originator typicaily transfers only the beneficial ownership or equitable interest

in the assets to the SPV issuer. Technically, there is no true.sa!e transaction unlike in the case of
asset-backed sukitk (ABS) and as a result, the sukiik holders generally hj_wc recourse to the issuer/
obligor. Even in the event of default, the sukiik holders being the benefifial owner cannot outrightly
sell the asset to recover their capital but rather they have to exercise the purchase undertaking given
by the obligor at the onset. Therefore, the transaction does not focus on asset risk, but rather on the
creditworthiness of the originator/obligor of the sukifk,

From the Shar‘ah perspective, the sukik holders should be able to deal freely with the underlying
asset as they are its owners. This is to conform to the gist of ownership (nilkiyyah) from the
Shari'ah perspective which comprises the principle of famkin wa takhliyah, which denotes
that the buyer as owner must have full access to the object of sale without any encumbrances,
However, under the asset-based sukdk, the sukik holders do not have an outright right to dispose
the asset especially upon the occurrence of the event of default. This has triggered a debate
amongst Shari“ah scholars as to whether ownership is actually transferred to the sukiik holders,
or otherwise, the relationship between the issuer/obligor and the suksik holders is merely that of
creditor—debtor. To answer this question, it has been concluded that ownership does transfer in
the sale contracts made in sukik transeictions, be they asset-backed or asset-based. This is the
original position as a direct Shari‘ah and legal consequence of a valid sale coniract, regardless
of whether legal title or beneficial title is being transferred, However, the nature of ownership
right enjoyed by the sukitk holders may differ, depending on the nature of restrictions made on
the sukiik holders’ liberty to deal with the asset int the terms and conditions of the sukik issuance.
If there is no substantial restriction, the sukik holders enjoy complete ownership; but if there are
substantial restrictions, the sukstk holders enjoy incomplete ownership only,

Among the alternative structures that are already in the market is a hybrid structure between the
current unsecured asset-based sukizk structures and the asset-backed transactions, This structure is
called covered sukiik, which is comparable to the features of a covered bond. Such structures would
provide investors “F'ith recourse fo both the corporate credit of the obligor which they desire, as
well as to the underlying assets to the extent that the obligor fails to fulfil its obligations under the
purchase underiaking, making for a much safer investment as a result of the dual recourse.

What is also inferesting is that in such structures, additional security from the obligor would be
unnecessary as, following a default by the obligor, investors would have recourse to the assets,
which they would be able to realise in much the same way as any security to secure the obligations
of such obligor in a secured asset-based structure. An example of covered sukitk is Gatehouse
Sukitk which was issued in 2012 and the structure of the sukiik is as follows:

When observing the structure in Exhibit 4.2, it is noticed that the features of the covered sukitk
are perfectly in consonance with the requirement of mifkiyyah (ownership) from the Shari‘ah
perspective. The sukitk holders being the owners of the asset (via their ownership in the company
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(i.e. Clementine Properties Limited (CPL)) have the right to dispose the asset should the obligor
fail to honour its obligation under the purchase undertaking. Unlike the asset-based {farah sukitk,
the gukitk holders of the covered sukitk or their agent should carefully examine the quality and
performance of the asset by conducting due diligence to ensure that the income generated from
the asset can meet the periodic distribution; and in the event of disposal of the asset, the sukik
holders would be able to get back the principal and profit due from the originator/obligor. This
means the swkitk holders bear some risks associated to their holdings in the asset, yet they are
entitled to the Income generated by the asset. This is in line with the Shart'ah principles of '

al-ghunm bi al ghurm (reward is to be accompanied with risk) and al-khardj bi al-daman (any

benefit must be accompanied with liability). I

Sukiak holders

Sale

Purchase

Gélehouse__.éank'_b'!c

.' Sharéhd!der Loan Agreement

Security and Investment Advisory

Intercreditor Deed - Agreement
Jorsey Securily Interest
Agreement (Rental
Account)
‘Sharfah
Advisory
Agresment
Property
Management

F'rogény

In this structure, the bank, via its special purpose company (SPC) called Milestone 002 PC, issued its first real-estate-ba
sukitk that comprises shares in a company, which owns a property leased to Fujltsu Services Limited (the lessee). Re
payments made by the lessee will be applied to fund the periodic distributions to the sukitk holders. This structure allow:
investors to have recourse to the originator pursuant to the purchase undertaking but, in the event of a shortfall, the sudis
holders are entitled to enforce their rights against the underlying asset of the sukitk (i.e. the property). However, there is
assurance that the proceeds from the underlying asset will be sufficient to make all payments due in respect of the stk




= definitions given by scholars for wa d. According to Ibn ‘Alafah {1989),

-_;;Purchase Undertaking (Wa 'd to
““Purchase)

" J¥a 'd is translated as a promise, and originates from the Arabic root word of
"yt ‘ada, which literally connotes both good and bad meanings. The verbal
: noun wa ‘d is used for promises to do good or bad, whereas the term wq, ‘i is

reserved only for a promise to inflict harm. Technically, there are tw’ main

wir 'd means ‘an expression by the person who gives it to do something good
in the fiture.” Likewise, al-'Ayni (n.d) defines wa 'd as: ‘the expression of

intent to deliver something good in the future.

The majority of jurists upholds that fulfilling a promise is highly recomimended and urged by
Shari‘ah. Fulfilment of a promise is neither mandatory nor enforceable through courts of faw.
However, a number of the Muslim jurists such as Samiirah bin Jundab, Umar ibn ‘Abd al-‘Aziz,
Ibn Shubrumah, Hassan al-Basiz, 1bn ‘ArabT and Imam Bukh#i opined that fulfilling a promise

is not only morally binding, but also enforceable in the court of law.
¥

The middle opinion upheld by the Hanafis and the Malikis looks more towards the effect of such
a promise. Hence, the Hanafis maintain that a promise is binding if it is tied up (mu ‘allag) with
the occurrence of a certain/specified condition (shary). This is to prevent detriment or fraud on the
promisee. The Malikis opine that though a promise is generally not binding, if the promisor had
caused the promisee to incur some expense or undertake some labour or liability on the basis of
the promise, this promise is mandatory upon him. The court may enforce the promise if sufficient
evidence is provided by the plaintiff that he has suffered losses due to the promise given to him
by the defendant. This opinion has been adopted by the OIC Islamic Figh Academy of Jeddah in
one of ifs resolutions, AAOIF] in its Shari‘ah Standards, and is widely accepted by contemporary
jurists. It is not the intention of this chapter to examine this matter in detail, It suffices to state here
that this line of opinion is the preferred view to ensure the legality and enforceability of promises

that are widely used in the structuring of many Islamic financial products.

Differences between Wa ‘d (Unilateral Promise)
and Muwd ‘adah (Bilateral Promise)

As stated previously, wa ‘d means a promise or undertaking that may involve good things as well as
bad. From an Islamic perspective, the promise given by a party (promisor) is considered a unilateral
binding promise (wa ‘d mulzim) that obliges him to perform the promise, whilst the other party
who receives the promise (promisee) can decide whether to exercise the option or discontinue the
arrangement, This kind of wa 'd is allowed in SharT"ah since the wa 'd is unilateral, and binds only
the seller as the promisor. By definition, it is understood that wa'd means an undertaking by a
person to do an action in the future that relates to other individuals. ¥z 'd is a promise by one party
(unilateral) to another party to do certain things, such as a promise to sell or buy, in the future.
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On the other hand, muwa ‘adal is derived from the word wa ‘ada, a verbal form which connotes a
mutual refationship between the two parties involved. Technically, according to al-Hat{ab (1992),
muwd ‘adaht is defined as both parties promising to each other to do something where the impact
or implications of such promises will be on both parties. The bilateral promise indicates two

parties acting upon each other; it cannot happen uniless there are two actors.

The OIC Islamic Figh Academy resolved in its 17% meeting that the original ruling on muwd ‘adah
is its bindingness from a religious perspective {(divanatan) on both confracting parties without
any legal consequences, Muwda ‘adah from both parties to conclude a contract for the purpose of
circumventing the prohibition of riba like mutual understanding to do Taah or bilateral promises
to do sale and loan is prohibited by Shari‘ah. However, nnnvd ‘adah can be made judiciatly
binding according to local law or international trade regulation if there is any urgent public
need to such effect, This resolution focuses on the prohibition of muwd ‘adah mulzimah (binding

bilateral promise) in murabahah contracts and does not refer to other types of Shari'ah contracts,

Similarly, according to AAOIFI’s (2010) resolution on Murdbahah for the Purchase Orderer, it is
not permitted for the contract document to include a binding bilateral promise or other means that
carry the same effect on the two contracting parties. AAQIFI (2010} however has permitted the
option of condition (khiyar al-shart) that preserves the option of annulment of contract for either

or both of the contracting parties subject to certain agreed conditions,

Many Shari‘ah boards such as AAOITFI, Dallah al-Baraka, Kuwait Finance House and the SAC
of BNM agree on the impermissibility of munwa ‘adah mulzimah in the currency exchange even
for the purpose of hedging. Among the justifications for this prohibition is that the transaction is

analogous to a sale contract, ‘

Shari‘ah Issues Regarding Application of Wu ‘d in ICM
Insiruments

The Shari'ah issues relate to the following:

Purchase undertaking by the manager or partner in mushirakah,
muddarabah and wakdlah bil istithmar sukiik structures

Prior to the AAOIFI Shari‘ah Board’s reselution/pronouncement on sukiik in February 2008,
many equity-based sukitk such as musharakah and mudarabah sukitk contain an undertaking fi
the mavager (cum obligor pjjrsuant to such undertaking) to purchase the sukitk holders’ iﬁtf:_.ré
in the venture at a pre-agreed purchase price upon the dissolution of the sukik, irrespective of
actual market value of the gukiik assets on the date of dissolution. The agreed purchase or exer
price formula for the purchase' undertaking ensures that the principal amount invested by,
sukitk holders will be returned to them at dissclution date. Thus, no matter how the venture gog

profitable or not, the return of investors’ capital is ensured.

In this circumstance, one may argue that the purchase undertaking is valid as it is a fo

unilateral wa ‘d which is allowed under Shari‘ah and can be made binding and enforceabl




However, proper assessment must be done on the effect of fixing the formula for the purchase
price regarding whether it violates the purpose or the essence of the underlying contract (mugtada
al-‘aqd). In muddrabah and musharakah sukitk, it has been argtfed that the undertaking applies
in a way that the capital amount and the profit are indirectly gllarantefd through the payment of

the purchase price wnder the purchase undertaking, Muhammad Taql'tlsmam (2007) had severely
criticised such practices.

Pursuant to a series of debates among the Shari'ah scholars relatmg to incorporation of the

purchase undertaking in equity-based sukitk, the AAOTFI Shaii‘ah Board ruled in its Sharf‘ah
Standard No. 12 (201 0) that:

1t is permissible for a parvtner to issue o binding promise to buy, either within the period
of operation or at the time of liquidation, all the assets of the parinership as per their
market value or as per the agreement at the date of buying. it is not permissible, however,

fo promise to buy the assets of the parinership on the basis of face vaiue,

Based on this ruling, if the obligor undertakes to buy their partner(s)’s stakes in the venture, the
purchase/exercise price must be based on the prevailing market value or any price agreed by the
transacting parties at the point of purchase. These recommendations aim at eliminating the ‘price
fixing’ element, which is tantamount to guaranteeing the principal and the profit to the sukitk holders,

However, according to some contemporary Shari'ah scholars, the practice of granting a purchase
undertaking with a predetermined formula by the obligor js not necessarily tantamount to a capital
guarantee. One of the justifications that can be cited in the Shari‘ah pronouncements of equity-

based sukiik is the Shart‘ah advisers’ ar, gument that the purchase undertaking given by the obligor
to purchase the undetlying assets in equity-based sukitk can only be exercised if the assets are still
avatlable, Unlike capital guarantee, which requires the obligor to refund the full capital irrespective
of the availability of the assets of the venture, the purchase undertaking by the obligor will and
can only be exercised if the assets of the venture are available fo make the purchase contract valid,

Application of two unilateral wa d via purchase and sale
undertaking in sukik structures

In some practices, there are sukitk arrangements that use two undertakings or wa ‘dan (two unilateral
promises) — a purchase undertaking and a sale undertaking — whereby certain conditions are
stipulated to be exercised by the obligor and the trustee on behalf of sukiik holders, Among the
SharT'ah concerns relating to this arrangement is whether the two undertakings fall under wa ‘dan
which leads to two different impacts, or replicates the effect of muwd ‘adah where the two
undertakings lead fo the same result. If the two different undertakings lead to two different results,
the arrangement satisfies the requirement of wa ‘9. However, if the two different undertakings
lead to the same result, it requires an in-depth analysis of the conditions in the undertakings to
ensure that they do not resemble muwa ’adqiz mulzimakh instead of wa ‘d or wa ‘din.

In fact, the practice of wa ‘dan has been widely applied in sukik structures through a purchase
undertaking and a sale undertaking. For instance, the Global Sukik Ijdrah issued on 29 January
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2013 by Sime Darby amounting to USD 1.5 billion incorporated both purchase and sale

undertakings as quoted in Box 4.1.

ie Snne Darby (as 'Obltgar ) !o purchase the Assets :e!atmg fo a Ser ies ata I}redete:mmed

2 "SaleUndertakmg R o SRR _ :
The Trustee shall execute an undertakmg on, !he dare af lhe e.r!abh.s'hmen! af the ngramme in ﬁwom of Sime
Darby (in its capacity as Oblfgor) ('rhe 'Sale Unde mkmg 3. Smie Dmb pmsuam‘ to .rhe Sale tmde; ta'kmg, rs
provided with an opnon o

(&) to require the Truslee to sel! rhe Asse!s re!a!mg toa Ser ies al the Exerc:se Pnce wlrere

(i) dissolution of the Trust is lo océur foflowmg the éxercise of an op__ nel d:sso!unon call opnon by Srme:'

Darby (if. suclt oplum is spemf ed its npplzcab!e in the final terms of the Cerfg“ cates) and’
(i) drssolurmn of ike Tru s m:o' 'cm followmg the exercise of the right to redeem the Certificates upon the
occurrence of certam tax evems as spec:f led in the terms mzd condmons of the Cert f cates.

(b} fo require the Trusree to rramgfer to SEme Darby a proporiron of ﬂze Assets correspondmg lo Cemf cales
purchased by Sime Darby or any of n‘s subs.rd:anes and whzch are to be cancelled in re!urn jbr ﬂre Truslee
cancelling such Certificates.

Based on these clauses about the purchase and sale undertakings, it is safe to conclude that these -
undertakings are wa ‘dan instead of muwd ‘adah. This is due to the fact that each undertaking
refers to different events and leads to different consequences — though both undertakings Iead
to the dissolution of the sukizk, the exercise price payable upen such disselution pursuant to éé_éh

undertaking is different.

Adoption of Wa 'd in Derivative Instruments

Wa ‘d has been used in structuring Shari‘ah-compliant hedging instruments such as the Islam
FX Forward (IFF). This instrument is originated to hedge against the currency fluctuation Ti

and it is comparable to the ,e'énventional FX Forward.

In current business transactions, which involve cross-currency transactions, corporations fac
number of risks that affect their proﬁtabxhty One of these is foreign exchange risk. This is the
that fluctuations in currency rates could adversely affect the profitability of the company.

The popuiar method for an IFF is currently based on a wa ‘d structure. This consists of a singl

unilateral promise from the corporate to the bank that it will enter into a bay ' al-sarf (currel
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__exchangé) at a future date for an agreed price/rate. On the forward date, the bank will call the
“corporate and execute the bay ‘al-sarftransaction resulfing in the foreign currency being exchanged

“for the focal currency at the agreed rate, The illustration of an IFF is provided in Exhibit 4.3,

- An example of this would be for a Malaysian exporter of goods tothe United States, The exporter would be pald in US. L
« Dollars (USD) for the goods and would need to convert the payment into Malaysian Ringgit (MYR) G

".:.'-Wa ‘d details:

“The corporate promises the bank that it will sell USD 2.0 million for MYR at a USD/MYR exchange rate of 3 _30 (1 c :
““for MYR 6.6 million) in one month’s time. : :

: On maturity within one month’s time

. If the prevalimg USD/MYR rate is 3 40 on that date, the bank will exercise, (1 e, take up} its right (under the wa d) to .
buy the USD for MYR at the agreed rate of 3.30. If the prevallmg USD/MYR rate on that date is 3.30 or lower, the bank
* will nof invoke the wa ‘d giveu by the corporate and the bay* al sarf will ,

UsD:

Bay‘al-Sarf
MYR

" Corpora

This structure is approved by various Shayi'ah boards including the SAC of BNM. In the structure,
the obligation to honour the undertaking lies with the promisor (i.e. the corporation) and is not
binding wpon the counterparty (i.e. the bank), Hence, there is no resemblance of mowa ‘adah, which is
contentious to many Shari‘ah scholars. In addition, the party who suffers losses due to non-fulfilment

of the promise may claim compensation,

While many Shari‘ah boards and scholars approve the structure of Islamic derivative
instruments such as IFF, they resolve that trading such instruments to create profits
is impermissiblel To these scholars, the creation of an option (and the subsequent
exercise or cancellation of it) for genuine trade hedging purposes is broadly viewed as
permissible, as it reduces risks and uncertainty (gharar) and is therefore regarded as
contributing towards public good {(maslahak). However, the trading of such instruments
with or without any underlying assets, undertaken solely for the objective of making
a speculative gain is deemed impennissible by a number of SharT‘ah scholars, as this

contains prohibited elements such as gharar and maysir.

Taking Possession (Qabd)

According to Islamic jurists, gubd means to have a confrol and an ownership of something that
usually refers to an ‘wgitd al-mu ‘@wadat (exchange contract). It can be done explicitly by claiming

the goods after the sale transaction, or implicitly by recognising that as a result of a certain action,
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qabd has successfully taken place. Generally, gabd depends on the perception of ‘urfor the common
practices of the local community in recognising that control and possession of a good has taken
place. The jurists also use a number of other terms that have the same meaning as gabd, among

which ate naqd, mundjazah, hiyizah, yadd, yadd bi yadd, ha’ wa hi’ and gada’ wa igtida’

Categories of Qabd

In general, Islamic jurisprudence has outlined two categories of qabd.

Quabd Hagiqi ox Qabd Hisst
t
This gabd is explicit and as an example, a gabd transaction occurs when the buyer is seen taking

the goods sold to him. Qabd in this form usually takes place when it involves two types of assets:

a. ‘Agar—iixed property such as land and buildings, Qabd hagigr for a fixed property like land
is considered to have taken place when the original owner gives peninission to the buyer to
take control of the land and carry out whatever activity he wishes without any hindrance. In
the context of adininistering the real estate, official transfer of ownership by changing the

name on the ownership certificate and the like is adequate to evidence and complete the gabd;

b

Manqiil—movable property such as trading goods, foods and vehicles. Qabd hagigr is
considered to have taken place when it involves the collection of goods. For example, for the
purchase of books, gabd hagigi oceurs when the buyer collects the books and pays the price.

Qabd Hukmf or Qabd Ma ‘nawt

Qabd hukmi in which the transaction will take place in an implicit manner is akin to qabd hagigl
in its legal effect. Thus, Islamic jurisprudence equates its status with that of gabd hagigi. The

following conditions must be met for gabd fitkmi to be considered:

a. Takhliyah—that is, the seller gives permission to the buyer to take the sold goods unhindered,
For example, the seller delivers the sold goods to an agent appointed by the buyer to receive
the goods on his behalf, Another example is where the seller opens up his warehouse to show.
the wheat to the buyer, as an indication of handing over the wheat to be sold;

Mugissah—meaning a contra debt. In a contra debt, an implicit settlement takes pla(.f

=3

between the two parties (i.e. debtor and creditor). As a result of the conlra transaction, there J
no more debt between the two parties. For example, Ahmad owes Ali RM 2,000, and then'A
owes Alimad the same ?m01lnt. This means the two parties are no longer in debt o each ot
In this context, gabd fudemT to the amount of the debt has taken place in the form of contra
Barlier action—Qabd hufont can also take place due to an earlier action, which shows th
gabd has taken place carlier, although the earlier qabd differs in form from the new gab

An example would be a gabg rental that is followed by & purchase. During the rental periof

C

the tenant occupies the rented premises. This represents a form of early gabd. Lat
premises are sold to the tenant, and gabd hukm takes place although the qabd agigf is 2l
the sale and purchase ‘agd (contract);
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d. JHaf—meaning damage. If the goods are damaged by the buyer before the sale and

purchase ‘agd has been executed (e.g. when the goods are in the hands of the buyer), then

' gabd hukmi is considered to have taken place. At this point, the buyer has to pay for the
damaged goods if he causes the damage while examining them (e.g. dropped the goods)
because gabd hkmit for the goods is considered to have taken place.

Regarding the status of gabd in a sale contract, the Hanafis are of the opinion that gabd is not
an essential requirement of a sale but a subsidiary condition, Tt is p;:ffectly lawful to postpone
it. The only exception is the case of transactions of ribawr items, inl;vhich qabd is'elevated to a
prerequisite of a valid contract. On the other hand, the Malikis confined the application of the
hadith on gabd to food grains, which means that non-food-grain items (e.g. cotton, palm oil) may

be sold prior to taking possession. There is also no dispute that for rib@wi food (wheat, barley,

dates and salt), possession is a condition for its sale. As for non-ribdwi food, Maliks have two
opinions: first, that it is disallowed (without prior possession) and second, it is permissible to
sell non-ribawr food prior to taking possession, For the Shafi's, possession is a condition for all
kinds of property. The Shafi's strictly adhere to the literal meaning of the hadith doie Sl U ad ¥
(do not sell anything until you receive it) to the extent that even the sale of immovéble objécls
must satisfy the possession requirement prior to resale, However, the view of Shifi'Ts is not
shared by the other schools, which do not require gabd prior to regale in the case of inmmovable

objects like land.

Ibn al Qayyim and Ibn Taymiyyah departed from the majority position by expanding the concept
of gabd through consideration of customary practices (‘ur/f). Both justify their opinion based on

the principle that no form of sale is prohibited unless it is stated as such in the Qur’an, the Sunnah
or the fanwds of the Companions. As for the Prophet’s prohibition of sale before possession,
they interpreted it as being directed at sales with excessive uncertainty and risk (gharar wa
mukhagaral), where the object may be undeliverable, whether it exists or not (e.g. a runaway
horse or camel). Thus, the wisdom in the prohibition is not linked to existence or the Jack thereof.

The jurists concluded that the rationale or effective cause (‘illah) of prehibiting sale prior to
taking possession (gabd) was mainly due to the presence of the element of gharar (excessive
risk and uncertainty) resulting from the inability to deliver the object at the time the contract is
concluded and the dispute that may consequently result. Thus, Islam prohibits any transactions
involving bay’ mér"ditm since the delivery of the subject matter cannot be affected and this brings

about the prohibited etement of gharar.

'The Issues of Qabd in Islamic Capital
Market Instruments

In the present context of the capital market, the concept of gabd often touches on issues like short
selling and contra trading of shares as practised by the industry players. Hence, understanding
this concept is very important in determining whether the trading status of the instrument is in

line with SharT'ah principles.

T
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Short Selling of Shares

In Malaysia, Bursa Malaysia defines short selling as ‘the action of a person selling shares which
he does not own af the time of selling'. Meanwhile, according to BNM (2014) short selling
refers 10 ‘a sale of eligible securities where the seller does not have presently exercisable and

unconditional right to vest the eligible securities in a purchaser at the time of the sale’. Short

selling can be categorised into two types:

i. Covered short selling refers to short selling activities with borrowed securities, obtained
via reverse repo or securities borrowing and lending facilities on the short selling transaction

date; and f

ii. Naked short selling refers to short selling activities without borrowed securities. Dealers

close out the naked short selling position by conducting an offsetting deal at a later date.

Short selling is a method used by investors to profit from the falling price of an overpriced market.
Tn Bursa Malaysia, short selling is regulated under Regulated Short Selling {RSS) and Securities
Borrowing and Lending (SBI) guidelines, which were introduced to the market in January 2007,
Prior to 2006, short selling was banned for about cight years following the economic crisis, which

threatened the stability of the share market activities in the Kuala Lumpur Stock Exchange (now
Bursa Malaysia).

| ‘ To ease understanding, let us fook at an example of how short selling is actuaily implemented
' in the stock market. Suppose Ahmad anticipates that Company A common stock s overpriced
il at USD 20 per share and wants to be in a position to benefit if his assessment is correct. Ahmad
[ contacts his broker, Ali, indicating that he wants to sell 100 shares of Company A. Ali will do
il two things: (1) seit 100 shares of Company A on behalf of Ahmad; and (2) arrange to borrow 100 o

I shares of Company A from another party so that it can be delivered to the buyer. Suppose that Ali _
is able to sell the stock for USD 20 per share and borrows the stock from Umar. The 100 shares

borrowed will then be delivered to the buyer, The proceeds from the sale (ignoring commission

and other transaction costs)® will be USD 2,000, However, the proceeds are not released f
Ahmad because he has not given Ali the 100 shares. Thus, Alunad is said to be “short 100 shares

If one week later the price of Company A stock declines to USD 15 per shate, Ahmad may instruct |
broker (Ali) to buy 100 shares of Company A, The cost of buying the shares (tgnoring cominissions am

other transaction costs) is USD 1,500. The shares purchased are then delivered to Umar, who 1 _ e
100 shares to Ahmad. At this point, Ahmad sold 100 shares and bought 100 shares, so he no longer
any obljgation'. to his broker ¢r to Umar, hence covering his short position. He is now entitled to the
funds in his account that were generated by the trading activity. In this example, Ahmad sold the
for USD 2,000 and bought it for USD 1,500. Thus, he reafises a profit before commission of USD

5 Tn actual market transactions, besides the commission paid to the brokez, there will be two possiblg
involved. First, a fee is charged by the fender of the stock, Second, for any dividend paid by the ¢omp
while the stock is borrowed, the shot seller (Ahmad) must compensate the actual owner of the stock
dividend to which he was entitled,




In its 69™ meeting on 18 April 2006, the SAC of SC Malaysia, resolved that Regulated Short
Selling (RSS) is in line with Shari‘ah as the inclusion of SBL principles in RSS eliminates the
element of gharar. This resolution is an extension of their earlier raling on accepting SBL at its
13% meeting on 19 March 1998, To ensure prudence and diligent practice of RSS, Bursa Malaysia
has determined the eligibility criteria of approved secwrities for RSS as follows:

. Avelage daily market capitalisation of more than RM 500 million fdr the past three months,

. At least 50 million shares in public float;

T3

jit, Average monthly volume traded of more than 1 miflion units for the past 12 calendar months.

In general, as has been explained under Exhibit 2.9 in Chapter 2, short selling involves the selling
of shares not owned by the seller. As a result, these transactions fall under the category of bay'
ma'diim. Islam prohibits such fransactions involving bay* ma'ditm since the delivery of the subject
matter cannot be affected and this brings about the prohibited element of gharar. However, the
issue of gharar can be overcome in RSS — the inélusion of SBL principles in RSS reduces gharar.
In other words, the introduction of SBL can increase the probability that the shares sold will be
delivered. When the probability of delivery is high, then the element of gharar will no longer
be significant, Consequently, when an obstacle that hinders the recognition of a certain activity
as Shaii‘ah-compliant is overcome, then that activity can be classified as SharT'ah-compliant,
This fulfils a figh methodology which states: ‘When an issue that impedes (the permissibility) is
removed, then the activity which was initially forbidden becomes permissible,’ (Résolution of the
SAC of SC Malaysia, 2007: 72-73).

Referring to the example given earlier, Ahmad as the short seller is required to deal with a
broker licensed by Bursa Malaysia. The broker (Ali) is responsible to act on Ahmad’s behalf
by borrowing the shares (of Company A) from other traders, before subsequently selling it to
the interested buyers. This inevitably secures delivery since the shares are traded by a licensed
broker who acts on the short seller’s behalf, Furthermore, the traded shares are always available
in the market since it is monitored and regulated by Bursa Malaysia. This further reinforces the
probability of share delivery to the buyer and hence al[evrates the excessive risk and uncertainty
(gharar) associated with short selling transactions.

As for Ahmad, he c%m hold a short for as long as he wants, In other words, Ahmad does not have
to purchase the borrowed stocks immediately after selling them to the respective buyers in the
market. However, he can be forced to cover if the lender (Umar) wants the stock he borrowed back.
Brokerages cannot sell what they do not have, so Ahmad will either have {0 come up with new

shares to borrow or is forced to cover. This is also known in finance terminology as ‘called away’,
Y

Contra Transaction in Shares/Stocks Trading

A contra transaction is defined as a transaction where a participating organisation allows its client
to settle outstanding purchase positions against outstanding sale positions of the same securitics
where the orders in respect of the purchase and sale transactions are transacted within the period
stipulated by the Fixed Delivery Settlement System (FDSS).

Chapler 4 Shari‘ah Issues Relating to the Istamic Capital Market
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The trading of units on Bursa Securities following the standard trading rules of Bursa Malaysia is
T+43. According to Bursa Malaysia’s website, contra dealing is nota right of the client but rather a
privilege accorded by the stockbroking company to its clients. This means that the stockbroking

company is not obliged to allow contra dealing facilities for all its clients.

Box 4.2 shows the movement of a holder’s shares and cash (for cash account) (*Cash Account

Holder"). It is for illustration purposes oniy.

ught forward tradmg avallab}e lifit of lhe Cash A ount Holder as at 12 November 2012 is

ash Accoint Holder made varigns purchase transactions amouiting to; RM 14 289 99 whlch compnses
of 12,000 Company N shares and: 19,000 Company T: shares RETIARR Coa R

ash Account Holder d13posed of19,000 Company T shares a_"' ; ir_lg-to RM 8,109.52. -

nt to the transactions mentloned in Seeps 2 and 3, the camed forward trading available limit of the -

¢ Holder has reduced to RM 8,124.47 (RM 14,304.94 - RM 14,289.99 - RM 8,100.52). -

: Shal es Movement :
The daily shares movement of the Cash Account Holder pursuant to the transactrons wﬂl be captured by the Account '
Stock Detail Information System of Bursa Securltles P ey T o L

Company N Shares

'p G The Account Stock Detarl Information System of Bursa Securities shows that the Cash Account Hold
holds SE 900 (51,900 +.19,000 - 19 000}tompany T shares. : :

Based on these facts, it can be argueo from the SharT'ah point of view that when the buyer purchased
the shares, he already possessed their beneficial ownership, which entitles him to enjoy all rights
aceruing to the shares (including the right to sell the shares and the right to receive any distributio
accruing from that transaction) immediately after the transaction concludes. This is based on the fact
that once the purchase of securities by the client has been executed by the broker, the trading timit (for
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ash account) and/or the facility limit (for margin trading account and non-margin trading account) of
: t’hé client witl be reduced by the said purchase amount and it will be captured in the Broker Front End
FE) system ont T-Day. On T+1, the purchase amount, brokerage charges and other charges (if any)
viJl be transferred into the broker’s trust account and cannot be use:d etther by the client or the broker,
- save for seitling the payment to Bursa Securities on T+3 and the cllengshali have no rights fo claim
ver the said purchase amount anymore. This has amounted to qabd i i{ thant (constructive possession)
o Cthe purchase price by the seller. However, as illustrated earlier, due fo the standard trading rules of

rsa Securities, the seller will physically receive the purchase price on T+3.

In light of this, Shai1‘al scholars are of the view that the investors who buy the shares on cash basis

“and inargin trading account basis ave allowed to perform contra selling as they already purchased and
" hold ful ownership of the said shares though these will only physically be in their Central Depaository
System (CDS) account on T+3 per the standard Bursa trading rule. In addition, there is no issue of
ter il al-badalayn (deferment of both exchange values) as the purchased shares have been captured
By the Account Stock Detail Information System of Bursa Securities on a real-time basis,

In this regard, Bursa Malaysia in its guidelines of best practices for Islamic stockbroking
services stated that, for settlement of trade on contra transactions, in the event that there are
losses arising from such contra transactions (i.e. contra losses), no interest should be charged
against the client for the amount die to the Islamic participating organisation pursuant to the
losses. The Islamic participating organisation is only entitled to recover the principal amount in
connection to the contra trade, Thus, for settfement of trade on contra transactions resulting in
contra profits, the client enjoys the full profit and no interest should be imposed on it. This is to

strengthen the Shari‘ah control on the practice of conira transactions, in shares trading.

Security Deposit (Hamish Jiddiyyah)

According to the AAOTFI SharT*ah Standards, hdmish jiddiyyah is a sum of money (token) paitd
by one party (promisor/customer) to another (promisee/owner) as an assurance to buy or lease an
asset from its owner (promisee) in the future. Hamish jiddiyyah acts like a security deposit which
is held in trust by the recipient (asset owner) and involves a promise (wa 'd) because the contract
is yet to be executed at that time. This margin of payment conveys a finn commitinent to fulfil
one’s promise (in buying or leasing an asset) and the promise is binding (wa 'd mulfzim) on the
promisor within a specific pertod. Hamish jiddiyvah is applied before a contract of sale or lease is
executed, which implies that hamish jiddivyal does not become part of this contract.

Hamish jiddiyyah seems to be identical to ‘wrbiin as both concepts require one of the fransacting
parties to pay a sum of money up front with regards fo any contract to be concluded later such
as sale and jjdrah. Classical jurists define ‘wrbiin as ‘a deposit given by the buyer to the seller
in a buying and selling contract. If the sale proceeds, the deposit will be part of the price of the
goods. Otherwise, it will be considered the seller's portion’ (Al-Buhtti, 1982: 195). For example,
A wishes to buy a car cosiing RM 40,000 from XYZ Company. A is asked to pay wrbim of RM
4,000 as deposit, with a condition that this money will'not be retumed if he cancels the order.
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-the amount of money deposited by the customer as security for his commitment can either .:_
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However, if he proceeds with the purchase, the deposit will be considered as part of the cost of
the car. This means A nceds to pay only RM 36,000 as the balance. This definition and example
clearly show the different features of ‘wrbiin compared with hdmish jiddiyyak that will be detailed

later in this discussion.

Hémish jiddiyyah is a mechanism that can be applied both in contracts of sale (bay’) and lease
(iidrak). The AAOIF] Shari‘ah Standards have discussed its appiicatioﬁ from the perspective of
murabahah to the purchase orderer, where the owner of the asset and the seller may require that
the customer (promisor) pays him a sum of money to guarantee the commitment to purchase the
asset. AAOIFT has also resolved that payment of himish jiddiyah is not part of a sale price, unless
both contracting parties agree to this, Should the customer breach his promise, then the asset
owner can take compensation from the hdmish jiddiyyah for the actual cost he has incurred up to

the hdamish Jiddiyyah amount.

Also, when the customer has fulfilled his promise and executed the contract of murdbajiah
to the purchase orderer, the institution must refund the hamish jiddiyyah to the customer,
However, it is permissible for the institution to agree with the customer that the amount of
hamish jiddiyyah will be deducted from the price payable by the customer pursuant to the

contract of sale.

Legality of Hamish Jiddiyyah from the Shari‘ah
Perspective '

According to AAOIF], it is permissible for the institution as the setler, in the case of a binding

promise given by the customer, to take a sum of money as hdmish fiddiyyah. This is to be

paid by the customer at the request of the institution, both as an indication of the financial

capacity of the customer and to ensure the compensation of any damage to the institution

arising from a breach of his binding promise. Having taken this hdmish jiddiyyah, the

institution need not demand compensation for any damage as this may be charged against
the hdamish jiddiyyah. The hamish jiddiyyah is not similar to ‘urbitn, which is an exchange .
contract (aqd al mu'awadhat). According to AAQIFI Shart'ah Standard No. 8, 2/5/3 (2008), -

be held as a trust in the custody of the institution (in which case the latter cannot invest it), or i

may be held, if the customer permits the institution to invest it, as an investment trust on the basis

of mudarabah between thf; customer and the institution.
. 7

¥ .
In addition, if the customer breaches his binding promise, the institution is not permitted.
retain the hamish jiddiyyah as such. Instead, the institution’s rights are limited to deducting

an amount from the hdmish jiddiyyah to cover for actual damage incurred as a result of the

breach, namely the difference between the cost of the item to the institution and its selling pri

to a third party. The actual damage to the institution may not include the loss of its potential

mark-up in the murabafiah transaction; that is considered an opportunity loss which cannot ve

recovered.
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On this point, since hamish jiddivyah serves to protect the asset owner from losses due to
- the customer’s breach of the promise to buy or lease the asset, AAOIFI opined that certain

consequences flow from specific circumstances, inter alia:

a, The totalloss amount does not excecd the amount of idmish jiddiyyah. The seller is only
atlowed to take compensation up to the amount of his mcup‘ed cost. Should there be any
balance of the hémish jiddiyyah, he has to refund it to the customer

For example, a customer has paid a hdmish jiddiyyah of RM 1,000 as commitinent fee for the
promise to purchase an asset. The customer then breaches his promise to purchase the asset
and this caused the seller to incur a loss of RM 800 upon selling the asset to a third party. In
this situation, RM 800 is to be deducted from the hamish Jiddiyyah amount and the balance
of RM 200 is to be returned to the customer,

b. The totalloss amount exceeds the payment of hdmish jiddiyyah. The seller is only allowed
to be compensated up to the amount of hamish jiddiyah. He has to bear any remaining loss,
which he may have incurred over and above the hamish jiddiyah amount.

For example, the seller has incurred a loss of RM 1,200 on the asset that exceeds the hdmish
Jiddiyyah of RM 1,000. Since the seller is allowed to deduct only up to the amount of Adamish
Jiddiyyah, he will bear a loss of RM 200,

Differences between Hamish Jiddiyyah and ‘Urbiin

A close observation of these two concepts shows some differences that exist between them,
which lead to different legal consequences from the Shari‘ah perspective. The differences are

summarised in Table 4.1,

Table 4.1 Differences between Héamish Jiddiyyah and ‘' Urbiin

A sum of money (security 'deposit) paid by one party
(promisor/customer) to another (promisee/owner) as.
- an assurance o buy or lease an asset from its owner
(promisee) in the future, T
2 Ham:sh ﬂddi_)fak IS taken from the potential buyer : - Urb
" before the' executlon ofa an agreemeut el s

3 The seller’s claiin agamst ihe haniish Jiddiypalis
limited only 10 the amounit of actizal clamage mcurred
 "as a result of the breach of prormse ; ni

4000 Sho 'd the"_ otentlal buyer' agree to ‘proceed w;th: the
' '.r-'execution of a:sale agreement the ham:sh ]m'd: _}yah
< may, be consxdered as part of the sale price,

5 ' The seller miay not necessarily own the underlying The seller must own the underlying asset at the time

asset at the time of receiving the hdmish jiddiyyah. of executing the sale of ‘wrbiin,
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N

Application of Hamish Jiddiyyah in Islamic Financial
Derivative Instruments

Various Islamic financial derivative instruments such as swaps, forwards and options have been
introduced by Islamic financial institutions as risk management tools to mitigate, among others,
fluctuation in the interest rates and currency rates. Some of these derivative instruments have

adopted the concept of hdmish jiddiyyah in their structures. The mechanism will be explained

later in this subtopic.

First, the concept of a call option is explained. A conventional call option typically grants the holder
the right to purchase the underlying asset on a particular date for a certain price. It Creates a right
to purchase {option) on the purchaser’s side but an obligation to sell on the seller’s side. Whenever
the purchaser decides to purchase, the seller is obliged to sell the underlying asset. To have that
right of option, the purchaser will have to pay a certain percentage of the price of the underlying
asset (known as call premium), This premium would be considered as part of the purchase price

should the purchaser decide to exercise the option and purchase the underlying asset.

To achieve the intended effect of a call eption, the undertaking (wa'd) in an Islamic catl option is given
by the seller, not the purchaser, because he is the one who will be obliged to perform the contract,

In relation to this, it may be possible to justify the premium paid by the purchaser as hémish
Jjiddiyyah (security deposit), This will allow the purchaser to enjoy the right to buy the underlying
asset at a later date. On this note, the AAQIFI Shari‘ah Standard No. 8, 2/5/3 (2008) iliustrates
a scenario where the client approaches the bank and gives a wa 'd (promise) that once the bank
purchases the asset (from the developer or other parties), he will purchase the asset from the
bank. To protect the right of the bank if the client breaches his promise and discontinues with
the contract thus causing the bank some losses, the bank is allowed to request for some amount
known as hamish jiddiyyal (security deposit) as remedy for such losses. Here, the client gives the

undertaking and pays the security deposit.

This situation is somehow different from the wa 'd that is used to replicate the call option. Th
promise to sell will be made by the seller of the asset (in the conventional sense, the seller.'o
the option), but the payment of hdmish jiddivyah will be made by the purchaser who is enjoying
the right of the option to buy, not the seller who makes the wa .

The application of Adamish jiddiyyah has also been proposed for adoption in the Islamic fore:ign
currency option. ¢ Through tlns;mstmment the customers who wish to hedge their future foreign
currency obligations will make a promise (wa 'd) to an Tslamic bank to purchase a certain amoun
of commodity from the bank and also to appomt the Islamic bank (as their wakil) to sell the said
commodify to a third party. To safeguard the bank's interest, the bank will require the custo_i
to provide hd@mish jiddiyyah as a security deposit to indicate their strong commitment towards 1
execution of the contract. At the agreed date, fawarrug transactions will be conducted where

% This instrument that uses hdmish jiddiyyah as one of the transaction mechanisms has been approved b3
SAC of BNM in its 73" meeting on 20 February 2008,
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sale and purchase of specific commodities will be executed for spot payment and spot delivery.
Each of the sale and purchase transactions in the fawarrug arrangement will involve different
currencies and the hamish jiddiyyah will be refunded to the customer if both parties fulfil their
promises, However, if there is a breach of promise, the Islamic bank may recover the actual loss
incurred as a result of the breach from the hdmish jiddiyyah. If the actuat loss is lower than the
hamish jiddiyyah value, the customer may accepl a refund ‘of the balance or agree to channel the

residual amount to charitable organisations under the supervision of }!w Shari‘ah committee of

the said Islamic financial institution. 2

Provision of Guarantee Facilities (Kafalah)

Kafalah has been defined by Ton Qudamah (1983) as surety, bail, guarantee, responsibility or
amenability. Legally, the term guarantee is defined as the conjoining of the guarantor’s dhimmah
{faculty by which a person bears liabilities) to that of the guaranteed in a way that the debt or
other responsibility of the original bearer is egtablished as a joint Hability of the two of them. It

may relate to a person, finance or act (perfonmance).

Shari‘ah scholars have unanimously validated the contract of guarantee because it is essential
for a flow of commercial dealings as it gives protection to the debtor as well as assurance and
confidence about repayment to the creditor. In financial transacti.ons, a guarantee is intended to
secure obligations and protect debts from being uncollectible or from being in default. It takes the
forn of written documents, aftestations, personal guarantees, pledges, cheques and promissory
notes. A guarantee is effective in contracts of exchange, like contracts of sale or contracts of rights
{e.g. right of intellectual property); but it does not affect the validity of the original confract in
which it is required. More than one guarantee may also be contained in one contract, for instance,

the incorporation of a personal pledge with the pledge of security collaterals in the same contract.

In the context of the ICM, the kafalah concept has been adopted in the provision of guarantee
facilities in various sukik structures such as in ijarah sukik, nushdrakah sukitk, muddrabah
sukitk and wakalah sukitk to enhance the creditworthiness of the issuer and to secure the payment

of principal and profit to sukitk holders at the maturity or dissolution date.

Shari ah Tssues of Kafalah in Sulkiik
i

There are a number of Shari‘ah issues that arise in the provision of guarantee facilities when

structuring sukik. These are as follows:

Guarantee by the Partner/Sukitk Manager (Mudarib)

Basically, the guarantee of principal and profit in equity-based sukik such as mudarabah sukik
and musharakah sukitk by one of the partners in the venture violates the nature of a partnership
contract. However, scholars are of the view that the guarantee of principal is allowed in mudarabah
and musharakah in the event of loss due to negligence, misconduct or breach of terms of the
contract (mukhalafah shurif al-‘aqd) by the pariner. This can be seen in the resolution issued by
contemporary fatwa bodies such as AAOIFI which stated that it is allowable in mudarabah and
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musharakah to obtain guarantees from a partner to another in cases of negligence, misconduct or
breach of contract. This is also supported by a provision in the Guidelines on Sukuk (2014) issued
by 8C Malaysia which indicates that it is allowable to place rahn as guarantee from possibility
of loss on capital that may occur as a result of negligence and misconduct by the mugdarib. This
subsection will discuss some practices in sukitk structuring that were argued to resemble the

element of guarantee of capital especially for mudarabah and musharakah sukitk as follows:

Mudarabal Sukitk

In mudarabah sukitk, commonly the muddrib undertakes to guarantee principal retuns to the
investors or sukitk holders at maturity. If the amount of retums exceed the expeéted returns, such
excess amount will be considered as an incentive fee to the mudarib for his good performance.
However, if the actual returns are less than the expected returns during any time of distribution,
the muddrib may commit to lend an amount equivalent to the shortfall to the sukiik holders based
on the principle of qard (interest-free loan). Thereafter, such amount of loan will be recovered
either through the actual profit of the enterprise at the time following distribution or through the

sale of the enterprise asset at maturity.

Such a commitment to investors from the muddrib is void as it is a capital guarantee by the mudarib
to the investors, and the majority of jurists have rejected such an arrangement. In this regard,
Standard No. 13, ltem 8/7 on Muddrabal approved by the AAOIFI Shari‘ah Council states:

If the loss at the time of closing operations is greater than the earnings, the losses will
be deducted from the capital and the manager, in his capacity as a trustee, will not bear
any of the loss as long as there is no negligence or mala fides on his part. If the costs are
equal fo the earnings, the investors will receive their capital back, and the mugddrib will
earn nothing. When profits are earned, these will be distributed among the hvo parties

(investor and manager) in accordance with what the two have decided.

Musharvakal Sukiik

In musharakah sukiik, the pariner may also be appointed as the manager to manage the venture,
Then, in the same way that it is unlawful for a mudarib to guarantee the return of capital _td
investors, i is also unlawful for one partner to guarantee the return of capital to the other partner
or partmers. To do so would effectively interrupt the partnership in the event of losses; that is
something that no jurist has ever allowed. Standard No. 12, Item 3/1/5/7 on Mushdrakah appréqu
by the AAOQIFI Shari‘ah C(_}\;‘ncil states:

1t is unlawfiul for the conditions of partnership or for the basis of profit distribution o
include any text or condition that'leads to the possibility that the sharing of profits will
be intervupted. If this happens, the partnership will be void, ;

Standard No. 12, Ttem 3/1/6/2, specifically mentions the unlawfulness of such a commitme

1t is lawfitl for one of the parties to the partnership io issue a binding promise fo

purchase the assets of the partnership during the period of parinership or at the
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time of dissolution at market value or ai an agreed price at the time of purchase.

A promise to purchase the assets at fuce value, however, is unlawful,

The justification for the ruling of “unfawful’ with regard to the binding promise by one of the partners
to purchase the assets of the partnership at face value is that this is the same as a capital guarantee,

which is unlawful. The justification for a ruling of ‘lawful’ for repurchase at market value comes

from the fact that there is nothing in this arrangement that guarantees anyfthing to the partners,

However, in this vein we would like to extend the discussion on the permissibility of the capital
guarantee by a third party that has been discussed by contemporary SharT‘ah scholars, Among
others are the following:

The OIC Islamic Figh Academy in its resolution no. 30(5/4) pertaining to a guarantee on
muqgaradah sukiik states as follows:

Thereis no Shari ‘ah objection to mention in the prospectus of the issue or in the document
of muqdradah sukiik to a promise of a third party, who is independent personally and in
terms of financial liability from the two parties lo the contract to volunteer an amount
of money for no consideration to be allocated to make good a loss on a particular
project. However, this is circumscribed with a condition that such a promise should
be an obligation independent from the mudarabah coniract. In other words, the third
party s performance of his obligation should not be a condition Jor the enforcement of

the contract and the conditions and labilities of the parties to the contract. As such,

netther the sukitk holders nor manager of the mugiradah would be entitled to claim
that they may fail to honour their obligations velating to their contracts because the
volunteer failed to fulfil his promise and the performance of their obligations takes into
consideration the promise from the volunteer,

The AAOIFI Shari'ah Standard No. 17 (2010) on Investment Sukik states:

The prospectus must not include any statement to the effect that the issuer of the
certificates accepts the liability to compensate the owner of the certificates up to the
nontinal value of the certificates in situations other than forts and negligence nor that
he guarantees u fived percentage of profit. It is however permitted fo an independent

third party to provide a guarantee fiee of charge, while taking into account item 7/6 of
Shariah.

SharT"ah Standard No. 17, Item 5/1/8/7 in respect of a guarantee states:

1t is permissible for a third party, other than the Mudarib or investment agent, or one of
the pariners, to undertake voluntarily that he will compensate the investment losses of
the party to whom the undertaking is given, provided this guarantee is not linked in an 1y

manner fo the Mudarabah financing contract or investment agency contract,

The SAC of BNM has approved the guarantee facility offered by Malaysia’s national financial

guarantee institution, Danajamin Nasional Berhad, which offers a guarantee facility as a credit
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enhancement tool to both sukiik and bond issuers. Danajamin is considered a third-party guarantor
who provides a guarantee facility for a fee. The issue of permissibility of imposing a fee on a

guarantee will be discussed in the following subtopic.

Charging a Fee for Kafalah from the Shari‘ah Perspective

In classical figh literature, a guarantee is classified as a gratuitous charitable contract for which
the guarantor expects reward only from Allah (SWT) for easing the financial imbalance of his
feltow being. The guarantor is not entitled to an additional payment over the amount he paid as
the obligation of the principal debtor. At best, the guarantor may recover or claim back the actual

expenses incurred in offering the service. ;

However, in the current application of kafdlah in the modern Islamic financial system, the
guarantor imposes a fee/commission over the guarantee facility and this practice has triggered

debate among scholars. The opinions of the scholars can be summed up as follows:

First View: Scholars who disallow charging a fee on kafilah

i. A majority of classical jurists have opined that it is unlawful to charge a fee for a guarantee
as it is a voluntary contract, They are the jurists from the Hanafi, Shafi ‘T, Maliki and Hanbali
schools of thought. This view is based on the argument that a kafalah contract falls under ‘ugitd
al-tabarru ‘Gt which is voluntary and benevolent in nature. Hence, no fee can be charged.

ii. The OIC Islamic Figh Academy and the Shari‘ah Council of AAOITFI resolved that ujrah on
kafiilah/daman is not permissible. However, the guarantor may claim for actual expenses
incurred on the guarantee.

Second View: Scholars who allow for charging a fee on kafialah

i. The SACs of both BNM and SC Malaysia resolved that generally, it is pennissible to impose a
third-party guarantee with a fee based on maslahah and qivas on the permissibility of taking a
fee on the use of reputation (akhdh al-ujrah ‘wld al-jak) and the permissibility of taking a fee on
the incantation from the Qur’anic verses (akhdh al;ju'l ‘ald rugyah min al-Qur '@n). In the case
of muddrabah, the fee can be faken from the mudarabah venture, with the condition that the
guarantee given is not in the form of recourse. Since musharakah is also one of the partnership

contracts, the ruling on muddirabah may also be applicable to the musharakah contract.

ii. Among the contemporary scholars who allow charging a fee for a guarantee are Yusuf -
al-Qaradawi, Nazih I:%munﬁd, ‘abdullal Mani ¢ and Ahmad ‘Al ‘Abduliah. The following .-

LY
are among their evidcnces:

u Possibility of converting a tabarrn ' (donation-based) confract to amu ‘awadah (commercial

exchange) contract, Accordinlg to Nazih Hammad (1997), it is permissible to convert a
tabarru to a mu ‘@vadah-based contract with the consent of the contracting parties. He
states that a guarantor deserves a good reward from the guaranteed person similar to hi§
contribution for the guaranteed person, or even more. This is for his commitmet as lo :

as the debt is setted immediately. Nazih Hammad also makes an analogy with hibah (gift)
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when it is associated with the expectation of a reward (i.e. hibah al-thawab or bi shart
al-thawdb). Similarly, a lending contract associated with consideration will convert it to
ifarah. The same is true with wakalah which can be converted to wakalah bil ujrah.

m It is allowable to charge a fee for a guarantee by comparing it to the permissibility of
taking rewards for some of the good deeds such as teaching the Qur’an, the remuneration
of imdm (head of congregration} and mu 'azzin (caller for y,r_’ayer). ’1_'his is also supported
with some events such as the Companion who took a reward for ‘rugyah’ healing by using

the Qur'an, which was approved by the Prophet (SAW),

g

Ahmad Ali Abdullah (1986) was of the view that when there is a condition that the kafalah
bears a fee, such condition is considered valid. He also emphasised that a kafalah contract
is not gard. He supported his views with giyas, referring to fees that are permissible to
be collected on utilising someone’s reputation and alse on performing incantation using
Qur’anic verses. Some of the past Istamic jurists allowed both situations and favoured the

charging of fees on the guarantee since it is similar from the aspect of work done.

Foregoing One’s Rights (Tandazul)

Tanazul refers to an act to waive certain rights of claim in favour of the other party in a
contract. In Islamic finance, tandzul is typically applied where the right to share some portion
of the profits is given fo another party. In classical figh literature, the jurists used various
terms equivalent to fandzul such as al-isqay, al-ibrd’, al-‘afw and al-hibah. Therefore, the
technical meaning of tandzul varies according to the different types and situations in which

it is used.

In the context of Islamic finance, tandzul usually cccurs in equity-based instruments such as
mushdrakah and muddrabah contracts. As the concept of tandzul is an exceptionally broad subject,
the discussion will be focusing on the application of tandzul within the contract of mushdrakah
only. 7anazul may thus be defined as an agreement made between the partners during the signing
of the musharakah contract where one or some of the partners agree to give up their right to claim

the profit or to bear all the losses that may occur from the contract,

L] ." e ’ D
Application of Tandzul in Mushéarakah Venture

Tandzul bas been mostly applied in capital market instruments such as preference shares and
sukitk mushdrakah {in the case of subordinated sukiik). Nevertheless, the application of tandzul in
these products has actually led to some controversial Shari‘ah concerns and highlights, The main
concern is that one or some of the partners waive certain rights in favour of another contracting

party for something that is yet to be known and is only to be realised in the future.

Tandzul is defined as surrendering the rights to a share of the profits based on partnership by
giving priority to preference sharcholders; it is also known as isqdf al-hag. In the context of
mushdarakah, the SAC of 8C Malaysia defines tandzul as a waiver by a partner of his right on

the profit payment from the musharakah venture if he so desires.

189




190

Chapter 4 SharT ah Issues Relating to the Islamic Capital Market

According to some scholars, isqaf al-haq is closely related to the concept of ibrd’ (absolution),

Thus, to have a clear idea of tandzul, the concept of ibra’ should be discussed.

ry Islamic jurists denounce this exercise as it is deemed to be out
ership contract, which is based on the profit and loss sharing
) opined that it is unlawful to include any text or
g of profits will be interrupted. If this happens,
e concept of profit sharing in mushdrakah,

The majority of contempora
of line with the essence of a partn
principle. Muhammad Taqi Usmani (2007
condition that leads to the possibility that the sharin
the partnership will be void as this is contrary to th
which shall be based on an agreed portion; and to the concept of loss sharing, which shall be

based on the ratio of capital contribution {Usmani, 1999). ;

This is in line with the AAOIFI Shari‘ah Standard No. 12, Ttem 3/1/5/7 (2008: 208) which states:

It is unlawful for the conditions of partnership or for the basis of ‘profit distribution to

include any text or condition that leads to the possibility that the sharing of profits will

be interrupted. If this happens, the partnership will be void.”

is no dispute among the jurists on the permissibility of tandzul that is made on
atised (meawjiid) as it does not amount {0 a guarantee by one OF some

s from the other partners. AAOIFI stated in its Shariah Standard

Nevertheless, there
something that has been re
partners on the absorption of los
No. 12 (2008: 207):

Item 3/1/5/2: . .a partner may relinquish on'the date of distribution a part of the profit

that is due to him in favour of another party.”’
Trem 3/1/5/4: .. it is however valid that one pariner takes without any prior condition

the responsibility of bearing,the loss at the time of the loss.’

Application of Tandzul in Preference Shares
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The Companies Act 1965 defines a preference share as ‘a sha
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shareholders tovote at its general meeting or any right to participate in any dist

that is above the stated amount, whether through dividends or redemption, dissolution or otherwise.”
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There have been attempts to adapt this concept into preference shares to justify it from the
Shari‘ah perspective. It was argued that preference shares may be structured using the Shari‘ah
principle of musharakah. Hence, the newly structured Islamic preference shares are meant to
offer some unique features. Most importantly, the ordinary shareholders would have to agree
that the Islamic preference shares be ranked ahead of the commox}‘,shares in terms of priority
to dividend payment up to an expected rate, and in terms of the retum of capital in the event
of liqﬁidation. Yet this notion of hierarchy (priority to dividend and priority in liquidation) is
considered by many scholars as not in consonance with the spirit of the musharakah requirement
as expounded in the maxim “the profit is based on the agreement of the parties, but loss is always
subject to the ratio of investment’ (Usmani, 1999: 38),

Shari‘ah Issues in the Application of Tundzul in Preference Shares

The SAC of SC Malaysia has approved the issuance of non-cumulative preference shares on the
basis of fandzul; they are permissible where the ordinary shareholders have willingly given their
rights to a share of the dividends to the preference shareholders. This randzul is agreed upon at an
annual general meeting of a company that decides to issue prefererice shares in an effort to raise
new capital. It is argued that since the general meeting of ordinary sharcholders agreed to issue
the preference shares, this indicates that the erdinary shareholders have agreed to a tandzul to
give priority to the preference sharcholders in dividing the profits. According to the SAC, fandzul
in the context of preference shares means surrendering the rights to a share of the dividends
arising from a partnership by giving priority to the preference shareholders. This is also known as
isqdf al-hag in Islamic jurisprudence.,

On the contrary, the other authoritative fztwa bodies for Islamic financial institutions such as
AAOIF] and the OIC Islamic Figh Academy prohibit such an arrangement.

According to the resolution issued by the OIC Islamic Figh Academy in its 14" session held from
11 to 16 Janary 2003:

1t is not permissible for a company to issue privileges shares, preference shares or

debentures, .’

In occasions where the company suffers losses, it is compuisory for every shareholder to

bear his share of the loss, in proportion to his capital contribution.
This resolution is in line with Shari*ah Standard No. 21 of AAOIFI (2008), which states:

2/6 It Is not permitted to issue preference shaves, i.e. shares that have special financial
characteristics that give them a priority at the date of liquidation of the company or af
the date of distribution of dividends. However, it is permissible to grant certain shares,
in addition to being entitled to rights attached fo common shares, certain procedural
and administrative privileges, such as a right of vote.

However, according to the Shari‘ah Board of Dallah al-Baraka, it is permissible to issue preference
shares (whose owners do not have voting rights) as they are voluntarily waiving their rights of
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voting. The permissibility also applies to preferved shares whose owners are given the right of
redemption at the market value within specific periods as this kind of procedure does not conravenc

the purpose of a mushérakak confract and does not provide any privilege or priority to the preference

shareholders at the time of dividends distribution or in the case of winding up (liquidation).

Overall, there are two main issues highlighted by SharT'ah scholars relating to the features of

preference shares, They are as follows:

m Priority to specified dividend rate given to the preference shareholders over common
shareholders. In this arrangement, there is a possibility that the preference shareholders get
100% of the dividends and the common shareholders get nothing at atl. This will happen
if the actual dividend is less or up to the specified dividend rate that is to bé given to the
preference shareholders. However, if the actual dividend is more than such rate of specified
dividend, there is a possibility that the common shareholders obtain some rate of dividend.
There are two scenarios under this category that require further discussion as follows:

i. Taniizul in the case where the actual dividend is equal to or less than the specified

rate of dividend. The common shareholders agree to waive their right to a share of the
dividend until the preference shareholders get their specified rate of dividend. This kind
of fandazul is given up front at the time of the contract to determine that it will have the
intended effect if the actual dividend is equal to or less than the specified rate of dividend.
This practice of tandzul is contentious beeause it is considered by many scholars to be
against the nature of musharakah which is a contract of profit and foss sharing. In this
type of fandzul, which is agreed up front at the timie of contract, there is a possibility
that some of the partners (i.. the common shareholders) will not receive any share of
the dividend in the evejit that the actual dividend is equal to or less than the specified

dividend rate; all the dividends will go to the preference shareholders only.

Tundzul in the case where the actual dividend exceeds the specified rate of dividend.
The preference shareholders agree to take their dividend share at a rate that is fixed at an
agreed cap, and any dividend above the capped rate will be waived and given to the common
shareholders. This principle of tandzul to waive such aright to the dividend is specifiedas a
condition of the contract. For example, in the case where the specified dividend rate is 6%
and the actual return (based on the profit sharing ratio) is 10%, the preference shareholders

will take 6% and forego the excess 4% to the common sharcholdets.

The tandzul artangement for distribution of the excess dividend above the specified
dividend rate is prev1ded up front in the musharakah agreement. It could be in the form of
granting them part cff or entire premium above a certain benchmark profit. This has been
supported by the AAOIFI allowing such stipulation in the contract of mushdrakah in the
AAOQIFE (2008) resolution in Shari‘ah Standard No. 12 on Sharikah (Musharakak) and

Modern Corporations, regarding the outcome of sharikah investments (profit and loss):

3/1/5/9 It is permissible to agree that if the profit realised is above a certain
ceiling, the profit in excess of such a ceiling belongs to a particular partnet.




This arrangement is considered a valid condition because it is still consistent with the
notion of profit sharing and is in line with mugtadd al-‘agd of the contract which is
based on profit sharing. ' '

m Priority in the return of capital in the event of liquidation (vinding up) is given to
preference shareholders over comimon shareholders. This is a’ﬁlong the most contentious
issues deliberated by Shari‘ah scholars. In the event of a winding up, preference shares are
usually repayable at par value and rank above the claims of ordinary shareholders. Principally,
this priority is not permissible since under musharakah, the loss must be bome by the partners
and sharcholders in accordance with the ratio of capital invested by the parties. In addition, the
majority of SharT"ah scholars do not permit a parier or partners to indemnify another partmer
or a group of partners from any loss fiom the very beginning of the musharakah venture.
However, any of the partuers can agree to absorb all the losses after these have materialised.
This is reflected in the Shari'ah Standard No. 12 issued by AAOIFI (2008: 207) that reads:

3/1/5/4 It is a requirement that the proportions of losses borne by pariners be
commensurate with the proportions of their comributions o the Sharikah capital,
1t is not permitted therefore, to agree on holding one pariner or a group of partners
liable for the entire loss or liable for a percentage of loss that does not match their
share of ownership in the pm'm‘ersiu;p. It is valid that one pariner takes without any
prioy condition, the responsibility of bearing the loss at the time of the loss.”

Rebate (Ibrd’)

One of the common issues raised in the ICM is the offering of ibrd’ in the event of an early
settiement. Before this issue is discussed further, it is important to first understand the definition

of ibrd’ literally and as a term of Islamic jurisprudence.

Linguistically, ibr@” denotes liberation (al-takhiis), purification (al-tangiyah), elimination (al-
izalah), dropping (al-isqaf) and isolation from certain things (al-muba ‘adah ‘an al-shay’). Ibra’
means ‘surrendering ones claims and rights on a certain thing. That right is other people’s
obligation (dhimmdh) to him which needs to be Sulfilled’. Meanwhile, the SAC of SC Malaysia
(2014) defines ibra’ as ‘an act of releasing absolutely or conditionally one's rights and claims
on any obligation against another party which would result in the latter being discharged of his/
its obligation and liabilities towards the former. The release may be either partially or in fill”,
In figh literature, the issue of ibra” on early payment is discussed under a topic known as da*
wa ta 'ajjal. Da* wa fa‘gjjal means giving up of a part of a deferred debt, subject to an earlier
settfement of an outstanding amount.

Legality of Ibrd’ or Da ‘ wa Tu ‘ajjal from the Shari‘ah
Perspective

As evident from the various discussions, Muslim jurists hold different opinions pertaining to the
issue of permissibility of da * wa fa ‘gjjal. Generally, there are two points of view on this issue.

Chapter 4 SharT'ah Issues Relating to the Islamic Capital Market




Chapter 4 Shart'zh Issucs Relating to the Islamic Capital Market

The first view, such as the opinions of *Abdullah Ibn “Abbas, al-Nakhai’, Abu Thawz, Zufar
and Hanball jurists, maintains that da’ wa fa ‘ajjal is valid and legal. It is also noted that Ibn
Taymiyyah (1977) and Ibn Qayyim (1991) similarly advocate this opinion. Ibs Qayyim (1991)
in his conclusion draws a clear distinction between da *wa fa ‘ajjal and ribd. The distinction can

be seen as follows:

i. Ribainvolves an increase (i.e. *Either you increase the amount of loan (due to late payment),
or settle the loan {on time) — this is vibd@"); and
il. Da'wa ta’ajjal involves a discount or decrease (i.e. ‘Quickly seftie your debt with me and as

incentive I will discount part of it — this is da " wa ta ‘ajjal®).

Ibn Qayyim goes on to question whether there is any real similarity between the! two. He asserts
that there are no nags (Qur'anic verses or prophetic texts), ifmd’ (consensus) and validated giyas
(analogy) that forbid this concept.

The second view is that da * wa fa ‘gjjal is not permissible since it is similar to the practice of
ribd. Among scholars who prohibit this practice are Umar al-Khattab, ‘Abdullah ibn Umar,
Zayd ibn Thabit, Migdad ibn al-Aswad and Hisham ibn Urwah. They argue that such dealing is
similar to the practice of asking the debtor to add more money in exchange for an extension in

the time of payment, which all scholars agree is prohibited. Hence, the reduction in the valie of

debt arising from shortening the repayment period is also regarded as #/b4. In both cases, there

is an exchange of time with money, which leads to ribd.

The basis of their argument is a hadith, which reported that al-Miqdad ibn al Aswad had given
another man 100 dinars in credit, then the Prophet (SAW) nominated him for a mission. Therefore,
he requested the debtor to give him just 90 dinars before the time due for his debt. When the
Prophet (SAW) heard about the deal, he {(SAW) said to Miqdad: ‘Oh Migdad, you have eaten
riba’ (al-Bayhaqi).”

Some scholars are also of the opinion that the provision on da * wa ta ‘affal in a debt transaction
is not permissible because this practice resembles the characteristic of bay ‘atayn fi al-bay‘ah
(combination of two contracts in an agreement) transaction which is forbidden by the Sunnah. .

However, some contemporary scholars such as ‘Abd Al-Rahman Salih Al-Atram (2000) and
‘Abd Al-Rahman Al-Sa ‘di (as cited in Hasan, 2006) are of the view that the concept of da “wa
ta ‘afjal is different from 77ba. It is because the debtor is released early from his liability while
the creditor benefits from settlement of the debt, and Shari'ah has no prohibition for suqh an

arrangement, J

E
. ¥
Ibra’ is applied in contemporary financial practices in the case where the creditor (financier) ma
give ibra’ to those debtors who seitle their debts earlier. In this case, several Shari*ah boards a

councils approved the application of ibrd’ for early settlement in murabahah-based contra

7 However, according to Ibn Qayyim, this hadith is weak. See Ibn Qayyim (1991: 12).




including the OIC Islamic Figh Academy, AAOIFI Shari‘ah Council, SAC of SC Malaysia and
SAC of BNM.

Stipulation of the fbrd’ Clause in the Contract

One of the crucial issues related to ibrd’ is the issue of stipulation of the ibra’ clause in the
agreement. This concern has been discussed among the fanwad authoritie§ and bodies such as the
OIC Tslamic Figh Academy, Shari‘ah Board of Faisal lslamic Bank of Bahrain, AAQOIET, Kuwait
Finance House Shari‘ah Council, SAC of BNM and SAC of SC Malaysia.

According to the OIC Islamic Figh Academy, they do not allow such stipulation in the contract
as it is tantamount ta ribd. The OIC Istamic Figh Academy eonfirmed in its resolution no. 66/2/7,
‘according to the Shari'ah, reduction of the deferred debt due to early settlement whether at the
request of the creditor or the deblor is permissible, It does not constitute ribi if there is no prior

agreement as long as the relationship between the creditor and the debtor is two way.’

Tn accordance with this resolution, the SharT'ah Board of Faisal Islamic Bank of Bahrain (as cited

in De Lorenzo (2001: 48)) resolved that: ,

One who advances payment may be allowed a discount. It is recorded in an authentic
Ladith that the Prophet, upon him be peace, said, *May Allalh have mercy on a person

who is generous when he/she sells.” All of this is on a condition, however, that it is not

to be stipulated in the coniract itself.

The AAOIFI (2010) in its Shari‘ah Standard on Murdbahah to the Purchase Orderer also took the
same position, stating that it is permissible for the institution to give up part of the selling price if
the customers pay early, provided this was not part of the contractual agreement,

Kuwait Finance House holds that it is impermissible to stipulate the clause of ibr@” in the contract

either verbally or in writing. However, it is allowable for the creditor to give an ibrd’ for early

settlernent without haviag any prior stipulation in the contract.

In contrast, the SAC of BNM and SC Malaysia took a different stance. They resolved that Islamic
banking institutions/sukitk holders may incorporate the clause on undertaking to provide ibrd’ to
customers who make early settlement in the Islamic facility agreement. The SAC of SC Malaysia
in its latest ruling in 2014 resolved that ibr@’ may be applied in the following situations:

Early Redemption
a. Sukitk holders may offer ibra’ to the issuer based on the application made by the issuer for
early redemption of sukiik upon occurrence of any event of default, call option, reguiatory
redemption and tax redemption;
b. The formula for the computation of early settlement may be stated as a guide to the issuer;
and
¢. The ibr@’ clause and the formula for the computation of early settlement may be stated
in the main agreement of sukitk wl}ich is based on ‘ugiid al-mu ‘@wadat. However, the
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ibrd’ clause in the main agreement shall be separated from the part related to the price of
the transacted asset. The ibri’ clause shall only be stated under the section for mode of

payment or setilement in the said agreement.
B Other Event(s)
Sukitk holders may offer ibrd’ to the issuer in specific event(s) that requires the sukiik hold-
ers to release their rights and claim on any obligation, for example in the event of write-off

at the point of non-viability for Tier 2 yukirk.

The Shari‘ah justification of allowing the stipulation of ibra” clause in the agreement by the SAC
of SC Malaysia is to avoid uncertainty (gharar). It is because the inclusion of an fbrd’ clause in

the agreement may remove the confusion on the issue of uncertainty in price.

The permissibility of the inclusion of conditions in a contract referred to the theory of contract
objective (nazariyyah mugtadd al-'agd). The Hanbalis are regarded as the most flexible on the
issue of nuqgtadd al- ‘agd where they atlow for the addition of a condition in a contract to safeguard

the interest of the parties so long as the condition does not contradict Shari‘ah principles.

In addition, this resolution is in line with the opinion of some Shari'ah scholars that permit the
inclusion of a prior agreement bebween the creditor and debtor wﬁereby the debtor is discharged
if he makes prompt payment. This deduction takes into account the principle of isti ‘nés (rule
of thumb) as practised in the Hanafi school about the time limit in murabahah where the buyer
makes a complete payment or dies during the duration (ajal), in a situation where the seller
accepts only the previous rate. Therefore, based on this, it is permissible to implement a policy
that is agreed upon and observed by the creditor and debtor based on the debtor’s prompt payment

of his debt. With the inclusion of ibra  clauses in the facility agreement, the creditor is bound to

honour the terms as agreed. This approach mirrors the concept of giving a discount on a price or
reducing the debt of customers who make early settlement based on the concept of da wa ta ‘ajjal
which is acceptable in Shari‘ah. The confusion on the issue of uncertainty in price (gharar) does

not arise if the clause on ibr@’ is stated clearly in the facility agreement.
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Sumimary

Several Shari‘ah issues arise in the structuring of ICM products and instruments. These are widely debated
by Shari'ah scholars. The key issues discussed pertain to the following areas: combination of contracts; legal
and beneficial ownership; recourse to the underlying assets il}.{sukﬁk; purchase undertaking (wa 'd); taking
possession (gabd); security deposit (hdmish jiddiyyah); provision of guarantee facilities (kaf@iah); foregoing
of one’s right (randzul); and rebate (ibva’).

Shart'ah does not allow the combination of loan and exchange contracts and the combination of contracts in one
bargain, especially when the structure involves contracts of exchange of values. Nonetheless, Shari‘ah does not
outrightly forbid the combination of multiple contracts in one transaction because of the general principle of
freedom of contract in Shari‘ah,

There are certain parameters that need to be followed for the combination of contracts fo be permissible,
namely: there is no explicit text prohibiting such combination; the combination of contracts must not be
intended to circumvent impermissible transactions; the principal objectives of the contracts combined do not

contradict each other; and the combination of contracts should not be used as a means for practising ribd.

A combination of contracts has been used in various ICM products especially in gukiik structures — such as
the combination of wakdlah (agency) and kafalah (guarantee) — and other related products such as preference
shares,

The issues of legal and beneficial ownership and recourse to the underlying assets can be discussed in the
context of sukitk, Asset-backed sukizk involves a true sale between the issuer/originator and the sukitk holders
where the legal ownership is transferred from the originator to the sukik holders and thus recourse is to the
underlying assets rather than the originator. Conversely, asset-based gukik involves the transfer of beneficial
ownership or equitable interest in the assets to the sukizk holders in which recourse is to the originator or the
guarantor pursuant to the purchase undertaking and/or guarantee given by the latier.

The application of purchase undertaking with a predetermined formula in equity-based swkik, particularly
in musharakah and muddrabah structures, has triggered a wide debate among Shari‘ah scholars as it is
tantamount to guaranteeing the capital and the profit. The Shari‘ah scholars however opine that it is lawful
for a partner to undertake to purchase another partner’s share in the parmership at the prevailing market value
or at an agreed price at the time of purchase. Similarly, Shari'ah scholars allow a third-party guarantee as the
guarantor is not a partner in the venture,

Qabd is categorised into two types: qabd haqigi (physical possession) and gabd hukmi {constructive
possession). In the ICM, the application of gabd is very much dependent on the customary practice in the
financial market. The majority of jurists regarded gab¢ as one of the pillars of a contract; however, a small
number of jurists, especially among the Hanafis, do not view it as a pillar of a contract but as a subsidiary
condition. Shari'ah scholars debate whether the requirement of gabd is being fulfilled especially in contra
trading and short selling of shares. In deriving a final Shari'ah ruling on such issues, it is important to ascertain
whether there is an element of excessive ambiguity (gharar) in the transaction including the capability of the

selter to deliver the sold shares.

. Hamish jiddiyyah is ;gencrally defined as a security deposit and seems to be similar to ‘urbiin but both

have different legal consequences. Hamish jiddiyah, unlike ‘wrbiin, is not an exchange contract. Due to its
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flexibility, this concept has been applied in the structuring of Istamic financial derivative instruments such as
swaps, forwards and options, which serve as risk management tools to mitigate fluctuation in interest rates and
currency rates.

u  Tandzul means an act of waiving certain rights of claim in favour of the other party in a contract. In preference
shares, tandzul is being adopted when the ordinary shareholders, at the outset, waive some of their rights
to the preference shareholders including giving them priority in receiving dividends and proceeds pursuant
to the event of winding up, which may result in the ordinary shareholders bearing the loss alone. Such an
arrangement has been criticised by Shari‘ah scholars as it violates the tenets of mushdrakah and mudarabah.

# Many Shari‘ah boards approve the application of ib»d" in sale-based transactions if it is done by the seller
on a discretionary basis. However, they dispute whether the undertaking to provide ibrd’ can be stipulated
in the agreement, In this regard, some Shari‘ah boards approve such stipulation on the bgsis of maglahah
to both transacting parties and that the stipulation does not trigger ambiguities in the sale price of the asset/

commeodity.

Key Terms and Concepts

Beneficial ownership Purchase undertaking
Guarantee Oabd

Hamish jiddiyyah Rebate

Ibra’ Recourse

Kafalah Sukitk

Legal ownership Tanazul

Musharakah ‘Urbun

Muwa ‘adah l Wa'd

Preference shares Wa 'dén
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Multiple Choice Questions

1. Sukik holders have the recourse to the asset in the following sukik, except:
A. Asset-based sukik :
B. Asset-backed sukitk
C. Covered sukiik
2. Some of the contemporary scholars disallow the application of a purchase undertaking with a predetermined
formula in equity-based sukik because of the following reasons:
A. Tt contains an element of speculation
B. Itis fantamount to gnaranteeing the capital and the profit
C. All of the above
3. Which of these combinations is acceptable from the Shari'ah perspective?
A, Loan and sale
B. [jdrah and wakalah
C. Mushdrakah and kafalah
4. Based on the screening parameters developed by the SAC of SC Malaysia, which one of the following is NOT
an impermissible activity?
A. Tobacco
B. Conventional insurance
C. Weapon and defence industry
5. The main feature that distinguishes hamish jiddiyyah from ‘urbin is:
A Hamish jiddipah is taken from the potential buyer before the execution of an agreement whereas the
‘urbiin is taken fromn the buyer as part of the price upon execution of the sale agreement.
B. The seller has the right to retain the whole amount of hdmish jiddiyah as a result of the buyer choosing
to exit the contract.

C. The seller may not necessarily own the underlying asset at the time of receiving the ‘wrbiin,
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Review Questions and Problems

1. Why is a purchase undertaking in equity-based sukidk criticised by SharT ah scholars?

6. :Ccimpa_ré conventional fixed income securities and gukik. What are the key differences between these two

ins_trurﬁents?

8. Explain the patameters set by Shar1 ah scholars to distinguish between a permissible hybrid contract and non-

permissible cnes,




