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Abstract

ABSTRACT

In general derivatives, futures, options and swapsconsidered against the principlesiudri‘ah for
various reasons, such as the absence of assetdbade#bs, dealing in prohibited transaction of debt,
presence of element gharar (uncertainty), gambling, absence or non-existesfcsubject matter,
Short-Selling, sale of subject-matter without paquiring of possession or constructive possession
ghabn (market price manipulation)ina (sale and buy-backtawarrug (multiple buy-back sales
involving no actual asset transfer), amongst othHarthe recent past there have been attemptado fi
and explore Islamic hedging products having sametions as that of derivatives having link with
real economy growth.

Financial transactions either linked with economdtivities or they are pure financial instruments
known as ‘synthetic’ transactions having no confiitn to the real economy. Due to Muslim
investors’ demand and excess saving due to oilttvéalthe Gulf Cooperation Council, there is a
demand for Islamic financial transactions. Therefoderivatives in compliance witBhari‘ah
principles were developed&sukukare fine and popular example of such financialdpots and
emerged as a strong substitute to conventionalateré products.

Sukuk are consideredhari‘ah compliant but at the same time ethical and herise ifito the
requirements of financial products to overcome #idwerse effects of the financial crisis. This
research, hence, explores and analysdsikas an Islamic securitization product. In addititms
research also investigates whether or sikuk meet the standards and criteria of conventional
securitization structures in order to safeguardiniberests of different parties involved in it atie
public at large. Furthermore, this research examgukuk structures whereby it identifies further
shari‘ah and ethical underlying principles for further puatldevelopment, design unddrari‘ah.

In responding to the research aims, this resedtempted to peruse through original sources of both
shari‘ah and English Common law @ukukand the application afia‘ad (undertaking) particularly in
the context ofsukuk and derivatives. While discussing the identifietbgarch aims in terms of
determining the key legal, regulatory astthri‘ah compliance issues in the developmenswifuk the
focus remained on the United Kingdom (UK), whicteatpts to become one of the leading centers of

Islamic finance.
After foundational and exploratory research, thiglg concludes and answered the research questions

that: (i) sukukare based oshari‘ah principles; (ii), derivatives are allowed unddrari‘ah; (iii) sukuk

as Islamic derivative instruments are as efficanthat of conventional derivative products andyapp
the similar securitization principles; (iwa'ad has the same authority as thataxd (contract) and
can be compared with ‘promise’ and ‘promissory pg&d’ in Common law; (v) use aia'ad in
equity-basedsukukis against thehari‘ah; (vi) usage ofwa‘ad in derivatives like Foreign Currency
Forward Options, Total Return Swaps and Short18gik inappropriate, and (vii) UK is an attractive
country for promotion and growth stikuk.For this purpose the results of the sub-researeltiuns
were: (a) UK has sufficient legislative and regwkatinfrastructure to entertaishari‘ah compliant
products such asukukin the future (b) UK so far is impartial in thebdde onshari‘ah compliance
approval process of products (c) there is confusibout whetheisukukare categorised as debt
instruments or Collective Investment Schemes. HEhigly came with an extensive research and
analysed growth afukukand its structures in UK with legislative and riegory developments and
concludes UK is a place where developmensuXukis phenomenal for the strategic significance of
London Stock Exchange in the global market. Thaugthmanysukukare being issued in UK but it is
a place where most of tisekkukare listed.
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INTRODUCTION

1.1INTRODUCTION

Commercial banking has become an essential sedtaheo modern economy. In
developed countries with formal economy prevailimgactically every government
department, business organisation, institution @ndate individual needs a bank
account. With further financialisation and modeatien, the former dual economy
countries of the developing world have also adoptesl same pattern in banking.
Muslims, who form nearly one fifth of the world’®pulation and live in all parts of the
world, are in one way or the other have to usebtirking services. However the Muslim
individuals have a problem with the conventionahlbag system, as interest oba is
prohibited by Qur’an.

Beyond theriba prohibition, Islam presents an economic systenichvis based on fair

and equitable distribution of wealth, on charitylam prohibition ofriba (Nyazee 1995).

Therefore, Islamic finance depicts that socialipesand morality can go hand-in-hand
with one's pursuit of attaining wealth. Howeverspiee being a religious, ethical and
socially responsible type of financial intermediati Islamic finance is not immune from
setbacks, which recent financial crisis has expdbedfundamental deficincies of the
conventional banking system. Therefore, it hasreffean opportunity to the Islamic
financial industry to reflect on its practices (@agn 2010:4). Though the Islamic finance
sector has been less affected by the crisis arndopdhe problem is attributable to its
infancy. This is a fact that Islamic finance fimherged during the life of the Prophet
Muhammad (peace be upon him) over 1400 years agdhe modern world withessed
its existence in the 1970s. Therefore, the chaléagiow to develop Islamic finance into

a viable and competitive type of financial internatidn.
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With the recent institutionalisation in Islamicallgriented banking and finance
alternatives, it is stressed that the Muslims sthowdt blindly adopt the conventional
system of money, banking and finance. They, ratkbéguld purge themselves of
prohibited interest and modify it to suit the jastd poor-friendly economic system of
Islam. Professional Muslim economists asldari‘ah scholars, bankers and business
people joined in the task of developing a workabtalel of Islamic banking and finance.
Efforts are made to put the idea into practice @vesal Muslim and non-Muslim
countries and a variety of Islamic modes of finagchave been developed by Islamic

scholars, economists and bankers that may seradetier alternative to interest.

Islamic finance is an ethical, indigenous and edpé mode of finance, which is based
on shari‘ah. Shari‘ah derives its principles from the Qur’an, traditiof the Prophet
Muhammad (peace be upon him) nam&iypnah, giyyasndijma’ (Khan 2001:6-9). As
the principles derived from these sources indiddiere is a reluctance to hand over the
funds to banks and financial institutions that stven companies engaged in unethical

and socially harmful activities (ibid).

It should be noted that the emerging Islamic bagldoene has succeeded in achieving
general acceptance (IBP2010:10). Today, clientelslamic banking and finance are not
confined to Muslim countries but are spread overoge, United States of America
(USA) and the Far East. Islamic banking has noaldished itself as a serious business
segment in the eyes of financial institutions, hasses, consumers and regulators. In
responding to the increasing demand and sophisticat financial engineering, Islamic
bankers, keeping pace with sophisticated technigueklatest financial developments
have evolved investment instruments that are nigtefficient and profitable but are also

ethically motivated (Imeson 2008).

In searching for the historical roots of Islamigdnce, it should be noted that the history
of Islamic finance practices, in modern sense, daick to 1963 and 1967 with the
establishment of Mit Ghamr Islamic social bank gygt and Tabung Haji Malaysia, an
investment institution, respectively (El-Ashker Y985;IDB 1995). In 1975, the Dubai

Islamic Bank (DIB) was established as the firsansic commercial bank mandated to
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operate in adherence &hari‘ah rules and principles (Warde 2000:75). Since then,
Islamic banking has made significant progress wadd, particularly in South Asia and
in the Gulf Cooperation Council (GCC) region (Bar2@09:270).

The Islamic Financial Services Industry (IFSI) aitd institutional infrastructure

comprises of the following:

(i) Islamic commercial banks including full-fledgedaslic banks and Islamic windows
and subsidiaries of conventional banks, asset negmewqt institutions including

investment banks, mutual funds, and brokerage lspuse

(i) Islamic non-bank financial institutions likearah and mudarabah companies,
Islamic finance companies, Islamic housing coopeat Islamic venture capital
firms, microfinance companies, credit sale subsiegaof trading companies and

similar other institutions includingakahfunds andawgaf
(i) Islamic insurancetékaful services;
(iv) Islamic capital markets; and
(v) Islamic financial architecture and infrastructure.

For the provision of Islamic financial servicestigdictions have either the approach of
reforming policy framework by reforming legal ortieducing distinct licensing criteria
or some jurisdictions within the existing legaléditsing regime introducinghari‘ah
compliant products based on demands in the maRe=tu] 2010a:180).

In the former approach, the popular course sodahe introduction of mixed or dual

banking systems in which Islamic banking co-exatsgside conventional banking. The
GCC region and the South Asia have this approadtofki 2011:16). On the other

hand, Iran and Sudan, where the public sector Haggar share in the banking system,
have adopted the strategy of complete transformatiaheir banking systems into totally
shari‘ah compliant ones without any room for conventionahlag (Ibid). In this

framework, the Islamic banking services take ttiggees of governance structures, full-
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fledged Islamic banks either newly licensed or ¢farmed; Islamic banking windows of
conventional banks, and Islamic banking subsidsasfeconventional banks (ibid).

IFSI provides various financial services relatimg danking, non-banking, insurance,
capital markets and money markets (Askari et aD924 Baba 2007:392). It offers

significant potential in achieving financial statyilas its resilience against the current
financial crisis indicates, but also it aims to widiute to the goals of sustainable
economic development and just social progress wisidupported by sound and stable
financial institutions and markets (Venardos 2000:Muhamad et al. 2011:250).

However, the industry is also facing some signifigaroblems. For example, it is being
operated in a tax, legal, and regulatory envirorintleat are designed for conventional
financial services, which creates challenges ineattg its potential being an alternative

and developmentalist proposition.

IFSI, hence, is facinoter alia the following main issues:

(i) Unresolvedfigh issues

Lack of standard financial contracts and productsy mause ambiguity resulting in
dispute and cost. In addition, the nature shfari‘ah scholarship, using intentional
argument as opposed to ‘consequentialist’ approagking injunctions resulting in the

gap between aspirations and realities of Islamikingy and finance.
(ii) Legal framework

An appropriate legal, institutional and tax framekvds a basic requirement for
establishing sound financial institutions and mesk€ommercial, banking and company
laws appropriate for the enforcement of Islamickiag and financial contracts do not

exist in many countries.

(ili) Regulatory framework

Besides legal framework there is also a need twolag® Islamic financial industry

effectively. This is important to save the intesest the depositors and the customers.

4
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(iv) Excess liquidity

Islamic banks mainly due to the oil wealth in th€EGhave excess liquid funds, which
cannot be properly utilized due to non-availabilitfyshari‘ah compliant products and
instruments. Islamic banks urgently nestgari‘ah compliant products to meet a number

of pressing needs (El-Gamal 2008).
(v) Shari‘ah compliance

Users of Islamic financial services assign primanportance teshari‘ah compliance of

the services they use. It is understandableghati‘ah non-compliance entails a serious
operational risk and can result in withdrawal afide from and instability of an Islamic
bank, irrespective of its initial financial soundseShari‘ah compliance is hence a
serious matter for an Islamic bank, in additionitsocompliance with other regulatory

requirements.
1.2 THE BASIC PRINCIPLES OF ISLAMIC FINANCE

Islam allows revenue generation through the pradcgd ownership and the entitlement
to profit through the principleal-kharaj bi al-damah that is ‘revenue through the

corresponding obligation and liability for loss’ lfgn and Porzio 2010). Ownership and
participation by the investor constitutes an estiiént to profit accrued by the respective
company or corresponding loss in that event (Ay@072. Profit is to be achieved

through a legitimate stake of risk. The Islamicf@rence is for asset-backed financing
and risk-sharing mechanisms that create stabitity safeguards that protect institutions,

individuals and society at large (ibid).

Additionally, Islam allows trade but prohibitha or all forms of usury and interest-
based as narrated in the Qur'anic verse (2:275)immdany’ahadith (or narrations) of
the Prophet Muhammad (peace be upon him). Tradimganey or debt as a commodity

is hence prohibited except at paue.
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The Islamic law of contracts generally forbids thkowing (Al-Zuhayli 2003; Igbal and
Khan 2005)riba or usury,gharar (defined as uncertainty or arguably as risk) alatith
al-maysiror gambling andl-gimar or games of chance (Usmani, 2005). The trade must
also be in permissible goods and activities; fample commerce in alcohol for drinking
purposes is forbidden. These characteristics (motexclusive list) have important

connotations for all commercial and relevant legaigations.

Gharar is prohibited by théhadith in Muslim, narrated by Abu Hurairatihe Prophet
(peace be upon him) prohibited the pebble sale thedgharar sale (Sahih Muslim,
2009: Book 10:Hadith 3614). There is an agreentegit éxcessivgharar in objects of
sale makes the transaction invalid and on the aonttrifing gharar makes the
transaction permissible. (Ibn Taymiyyah 1899:224i). Juzay (1975:268) also stated that
gharar is prohibited bysunnahexcept where it is trifling. It is therefore thegiee of
uncertainty in rendering a transaction invalid agvia the element ajharar. Therefore a
gharar may be classified into excessigharar which makes the transaciton invalid,;
trifling gharar which may be tolerated and finally averagiearar which falls between

the two categories.

The averaggharar is dificult to determine whether or not it makesansaction valid or
invalid (Ibn Rushd 1982:148; Al-Sanhuril956:51;A%B n.d:113-114). Therefore
gharar classified into two categories: substantive andialt Substantivegharar is
prohibited outright. Howevergharar may be brought about by undue complexity in
contracts (for example two sales in one), lackddcuate value-relevant information, or
by the possibility of deceit or fraud. Activitiesch as conventional insurance fall under
the issue ofgharar, which could also arise from the underlying cocitraontaining

uncertainties and due to inefficiencies in extemfrmation.

Whilst dealing with and imiba, is a categorical exclusion accordingsteari‘ah, gharar

on the other hand is a best-effort exclusion (Far@0607; Visser 2009). There will
always be somgharar in relation to economic activities. A transactignprohibited in
line with four conditions ofyjharar. it should be substantive, should be in an exchang

contract (such as sales, rent or partnership),ustnaffect the principal object of the
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contract and the need can be met otherwise (EI-G2@@6b as cited bparir 1997). A
gharar transaction is a zero-sum game with uncertain gfésyand it can be tolerated

when the risk is negligible, inevitable and unintenal (Hassan and Mahlknecht 2011).

In general, contractual commitments are encouragetslam within a well-refined
Islamic jurisprudence of contracts (Al-Zuhayli 2003 well-known hadith in Al-
Tirmidhi states

“Muslims are bound by the conditions of their coctisaexcept a condition
that makes something permissible as forbidden oretloing forbidden as
permissiblé (Al Tirrmidhi 1974:626).

Contractual choices are arguably more demandintsfamic trading activities compared
to conventional activities. The scope of requireteaa more onerous. Transaction and
search costs are relatively higher in the currdmirtsterm for Islamic investments.
However, the advantage is that there is more glaithin the contract that is intended to
evoke fewer disputes over the longer term. Timei&a for establishing Islamic
investments in respect of subscription and redempdire higher and more demanding.

Standardisation across banks and products coutdréeélice such costs and timeframes.

There is a general position that derivatives, edguoptions and swaps are generally not
allowed according tshari‘ah for a variety of reasons (Jobst and Solé 20128. grounds
for this include; not being asset-backed dealslimfpan debt which is prohibitedyharar

for example goods or contract not being clearlyindef, gambling, non-existent assets,
goods not being owned (short-sales), goods nobssgssion or constructive possession
(forward sales-exceptions asalam and istisna), ghabn (market price manipulation),
‘ina (sale and buy-backjawarrug (multiple buy-back sales involving no actual asset
transfer), amongst others (ibid). There are, howererentshari‘ah attempts to find
Islamic alternatives to determine Islamic hedgimgdpicts or equivalents to derivatives
(Igbal and Mirakhor 2007).

Additionally, honesty and fairness in trade, disolg faults (opposite tdcaveat

emptor), avoiding misrepresentation, having two contrdicised to one sale, not selling
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under duress are critical factors towards the daoep of a sale Islamically (Pock 2007;
IBPUSA 2010; Venardos 2005). Hoarding of wealth gubds is also not permitted
(Usmani 1998).

There is an increasing tendency to accept the porod¢dimited liability, which is a novel
concept amongsthari‘ah scholars (Hitti 2007). In the event of insolveradya limited
liability company, the creditors may be liable omdyreceive the liquidated value of the
assets of the company and have no recourse tioatstsolders for the rest of their claims.
The concept of such shari‘ah (or partnership company) based on a permissikléyeq
profit and loss mode is acceptable ashari‘ah is perpetual, there is a specific objective
as for Islamic Financial Institutions (IFIs). Lirad liability could apply beyond

traditionalmusharakalstructures.

The issue of limited liability for the members bietcorporation is very important from
the point of view of Islamic law. The report of tiRanel of Economists and Bankers
(PEBSs) that was submitted to the Council of Islahdieology, Pakistan states that: "the
modern financial institutions cannot conceivablgdtion on the basis of limited liability"
(PEBs 1980:12). Muslim scholars and Islamic Figtademy of the Organisation of the
Islamic Conference (OIC) have written in supportleé limited liability in Islamic law
(IDB2000:130, Resolution 7/1/63).

Hens Kelsen states that the concept of limitedlitgarises from the concept of legal
personality (Kelsen 1945:92).This means a corpamais an independent legal person,
distinct from the shareholders, is dealing indegertigt with the creditors. It is neither an
agent for shareholders nor have the shareholdeveded any kind of surety for the debts
of the corporation. The money that shareholder Ipaid to the corporation in the form
of share capital is attached to ttienmahor the corporation. It is to be repaid like the
insolvent, like any other natural person all theg treditors can take or lay claim to are
the assets of this corporation. As the shareholdave no relationship with their assets,
nor are they sureties for the corporation, the itwesl cannot satisfy their debts from the
personal assets of the shareholders. In fact,itheeBolders themselves stand at the end

of the line of creditors with a claim on the assatshe corporation. It is for this reason
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that we say that there is no liability here for tteareholders, and the term ‘limited
liability’ is not an accurate description of theg# status of the shareholders. The
shareholders have no liability; they are merelyitoes sharing profits on the basis of the
money they have advanced. In case there are hggesland the corporation becomes
bankrupt, everyone loses money whether shareholdeondholder: to the extent of the

amount paid.

Dias, in his well known book Jurisprudence, makes $tatement that the concept of

limited liability can be created without legal penslity (Dias 1985:254).

Production of goods and services drives an ecortonty success (Gitman and Mcdaniel
2008). For this economic actors involved in theduciion of goods and services such as
business organizations mobilize their resources amdnge funds through different
sources. They either borrow funds or use their equity and fulfil their financing needs
(Siddaiah 2011). Therefore the success of an ecpm®iased on how it gets financed.
Financial sector transactions are of two kinds: fingt kind is driven by economic
activities and the others are financial transastibnown as ‘synthetic’ transactions and
do not contribute to the real sector economy (Kothad Kothari 2009). However,
financial transactions linked with real sector gtiovare emerging very rapidly due to
religious motivation and their contribution to theal economy and in popular terms is

known as Islamic finance (Gannon 2009).

Since Islamic finance has to establish a link wethl economic activities and cannot exist
independently, therefore, pure money transactions l@onds are not allowed as they
causeriba. The opposite is true for conventional financiastitutions by dealing in

money transactions and instruments based on daitehewvolved inriba related

activities. Therefore, IFIs are linked with reabestrade in either on the basis of Profit
and Loss Sharing (PLS) basis, on mark-up based,tmacdon commercial activities based
on rental income. Besides IFIs have to comply wetimventional regulations and

shari‘ah principles.

As mentioned before IFIs have to comply with ingonal financial regulations and

with the shari‘ah principles. Theshari‘ah standard setting bodies are Accounting and
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Auditing Organisation of Islamic Financial Instians (AAOIFI) and Islamic Financial

Services Board (IFSB). The international regulagionay include the minimum capital
requirement to safeguard the financial system hedrtterested parties therein, which is
propagated by the Basel Committee for Banking Sugien (BCBS) through its

consultative reports, and these are known as Ba@kted July 1988), Basel Il (June
2004) and Basel Ill. The Basel | and Basel Il cttasive reports of BCBS prescribe
minimum capital requirements for the banks and ie\or criteria to assess the risk

profile of a financial institution risks involved the development of a financial product.

This research focuses on derivatives and spedifieatierivative product namelsukuk
Derivates are financial instruments whose returres derived from those of other
financial instruments. That is, their performancepehds on how other financial
instruments perform. Derivatives serve a valuableppse in providing a means of
managing financial risk. By using derivatives comipa and individuals can transfer, for
a price, any undesired risk to other parties wtibeeihas risks that offset or want to
assume that risk (Chance and Brooks 2008likukare defined by Standard 17 of the
AAOQOIFI as: “Investmentsukuk are certificates of equal value representing uddiv
shares in ownership of tangible assets, usufrugtsanvices or (in the ownership of) the
assets of particular projects or special investraetivity...”AAOIFI 2008: Standard 17).
Sukukare a kind of derivative product introduced byasic finance, are documents of

ownership or leasing and usage rights exercisabtbdsukukholders.

In this researcBukukas an Islamic securitization product will be asaly with a specific
focus that whether or not it ishari‘ah compliant. In securitisation, an asset-backed
security is made up of a number of separate, distssets that have been aggregated
together into a single security. In doing so, ladl individual assets are used to "back” the
cash flows of the resulting security. The secustthen sold to investors in pieces known
as tranches. This process of packaging severaisasse a single security is also known
as securitisation and the assets are said to heem $ecuritised (Klein and lammartino
2010:226).This research will investigate the contydy of sukukwith the shari‘ah
objectives of AAOIFI. Further an analysis will albe provided whether or nsukuk

meets the standards and criteria of conventionalirgzation structures in order to

10
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safeguard the interests of different parties ingdlin it and the public at large. The
answers to these questions determinestiai‘ah compatibility ofsukuk This research,
hence, throws light osukuk structures and provides opportunity for furtheodurct

development, design arsthari‘ah standards in the light shari‘ah principles.

Financial products are developed on the basis wéstors’ needs and to perform
efficiently in existing regulatory and legal regingéving best return to the interested
parties by diversifying risk at all levels. Reguia make sure that no one should beat the
regulations and their objectives by devising neadpcts. Similarlyshari‘ah compliant
products must be regulated in a manner that thieseld not defeat the objectives of
shari‘ah. Financial products involve people money and eges therefore it is important
to study the financial products in detail and issue/olved in these products such as
regulatory andhari‘ah issues andukukis one of those products which need a thorough

study.
1.3AIMS AND OBJECTIVES OF THE STUDY

This research aims to explore and anaigaikas financial and economic instruments in
the legal regime o$hari‘ah mainly implemented through AAOIRhari‘ah standards.
One of the aims of this study, therefore, is tontdg these problems amongst others,
which are being faced by the Islamic financial isily such as legal, regulatory issues
with reference tosukuk and derivatives. Another aim of the research isxamine
different devices used isukuksuch aswa‘'ad (promise) in the light oShari‘ah. This
study aims also to determine the key legal, regeyaandshari‘ah compliance issues to
the Islamic financial industry in UK with speciabdus on derivativess(kuR, in
particular, and to the Islamic financial industisyawhole in general. After highlighting
the issues with a critical analysis, this reseangthh end with recommendations in

accordance with the injunctions of the Qur'an andnah

Therefore, the following objectives are developetié examined:

(i) the shari‘ah compatibility ofsukuk

11
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(ii) the shari‘ah concerns related to derivatives such as Shoitige{5S), existence of
subject-matter at the time of contract, possessfasubject-matter before conclusion of

contract, debt-sale and speculation may be rematthdcareful considerations;

(iif) the sukukas a securitised product and its comparison wottiventional derivative

products;

(iv) the wa'ad and its comparison witlagd (contract), and with Common law concepts
of ‘promise’ and ‘promissory estoppel’, their usagesquity-basedukuk and derivative
products such as Foreign Currency Forward Optido&l Return Swaps (TRS) and SS;
and

(v) thesukukrelated issues in United Kingdom (UK).

These aims and objectives are responded in ddteugh discussing the literature
surveys. However, primary research is also conductethese issues in the case of UK

to generate original research.
1.4RESEARCH QUESTIONS

On the basis of above objectives following reseagclestions were examined and
answered in this research:

Rq1: Sukuk are shari‘ah compliant. Theshari‘ah compliant nature adukukis determined in
the light of standards set by AAOIFI, which is arstard setting body foshari‘ah
compliant products. AAOIFI does not have a standacimaster contract which may be
adopted by the parties for issuisgkukrathersukukinstruments are devised, issued and
contracts are drafted to meet the needs of invesind issuers. In the absences of a
standardized contragukukmay not be complying witehari‘ah principles and this may

be settled in the discussion and analysis whichrésearch will present.
In order to test whethesukuk are shari‘ah compliant or not, the underlying asset,

ownership in the underlying asset, the nature ef dbntract, risk-return profile of the

product, undertakings and their influence on theceoned parties will be examined.

12
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Ry2; Derivatives may be allowed undsiari‘ah. Shari‘ah concerns such as SS, existence
of subject-matter at the time of contract, possessof subject-matter before
conclusion of contract, debt-sale, speculation nisey removed with careful

considerations.

Ry3; Sukukas Islamic derivative instruments are as efficiaatthat of conventional
derivative products and apply the similar secuatian principlesSukukrepresent a
process of securitization and securitization isirggkhe asset portfolios to investors
in the form of securities. Their growth may be wised by exploring development
in UK.

The process of securitization involved sakukis same as that of conventional
securitization. An originator presents its assets decuritisation when it needs
financing. The Special Purpose Vehicle (SPV) aaguownership of the assets and
packages them into different tranches for salent@stors. Upon maturity of the
sukuk SPV gets dissolved arsdikukholders are returned with their amount and the
originators get their assets back. The processi$as to conventional securitisation
but in sukuksecuritisation the process must $fgari‘ah compliant. For example,
when sukukholders invests by purchasisgkukcertificates and gets ownership in
the assets, they must also bear the risk in thetsasgen if the buyer has not paid the
full price. Inijarah contract for example the risk stays with the lessad a lessee
only assumes risk where usage of the property veled. For risk analysis of
sukuk the underlying contract; guarantee for safegugrdhe periodic payments;
repurchase undertaking to guarantee the princqadlateral; and put or call options

as provided by the contraetc will be analysed.

Ry4:Wa‘adhas the same authority as thatasfd (contract).

Rys: Wa'adcan be compared with ‘promise’ and ‘promissory pgéds’ in Common law.

Rye: Use ofwa‘ad in equity-basedukukis against thehari‘ah.

13
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Ry7: Usage ofwa‘ad in derivatives, Foreign Currency Forward OptionRSTand SS is

inappropriate.
Rys: UK is an attractive country for promotion and grbwef sukuk.

Rys(i) In UK sukukhave received positive legislative and regulataggponse on its

securitisation development;

Rys(ii) Whether or not the desire of AAOIFI thahari‘ah boards should have more

operational powers is welcomed by UK?; and
Rys(iii) Sukukare not treated as debt-instruments in UK.
1.5RESEARCH STATEMENT AND RATIONALE

This research aims to study and thereafter to exarthie foundations of banking and
finance in Islam, its concepts, precepts and lavith, some reference to its roots in early
Islamic history with the objective of exploring tbentemporary scene and the challenges
facing Islamic finance today especially in UK. lidétion, this study also aims to explore
various products such as derivativeskuR, which the IFls are offering to the market

with a comparison of these products with convertigmoducts.

This research focuses on UK’s Islamic banking itiguists prospects of growth and the
problems within legislative, regulative astari‘ah board frameworks. It also compares
UK Islamic banking industry with the other contermgry jurisdictions in terms of
legislative, regulative anshari‘ah board roles to come up with a conclusion that which
of the industries is strictlghari‘ah compliant and best fulfill the needs of the Muslim
society in particular and the whole society in gaheTherefore, this study is motivated
by the need to fulfill the needs of the Muslim ista@s by indicating problems in the way
of Islamic finance especially by focusing sokukand to remove confusions among
different masses of Muslim communities on investitigeir hard-earned monies

Islamically and ethically.
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1.6 SIGNIFICANCE OF THE STUDY

Due to increase in economic activities and to aehedficiency, new forms of businesses
and products are being emerged in the businessdw®n regulate economic and
business activities, regulations are formulatedrder to save the interests of the relevant
parties. In the case stikuk not only national and international regulations @volved

but compliance with thehari‘ah principles is also a requisite.

Since thesukukis a latest development in the financial worlderth are not many
analyses obukukstructures. Therefore, there is a need to highlghdles in devising
sukukso that the true spirit ¢fhari‘ah is observed which benefits the society. The study
will contribute in new and efficierghari‘ah compliant product development, stability of
the financial system with a just financial envircamh in the society. The research is
primarily based on the Islamic socio-economic systeefinement and improvement is a
continuous process, which is achieved through ctng the previous mistakes and
providing solutions for the problems. This reseaislequally beneficial for investors,
academics and professionals in the field of trage fanance. The research provides a
framework for these interest groups in order tacpeally involve in the area of Islamic
finance. The research is unique for it providesaaalysis of current Islamic financial
products in the light of classichjhi literature by raising concerns if the current picect

goes against the settled and accepteati‘ah principles.
1.7 RESEARCH METHODOLOGY

This research is mainly based on documents andakanalysis. In doing so, relevant
material in the form of secondary data collectedmfrbooks, articles, reports, and
position documents were collected. The data ardysed through an interpretative
method in the sense of critically investigating hibe data and material would respond to

the questions raised in this study.

In the case study on the UK, a number of officiadl @emi-official documents from the

various UK institutions were collected. These doenta were analysed through
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deconstruction method to identify the underlyingad, opinions and positions of the

various institutions in the UK.

It should be noted that an attempt was made tedofirimary data through a structured
interview schedule with thehari‘ah scholars and leading Islamic finance professionals.
However, the response from such stakeholders veerdess and too slow due to time
constraints further time could not be allocated] hance primary data could not be used

to verify some of the issues raised in this study.

In terms of philosophical paradigm of the reseattis particular legal research will
draw on more than one paradigm as the nature atshteaf it is such that it cannot
disregard either one of positivist, interpretive @onstructionist models. The term
paradigm originated from the Greek wgrdradeigmawhich means pattern and was first
used by Thomas Kuhn (1962) to denote a conceptaiieiwork shared by a community
of scientists which provided them with a convenieradel for examining problems and
finding solutions (Kuhn (1962) as cited by Didsbuf8004:43)). Kuhn defines a
paradigm as: "an integrated cluster of substanteecepts, variables and problems
attached with corresponding methodological apprescand tools..."(Kuhn (1962) as
cited by Anderson and Burns (1989:21)). Accordimdpitn, the term paradigm refers to a
research culture with a set of beliefs, values, assumptions that a community of
researchers has in common regarding the naturea@rduct of research (Kuhn 1977). A
paradigm hence implies a pattern structure andéveork or system of scientific and
academic ideas, values and assumptions (Olsen #9%2). According to TerreBlanche
and Durrheim (1999), the research process has tmaer dimensions: ontology,
epistemology and methodology. Ontology is about thestence of objects and
epistemology or theory of knowledge is linked taune, sources and limits of scientific
knowledge (Yeganeh and Su 2005). Epistemologidehtations shape and determine a
researcher’s particular view of the world and ddlitg and provide him with guiding
principles upon which he may found his researchhodlogies (Lincoln and Guba
1985).
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Ontological and epistemological aspects concerntvidiaommonly referred to as a
person's worldview which has significant influerare the perceived relative importance
of the aspects of reality. Two possible worldvieavs: objectivistic and constructivist.
Their different ways of seeing the world have repssions in most academic areas; yet

none of these views is considered to be superitre@ther.

Both may be appropriate for some purposes andfiogut or overly complex for other
purposes. Also a person changes his/her view depgrah the situation. Research
paradigms inherently reflect our beliefs about Wald we live in and want to live in
(Conrad 1993:132). Based on this belief, Guba anddln (1994) distinguish between
positivist, post-positivist and postmodernist emgugrouping postmodernism and post-
structuralism within ‘critical theory' (Guba andhtlon (1994) as cited by Hassard et al.
(2008:144)). The nature of the positivist approachelevant since, from an ontological
perspective, the topic comprises of stable exterpalities of laws and legislative
mechanisms which means that the research adoptsobgrctive and detached
epistemological stance towards that reality anguash the methodology would test the

theory accordingly (Kapner and Marshall 1990).

Real existence of objects known in experience & shbbject of Realism. If viewed
ontologically, realism implies an external realty objects independent of human
investigations and cognition. But epistemologicallyesearcher gets the external reality
through cognitive investigations (Johnson and DiglyeP000) which generally lead to

positivistic approach.

The realists or positivists recognize this worldr@al but the idealists regard this world
not as a true reality independent of our mindstéke it as a construction of these minds.
Therefore, one doesn’t know this world in its realstence rather he views this world
under the influence of his mental approach. Pemgiis not the passive reception of a
reality independent of human minds but it is a tveaprocess in which minds produce
those objects (Kant). Therefore, the reality beangexternal structure is imposed by the
internal forms of our mind (Delanty 1997).
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Therefore in constructivism reality cannot be inelggent of its observers and players
hence objectivity is created by people and caretbez be changed by them (Arbnor and
Bjerke 1997).

Having said that, since ttehari‘ah laws of promise have been interpreted and appiied
various ways irsukuk the interpretive approach is also applicablesTikibecause the
topic ontologically consists of internal reality sfibjective experience which implies a
need for an inter-subjective or international egistlogy and thus a legal methodology is

required that explains the subjective reasons adénlying meanings (Bryman 2004).

Still further, to iron out the apparent ambivaletetween inter-related legal principles of
English andshari‘ah laws and to establish ways of accommodatvatad products under
the English anghari‘ah laws, the significance of constructivist appro&hbbvious too.
This is because, from an ontological perspectiveh lsources of law involve certain
formally constructed realities. This denotes thestemology as being one of statutory
and textual construction which leads to a methaglplaf deconstruction as it essentially

entails textual and discourse analysis (Biggam8200
1.7.1GENERAL RESEARCH METHODOLOGIES

Regarding the general research methodology, simeel@gal research mainly involved
textual analysis, the qualitative method helpethtilitate attending to the legal issues as
a whole instead of quantifying them into separateiables. The black-letter law
methodology proved to be significant for analysisboth English common law and

shari‘ah law sources.

There are relative merits of both qualitative amdrgitative methodologies and as such
many mixes the two but in the present research thiyormer will be utilised (Blaxter et
al. 2006). The aim is to trace the legal argumeariaand to rigorously analyse deviation
between theory and practice. Qualitative methodiswadata to be understood in a
broader contextual manner by immersing the reseatohthe wider setting (Sherman
and Webb 1988). Since this legal research will hgainvolve textual analysis, the

qualitative method will facilitate attending to thegal issues as a whole instead of
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quantifying them into separate variables, whiclalso referred to as contextualism and
holism (Gibbs 2002).

In relation to legal research methodology, since riésearch is legal, there are certain
methodologies which are more specialised. Essgntiare are two approaches, namely
‘black-letter law’ and ‘law in context’ (McConvilland Chui, 2007). The former focuses
on “the law itself as an internal self-sustainirgg sf principles which can be accessed
through reading court judgments and statues witle lor no reference to the world
outside the law” (McConville and Chui, 2007). Itagraditional approach which assumed
on the existence of independent legal universe has dbject of study. It is the
establishment of knowledge of the specific legdésuthat regulate social activity by
restricting it to the legal rules only and withdwaving any reference to the social activity
to which these rules are related to (Slapper arlly R810:17).

There is another new approach which is being widegd by the academia to study the
law is the contextualist or the law in context aggmh. Under this approach law is
considered as a social phenomenon and it operatesva social context. There are
different tasks which law performs in a societylsas the maintenance of order or the

regulation of economic activity (ibid).

This shift from the black-letter law approach tce thontextualist one has important
impact. The law is no longer seen “[a]s simply dterao be explained and justified in its
own terms. It no longer constitutes its own disenativerse, but is analysed and perhaps
more importantly it can actually be assessed wittinsocioeconomic context and its
performance can be evaluated in relation to thepssgd purposes within that

socioeconomic context” (ibid).

The contextualist approach has advantage overl#uk-better law approach because it

also takes into consideration the human behaviothia real world (ibid).

This ‘doctrinal research’ is undoubtedly signifitdor analysis of both English Common

law andshari‘ah law sources.
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However, doctrinal analysis may be criticised femlg intellectually rigid and inflexible.
Therefore, since the issueswé‘ad, promise,sukukand derivatives have wider context
the need for the latter approach is equally uséfhis ‘socio-legal’ method concentrates
initially on problems where the “law itself [candmane] problematic both in the sense
that it may be a contributor to or the cause of[#tated] problem and in the sense that
whilst law may provide a solution..., other non-laaludions... are not precluded and
may indeed be preferred” (McConville and Chui, 200Mthoughwa‘ad and promise
undertakings can be rendered in a manner whiclonsptant from the perspective of
English Common law andhari‘ah law, the overriding objective of thshari‘ah
principles particularly may still be lacking. Thisiplies that the law is not the only
solution but there is a need for an ‘inter-diseiphy’ or ‘socio-legal’ solution (Gordon
1993; Banakar and Travers 2005).

1.7.2RESEARCH STRATEGY
1.7.2.1HISTORICAL RESEARCH AND CASE STUDIES

As for the best research strategy to meet the tbge®ne can argue in favour of survey,
experimental strategy, grounded theory, historieearch or case study. However,
“what matters is not the label that is attached tparticular strategy, but whether it is
appropriate for [the] particular research” (Sausdet al. 2000). Without going into

detail, the advantages of the historical researelolvious for this legal research.

Historical research is necessary in identifying awhlysing primary and secondary
sources ofshari‘ah law and English Common law which have historicatkground
especially the classical texts.

As regards the sources of research, English Comiamnsources andhari‘ah law
sources were consulted. Both English Common lawshiadi‘ah law data can be divided
into primary and secondary sources. As for the &rrthe primary sources are statutes,
statutory instruments and case laws. The seconslamyces tend to include journal
articles, law commission publications, textbookd &gal databases. Lord Goff summed

up the coherence of these sources when he remtndethe prime task of the jurist is to
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take the cases and statutes which provide the ratgrial of the law on any particular
topics and to build up a systematic statement@fdtv on the relevant topic in a coherent
form” (Goff 1987).

As for shari‘ah law, the primary sources are the holy Quran (Wwhecthe divine book of
God) and thesunnah(which is the collection of the sayings, acts &mdt approvals of
the Prophet Muhammad (peace be upon him) (Kam&il19The secondary sources
incorporateijma’ (consensus of juristic opinion) (Hassan 197&)yas (analogical
deduction) (Hassan 1986) aijtihad (inferential and deductive reasoning by juristic
endeavours in light of the Qurasunnahandijma‘ (Zahrah, 1958). Whilstigh is the
law itself, these sources (also knowruasll al-figh are the methodology of that law. As
suchusul al-fighis that mechanism which “provides the criteriatfog correct deduction
of the rules offigh from the sources o$hari‘ah’ (Kamali 1991; Nyazee 2000). In
addition, there will be reference to the rationafed objectives oghari‘ah, known as

magasid al-shari‘ai{Raysooni 2005).

It is paramount to distinguish between trsail and the maxims digh which are known
asal-qawa'‘id al-kulliyyah al-fighiyyanKamali 1991; Nyazee 1994). The legal maxims
are abstract rules and theoretical guidelines whighextracted from the study fodh
itself. These maxims are independent of tisal and are frequently employed in legal

pronouncements.

Therefore, these sources of English Common lawstiad‘ah law will be the target data

for this particular research and they will undetige following analysis.
1.7.2.2FRAMEWORK FOR DATA ANALYSIS

Qualitative analysis of this research can emplogteégorising’ or ‘contextualising’
strategies (Maxwell 1996:78). The former is refdrte by some as coding whereby the
data is ‘fractured’ and rearranged into categasibih allows the data to be compared in
terms of groupings (Strauss 1987). Even though ftnisy of analysis is mainly used

inductively and part of the ‘grounded theory’, “seronoding categories may be drawn
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from existing theory” (Maxwell 1996:78). This foraf analysis may therefore be applied
to this deductive research.

However, the alternative strategy is more suitabldis entails a process of
contextualising by attempting to understand datdsircontext through various ways of
establishing connections between numerous aspetggtoMishler 1986). One form of
this analysis is referred to as discourse analyhish is “the act of showing, how certain
discourses are deployed to achieve particular &fiecspecific contexts” (Blanchet al.,
2006). This form appears to be more suitable fizr idisearch as essentially there will be
textual analysis of legal content as part of adatgpdy of primary and secondary sources
of shari‘ah and English Common law. This will mean that “indéambn to engaging in
detailed readings of pieces of text, many differexts [will need to be examined] to
show patterns of variation and consistency in dissg’ (Blancheet al.,2006). There are
particular rules known as statutory constructiod stare decisido distinguish statutes
and precedents in the context of English Common &imilarly in the case adhari‘ah
law, there are rules of interpretation to distirsfuzahir (manifest text) fromnass
(explicitly ordained text),’aam (general text) fromkhaas (specific text) andhaqiqi

(literal text) frommajazi(metaphorical text) to name but few (Kamali 1991).
1.8 ORGANIZATION AND CONTENTS

This research is organized as follows. Chaptermoeides an introduction to the subject,
its aims and objectives, scope, research methogand organisation and scheme of the
chapters of the project.

Chapter two presents an overview of the Islamickimnand finance with literature
review. It provides an introduction to the tradit# Islamic finance modes; securitisation
in the contemporary financial world and in Islarfitance and the need of securitisation.
During the course of discussiosykukare compared with the concept of bond, their
growth is considered and different structures asdysed.

Chapter three shed light on tiehari‘ah issues in Islamic finance in the financial

instruments such as derivativessiKuB. It gives an introduction to product development
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in Islamic finance and its evolutionary stages wptinciples involved in itSukukare
discussed as an Islamic financial product. Theeeaft discusses the majshari‘ah
issues involved in derivatives arsiikuk such as issues pertaining to subject-matter,

possession of subject-matter, SS, sale of debtutaten, gambling andharar.

Chapter four is about the contemporary legal stmari‘ah concerns in theukukindustry
like risk profile of Islamic finance as a systesnkukratings,sukukpricing, difficulty in
implementing shari‘ah compliant products with current legal codes, retgoie
pertaining to sukuk both at domestic and international level, issuestaming to

ownership and purchase undertaking.

Chapter five analyses the critical issue of thegasafwa'ad in sukuk comparison of
wa‘ad with promise in Common lawya‘ad in the eyes of classical scholars and present
day scholars, case-laws on promise under the Confamorystem, comparison ofa‘ad

with promissory estoppel and usagewvafad in derivatives.

Chapter six provides the history of Islamic finameé&JK and discusses the development
of sukukindustry in UK with future growth prospects. Itegiy discusses issues involved
in the development of Islamic finance in UK. Wkuks legislative and regulatory
developments on securitisation will be presentdae @iscussion also focuses on the
Financial Services Authority's (FSA) legislativedaregulative infrastructure fahari‘ah
compliant productsShari‘ah boards’ appointment is part shari‘ah compliance process

in UK. A discussion will be made on the appointmehshari‘ah boards in UK. Chapter
will also focus on the definition afukukin terms of regulations whether these are treated
as debt-instruments or Collective Investment Imagnats (CIS). This is important for tax

consequences.

Chapter seven concludes with analytical approaehwhole discussion and present

recommendations and suggestions.
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CHAPTER 2

ISLAMIC FINANCE, SUKUKAND SECURITISATION:
LITERATURE REVIEW

2.1INTRODUCTION

Banks, as financial intermediaries, have signifiagate in the economic development of
a country (Isard 2005). The Islamic way of bankhegs received scant scholarly and
public attention in recent years, the roots of Wwhian be traced back to the life of the
Prophet Muhammad (peace be upon him), more tha@ ydérs ago (Vogel and Hayes,
1998; Wilson and Baldwin 1988; Wilson 2002a; 2062 1995). It is however, revived

into the modern commercial meaning in the 1970%& wait unprecedented growth rate of
15 per cent per annum for the last decade (VogkHayes 1988; Latif 2006; Solé 2007;
Tacy 2006).

Islamic financial system is based shari‘ah which in turn is based on Quran and
sunnah Shari‘ah lays principles pertaining to not only this wobldt also the hereafter.
As such,shari‘ah safeguards human beings' “faith, life, intellgmsterity, and wealth”
(Al-Ghazali (n.d) as cited by Saleh (1992:2)) whencompass the welfare of the people
in this world and in the hereafter, with the wedfatispensed with “complete justice,
mercy, well-being, and wisdom” (Ibn Qayyim (1992 eted by Hassan (2012:824)).
Hence, an exploitation-free Islamic finance, basadshari‘ah, seeks to balance one's
pursuit of obtaining wealth with religious, moratdaethical consideration$Shari‘ah

prohibitsriba (interest or usury) angharar (risk and speculation).

Since Islam aims at developing spiritual values sodal justice, therefore, these values
are the focus of Islamic finance. Currency showdensome value and unequal exchange
of currencies is not allowed because it may posiereat to social order and morality.

Islamic monetary exchanges should be tied to dgtuatisting objects. Therefore,
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Muslims are not permitted to pay or receive intexgske out interest-bearing mortgages,
carry balances on credit cards and invest in firembme securities with guaranteed
return (Kettell 2010a). Investments should be alased rather than debt (Askari et al.
2009). Further to the above, trade related to remjssible activities like alcohol,

tobacco, pornography is not allowed (Visser 2009).
2.2 TRADITIONAL ISLAMIC FINANCE MODES

Traditional Islamic finance modes are the undegylmasis ofsukuk forms (Gannon
2009). Although they merit detailed study in thelwse but for the purposes of this
research they are summarised and relevant detaldighlighted. AAOIFIshari‘ah
standards (2008) specify more details regarding.e@mfit Sharing (PSnudarabahin
addition to PLSmusharakah activities are preferred over fixed-return modesh as
murabahah(known cost plus mark-up)-particularly those lidk® interest benchmarks
(Khorshid 2009).

A fixed return on a loan is not permitted as a lesrconsidered to be a means of
ownership transference (Thomas and Hussain 2008Y. tBe principal can be accepted
to be returned-unless it is a fully benevolent I¢gerd-e-hasahwhere the principal may
not even be expected back (Ahmad 20104)darabahand musharakahare the two
partnership forms most commonly used from othegslable in Islamic finance (Hooker
2008).

The two primary parties in mudarabahare the managing partner wwudarib and the
investor orrabb al-mal (‘fowner of the capital’). Thenudaribis a trustee and will not
share in losses (Adam and Thomas 2004 mudaribalone is empowered to make and
manage business decisions (Saedd 1996). Argualglypudarib may earn a wage under
the investment agreement for performing specifsks¢a(Udovitch 1970). Typically, the
mudarib expects to recover his or her expenses from tldenany proceeds of the
mudarabah(Saedd 1996). The two forms wiudarabaharemudarabah al-muqgayyadah
or 'Restrictedmudarabah and mudarabah al-mutlagahor ‘Unrestrictedmudarabah

(EI-Tiby 2011). The former is for a specific busseor place and it is contractually

25



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

limited by time and place, partner and deal tygee Ttter is one in which the manager is

free to act within traditionadhari‘ah parameters (ibid).

There are two general formsmisharakah: shirkah al-‘agdndshirkah al-milk Shirkah
al-‘aqd is the most common application afusharakah(Hassan and Lewis 2007).
Although capital contributions may be in kind or $srvices provided, they are typically
cash and valued at an agreed par value. With ahaode of musharakahthe capital
quantified and specified by mutual agreement (Thoraad Thofeek 2005). As with
mudarabahmusharakatprofits must be shared in the same proportioread®wn in the
contract (Kettell 2011a). Losses are borne by pastraccording to their share in the
capital. The profit cannot be structured to givguaranteed rate or yield to one party
(ibid).

Shirkah al-milkis a partnership of two or more owners of a prypleld in common
(Chapra 1985). This form of partnership may beldistaed without a specific contract,
as in the case of inherited property (Al-Harran3)99here are optional and compulsory
forms (Abu Ghuddah 2007). But the method’s primarytation is that the object of the
partnership, the underlying property is not divided unitised (Usmani and Zubairi
2002). This creates restrictions for the use ocifipealivision of the property, and further
problems using this sub-form in the banking anaririal sectors, unless it is the engine
for a declining balance partnership (often knowrbasinishingmusharakal (Khorshid
20009).

Wakalahis an agency contract and is widely applied by id their clients (Fitsell and
Williams 2007). The concept ranges from brokeragwises in permissible activities to
serving as the ageniv@kil)-buyer or seller on behalf of a contractor (uspallbank) in
several transactions (ibid). There are two typesowtracts. One contract is one in which
all the rights and obligations pass to the agemnfthe contractor. The other contract is

one in which rights and obligations remain with tdoatractor (Aldohni 2011).

PLS investments are given more weight to the mbiity of the investments (Igbal
2011:81). They are participatory by nature. PLSvdids also realise more stability in

the economy in event of loss than there would béhéncase of a conventional loan

26



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

default (Hassan and Mahlknecht 2011). This is nsor@s transactions are based on real
assets rather than those that are nominal transactAl-Jarhi 2005). It is preferred that
most activities are more akin to equity-based PEShas is less reliant on debt-type

investments such asurabahah(Warde 2000).

In addition to the highlighted partnership contsa¢here are exchange contracts (lgbal
and Mirakhor 2007). These exchange contracts aegaased into three predominant
forms based upon a deferred trading principle; ePieferred Sale (PDS), Object
Deferred Sale (ODS), and Object and Price Defefalg¢ (OPDS) (ibid). All exchange
contracts have a common obligation, which is tiseilteof the contract or the transfer of
ownership of the underlying object from one padyhother. There are several different
types of exchange contracts complying with the subé Islamic finance. These are
identified as they also have relevance to deriest@ndsukukforms (Igbal and Mirakhor
2007).

The contractbay’ musawamalrefers to a normal sale in which both parties he t
contract barter the selling price. The percentagetlant of profit in this contract is not
disclosed to the buyer. The cost price of the ddgeanknown to the buyer. In contrast,
bay' murabahaha PDS) is a contract referring to a normal salhich the selling price
of the object is defined according to the costearithe latter is known to both the seller
and the buyer. This is a cost plus profit credie gaat is applicable for many retail
transactions performed by Islamic banks in favduprivate customers (car financing,
equipment financing etc.). The selling price isgdag on an instalment basis, according
to a predetermined schedulgay' mu’ajjal is the term applied in Malaysia in place of

bay' murabahah

Bay' murabahahis the most commonly used financing instrumentiBhg. Although
strictly speaking it is not being used in the maniteshould be. However as a
consequence of moral hazard and adverse seledimerjof (1970) identified issues
between IFls and their customers arising from thgngrship modes, this mode was
referred to. Additionally, the principle-agency pkem arose. The use ofiurabahah
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limits this further although in many transactiohsstis still a valid concern. There are

several constraints ofiurabahathfor example trading is limited as it is a debtinment.

Two important Islamic finance modes aalamandistisna’ and are to be considered
exceptions to normal rules of Islamic Finance amdspecial context8Bay‘ salamis a
contract of an ODS involving a form of forward salewhich payment is at spot while
the delivery of the good is deferred to a futureedd@his contract is a trade contract and
not a loanBay' istisna’ (progressive financing) refers to a derivativebal* salamin
which goods are sold before they come into exigtetids basically an OPDS in which
an order is placed by the buyer to the manufactiarenanufacture a product or object.
The payment is deferred and made in instalmentesutn the manufacturing progress
of the object. The delivery of the object is magemu completion. This contract refers to
the acquisition of a product or a property in whibk payment is made progressively in
line with the progress of the manufacturing or tniy of the asset. A basistisna’
contract includes a bank or entrepreneur that mpkegress payments to a builder or

manufacturer, according to a defined plan of wdikamas et al. 2005a).

Bay' al-‘urbun contract is similar to a covered call option cantrwhere the buyer makes

a non-refundable deposit against the price. Thebhgs the right, at a later stage, either
to confirm or rescind the purchase, but loses leigodit if he does not conclude the

purchase (Vogel and Hayes1998).

Bay‘ mugayadahn English is known as the barter sale, which s &xchange of one
specific non-fungible for another such as the ergbaof a dress for an animal (Ayub
2007:124; Muhammad 2007).

Last but not least igarah. ljarah is the Arabic word for providing goods or serviées
temporary use against a wage. Literally, one selage’ or ‘usufruct’ for a period of
time, but the asset ownership remains with theoleggdsmani 1998). Sub-leases are
permissible with the consent of the lessor. Thetasssservice must have value. Certain

consumables like money, food, or fuel may not lasdel (ibid).
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ljarah is an Islamic lease as more like an operatingeldast redemption features may be
structured to make it similar to a financial leéSehoon 2009a). The rental may either be
fixed for the life of the lease or adjusted pergadly by agreement. Rent may only

commence when the property has been delivered de mgailable to the lessee at a
specific time and place agreed by the lessee (Ushe@a).

The traditional Islamic concept requires the lessguay for the ownership costs and the
lessee to maintain the asset in good order (ibmddlebatable practice, the lessee usually
agrees to insure and maintain the property in comialedeals through a side agreement
that specifies duties (ibid).

Most ijarah transactions have a formal redemption feature @lhethe lessee will take
possession of the object at the end of the ledsis. férm of transaction is termed both,
ijarah muntahiah bi al-tamleeklease ending in ownership’) garah wa igtina‘ (‘lease
with acquisition’) (ibid). Ideally, the lease itf&t not contingent on any promise to sell
or buy, but such promises may be executed at tseng) to avoid violating the principle
of two sales in one. In this lease contract therenot a stipulated transfer, rather a
unilateral promise of transfer may be made by #ssdr at a pre-negotiated price. The
purchase price for the asset transfer may be e#dherarket value purchase or at a
nominal value. In the event of lease terminatiandbcision must be mutual (ibid).

The traditional Muslim jurists are unanimous on pleént thatbay al-daynwith discount

is not allowed inshariah (Vogel and Hayes 1998). The overwhelming majoritythe
contemporaryshariah scholars are also of the same view (ibid). SomenfMalaysia
have allowed referring to the ruling of t&&afii school. However, they did not consider
the fact that th&hafii jurists allowed it only in a case where a debt walsl at its par
value. Rosly and Sanusi (1999) have observed ftied, trading of Islamic bonds at a
discount usingbay al-dayn has been found unacceptable by themhur ulama
including al-Shafi'i. As such, the position of Malaysian Islamic bondsmains
unacceptable among the Middle Eastern jurists afhosome Malaysian jurists found
this the opposite.” OIC Islamic Figh Academy (IFAhich has the representation of all
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Islamic countries including Malaysia, has also appd the prohibition obay al-dayn

unanimously without a single dissent (Ayub 2005).

Many sukukissues are subject to severe criticism due tolvevoent ofbay al-inah,
bay al-daynand other norshariah compliant traits that make tleikukas good or as
bad as interest based bonds (Saeed and Salah52Bay al-'inah (sale and buy-back)
is a double sale by which the borrower and the derskll and then resell an object
between them, once for cash and once for a higies pn credit, with the net result of a
loan with interest (Krichene 2013). As such, itaslegal device to circumvent the
prohibition of riba. Rosly and Sanusi (1999) comment, “the use ofllegaice is
therefore an evidence that tmeyyah (or intention) factor is undermined or made
secondary in the securitization process of Isldmaicds in Malaysia. To retain the basic
structure of traditional bonds in Islamic finandbat is providing fixed return to
investors, practitioners and the relevahariah experts may have wrongly applied
shariah laws, which implies now that the legitimacy ofalslic bonds issued usitmy

al-‘inah is suspect.”
2.3SECURITISATION AND FINANCIAL SYSTEMS

Conventional securitisation practices have beennconplace within Western markets
since their innovation in the 1970s and 1980s. fxation has arisen from the
evolution of traditional market and national boumes converging catalysed by
technological innovation that has brought aboutagiyic adjustments to competitive
financial markets (Singer 2001b). Lockwood defisesuritisation as ‘an originator to
obtain financing through the capital markets baggdn the quality of the assets rather
than the originator's overall credit (Lockwood et 2001). Conventionally, asset

securitisation transforms private debt into markletaecurities or public debt.

Asset securitisation describes the process andrelelt of issuing certificates of
ownership as pledge against existing or future fas¥s from a diversified pool of assets
(reference portfolio) to investors. It registers @s alternative capital market based
refinancing mechanism to diversify external souradsasset funding in lieu of

intermediated debt finance based primarily on ikl assessment of securitised assets.
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As a form of disintermediation it transforms trémlital asset classes to new asset classes
with improved risk-return profiles. For securitigst to be contextualised, an
understanding of the marketplace and its functieqgsiires to be elaborated upon that is

relevant for ensuing discussion also on derivataregsukuk

Most of the literature research on securitisati®rfound to be primarily USA-biased.
There was considerably less available sourceshiotUK context and regulatory bodies
in comparison within the public domain. This wasstnprobably due to the USA market

for securitisation being more developed.

The securitisation phenomenon has been accomphnigt rise of structured finance or
financial engineering (where a financial contract ppoduct is customised) and its
associated derivation of derivatives (for exampleld such as futures forwards, swaps
and options) (Sinkey Jr. 2001). The objective df thlese activities involves the

transformation of cash flows as well as risk-retaharacteristics. There are generally
two forms of conventional securitisation; true sasset-backed (off-balance sheet

structure) or synthetic securitisation (on-balasiteet structure).

A financial system functions to channel funds freorplus units to deficit units (Fell

2000). It creates liquidity and money and provifieancial services vital for resource
allocation and economic growth. Further, it alsfes asset and risk transformation
adjustments (Avgouleas 2012). Within the financgistem, financial markets are
organisational frameworks within which financiakiruments can be bought and sold
(Mishkin and Eakins 2009:17). Financial markets fe@ured with the factors such as
that the intermediary finance is being used as se@p®o direct finance in the channelling
of funds from primary lenders (investors) to ulttmdorrowers (investees), mostly the
banking system; that the financial markets are artbe most heavily regulated sectors
in the economy; and that debt rather than equitthés predominant means of funds
raising in financial markets (Croushore 2007; Ritted Silber 1974, Lilienthal 2009; and
Madura 2001:182). Two economic factors seem to lyaalded the structural features of
financial markets: the problem of information asyetry in the theory of financial
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contracts and the role of transaction costs asi@émph the theory of economies of scale
(Khan and Hildreth 2004;Jong and Rindi 2009).

A financial intermediary is an organisation, whitlorrows funds from lenders as
liabilities and lends them to borrowers as assetgeoms that are better for both parties
than if they dealt directly with each other. Due ttansaction costs and imperfect
information distribution between parties and difigrobjectives, matching lenders with
borrowers directly is complicated. Small investar® less likely to be involved as
commissions and charges are too large and divaasgdn is difficult. Financial

intermediaries transform assets e.g., in term$i@f maturities as well as transform the
risk profiles of securities for participants thrduteveraging their economies of scale,
specialisation and enhanced information advantafesse lead to cheaper information
costs and lower transaction costs for borrowerslanders. For example, banks borrow

short and lend long.

However, securitisation acts through disinterméaiiatoy creating new asset classes
where suppliers and buyers can interact and creat&et linkages directly rather than
indirectly traditional administrative linkages thugh financial intermediaries. This return
to the earliest form of trade relationships hasnde®ught about by the market forces of
supply and demand. Securitisation is characteri®eghooling of individual financial

assets, combining them into a single pool and tb&ring securities on that pool.

Interestingly, the similar reasons for intermediathow apply to disintermediation as in
the form of securitisation. Securitisation reduecek through diversification, risk is

reduced of information asymmetries, and transactiosts are reduced. Securitisation
also allows for increased leverage and securitéas e tailored to meet the needs of
specific investor classes (Singer 2001b). Existiegulatory structures or corporate
rulings prevent investments in less than investngeatle securities such as junk bonds.
Securitisation can transform underlying assetsateethigher ratings when pooled. It also
allows smaller organisations to compete with largeganisations by pooling their

resources into the asset pool.
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Traditionally banking has performed four functiofSinkey Jr. 2001). These are
originating (making a loan), funding (holding theah on the balance sheet), servicing
(collecting the payments) and monitoring (to ensuwerower is maintaining the loan).

However, securitisation sells assets on a biggaesnd eliminates the need for funding
and monitoring. The securitisation lending functiwas only three steps; originate, sell
and service. If servicing rights are sold, thenusésation lending has only two steps

involved.

The underlying premise of subprime securitisatisithin the USA markets identify two
limiting characteristics; subprime assets by d&btni have higher credit risk and hence
require higher levels of credit support in compamisvith prime-quality assets. Subprime
assets also have higher yields than prime assetsce{ with the current credit crunch
arising from 2007, as the subprime assets are eerfi@im real assets, Islamic
commentators argue with the usesakukand Islamic finance principles, such a situation

would not occur.
2.4BENEFITS OF SECURITISATION

The benefits of securitisation are many. In takimgdecision to securities an outstanding
pool of receivable loans or other assets, the issuaften motivated by various possible
motives. Generally, issuers may find asset sesatitn attractive because of an
improved access to funds and lower capacity canssrgJobst 2007). This can be the
desire to raise finance at the least possibleafdsinds as well as complement or offer an
alternative funding source (Watson and Carter 20@6¢ould be simply to remove a
specific pool of assets from the firm’s balanceetiveith a view to improving returns on
debt or equity (Mantysaari 2010). Another advanteg® free up working capital for
further core business (Kothari 2006). Additionallye balance sheet is restructured and
capital leverage reduced in the way of conformingrégulatory capital adequacy
requirements such as Basel I, Il & Ill (Rhodes 2008 this point, an introduction to

Basel Accords is given.

In 1975 the central bank governors of the Group @i countries established the BCBS

(Lambrecht 2005:9). Basel I, Basel Il and Baselidla risk-based regulatory treatment
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for international banks proposed by the BCBS byueirof which on-balance sheet and
off-balance sheet activities of financial instituts are recorded for the purpose of capital
adequacy requirement. Financial regulators of nebdhe countries have incorporated

this financial regulatory regime in the form of gantial regulations.

Basel | and Il are the consultative reports preseim 1988 and 2004 respectively and
these are known as The International Convergendceapftal measurement and Capital
Standards. While the Basel Ill are the latest raguy standards for the capital adequacy
and liquidity of banks presented by BCBS in 2010.

Basel | is a framework of the regulatory convergefar strengthening the soundness and
stability of the international banking system ire tmember countries (Greuning and
Bratanovic 2009:123). The report was aimed at #ie dnd to minimize competitive
inequality among international banks (Prakash Z2Z®)3:It prescribed the minimum
capital requirements for international financiastitutions but national regulators were
free to impose higher levels (ibid). A definitioh capital was given by distinguishing
between core and supplementary capital. Core QGapéts defined as the primary equity
capital which was freely available reserves while Supplementary Capital was defined
as the combination of reserves and hybrid debti@ajpistruments and any subordinated
debt (Burton and Brown 2009:263). Reserves weraeléfas the deposits undisclosed on
financial statements but disclosed otherwise ta¢galators, revaluation reserves arising
from formal valuation of company assets, and géngmavisions or general loan-loss
reserves that are created against any potentigedosThe minimum capital level
requirement was set at 8% with at least 50% cqpéatand supplementary capital not to
exceed core capital. Hybrid debt capital instrureemére the instruments having close
similarity to capital and especially it contain®perty to “support losses on an on-going
basis without triggering liquidation” BIS (1988:6pubordinated term debt was not to
exceed 50% of tier 1 capital (ibid).

Goodwill was excluded from the tier 1 capital andbrder to avoid the “multiple uses of

the same capital resources in different parts ef dhoup” the investment, made in
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subsidiaries engaged in banking and financial aigts; was excluded from the total
capital (ibid).

The committee introduced a weighted risk ratio @@pital measurement. The risk
weights were used to relate capital to “differeattegories of assets and off-balance sheet
exposures” which were “weighted according to brocatkgories of relative riskiness”
(ibid).

The weighted structure contained credit risk,the.risk of failure of counterparty and its
extension in the form of country transfer risk. @thrisks such as interest rate risk,

exchange rate risk, investment risk, and conceatraisk were also recognized (ibid).

Basel | introduced organized capital regulation &etped in creating a level playing
field among member countries. However, to contha multi-dimensional activities of
complex banks having vast operations around thbeglthe Basel | regulatory regime

was inadequate (Ferguson 2003).

Basel Il was introduced in 2004 where the focusegilation was securitisation (Gluder
2006:254). Three pillars namely the Minimum Capitauirement as Pillar One,
Supervisory Review Process as Pillar Two and thedTillar of Market Discipline were
introduced (Prakash 2008:97). The Minimum Capi¢ggjuirement calculations take into
account the credit risk through standardized approar/and through internal ratings
based approach and also the credit risk for thergsation framework, as the case may
be (ibid:98). The Minimum Capital requirement alliscusses operational risk and its
weighting and trading book issues reflecting mankek, where applicable (ibid:99).
Basel Il covers the assessment of almost everyodaisk within the regulatory net, a

much broader approach then the Basel I.

Credit risk assessment of the securitisation fraankvwparticularly focuses on and all
products that have securitisation features (Mad86:27). Underlying pool of assets
subject to securitisation may contain a varietypaiducts ranging from pure loans and
commitments to asset-backed and mortgage-backedtses; corporate bonds as well as

equity securities and private equity investmentS(B004: Para 542).
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On Capital Adequacy requirements, Basel Accordiregifrom the banks to maintain a
minimum level of core equity and supplementary gguwihich acts as a base and buffer
to absorb shocks from their cycle of creating assmit of debt portfolio (Prakash
2008:99-100). The assets created through sectintisare debt-based portfolio and in
case of any delay or default in payments due frloese asset portfolios cause problems
for the bank in paying its obligations to depostowhere majority of the borrowers
default, the 8% core and supplementary equity tcdahot sufficiently cover the losses

and the central banks have to bail out these baskenders of last resort.

In order to cover the drawbacks of Basel | and BisBasel Il was introduced which is
a comprehensive set of reform measures, develogethdo BCBS, to strengthen the
regulation, supervision and risk management ofotlreking sector (Goyal n.d). Basel Il
aims to (i) improve the banking sectors abilityatssorb shocks arising from financial and
economic stress, whatever the source could be;irfiprove risk management and

governance; and (iii) strengthen bank’s transparamc disclosures (ibid).

Basel Il framework focuses on macro-prudentialutaions in order to create a more
stable banking sector (ibid). Capital defined unties framework has higher loss-
absorbing capacity. Basel Il requires from theksato hold a capital conservation buffer
of 2.5% to ensure that banks maintain a cushionapital that can be used to absorb

losses during periods of financial and economiessti(ibid).

A Countercyclical Buffer has been introduced totoarthe banking activity (ibid). For

example it can control an overheated banking dgtiviy increasing the capital

requirement and decrease the capital requiremesitidse encouraging lending to bring
the activity back to the normal i.e., to increasmkling activity. The buffer will range

from 0% to 2.5%, consisting of common equity oreotlully loss-absorbing capital

(ibid).

Basel Ill has increased the Minimum Common Equitg dier 1 capital requirements
from 2% to 4.5% of total risk-weighted assets. Dwerall Tier 1 capital requirement,
consisting of not only common equity but also ottpealifying financial instruments, will

also increase from the current minimum of 4% to 6¥ihough the minimum total
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capital requirement will remain at the current 8%el, yet the required total capital will
increase to 10.5% when combined with the consemwdtuffer (ibid).

The Basel IIl has also introduced leverage raticéove as a safety net which is the
relative amount of capital to total assets (ndt-vieighted) (ibid). This aims to put a cap
on swelling of leverage in the banking sector ajiabal basis. 3% leverage ratio of Tier
1 will be tested before a mandatory leverage iatiotroduced in January 2018 (ibid).

Basel Ill has proposed to introduce a new Liquidityverage Ratio and Net Stable

Funding Ratio in 2015 and 2018, respectively fdatdsdiquidity risk management (ibid).

Basel Il requires from the systemically importhanks to have loss-absorbing capability
beyond the Basel Ill requirements, as part of thecnmprudential framework. For

example measures such as capital surcharges, genticapital and bail-in-debt (ibid).

Securitising assets can reduce credit and inteadstrisk for the institution originating

the loans. Hence, securitisation is also a risk agament tool. Probably the most
important characteristic is that securitisationowl for off-balance sheet financing
(Lockwood et. al. 2001). Securitisation alleviat#edit constraints of asset originators
and places asset exposures with entities that are willing and able to hold them, such
as insurance companies, mutual funds or othertutistal investors via off-balance

sheet asset sale or synthetic risk transfer. Sesation can also be viewed in terms of
beneficial processes of commoditisation, integrataifferentiation, deconstruction of an
entity that results in a marketable security.

Securitisation also allows for diversification natly of financing but also of altering
portfolios for example of geographical concentnagido be mixed more with those of
another area to reduce risk. The impact of havimglitenal revenue through
securitisation with fewer assets (as they are reddiom the balance sheet) also helps
accounting parameters such as Return of AssetsRatdrn on Equity. Hence, the
underlying exposure to client balance sheets ie asluced. By shifting assets off-
balance sheet, capital constraints can be overc@agital can also be conserved. As

small and medium size firms find it difficult to @in new equity at low cost, they are
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good candidates to pool resources for securitisattarther, liquidity constraints can be
helped, if for example an institution is ‘loaned’,up can securities existing loans or

assets and turn their illiquid assets into liquedwgities and cash.

Three barriers to securitisation are size, resoarae risk (Sinkey Jr. 2001). The cost
involved issuing of securities requires smalleredidirms to syndicate their resources
towards an issuance. If the structuring has beappiropriate and a true sale is not
affected, recourse in the event of defaults maydeavestors short-changed. The ability
of the investor to assess the quality of the aseétsin a securitisation is limited.

Consequently, the risk of purchasing a ‘lemon’ essl qualitative asset is a possibility,
the quality of the participants may not be well Wmoand there may be for example,

reputational risks from being associated with Esslitworthy firms.

As capital markets become more complete, the toadit role of financial intermediate is
evolving. The evolution of efficient securitisatiomarkets serves to mitigate disparities in
the availability and cost of credit in primary lémg markets by linking singular credit
facilities to the aggregate pricing and valuatioiscigline of the capital markets.
Securitisation can also facilitate the market emdfynew finance companies, whose
specialisation on assets that are easily secuniéishelps break up traditional money
markets that have been dominated by a few largeeaxerting control and limiting the

availability of credit.
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Table 2.1: Strategic Value Added

Chapter 2

Characteristic of
Underlying Asset

Characteristic of
Securitised Asset

Beneficiary

lliquid

Liquid

Originators, investors,
borrowers

Valuation lacks continuity and
precision

Market values more
efficient

Investors, originators

Credit analysis and monitoring
by lender

Third parties assess risk

Originators, investors,
third parties

High operating expenses

Lower operating costs

@atgrs, borrowers

Limited rates and terms offere
to borrowers

dWider range of rates and
terms

Borrowers and originator

[

Local market for investors

National and global
investor markets

Investors, Originators,
third parties

Source Adapted from Sinkey Jr (2001)

Originators benefit particularly from (i) the matieased valuation of securitised assets

and the prospect of an enhanced credit ratingp@tjer asset-liability management, as

cash flows from securitised assets can be perfawtghed to the repayment of investors

until redemption; (iii) the active management ofideated asset portfolio; (iv) increased

competition of financial institutions in traditioneredit markets; and (v) the capacity to

create new end products for the consumer. Seairdrs helps financial institutions to

meet credit demands through the creation of neanfifal products that disaggregate,

customize, repackage and distribute asset rigkitdélsle hedging instruments are absent.

Figure 2.1 provides a summary of the key benefiteouritisation.
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Figure 2.1: Key Drivers of Conventional Securitisah Growth
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Source: ABN AMRO, 2003

The securitisation process generically follows phecess identified in Figure 2.2. There
are six main parties involved in the conventioredwsitisation process: the Originator,
the SPV, the underwriter, the guarantor, the rafiggncies and the investors. A variety

of different institutional categories can initiateact as originators.
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Figure 2.2: The Conventional Securitisation Process
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Assets are identified and pooled. Traditional asketses include mortgage loans, leases,
automobile loans and credit card balances. Thesetsasare transferred from the
Originator to a SPV (also known as a Special Pwastity (SPE) or Special Purpose
Company (SPC), which normally takes the form ofustt The trust depends on the type
of assets going into the trust and the purposé@fsecuritisation. The trust then issues
securities that are rated, underwritten and soldnt@stors. A SPV is the operating

mechanism for a securitisation. It should be comcstd to receive a favourable tax
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treatment also and hence, another reason why tastrusture is used. The trustee has a
fiduciary responsibility to the certificate holdgiseneficial owners). Its responsibilities
will be delineated in the trust agreement.

The transfer of the assets to the SPV from their@igr may be as a true sale or as a
financing mechanism. When it is a true sale, th¥ 8&s no recourse to the originating
institution as it has removed the assets from #farre sheet. Under a financing
arrangement, the assets remain on the balancewtteehe SPV having recourse to the
assets. It is also important that the SPV is caottd as having ‘perfected’ interest
towards a ‘bankruptcy remote’ structure where thera true sale and not just a transfer
of assets. The receiver in the event of the origingoing bankrupt will not be then able
to claim those assets-hence, reducing the riskf@stors. The three key legal criteria of
rated asset-backed securities involve issues afikiibgtcy remoteness’, ‘substantive
consolidation’ and ‘true sale’.

Bankruptcy remoteness is intended to keep the S#lated from any bankruptcy
proceedings either voluntary or involuntary. Thechaisms taken to minimise this
involve minimising the number of potential credgprequiring other participants to agree
not to put the SPV into bankruptcy and making usemoexample independent directors
to avoid voluntary election of insolvency. The remess of the transaction to bankruptcy
proceedings requires that securitised assets haee absolutely transferred from the
originator to the SPV, so that they are detachednfthe bankruptcy estate. If the
transaction involving assets is not a true saleiamdther a ‘disguised loan’ known as a
secured transaction then a security interest withenSPV has been created. Hence, there
is recourse to the assets of the SPV. Additionalig, originator and SPV are separate
entities so that the assets and liabilities of thger would not be substantively
consolidated with the originator in the event ofdlvency proceedings (commonly
referred to as substantive non-consolidation). Bstantive consolidation combines the
assets and liabilities of the originator with tbathe SPV, negating the benefit of the true

sale.
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For true sale, important legal conditions are (Mt 2006): (i) the payment of fair
consideration for the assets by the SPV (i.e.,pilmehaser of assets) to the originator
(i.e., the seller); (ii) the SPV bears the risdasgfs on the transferred assets; (iii) the SPV
has no recourse to the originator for losses orirtiresferred assets; (iv) the intent of the
parties (i.e., do the transferor and the transfesgiicitly intend for the transfer to be as
sale); (v) the accounting treatment (i.e., doesotiginator treat the transfer as on or off-
balance sheet); (vi) asset control (i.e., doetignator have the obligation or option to
repurchase the securitised assets); and (vi) thaecsg of the transferred assets (i.e.,
does the originator continue to act as servicecdliecting debtor repayments on the

assets) (Dorris and Potenza 2004).

Factors that are used in the analysis of whetherotiginator and the SPV should be
substantively consolidated include: (i) the degeeehich the affairs of the originator are
distinguishable from those of the SPV; (ii) theiaete of third parties on assets of the
SPV to satisfy obligations of the originator andesversa; and (iii) the liability (or

guarantee) of the originator to pay the liabilittdkshe SPV and vice-versa (ibid).

There are a number of common structures used taises certain assets. A ‘wrapped’
issuance is underwritten and sold within the capitarkets (Robbé et al. 2008). A
‘warehouse’ facility is funded by banks (Watson &watter 2006). In the wrapped term
structure, the originator establishes a bankruptayote subsidiary or SPV, which
acquires a fixed liquidating pool of assets to 8&l receivables to a trust. The trust then
issues asset-backed notes to an underwriter faterelrectly to investors. A monocline
insurer issues a guaranty policy — known as a ‘“wraguaranteeing repayment of
principal and interest (Robbé 2008). In the wareskofacility, the warehouse acquires
receivables from time to time. Rather than seltimgm to a trust, the warehouse borrows

directly from banks to fund its acquisitions (Watsand Carter 2006).

The SPV can issue securities in several basic faitmsmost common there are the pass-
through security, the pay through and the colléit®d obligation (Din 2008; Dualeh
1998; Singer 2001b). With pass-through securitisatihe SPV upon acquiring the assets

in a true sale as ‘bankruptcy-remote’ will therlisé the acquired pool of assets to issue

43



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

investment bonds (Agarwal 2013). A pass-throughnpayt structure conveys direct
ownership of investors in a reference portfolio aff-balance-sheet assets, which are
similar in maturity and quality (Jobst 2007). Thregmator services the portfolio, makes
the collections and passes them on, less servideg to investors without

reconfiguration of the cash flows (ibid).

Investors will have pro-rata share in the cash fgmmerated by the securitised assets so
that all cash receivables are passed directly bySBV to the investors (less servicing
charges and third party expenses) (Jomo 2010)adkantage is that the original issuer
can raise lump sum money while being isolated fiamg future repayment claims in
relation to this transaction (Robbé 2008). Investoecourse is only to the trustee who
assumes a fiduciary responsibility to protect titerest of investors against a fee payable
by the issuer, or from the pool of assets (Khar820 is a simpler business structure for
the investors. A grantor trust in the USA is mostem used for pass-through
securitisations as it is passively managed and matsssue multiple classes of securities
(Effros 1992). Certificate holders are treated eseficial owners (Singer 2001a).

In a collateralised (sometimes knows as an Assek&hBond (ABB)) securitisation, the
pool of assets is not sold to the SPV and the ovewill only have a fractional interest
in the cash flow generated by the pool of asseta(it al. 2009). The assets remain in
the originator’s balance sheet and are used aatewll for a further debt obligation by
the issuer without having to sell the debt assiisl.]. An ABB is a debt obligation
collateralised by a reference portfolio of on-bakusheet assets of the originator. ABBs
are over-collateralised as a form of credit enhared, i.e., the value of securitised
assets exceeds the notional value of issued debgatbns (Jobst 2007). The
collateralised obligation also takes a multi-clémsnat where the pool is divided into a
number of different creditor classes more commohkhown as tranches (ibid).
Collateralised bond securitisation makes it possibt example, mortgage companies to
raise further capital in order to make further amithout having to wait until the
existing receivable debt has been recouped (Ko@2@®6). Owner Trusts allow more
active management and treats the multiple claskhslders as partners without paying

income tax (Singer 2001b).
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With the pass-through structure the SPV only staedsly to re-direct collected cash
flows of the original pool through securitised beni the investors (ibid). The pay-
through securitisation is a variant of the passtgh (Kothari 2006). It places an
additional obligation to the pass-through structomethe SPV to guarantee a stream of
income to bond holders irrespective of collectialages of the original pool of assets.
Hence with the pay-through structure, the certiisarepresent a debt obligation of the
SPV rather than ownership of the underlying poolvdk pass-through(ibid). In order to
avoid possible fluctuations in collection dates &mthce smooth out payments to bond
holders, the SPV uses guaranteed investment ctswwacredit enhancements through
third parties. The pool of assets remains withenlialance sheet of the originator, but the
SPV reconfigures the cash flow to suit payment galtions to various classes of
investors, hence combining features of pass-thraugh collateralised bonds (Kothari
2006).

With collateralised obligations, cash flows can p&ssively structured (termed the
‘waterfall’) to have regular predictable returns administratively managed that is
actively managed to provide less predictable yi¢Risger 2001b). In the former passive
structure, credit enhancements (internal and ealgrguaranteed by investment-rated
third parties, senior subordinated tranches anld mserves are used to smooth payments
(ibid). Active management involves pooling a varief assets perhaps including those
that are more speculative with their cash flow delemt on how they are managed and
how the asset value changes overtime (ibid). Revglasset trust allows assets, which
do not have a fixed amortisation schedule to bel g0l a trust. It permits active
management, pass-through tax protection and melligset classes (ibid). A co-operative
is a flexible structure used to facilitate the Inesis interests of its members (ibid).
Dividends can be deducted tax-free from its revealtleough corporation tax has to be
paid. Real Estate Mortgage Investment Conduits (RESYlin the USA is not an SPV but
is a tax status applied to a qualified SPV whossetasare mortgages. It provides
favourable treatment to investors and is the mastraon securitisation for multiple class
mortgage backed assets (Wiedemer 1977; Deacon .2bidd)ncial Asset Securitisation
Investment Trust is similar to a REMICs but covetiser asset classes (Davidson 2003
and Deacon 2004)
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Credit enhancement is inherent in the processedgdticry multiple asset classes and may
be further augmented through a variety of interoalexternal measures (Hsu and
Moahebbi 2001). Splitting into several homogenoaseticlasses allows credit risk to be
more effectively predicted (Singer 2001b). A varietf internal credit enhancement

measures can be implemented. Some of these includsenior/subordinated class

structure, over collateralisation, excess spreadl @sh collateral accounts (Johnson
2013).

The tranches of a securitisation will be orderednfrthe less risky (for example,
investment grade) to the more risky with each daased with the claim on the cash flows
(Singer 2001b). Tranches may be structured to teeest only or principal only format.
A ‘Z’ tranche operates similar to a zero-coupondand accrues interest (at a rate equal
to the bonds yield) only on the unpaid principaloammt (ibid). A residual tranche may
exist to ‘clean up’ any residual profits from thegts or absorb unexpected losses. Issuers
commonly subordinate investor claims into a thieedransaction structure of junior,
mezzanine, and senior tranches, which concentetpscted losses in a small junior
tranche (‘first loss position’) (Jobst 2007). Whalgpital market investors receive the
mezzanine and senior tranches as subordinatedlikeltotes, the issuer commonly
bears most of the asset exposure and shifts mestpanted risk to larger, more senior
tranches by retaining the junior tranche as a uadiéquity-like class to avert ex-ante
moral hazard and possible adverse selection (ibdd)senior/subordinated tranche
structure allows ownership of senior classes teivecan investment grade rating with
subordinated classes more expose to credit risigési2001b). The lower the class, the
more priority is given to it to pay off any loss&onsequently, more yield is demanded
from lower rated tranches (Fraser and Simkins 204B@rnatively, issuers (or servicers)
of transactions could set aside some of the casih generated by securitised assets to

fund a “reserve account” or “first loss pool” akoam of self-insurance (Singer 2001b).

Over collateralisation can occur where an assel isa@old to the trustee/SPV at a value
in excess of the nominal value (Goddard and Mar@@h2). The resulting residual
tranche remain (wholly or in part) with the origioato serve as a buffer in defaults

(Singer 2001b). An excess spread arises from thd wif the pool exceeding the coupon

46



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

(including servicing charges and reserves) ancetigimed against deficits in expected
cash flows. Cash collateral accounts are segregatalints at initiation to cover deficits.
At termination of the SPV, residual amounts willreéurned to the original funder of the
account (ibid).

External credit enhancement measures involve al tharty having sufficient credit

standing to support a prospective credit ratingdfibFor a fee, the performance of a
certain amount of assets in the pool is guarantettdthe third party absorbing any loss.
They could also be a third party letter of credisurance (commonly referred to as
monocline insurance/wrap) or commonly a corporatargntee. The rating agencies
decide on the creditworthiness of the insuranceviges and upon the extent of the

guarantee to determine the credit rating of theursgc(ibid). The disadvantage to this

form of credit enhancement is even risky. If thén@arcement provider is downgraded
then the securities are typically downgraded. hdkcredit enhancement do not have this
third party event risk as the assets in the poaVige the credit support and investors are

at risk only due to the performance of those aggat}.

An important aspect of the securitisation procasthe servicing activity (Caselli and

Gatti 2005). This is frequently profitable for tleeiginator. The servicer monitors the
performance of the pool and fulfils reporting obligns for example to rating agencies.
Often an approved backup servicer will also neebdcspecified within the agreement
(Procter and Leedham 2004). When a purchaser byp@ohkecollateral, it needs some

assurance that the assets purchased have begmrépitsented (Lockwood et al.2001).
This assurance is provided by an underwriter. UndBng is the process of selling

securities by an investment bank that purchaseseéharities and resells them (Mayo
1991:47). The investment bank is compensated byaregety of fees and the spread
between buying and selling of the securities (Srearél. 2004). The investment bank
bears the risk for the time-lag between its pureteasd sale of the securities. In the USA
this function of underwriting was separated frorattbf commercial banks by the Glass-
Steagall Act (The Banking Act of 1933) until it weepealed in 1999.
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Table 2.2: Islamic Securitisation Key Characterissi

Islamic Securitisation Characteristics

There should be a real purpose behind raisingsfuria securitisation, and the type |of
collateral assets realising the securitised revemugst be clearly identified and cannot|be
consumed. Under Islamic law the transaction muasilire the funding or the production pf
real assets rather than the purchase of finanedairgies.

Any gains from Islamic fixed-irmme securities are related to the purpose for wilig
funding is used.

Each transaction participant should share in Bmthrisk and return; and investor should

receive positive pay-off from profitable venturegyo

Collateral assets must not be debt, cash or lmtetiasharamand must not be associated
in any way with unethical or exploitative operasoor with speculation and uncertainty
(gharar) from non-productive investment.

The structure should provide investor compensatior business risk from direct
participation in securitised assets and shouldimpty an exchange of debt for interest-
generating investment return.

Investors should hold an unconditional/unsecysagment obligation not a guaranteed
promissory note. Islamic scholars have allowed wheerlying obligor to promise gr
undertake to buy the assets ofsekukissuance from theukukholders under certai
circumstances, typically those that relate to defathe shari’ah perspective is that th
promise or undertaking is not contractual in theesavay as a guarantee.

D S

A sufficient element of ownership must be coneeye investors. Any subscriber |is
considered not only as having a financial righaty revenues but also as an owner of part
of the underlying asset. Islamic securitisation tmgenfer upon investors clearly
identifiable rights and obligations in securitisegbets in order to ensure direct participation
in any distribution of risk and reward between lersdand borrowers with limited rigk
mitigation and (or) indemnification through creeithancement.

The contribution from investors in the form ofopeeds from issued notes cannot|be
reinvested in short-term cash investments or istdyearing debt.

The underlying assets and securitised obligatinost not be employed for speculative
purposes, and turnover should be kept low.

10

r

Because conventional insurance violagbari ah provisions,takaful should be employe
instead.

11

Any form of credit enhancement and (or) liquiditypport and limitations of prepayment
risk must be in permissible form.

12

The sukukholder (investor) incurs all the costs and chargsslting from their ownership
of the assets underlying tiseikukwhether these are investment costs, basic maimena
costs or simply a decrease in asset value.

13

In contrast, operational and periodic costs refatina lease or business operation could be
incurred by the beneficiaries of the assets. Ovhiersaxes are incurred by theukuk
holders, while other t axes are incurred by thetasbeneficiaries.

14

In addition, none of the investors is allowed taguntee another investor as an inducement
to make the investment. The effect of this is thegference shares and units in the
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traditional sense, if any, are prohibited by shari'ah since they require that the company
or issuer, representing the totality of investansghareholders), guarantee the holders of a
preference share or unit.

15| The investors can dismiss the manager with theadmggmanagement or administration
contract as opposed to the underwriting and issipracess.

16 | The process is different in conventional securitis fact, the issuer of conventional
securities has the absolute right to dispose af@iition amounts as he wishes, altholigh
they remain part of his financial liability. Thelters of the securities have no control oyer
the manager’'s investment activities, they are adpcerned with the periodic coupon
(regular interest payment) received and the redemmf their proceeds when the issue
matures.

Source: Author's own
2.5SUKUKAND ISLAMIC SECURITISATION

This section examines the backgrounduduk their origins and forms cfukuk This is
followed by a critically analysis of the requirenterfor Islamic securitisation and

comparison with conventional securitisation praetic

Securitisation is a popular method of structuredriice that is gaining increasing grounds
in Islamic finance particularly in relation sukuk In Arabic terminology, securitisation
(tawreeq is known in terms of issuetagkeek and securitiestgsneedl The wordsakk
(singular ofsukul literally means ‘to strike’ or ‘to hit’ as to innjmt a seal on a document
(Al-Afrigi 1985). The use okukukcan be found acceptable from the narration regorte
by Abu Hurairah of a saying of the Prophet Muhamn@elace be upon him) warns
against taking theukukof a ruler (in the form of a written debt instrumtebecause it is
related to selling what one does not possess. dilisiot exclude the selling cukuk
with assets in possession or with ownership. A sédwadith narrated also by Abu
Hurairah and again involving Marwan prohibits thedlieg of sukukbefore goods are
possessed also. This involved trading in effect émtdebt. This was also prohibited as it
involved food (consumables), where such an increasecrease is tantamountriioa as

per money.

“Cheque” is actually derived from this Medievaldsi termsakk Sukukwere extensively
used by the Muslim societies of the Middle Ages papers representing financial

obligations originating from trade and other comeraractivities. However, the present
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structures ofsukuk are different from thesukuk originally used and are akin to the

conventional concept of securitisation.

The Figh Academy of the OIC in 1988 ruled on thsibaf the verse in the Quran
(2:282) concerning the encouragement of writing ttgmsactions (OIC 1988). They
declared under decision number 5 of 1988 that “anilection of assets can be
represented in a written note or bond and thatlibred or note can be sold at a market
price provided that the composition of the groupas$ets, represented by the security
consists of a majority of physical assets and furerights, with only a minority being
cash and interpersonal debts.” (IDB 2000:60-63 pRei®n 4/5/30).

This ruling was a response by Islamic scholarsapfruits of a liquid Islamic financial
market through a sufficiently wide range of Islarmstruments. The challenge was not
only to structure an Islamic bond or certificatet bo also make it ‘negotiable’ in the
sense of being freely bought and sought in therstsny market. For example in the case
of a legitimatemurabahahcontract as the subject matter of an Islamic baoinel,jurist
problem arises that thenurabahahbond cannot be freely bought and sold without
violating theshari’ah ruling about the sale of debt. Basically, becatisemurabahah
bond underlies a receivable debt from the salecaimamodity, it cannot be traded except

at par valueSukukare an evolutionary stage of the Islamic finamzRistry.

Sukukare new innovation in Islamic finance by using ethgovernments raise finance
through sovereign issues and companies througho@missues (Wilson 2004; Anwar
2009). Mokhtar, Rahman, Kamal and Thomas consgié&wuk as one of the most
significant shari‘ah compliant method for raising finance in the intdranal capital
markets (Mokhtar et al. 2009). In the internatiomalrket, issuers are taking international
sukukissuance as an alternative to syndicated finan@agnak et al. 2009). At the same
time investors are being benefited fronslaari‘ah compliant investment opportunity
through which they can invest in large enterpridééshamad et al. 2009).
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Figure 2.3: Parties to a Sukuk Transaction

Parties to a sukuk
Transaction

Auditors

Primary
investors

Service
provider(s)

Secondary
investors

Trustee

Source: Author’'s own

Figure 2.3 above presents the possible parties sokak transaction. According to
AAOQIFI (Shari‘ah InvestmentSukukStandard 17) securitisation “is a process of dngd
ownership of pooled tangible assets, usufructsotin mto units of equal value and issue
securities as per their value” (AAOIFI 2008: Stamda7). Conventionally, it is used
primarily as a means of securitising debt, but gésation is not limited to debt. The
Islamic alternative is mostly the securitisation m@fal capital assets and property
leasehold interests. Originators sell existing otufe revenues from a portfolio of
Islamically acceptable assets to a SPV, which aefes itself by issuing unsecured
securities to market investors, who are the capitaket corollary to a singular lender in
Islamic finance. The investors assume the roleadli@ctive financierSukukin itself are

a form of securitisation through the underlyingetidsacking or asset-based mechanism.

Since most Islamic financial products are basedhenconcept of asset-backing, the
economic concept of asset securitisation is pdailyjuamenable to the basic tenets of
Islamic finance. Convergence between conventioealirstisation and requirements for
sukuksecuritisation has been recognised by Jobst (20043 has led to the growth in
sukukmarkets. Islamic securitization transforms bilateisk sharing between borrowers
and lenders in Islamic finance into the market-Oasefinancing of one or more

underlying Islamic finance transactions. Islamicws#isation offers generally the same
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economic benefits conventional structured finanog@@rts to generate, such as the active
management of designated asset portfolio due ttereontrol over asset status, as well

as the isolation of certain assets in order to niaé&m self-financing at a fair market rate.

Islamic securitisation is not a field that can éxis isolation of conventional forces
including in the UK. It must adapt to utilise comtienal securitisation vehicles without
compromising its necessashari‘ah principles. It should also look to provide alteima
structures as it evolves given its unique chareties. There are few academic attempts
at stipulating the Islamic requirements of secsaiion. The majority of these have
surprisingly been attempted by conventional expéostsexample, Jobst (2007) and
Wilson (2008) amongst other Muslim commentatordhos topic are rare and provide a
limited or basic perspective include Ayub (20059l &tnomas (2007). These are critically
appraised. Jobst (2007) provides a good attemppraviding a derivation of the
principles of Islamic securitisation in relation tonventional securitisation towards a

valuation model.

General information regardingukuk structures based on AAOIFI forms above is
available with some case studies but these aresuimgtantively in depth (Adam and
Thomas 2004). Some effort in this regards on a rgér®asis has been provided by
conventional legal firms through their ‘Islamic wiows’ such as Norton Rose and
Lovells.

There are as indicated, a few Islamic commentasiessecuritisation. One different
approach is Igbal and Khan’'s (2005) proposal of BhéC’s towards the financial
engineering of Islamic financial products includisgkuk This is a principles-led
approach that attempts to align the objectives stdntic economics to that of the
securitisation process. The first C refers to ceamgle withshari ah; so that no condition
violates the basic rules dfalal andharam (including riba andgharar). The second C
denotes Consciousness where the companies shordd &g mutually trade without
being under duress or compulsion-otherwise theraonis not valid. Clarity is the third
C, the parties need to be fully informed of the hicgiions of the contract and that there

IS no substantivgharar inherent in the agreement. This is followed by &ality and
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ensuring that all parties are able to deliver airtbbligations so that for example, there
is nogharar in relation to not being able to deliver goodst thi@ not in possession. The
final C refers to Commitment towards the terms aadditions of the contract without

seeking to manipulate its requirements. This sedrmiciples is lacking in depth and the

range of activities involved in the financial engming ofsukuktransaction lifecycles.

Bespoke Islamic approaches to research methodoéygy lacking (Asutay 2007).

Obaidullah (2005) approaches financial engineefiogn a conventional perspective.
Examination of conventional practices is albeit uatgy a necessary first-step in
examination of controversial topics such as deirest options etc. However, arguably
these perspectives appear to be putting Islamictsires into conventional boxes and
thereby altering some of the objectives soughtdbgniic economics. Often it is argued
the inherent properties of the Islamic structures @so altered to force ‘fit'’ into a

conventional product. The controversies are idextiand critically analysed.

The key success of a securitisation lies in théitglio predict the performance of the
underlying pool of assets. This is true for botmamntional and Islamic securitisation.
However, for the latter there is the requiremena dlirect link to assets for the investors.
Singer (2001) states that conventional ownershipaoticipations in securitised asset
pools issued by special purpose entities is not Stime as owning the underlying
financial assets. Faukukand Islamic securitisation, securitised assetgoulst signify
real ownership of investors. This is clearly spedifwithin theshari‘ah definition of
sukuk

Much depends on the nature of the cash flow geetday the pool of receivable assets
that needs to be securitised if it is simply debtable toshari‘ah. Otherwise, if for
example, the cash flow represents lease paymemsrgied from a pool of rented

property or equipment, it then becomes tenab#hsri‘ah-compliant securitisation.

A temporary use of the assets by the lender in @stional lending is replaced within
Islamic finance by a permanent transfer of fundsthe borrower as a source of
indebtedness. Retained asset ownership consténtespreneurial investment and direct

participation. Consequently, the concept of asseking is particularly amenable to
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sukuk Islamic securitisation transforms bilateral ristkaring of the Islamic modes of
finance with market-based refinancing. Hence, Igtagecuritisation is characterised by
conversion of uncertain business-related procedddirect investment in religiously

sanctioned real economic activity. The participasitare in both the risk and the return
through direct participation. They hold unsecuredyrpent obligations and not

guaranteed promissory notes.

This is known asukuk al-ijarahwhere asset is transferred from the originatoh&oSPV
and those assets are than leased to the origingpon maturity, the assets are resold to
originator by SPV. However, in other structuressokuk al-salamsukuk al-istisnaand
sukuk al-murabahahtransfer of assets between the originator and S&as chot take
place but different mechanism works. The stagesafventional securitisation are
subject to religious scrutiny for the purposes slainic securitisation. Consequently,
there is ashari‘ah lifecycle of sukuk governing thesukuk transaction lifecycle.
Originators sell Islamcially acceptable assets nouaaffiliated SPV (alternatively the
asset originators can issue notes themselves)a3seis have to be clearly specified and
cannot be consumables. The assets may be exisgegsaor future assets as contained
within shari‘ah Investment Sukuk Standard 17 and other accompanyigigari‘ah
standards. Similarly any collateral assets caneotldbt, or cash. Assets, activities and
contracts cannot be unethical or associated wigtidption orgharar (uncertainty).
These assets would be for example the formsutikas specified by AAOIFI whose
basis is the traditional Islamic finance produdise SPV issues unsecured securities to
market investors (who in effect act as collectivemciers). Thesukukcertificate holders
are pro-rata owners of the SPV. The investmenbigynaranteed nor interest based and
complies with the other relevant stipulations déisic finance. Returns are based upon
the performance of the underlying assets and ordynfprofitable ventures. Each
participant ispari-passuranked; there is no preference or tranches inviitie the Islamic

objectives of equality.

The gains from instruments have to be related ¢éoptwrpose for which the funding is
used. The purpose of the funding has to be foptbduction of the real assets rather than

the purchase of financial securities, which woutd dkin to lending for example for
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derivatives (Dualeh 1998). Any associated finan@ngurpluses must also be invested in
Islamically acceptable instruments. Any credit em®ment, liquidity support,

underwriting, servicing and insurance must be imp&sible forms.

In the current experience of Islamic securitisatiohas been possible to adopt various
versions of securitisations subject to speahari‘ah provisions. The conventional pass-
through structure (equity-based) involves transigrra level of ownership to the
certificate holders is the closest traditional sgisation process to Islamic principles
(Jobst 2007; Din, 2008). A true sale satisfieshis tontext, exclusive dedicated cash
flow from the underlying asset to the owner, irreable but unsecured repayment from
the assets and a transaction structure that dadasvadve interest. Conveyance of legal
title in pass-through and ownership attributes aitcal discussion points from a legal
andshari‘ah perspective. These are often complicated furthedamiciles where there
are restrictions on foreign ownership. Pay-throbghds involving collateralisation and

interest payments are dedicated but not suitalcierisies.

Shari‘ah Investment standard No.17 @ukuk also specifies rules and guidance for
issuance and securitisation. In respect of thepaass towards issuance sdfikuk it
must not include a statement by the issuer to cosgie the certificate owner up to the
nominal value of the certificate except for in tartd negligence. It is permissible for the
issuer to purchase at market value after the igguancome from securities must be
related to the purpose for which funding was oladirThe prospectus is considered as an
offer and the subscription as an acceptance. Bhiithe basis that valid contracts can

take place upon indication of consent without dyeay a particular form of expression.

The issuer is also allowed to guarantee a fixeccqueage of profit. However, an
independent third party can guarantee free of ehtinig (in line with AAOIFIShari‘ah
Standard (No. 5) on Guarantees). Bu&ukstandard permits the use of an underwriter
based on a binding promise. The underwriter shaoldreceive any commission in lieu
of this underwriting.Sukukcan be issued for fixed-term periods or withowtcfying a

period (dependent on the nature of the contragirpfit equalisation reserve is permitted

55



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

or takaful (Islamic insurance) donations arising from theoimes of thesukukshares or

through donations by the holders.

The conventional securitisation process involvee fanctions of asset selection,
originator sale to SPV, SPV issues to investor.s€hassets are credit enhanced, rated
with liquidity provisions. The stakeholders withthis process from the examination
conducted are identified as; the originators, SRvestors, rating agencies, underwriters,
credit enhancement providers, guarantors and liguienhancement providers with
appropriate legal support. The issue soikuk also includes many preliminary steps,
usually called ‘regulating the issue’ or ‘arrangitige issue’. However, for Islamic
securitisation there are additional stakeholdergfample, there aghari‘ah boards that

must be involved in the process.

The shari‘ah boards which not only approves the product butfts are an integral part
of their operations. This is true irrespective loé dominions the IFIs reside. This is an
issue of debate within conventional regulator arities that is currently to be developed
further, particularly in the UK. Ashari‘ah board is comprised of at least three or more
scholars versed in Islamic jurisprudence partidylavith a focus on financial
transactions. This might be directly employed witkie structure of an organisation or
sourced externally (given the scarcity of apprdphaqualified scholars skilled in the
English language amongst other requirements). limportant that the board is
independent of the originator in the fulfilmentits duties of all including the investors.
The actual role of the board varies dependent anséction but in additions to
transaction approvalsshari‘ah audit reviews, segregating of conventional funds,
preparation of offer documentation and contractieslelopment require to be conducted

on an on-going basis.

Some argue thasukuk are not Islamic bonds rather these are Islamiesmment
certificates. This is because unlike bondsukukthe sukukholders own an undivided
beneficial ownership in the underlying assets (2009; Schoon 2009b). This makes

them entitled to share in the profits of the bussneoncern (Moody’s 2008).
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In the conventional capital market, there are twstruments which are used to raise
money namely (i) bonds and (ii) shares. With borms)ds holders are promised with
fixed interest return and principal amount is atgearanteed. This makes bonds un-
Islamic for the reason it involvesba therefore these are regarded as sloari‘ah
compliant (Mokhtar 2010; Mokhtar and Abdullah 201B)irther, any return to the bond-
holder is actually a percentage amount of the ahpitd not of the profit. As mentioned
above at the time of maturity of bond the princigagjuaranteed regardless of any profit
of the enterprise. While usirsgikukor the usage ofa‘ad in sukuk one must concentrate
on the fact that whether or not the characteristicbonds are present in equity-based
sukuk(Usmani 2008)Sukukare not based on interest neither are they epeglity-like.
Sukukalthough can be structured to be ‘fixed’ paymestriuments by their nature more
akin to variable payments such as floating ratesioihdeedukukholders may have to
pay asset-related expenses dependent on the undestyucture. In contrast with bonds,
this would not occur. The issuance, trading (sald purchase) and endorsement of
conventional interest-linked bonds is prohibitedA@FI Shari‘ah Standard No. 21-

Financial Paper, Shares and Bonds).

The shari‘ah objection is obvious with coupon bonds where edgerate payments are
promised in addition to the face value at maturByt this is also true of zero-coupon
bonds as they are issued at discount rates meatie isense of holders paying less
money today for more money tomorrow, and this & phohibited interest rate lending.
Nonetheless, an Islamsakkcan be so structured as to yield predictable @iagls, as in
the case ofjarah-based bonds, but no legitimate Islamic bond caraniee payment of
pre-determined amounts at maturity in addition tieeo stream of payments. The only
situation where an Islamic bond can guarantee payofear value to holder is tlggard-

e- hasanbenevolent) bond which ought to be issued abpavell as retired at par.

Thus, Islamic bond used as a descriptionsigtukis a misnomer. Indeed many attempts
to categorisesukukwithin this restrictive box. The plain vanilkukuk al-ijarahis often
structured in this manner to have interface pararaedior capital markets similar to a
bond.
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Sukukmay have features of a debt instruments but it @argly on or involve interest
such asmurabahah Ownership is not transferred to the bond-holderthe business
concern rather he is technically a lender of theirnmss concernSukuk represent
ownership stakes in real assets or servi€sgkukare based on legitimatghari‘ah
nominated Islamic financial instrumen&ukuksales are sales of shares of an asset. Bond
sales are the sale of a debt. Bonds also reprpaemtiebt obligations due from the issuer
to the investor or holder. Bonds may be issuedafor purpose that is legal. However,

shari‘ah basedsukukwould be only appropriate for Islamically accepeadctivities.

Sukukprices are market driven and derived from the dygihg performance of the
assets. Bondholders do not have knowledge of, nathdy have a direct performance
link to the underlying assets of the bond. The itnexthiness of the issuer is of
paramount importance so that in the event of deféue assets can be seized. Bonds
however, may be related to possible Islamicallyeptable underlying assets such as
asset-backed properties (similar to that possibtesfikull. Figure 2.4 below elaborate

different bond types.

Figure 2.4: Types of Bonds

Conventional Bonds

Bessssssssssssssssssssasssasaassaaaessaaann  4ssssssddedsssssesssshedeeddasssaiiiniiie,

(General obligations of the : Secured Bonds ]
issuer) i (Collateralized by specific
: i assets of the corporation)

Source: Authour’s own

Adams and Thomas state several similarities betwesuk and bonds (Adam and

Thomas 2004). They are both marketable commodhigscan be trade&ukukcan also
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be rated by recognised rating agencies a cructabrfdowards their wider acceptance.

The versatility ofsukukarising from the variety of structures makes thewmpatible

with global bond regulations such as Internatiddajanisation of Securities Commission

(I0SCO) Regulations SSukukhave characteristics simultaneously closely atigmneh

those bonds and of shares.

Table 2.3: Comparisons Between Sukuk and Bonds

Parameter Sukuk Bond

Not a debt of issuer but undivided

Nature ownership in specific well-defined assets,| Debt obligation of issuer.
projects and/or services.

Contract Underlying contract is permissible. Contract is pure_:ly a loan of

money to earn interest.

Fixed for most cases but can also be :

Tenure - Fixed
unspecified.

Assets Underlying assets must be Islamically Can be issued for any legal

acceptable

purpose

Asset-backed

A minimum of 51 per cent tangible assets
(or their contracts are required to back
issuance o$ukuk al-ijarab. (Tag El-din,
(2008) references 30% as the minimum
required.)

Generally not required

Asset related

May be attached tsukukholders

Not concerned with asset

expenses expenses
Creditors claim on the
: Ownership claims on the specific borrowing entity and in
Claims underlving assets. proiects. services some cases liens on assets.
ying » PrO) ' ' is purely the financial debt
of the issuer.
Generally unsecured
Secured by ownership rights in the debentures except in cases
Security underlying assets or projects in addition tpsuch as first mortgage bong
any collateral enhancements structured. | equipment trust certificates
and so on.
rPertllr;;:rl]paI and Not guaranteed by issuer. Guaranteed by issuer.
P Must be issued for Islamically permissible Can be issued for any
urpose
(halal) purposes. purpose.
Trading of Sale of an ownership interest in a specifig .
: . : Sale of a debt instrument.
security asset/project/service, etc.
Sukukpricing depend on market value of | Dependent wholly on creditt
Value underlying asset in addition to obligor's | rating or creditworthiness of

creditworthiness.

issuer.
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Responsibility

Responsibility for defined duties relating to

the underlying assets/projects/transactiorn

Bondholders have no
responsibility for the

of holders limited to the extent of participation in the| .
icsue circumstances of the issuer
An issuer of conventional
lssuer A sukukissuer shall be engagedshari‘ah- | bonds is not limited in its

compliant business activities

business activities.

Investor base

Enjoys a wider investor base from both

Islamic and conventional investors.

Conventional bonds can on
tap the conventional
investors.

y

The subject of the contract sukukis a

Bonds basically create a
Lender/Borrower

Contractual | contract based on lease or a defined relationship i.e., a contract
relationship | business undertaking between shukuk whose subject is purely
holders and the originator. earning money on money
(Riba-Usury).
The_: underlyingsukukassets, busmess O | 5uch a condition does not
Assets project must be of a nature that their hala
apply under bonds.

(permissible) use is possible.

Administrativ
e cost

Additional fees in terms of legal and
shari‘ah advisory fee.

No additional administrative
costs associated with
conventional bond issues.

Financing
cost

A larger pool ofsukukinvestors creates
more demand, hence may help to achieve

slightly more competitive pricing.

A comparatively smaller
| pool of conventional bond
" investors suggests that there
is less demand for the pape

=

Source Securities Commission Malaysia (2009)

Table 2.4 provides differences betwestkukand shares.

Table 2.4: Comparisons between Sukuk and Shares

Parameters Sukuk Shares
Not a debt of issuer but undivided
Nature ownership in specific well-defined | Ownership share in a corporation.
assets, projects and/or services.
Contract Underlying contract is permissible, ~ Carpbanissible or not.
Fixed for most cases but can also b€ermanent — unless company is
Tenure i
unspecified. sold.
Assets Underlying assets must be Can be issued for any legal

Islamically acceptable

purpose

Asset-backed

A minimum of 51 per cent tangible
assets (or their contracts are requi
to back issuance slukuk al-ijaral).

redot required
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(Tag El-din, (2008) references 309
as the minimum required.)

Asset related

May be attached to sukuk holders

Operational matter, not directly

to obligor’s creditworthiness.

expenses associated with share.
Claims Ownership claims on the specific | Ownership claims on the
underlying assets, projects, servicesompany.
Secured by ownership rights in the
Security und_e_rlylng assets or projects in Unsecured
addition to any collateral
enhancements structured.
rPertllr;;:rl]paI and Not guaranteed by issuer. Not guaranteed by company
Can be offered for any purpose.
Must be issued for Islamically For Islam|call_y permlgsmldwelal)
Purpose e purposes. This is subject to
permissible [jalal) purposes. . . :
applying appropriate Islamic
screening and filtering criteria.
Trading of Sale of an ownership interest in a .
: . i . Sale of shares in a company.
security specific asset/project/service, etc.
Sukukpricing depend on market Not necessarily dependent on
Value value of underlying asset in addition y dep

business performance.

Responsibility
of holders

Responsibility for defined duties
relating to the underlying
assets/projects/transaction limited
the extent of participation in the

Responsibility for the affairs of th
t@ompany limited to the extent of
holding in the company.

issue.

Source: Information collected from different sowy the Author

2.6 SHARI'AH FRAMEWORK

The role and discussion stikukmust emanate fromhari‘ah stipulations. The statutory

Islamic requirements and associated moral legityma@csukukas a financial instrument

provide the basis for its structuring and issug@aam and Thomas 2004). This includes

theshari‘ah framework upon which Islamic economics (Asutay 208nd hence, Islamic

finance is based. There has to dlari‘ah legitimacy for the entiresukuktransaction

lifecycle from structuring through to its operatsooand trading as well as its impact in

society. Ideologicallysukukis intended to be a moral tool as Islamic Finamaght to be.

sukukare a means for the equitable distribution of #eallowing investors to benefit

from true profits on a pro-rata basis and preventioncentration of wealth (Usmani

2008). The role osukukinstrumentation within this context has been netglé by most
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commentators. It is necessary to avoid a univers$glamic financial products that are in
effect mirror images of conventional systems. Arstgmology of Islamic Finance in
addition to being aligned with Islamic Economicenfr the perspective of an Islamic
Research Methodology is perhaps called for as altiadlal avenue for developing

sukuk Additional issues will be identified where relaevan subsequent sections.

In consideration of the impact stikuk it is necessary to examine further, the why of
sukuk The drivers fosukukand their success are extensive and shall beraladoupon

in detail by the research. Prior smkuk in contemporary times there were few tools
available for Islamic institutions to compete arevelop against conventional banks in a
shari‘ah acceptable mannerSukuk appeal to the entire range of capital market
institutions (and beyond), be they Muslim or nat ovariety of reasons. Their flexible
structure allows them to meet short-term and langitinvestor objectives. They are
attractive to governments as tools of developmdioivang capital to be raised and
mobilised in primary markets and through tradingécondary markets. At a corporate or
Islamic financial institutional levegukukhelp to raise project finance or manage risk and
liquidity aspects for both cash-strapped and assetinstitutions. Borrowing is now also
possible throughsukuk as an alternative to conventional debt-financifgough
prohibited interest oriba (Adam and Thomas 2004). They are viewed as costtfe
risk management tools transforming asset and etk profiles that also replicate the

benefits of securitisation.

Usmani (2008) argues thatikukare among the best ways of financing large entspr
that are beyond the ability of a single party tmafice. Sukukprovide an ideal means for
investors seeking to deploy streams of capital @whd require, at the same time, the
ability to liquidate their positions with case wieeer the need should arise. Additionally,
sukukrepresent an excellent way of managing liquiddy banks and IFIs. When these
are in need of disposing of excess liquidity theaymurchassukuk and when they are

in need of liquidity, they may sell thesukukinto the secondary market.

62



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

2.7HIGHER OBJECTIVES OF ISLAMIC FINANCE

Conventional and mainstream approaches to Islamanée are preoccupied it seems by
regarding it as a process of synthesising closevalgmts to products in conventional
finance (Jobst 2007). Many do not consider thelfuént of the aims and objectives of
Islamic economics in their treatises and hence satmns of Islamic finance as a purely
profit motivated process arise (El-Gamal 2006a Asdtay 2007). Even although there
may well be overlap of substance between Islami@nte and their conventional
equivalents, they differ in legal form requiringffdrent valuation techniques and

treatment.

The objectives of Islamic economics are to be a&liwith those of thehari‘ah as set
out by Al-Ghazali; as acting to protect five nedasss (@al-dharurat al-khamp religion,
life, reason (mind), progeny, and property. Al-3tiaset out in hisal-muwafagatan
elaborate set of postulates and propositions tarlglexplain the underlying wisdom of
shari‘ah as a perpetual vehicle of utilityn@slahah generation and disutilitynfafsadal
aversion. The concept adtislah also includes the concept of protecting peoplenfro
harm. Asutay (2007) incorporates the views of Na{i®94) in setting out the

fundamental axioms of Islam including those ofshari‘ah.

Islam seeks to bring about justice and fairnedamis economics is one avenue for this
and is concerned with bringinglah or well-being for the whole of mankind amongst
other factors. The concepts of economics as dermtdduslim economists are broader
than those in conventional economics (Ahmed 199apfa 1992). The concept of
istislah also includes the concept of protecting peoplenffarm. However, it should be
noted that contemporary conceptualisation of Istamconomics is a nascent field
(Ashker and Wilson 2006).

The embodiment of moral values or policy to addiessh behavioural concerns within
economic and financial activities both as a drif@rgrowth and as an outcome of such
success cannot be understood (EI-Din 2008). Mooty as an issue has been raised
also in conventional economics (Sen 1985). The toqpresg of, and extent to which,

morality should play a part in conventional econcsiis a separate debate (Smith 1776).
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Islamic finance is intended as a process to estalitie objectives of another process that
is Islamic Economics (Ahmed and Awan, 1992). Hetioe objectives of Islamic Finance
activity are aligned to those of Islamic Economidis.is suggested that these are
disregarded within the profession that is essdpt@iofit-motivated (El-Gamal 2006a;
Asutay 2007). Consequently, the aims of Islamicnecaics as those set out by Asutay
(2007) amongst a few lone voices, are arguablybeatg achieved through the current
Islamic Finance activity. However, it should be ettt that contemporary

conceptualisation of Islamic Economics is a nasfieltt (Ashker and Wilson 2006).

Hence, many sovereign transactions are more gea@abligations than non-recourse,
secured obligations of more conventional transastidlthough these transactions were
linked to underlying assets, investors were maanyiced by buying sovereign credit
quality and appeared to have paid little heed ® #lotual source of servicing and
underlying asset exposure. This has been reflestedts likesukuksummits at London
and Saudi Basic Industries Corporation (SABIC) ohan cited that ‘investors will look

at the economics first before the religious issues’

Ayub, in a rare academic critique from an Islamégpective highlights some of these
issues in relation teukuk(Ayub 2005). He questions at a macroeconomic lthellong
term effects on integrity of the Islamic financgjistem as return rates on most of the
sukuk are conclusively pre-agreed even without any piowi for the third party
guarantee. The returns of masikukare absolutely fixed or unmodified. There is rek+i
sharing or event accounting of expenses as witbitain ijarah issuances. This aspect
encompasses systemic risk of ralrari‘ah compliance which nullifies the very basis of
the Islamic financial system and contravenes thestors’ aspiration based on their
belief.

Islamic finance should bring about change and wsisalised as a means for correcting
the imbalances caused by working of the conventionarest-based system which is
considered to cause inequality both in developiaglao developed countries. Islamic
financial structure has to be developed with thigaives of achieving balanced growth

of financial and real sectors to achieve the secimromic objectives of development
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with broad-based distribution of income. Ayub claithat mechanisms used sakuk
today, however, strike at the foundations of th@gectives and render tlseikukexactly
the same as conventional bonds in terms of th@n@wic results (Ayub 2005). IFIs
maintain the status quo of the conventiomdda-based market and have now begun
competing with all the same characteristics of tbenventional, interest-based
marketplace, rather than open up sectors guidesboial justice. Further the quality of a
product from ashari‘ah perspective depends upon the sharing of risk haceguitable
distribution of profits between investors and skloubt be aligned to the requirements of

international ratings agencies that are not nedgsslamically oriented.

According to ElI-Gamal (2004), the real questionwlsether “Islamic principles” should
continue to be judged purely on juristic grounds I&amic finance. He argues that the
Islamic finance industry’s emphasis on the formsfioéncial transactions rather than
their substance, may result in Islamic financiagpices violating the spirit of Islamic
Law. Focus on form rather than function flies ire ttace of a famous Islamic juristic
dictum: “What matters in contracts is substancerastdvording and form” (lbn Qayyim,
1968). According to El-Gamal (2004), thghari‘ah arbitrage-based Islamic finance
threatens to cause religious harm, by subvertilagnie Law and exposing the industry to
abuse and scandal. EI-Gamal (2004) provides ardifteperspective on Islamic finance

in practice that has relevance to currgmri‘ah controversies ovesukuk

Arbitrage opportunities occur when discrepanciessteketween prices of the same
product in different markets or within the same keaiand is not being traded at its ‘fair’
value allowing exploitation. Regulatory arbitrageherein the arbitrageur attempts to
generate a profit based on certain financial pcastbeing disallowed for example, within
the legal system of one country or but allowedhari‘ah arbitrage is a particular form of

regulatory arbitrage with dual characterisatioradfinancial dealing, one for jurists and
one for regulators (El-Gamal 2004:3-4). A captivarket of pious Muslims voluntarily

choose not to use certain financial products. Lagjym partnership with bankers and
jurists, strive to provide them a re-engineeredsieer of those products. Indeed, by
approving and eventually codifying (through AAOIFESB, OIC Figh Academy, etc.)

legal stratagems to replicate conventional findngeactices, jurists and bankers
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eventually drown the substance of Islamic law adadsical jurisprudence. For tisekuk
industry there is a need for a more principles-taggproach rather than rules-based
approach toshari‘ah compliance. The profit motive ashari‘ah arbitrage drives the
movement towards conventional financial practice] thus away from strict adherence

to Islamic principles.

Shari‘ah arbitrage also relies to the addition of one orrendegrees of separation
between Islamic finance clients and the underlyéngventional financial product (El-
Gamal 2004). This is a mechanism underlying manthefjurist stratagemsifyal) for
circumventing prohibitions to make impermissiblangaction permissible used lay*
al-ina and bay' al-dayn and tawarrug By continuously adding breaking down
transactions into a level that are permissiblenaindividual basis, collectively the same
objective as conventional finance is achieved. Bin@l (2004) contends that an SPV is a
degree of separation used for issuancesikiik He argues thatukuk al-ijarahissuances
by governments and corporations have recently djptea variation oriinah, which also
incorporates lease-financing in a manner similatet@raged buyout methodologies of
conventional finance. He also considers the usewdon Interbank Offered RafeIBOR)

as a benchmark is also a ‘bending of the rules’aafadm of arbitrage (ibid).

Perhaps a better example would be thasuKukissues of Malaysia which are mostly
based on the concepts lody* al-‘inah of underlying asset and the conceptaifarru’
while their trading in secondary market took pléeseughbay’ al-daynusing the label
(bay’ bithaman ‘aji). Malaysian Islamic bonds based bay‘al-‘inah andbay’ al-dayn
principles are not acceptable to mainstream jariepinion and majority othari‘ah
experts. According to a research study undertakeRdsly and Sanusi (1999), there is
no significantshari‘ah justification of bay* al-‘inah for issuance oukuk Similarly,
trading ofsukukat a discount usingay‘ al-daynhas been found unacceptable by the

majority of scholars including Shaafi‘i (commonlyed as providing permissibility).

Chowdhury (2008) uses the exampletaivarruq, which is used to generate cash on a
deferred payment obligation. The underlying comrtydi never intended for use. Each

of the individual component transactions is legaienand validly executed. However,
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shari‘ah engineering has achieved the same objective ablalptedriba transaction that
would have not used any underlying goo@lawarruqis permitted in certain instances
but it is not desirable.

Chowdhury (2008) criticises the changing of natoffeprofit and loss equity-type
transactions that have been througihari‘ah engineering adopted debt-type
characteristics. This refers to for example theafsausharakah sukugtructures having

similar characteristics to bonds without the instre

El-Gamal's (2004 and 2006a) questioning the actmnscholars within Islamic finance
is rare and to be heralded. Usmani (2007 and 2008)himself is not above question by
El-Gamal (2004) also criticises the matter in a enwaditional manner. The ‘corporate’
governance of those responsibilities for the ‘coap® governance’ of Islamic finance that
is theshari‘ah scholars is a critical element that is neglectésinani (2008) states the
example ofshari‘ah arbitrage where certain contemporary scholars laiempted to
justify a capital guarantee by saying that whilendy be prohibited in a partnership of
contract, ghirkah al-‘aqd, it is not prohibited in a partnership of propertshirkah al-
milk). When the purpose of a partnership is investroemarning, regardless of whether
that is to take place by means of commerce, or égms of leasing, the partnership will
be a partnership of contract. As the purpossuldukis investment or earning by means
of leasing assets, it is impossible to calkuka partnership of property. Therefore, it is
not lawful for one partner to guarantee the camfaénother partner either directly or
indirectly. This is because the purpose of thenaaship insukukis not merely to own
physical assets for the purpose of consumptioressgmnal benefit (as in a partnership of

property) but for the purpose of joint investment.

In the AAOIFI (2008)fatwa, it calls for Shari‘ah Supervisory Boards (SSB) to abide by
the Shari‘ah Standards issued by tB&ari‘ah Council. It also calls for a more operational
role of the SSBs who must not consider their resioaity to be over when they issue a
fatwa on the structure ofsukuk that must involve reviewing all contracts and
documentation related to the actual transactiamthEr thefatwa argues that they must

actively oversee the ways that these are implerdeimeorder to be certain that the
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operation complies at every stage vattari‘ah. IFIs are also encouraged to increase their
operations based on true partnerships and thenghafirisk and reward and thereby

achieve the higher purposes of #iari‘ah (Usmani 2008).

A shari‘ah scholar seeking to rule on the compliance withstiari‘ah would not look to
the manner in which the product is classified aatiéed from a secular or conventional,
i.e., non-Islamic point of view. For thehari‘ah scholar, conventional labels or

descriptions are likely to be viewed as irrelevant.

However, there are certain errors contained withstl® basic understanding of Islamic
finance (Jobst 2007). This includes for example deéinition of mudarabahwhere a
mudarib may repay the original amount invested ‘or borrdiweom the rabb al-mal
(investor) and also his assumption tlsalam finance (which is an exception to the
general rules of Islamic finance) lies within tleenit of murabahahfinance (ibid). This is
not so;salamis an exception to the standard role of finandhma apply tomurabahah
sale agreements. Jomadar (2007) also cites tlee. |attese issues of misunderstanding

although may appear trivial are found in many comiemal approaches.

Jomadar (2007) criticises Ibn Khaldun as not giviisg to an independent discipline of
economics. Many conventional Muslim and non-Mustiommentators would disagree.
Further, he regards Islamic economics as a responsentemporary grievances of the
Muslim as well as due to ideological allegiancesanfimagined harmonious paradigm
that is willing to increasingly accept economiclitess. He seems also suggests that the
buy and hold positions of Islamic banks are as egusnce of Islamic law. This is more

due to the shortage of acceptable liquid instrusent
2.8 SUKUK STRUCTURES

Most references states that there are 14 categofiesukuk specified within the
InvestmentSukuk Standard No. 17 (2003). Investme®tkuk Standard No. 17 when
specifying the details of the variosskukcategories also references out to other AAOIFI
standards. It is further complemented by a form&82@uling from AAOIFI and
comments by Usmani in 2007. These are to be diedusser. Possiblsukukstructures
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are given in Figure 2.5 and tlseikukstructures issued so far are given in Figure 2.6
below.

Figure 2.5: Possible Sukuk Issues under AAOIF Staards
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leased
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Source: Author’'s own
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Figure 2.6: The Evolution of Sukuk Structures in thGCC
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Source: CIMB Islamic Fixed IncorBeikukResearch (2007)

Other forms of certification for Islamic financi@struments do exist based upon the OIC
ruling of 1988 (IDB 2000:60-63). These are primadertifications of the Islamic modes
of finance directly without the involvement of setigation. They are also in many
instances being replaced by the predominancesuduk forms, which through the
securitisation process are more marketable, enbhaleand versatilé&Sukukare tradable
shari‘ah compliant capital market liquid instruments prorgl medium to long-term
fixed or variable rates of return. They have algerbused as short-term instruments.
Regular periodic income streams during the investnperiod with easy and efficient
settlement and a possibility of capital appreciatod the sukuk Sukukcan be assessed
and rated by international rating agencies, whiolrestors use as a guideline to assess

risk/return parameters ofsakukissue.

Ayub (2005) allowssukukfreely traded in the market subject to compliangth wthe

following shari‘ahrules:
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0] Instruments representing real physical assets anttucts are negotiable at
market price. Certificates ®ukukissued bymusharakah mudarabahand
ijarah are covered under this category.

(i) Instruments representing debts and money are subjetheir negotiability to
the rules ofhawalah (assignment of debt) anohy' al-sarf These include
sukuk al-salampsukuk al-istisna{andmurabahaly (as qualified above).

(i) Instruments representing a pool of different catiegoare subject to the rules
relating to the dominant category. If cash and slebteivables are relatively
larger, the rule obay‘ al-sarf would apply, and if real/physical assets and
usufructs are overwhelming, trading would be on rreket price (AAOIFI
2003).

Sukuk al-ijarahthat have a good potential for trading, would $sued at par value while
subsequent trading in secondary market could bdumed at any price above or below
the face value. Another suggestion is that theewsge central bank may purchase the

entire issue from the SPV at face value.

Jobst (2007) argues thstikuknotes convey equity interest to (capital marketvestors

in the form of a call option on partial or completenership of underlying reference
assets. Debatably Jobst (2007) continues to extieisdcharacterisation afukuk by
including this right to a calculable rate of ret@sa share of profit (secondary notes) and
the repayment of the principal amount (primary spt&Vhat is due on the secondary
notes requires to be qualified in the event of@ipbeing generated. The repayment of
the principle could well be construed as a discamissued bonds equated to interest
returns and that the guaranteed ex-ante profit faodiscounted offer does not exposure

investors to investment risk.

The sukukare by conventional commentators sometimes cagsgbinto three general
categories; debt-based (such rmasirabahah ijarah), equity-based njusharakahand
mudarabaf) and asset-based (Jobst 2007). Dar (2006) casegosukuk by their
applications; project, asset and balance sheetfigpéte cites the example of thiarah
based Qatar Glob&8ukuk(QGS) (2003) towards the construction of Hamad adzity

71



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

as project specificSukuk al-ijarahare also used as case examples by Dar to idestbt a
specific examples towards Malaysian (2002) and &ahrgovernmentsukuk (2004)
where the land was sold to a trust to retain beraefi rights for investors. IDB (IDB
2003) performance of pooled assets for resourcelisetinn is categorised as balance
sheet specific. Ravalia (2008) grades the categarfesukukin terms of their actual
issuance profiles rather than on underlying natdirdne sukukforms. This is more likely
to be consistent with a regulatory approach. Hisigitation is (i) Fixed-incomsukuk
(credit risk of originator as th&ukukis ‘asset-based’ requiring some form of guaraotee
‘purchase undertaking’ similar to a conventionabtdeecurity), (ii) Asset-Backe8ukuk
(ABS) (risk related to performance of underlyingsety and (iii) Hybrid sukuk
(combination of originator credit risk and undenlyiassets). The originator cannot issue
sukukif it does not have sufficient tangible assets &etrthe demands of investors, the

hybrid sukukemerged in the market.

In a hybrid sukuk structure, the underlying pool of assets can casepanistisna’
contract, which allows for a greater mobilisatidrfunds. Hence the hybrisukukgives
the possibilities to financing contracts for reficang means: it is a refinancing tool. It
even shows similarities to a securitisation strigtwhereby debt receivables are sold to
a SPV over which the SPV issues conventional b¢&dsed and Salah 2012).

In the hybrid structure, the originator transfeasdible assets with underlyingarah

deals as well aswurabahahandistisna’ deals from the originator to the SPV (ibid).

The sukukmarket seemed to deviate from the strict requirénoértangible assets in

sukuktransactions.

Sincemurabahahandistisna’ contracts cannot be traded in the secondary mbhdaztuse
they create debt as the result of idtesna’ andmurabahatbased sale. Prohibition aba
does not allow trade in debt receivables. Therefatréeast 51% of the pool in a hybrid
sukukmust comprise of tangible assets, which means té&epce ofjarah contracts in
hybrid sukuk(ibid).
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IFSB (2007) identify three categories fkuktowards capital adequacy rules (i) asset-
backedsukuk(ii) Sukukwith a binding promise (purchase undertaking) iy @riginator
(iif) “pass-through”sukuk

Several of the broad range sbfikuk defined by AAOIFI have yet to be realised in
contemporary industry and are more traditionallgtesl to agricultural modes of finance.
The range obkukukdefined by AAOIFI is not an exclusive list and twbibe over time
innovatively expanded upon. Further hybrids and woations are being continuously
derived. Other structures cannot be neglected rateed are being used in combinations

for the purposes of securitisation (Adam and Tho2@g31).

The entire transaction and operational lifecyclsudukhas to be Islamically acceptable,
form its nature, to its trading, its objective amsl impact. The ethical, structural and
operational aspects are different. Indeed thidss eeflective of other Islamic financial

instruments.

The design of asukukis very similar to the process of securitisatiohassets in
conventional markets where a wide range of asgm¢styare securitised. The most
prominent form okukukissuance and most relevant to current UK regufadcussions

is that ofsukuk al-ijarah Sukuk al-ijarahare examined and critically analysed in this
section along with an alternative hybmsdikuk As the universe of investors becomes
more diverse, so too will their appetites, and Miitbse there will be issuances beyond the
currently prevalentijarah contracts into more profit-and-loss sharing cartgaand
alternative hybrids. This exhibits perhaps the #$&stpsukuk issuance and most
commonly known to that of the other end of the $pee where considerable
developments are occurring and how exchangeablecandertible sukuk are being

arrived at.

Not all of the 14sukukidentified within the AAOIFIShari‘ah Investment Standard
No.17 sukukare considered here due to constraints and besawseal forms have not
been realised in current practiceukuk al-wakalahs based on agent operating on a
fiduciary basis (AAOIFI 2008: Standard 17). It mnemonly used and is similar smkuk

al-mudarabahbut on a less complex principal-agent relationshiipese pertinent forms
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of sukukare summarised and their particular requirememtissacuritisation mechanisms

are compared.

Different sukuk structures have been emerging over the years lost of thesukuk
issuance to date have besikuk al-ijarah,since they are based on the undivided prorate
ownership of the underlying leased asset, it islfr&radable at par, premium or discount.
Tradability of thesukukin the secondary market makes them more attrachiteough
less common thasukuk al-ijarah other types o$ukukare also playing significant role in
emerging markets to help issuers and investor® dbkparticipate in major projects,
including airports, bridges, power plants etc. F&gR.7 explains the ways Islamic banks

use funds through differeshari‘ah contracts.

Figure 2.7: Use of Funds by Islamic Banks

Contracts Used in Financing Activities

\

Debt
based
contracts

\

Istisna’

murabahah mudarabah

Equity
based

contracts

\

musharakah

muzara’a

Source: Author’'s own

Musharakah sukukbased on a partnership and equity with profit Exsg-sharing) is the
size-dominansukukstructure. Thesukuk al-ijarah(finance and lease-back) however, is
more frequently issuedjarah basedsukukcan provide a variable return similar to a

floating rate noteMudarabahbasedsukukare also similarly used as a bond offering a
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fixed return like a bond. As with conventional dsbturitiessukukare issued for a fixed
time period rather than in perpetuity as in theecaequity. The time period can vary
from three months in the casesaikukthat are similar to treasury bills, to five or aven

years for those that resemble conventional notes.

Table 2.5: Comparative Analysis of Main Islamic Famce Contracts

Uses of Types of N Can financier(s)
Contract Financing AT RIESE), take Collateral?
murabahah | Trade Finance D eferr§ d sale Default Yes
Dayn
. . Lease finance Default and
ijarah Leasing " i : Yes
Dayn destruction
Pre-production | Forward sale
bay salam finance “Dayrt Default Yes
istisna’ (_Zonstructlon ‘I‘nstaln,qent sale Default Yes
finance Dayni
BuSIness Yes, but to be
mudarabah Equny_ (Entrepmeurship) Fraud, negligence exeruse_d only for
financing fi ; Moral hazard, etc.| non-business
inancing .
failures
Yes, but to be
musharakah Equny_ Joint venture Fraud, negligence exeruse_d only for
financing Moral hazard, etc.| non-business
failures

Source: Author’'s own
2.9 SUKUK AL- IJARAH

Asset-basedjarah sukuls are the most common form of Islamic securitisatlfarah
(lease) is a contract according to which a partycipases and leases out equipment
required by the client for a rental feSukuk al-ijarahare securities representing the
ownership of well-defined existing and well knowssats, that are tied up to a lease
contract.Sukuk al- ijarahare sometimes termed inappropriately as a vasulkak This is
due to their common usage and structuring to reptebond-like characteristics for
example rental payments are treated as coupon payraed redemption at maturity and
return of principal at face value is associate wéghurchasing of the property. It was also
the sukukform of choice considered by both the UK FSA anlll Hireasury (2008)
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towards the issuance (and origination) of a &likkukas a treasury bill. It can be issued
by the owners of:

® Existing leased assets;

(i) Existing assets to be leased on contract;

(i)  Assets to be constructed/manufactured subjecasele

(iv)  Assets held on the basis of a head lease;

(V) Services acquired; and

(vi)  Services to be acquired.

The leased assets are the responsibility of theotgsssuer) throughout the duration of
the ijarah. Services such as major maintenances may be nmadtdy the lessee on
behalf of the lessor. This may be done throughraeagency agreement. Where there

is a variable ratsukukis envisaged, a Master Lease Agreement will balide

Figure 2.8: Sukuk al-ljarah Structure

Primary sukuk Holders
(v) Periodic Rentals
sukuk (i1) sukuk proceeds
Issuance To
Investors
(PPM)
(iii) Originator takes
sukuk proceeds o
< — 3 . (v) Periodic Rentals
Orginator  Specia Pupose S
. Vehicle
(i) Asset sale (SPV) (iv) Lease-buy-back
Agreement for an
agreed period

Source: Dar al-Itithmar, 2006

Sukuk al-ijarahoffers a high degree of flexibility from the poioft view of their issuance

management and marketability.

76



ISLAMIC FINANCE, SUKUK AND SECURITISATION: LITERARBREVIEW
Chapter 2

The stages of the transaction lifecycle in relatiorthe structure of theukuk al- ijarah

(Figure 2.8) are:

(i)

(ii)

(iif)

After asset selection, the SPV buys from the ulteabligor the beneficial title to
the selected asset (usually a tangible asset withwadepreciation rate) at a
nominal value. The SPV is a restricted indepenéatity established in an off-
shore tax efficient jurisdiction such as Labuan/aysia or the Cayman Islands.
The title to the asset is held by the SPV afterabsets are sold by the originator
(or obligator), as the cash provided by the invesi® used by the SPV to pay for
the title from the Originator. The prime functiohtbe SPV is the management of
the sukuk in particular the receipt of rent from the clid¢at the leased asset and
the payment teukukinvestors. When theukukmatures the SPV no longer has a
role, and consequently it is wound up and ceasexigi as a legal entity. The
SPV has no other obligations apart from those wealwith the specifisukuk
hence, the SPV is bankruptcy remote. This is dt@ato both the originators and
the investors, justifying the relatively high legaists of establishing the SPV.

The SPV issuegarah sukukwith a fixed maturity date. Theukukproceeds from
investors to purchase the certificates are paidd&GPV.

The SPV pays the Originator for purchasing thetasse

(iv) The SPV leases the asset to the ultimate obligor.

v)

The obligor pays periodic rentals. The rental miglet fixed or variable (in
association with, LIBOR +) to be distributed to gukukholders. The duration of
the rental and the fee are agreed in advance anérelip of the asset remains

with the lessor.

The expected net return on some formswuk al-ijarahmay not be completely fixed

and determined in advance, since there might beespraintenance and insurance

expenses that are not perfectly determined in amva®ukuk al-ijarahholders, as

owners, bear full responsibility for what happemsheir property. They are also required

to maintain it in such a manner that the lessee daive as much usufruct from it as

possible. In theory, as owner of the project undlegl the asset, thsukuk holders

(lessors) are responsible for the asset maintenambereas the obligor (lessee is
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responsible for the ordinary maintenance. In pcactall these responsibilities are passed
to the lessee through a service agency agreemeatn be agreed, however, between the
parties that the rentals would consist of two paote for payment to the lessor and the
other as ‘on account’ payment, to be held be lekse@ny costs relating to ownership of
the asset (AAOIFI 2010).

Sukuk al-ijarahinstruments are completely negotiable and camduked in the secondary
markets at a price determined by market for@&skuk al-ijarahare subject to risks
related to the ability and desirability of the kesdo pay the rental instalments. Moreover,
these are also subject to real market risks arifsorg potential changes in asset pricing
and in maintenance and insurance costs. The ratitigeijarah sukukwill depend on the
rating agency’s evaluation of the ability of thégarator to honour these commitments. If
the financial circumstances of the originator cleadgring the leasing period this may

result in an accorded adjustment in the rating.

Immediately after the funding date, the ultimatéigdy signs a unit purchase undertaking
agreement to buy back, at maturity, the benefidial of the assets. At maturity, or on a
dissolution event, the SPV sells the assets badkdaseller at a predetermined value.
That value should be equal to any amounts stillcoweder the terms of theukuk al-
ijarah. However, in practice it is equivalent to the amigi price at which the asset was
sold and from ahari‘ah perspective, controversial. The originator alstesmns to the
SPV all the funds raised from investors at matuiyis is in addition to the final rental

payment.

In the case of any litigation or default, the SB\dissolved and the assets are transferred
back to the obligor. Theukukholder rankgari-passu equally with any other senior,
unsecured foreign currency debt obligations isduedhe Originator. Often, theukuk
holders are not entitled to claim the assets acary for reimbursement of the Islamic
bank’s obligation. This is as opposed to a coneeti mortgage loan. Wilson (2008)
states that in practice “There can in other worelsib capital gain or loss for the SPV or
the issuer. It is the buy-back by the issuer tmavides the funds for the reimbursement
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of the investors of the sum they originally investalso without capital gains or losses”.
This is also controversial from an Islamic persjpect

Sukuk al-ijarahare typically medium-long term issued (Kettell 2BLIHowever, the UK
treasury is seeking to use thaekukfor a period similar to that of a Treasury BillBGIM
Treasury 2007). In practice, for longer periodsabfleast five years it is usual for the
investors to receive a direct guarantee from thgira@tor in respect of the ability of the
SPV to fulfil its commitments by passing on thetatmpayments made by the originator
(Das 2009). There are numerous examplesukuk al-ijarah Here the case of the
sovereigrnsukuk alijarah structure towards the Qatar Glol&lkuk(QGS) is highlighted
in the following pages (ROBBE 2005).

The issues of purchase undertaking, the repurghase of the asset, the avoidance of
loss or risk of the parties, and entitlement to dseet under recourse or default will be
shown to be common controversial themes in ofiiukforms (Saw and Wang 2008;

Al-Amine 2012). They are to be discussed in depdimfa scholarly perspective in later

parts of this research.

2.9.1SUKUK AL- MUSHARAKAH

Musharakahmeans a relationship established under a corttsatite mutual consent of

the parties for sharing of profits and losses m jthint business. All providers of capital
are entitled to participate in management, butnecessarily required to do so. The profit
is distributed among the partners in pre-agreeidsatvhile the loss is borne by every
partner strictly in proportion to respective capaantributions (EI-Tiby 2011).

Theijarah structure is well tried and tested as the majasitgukukare issued in this
form, which reduces the legal costs and structuieeg involved with new issues (Adam
and Thomas 2004). However, partnership structusessed onmusharakahare much
closer to the traditional forms of business orgaiog and financing long practiced in the
Muslim World (Wilson 2008). Hence, they are of famtkntal interest to Islamic

financial engineers.
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Sukuk al-musharakais tradable at market prices on any stock exchamgeis listed in
the same way as conventional bonds (Al-Khalifa 20&ukuk al-musharakalare
documents of equal value issued with the aim ohgisihe mobilised funds for
establishing a new project or developing an exgstine or financing a business activity
on the basis of one of partnership contracts (Hassal Irfan 2006). The certificate
holders become the owners of the project or thetsssf the activity as per their
respective shares (Hassan and Irfan2006). Timesdarakalcertificates can be traded as
negotiable instruments and can be bought and soldel secondary market (Al-Khalifa
2007).

Immediately after the funding date, the obligornsigcontroversially a unit purchase
undertaking agreement to buy back at maturitystilaikand to redeem to the SPV all the
funds raised from investors in addition to the Iggriodic return (coupon). This
agreement could also be executed before maturitiyercase of default or dissolution of
the musahrakalagreement. In this case the obligor must be kaptdifor all the sukuk
proceeds but without having any recourse to thestyidg asset. The ultimate obligor's

liability is considered as a senior unsecured debgation.

Figure 2.9: Sukuk al-Musharakah Structure

By virtue of an agreement acts as an

Originator/Corporate
g o agent to look after musharakah assets

(iv) Periodic profitas (i) Physical (vi) Undertakes to buy musharakah
musharikand Asset shares of the SPV on a periodic basis
incentive fee as agent contribution
Investors/
musharakah . sukukholders
(ii) sukuk
proceeds
(iii) Periodic (ii) Issue
profit proceeds

SPV

(v) Issues sukuk al-musharakah
and periodic profit

Source: Adapted from Dar al-Istithmar, 2006
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The Corporate (technically the Originator or Obigga seeking partners and the SPV

enter into amusharakahArrangement for a fixed period and an agreed psbiaring

ratio. Also the corporate undertakes to loysharakalshares of the SPV on a periodic

basis. The stages of teakuk al-musharakastructure are as follows:

(i)

(ii)

Corporate (asmusharif contributes land or other physical assets to the
musharakah The musharikor obligor, being in practice an Islamic bank,ttha
contributes, usually in kind by providing land arildings, to themusharakahlt

is, therefore, a partner in the project. In pragtihemusharikis appointed as a

management agent to thusharakalproject.

The SPV issuemusharakah sukulith a fixed maturity date to raise funds from
investors. SPV (asusharil contributes cash i.e., the issue Proceeds rateive
from the investors to themusharakahThe issuing vehicle, the SPV, collects the
proceeds from the Islamic investors. This vehisla ipartner in thenusharakah
agreement acting on behalf of thekukholders. The SPV is completely owned by
investors $ukuk holders) and is in charge of entering intonmasharakah
agreement with the obligor. As a partner in theantyihg musharakahproject,
the SPV owns, in the name of thekukholders, shares in the project as specified
in the musahrakahagreement between the SPV and the obligor. Inrdaoce
with the terms and conditions of this contract, 8V on behalf of the investors
provides cash whereas the ultimate obligor mayrdmrie in cash or in kind. The
SPV acts as a trustee in respect to the trust girtpe the benefit of thesukuk
holders.

(ii) Themusharakahappoints the Corporate as an agent to develofatfie(or other

physical assets) with the cash injected into tiesharakahand sell/lease the
developed assets on behalf of thesharakah When managing aukukon the
basis ofmusahrakahthe manager is in charge of thekuk either in his capacity
as a partner or as an authorised party on behathefother partners. When
managing thesukukon the basis omusharakah partners to thenusharakah

agreement may participate in the management prooésshe underlying
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musharakahproject without interfering excessively with thaderlying project
managers.

(iv) In return, the obligor/corporate as agent will gettroversially a fixed agency fee
plus a variable incentive fee (Dar Al Istithmar BROAlthough according to
shari‘ah, the obligor should not be allocated a separatestin profits in
consideration for his work.

(v) The profits are distributed to trsaikukholders. The profit is distributed among
partners (thesukukholders and the ultimate obligorsrmausharilj according to the

initial contribution of each partner.

When issuing theukuk the SPV usually commits itself to share profit@dixed ration
based on gross turnover or revenues of the undgrbssets. A specific periodic return to
investors gukukholders) is often sought by investors and mayirbédd to a traditional

fixed or variable (linked to LIBOR + x basis pointseld to be paid semi-annually.

When the periodic profit generated from the progateeds the targeted predetermined
fixed return (LIBOR + x basis points), the issunghicle effectively receives only what
it is liable to pay to thsukukholders and the remaining profit is paid to thenagement

agent (obligor) as a performance fee.

In the event that the project does not generateigim@rofits to pay the coupon to the
sukuk holders, the SPV has the possibility to exercissake option or execute the
purchase under an undertaking or promise of pats aimits. The obligor is asked to buy
these units and mitigate this shortfall thereforevmling the SPV with enough cash to

pay the periodic return (coupon) promised by th¥ 8Pthesukukholders.

The Corporate irrevocably undertakes to buy ataggreed price theusharakatshares
of the SPV on say semi-annual basis and at thektie fixed period the SPV would no

longer have any shares in timeisharakah

Musharakah sukulppears to be gaining in popularity and there Heaen several recent
issues in both Malaysia and the Gulf (Wilson 20@®)e of the largeshusharakah sukuk

to is a seven year deal for Emirates Airlines (9085$550 million, to finance a new
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engineering centre in Dubai to service its aircraéfte SPV designated ‘Wings’, entered
into a musharakahpartnership arrangement with Emirates. Thasharakahor joint
venture was set up to develop a new engineeringecand a new headquarters building
on land situated near Dubai’s airport which willimlately be leased to Emirates. Profit,
in the form of lease returns, generated fromnttusharakalor joint venture will be used

to pay the periodic distribution on the trust derdtes.
2.9.2SUKUK AL- MUDARABAH

Mudarabahis an agreement between two parties according ichvone of the two
parties provides the capital (capital provider)ttog other hudarit to work with on the
condition that the profit is to be shared betwesent according to a pre-agreed ratio.

Sukuk al-mudarabaim form can also be referred $akuk al-mugharadah

Mudarabah sukukjives its owner the right to receive his capitaih@ time thesukukare
surrendered, and an annual proportion of the exhlofits as agreed. They play a vital
role in the process of development financing, bseatiis related to the profitability of
the projects. The issuer of these certificatebesrtudarih the subscribers are the capital

providers, and the realised funds arerthelarabahcapital.

The certificate holders own the assetsrafdarabahand the agreed upon share of the
profits; losses, if any, are bone by capital prevedonly.Mudarabah sukukeither yield
interest nor entitle owners to make claims for dafnite annual interest. This shows that
mudarabah sukuks like shares with regard to varying returns, ehhiare accrued

according to the profits made by the project.

Mudarabah sukuknust represent a common ownership and entitle btwdder to shares
in a specific project for which theukukhave been issued to fund. sAikukholder is

entitled to all rights, which have been determibgdhari‘ah upon his ownership of the
mudarabahbond in matters of sale, gift mortgage, succesaihthe like. On the expiry
of the specified time period of the subscriptidre $ukukholders are given the right to

transfer the ownership by sale or trade in the ritgesi market at his discretion. These
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sukukare considered as shares without managementipatiion rights and are similar to

limited partnerships. Figure 2.10 depicts the taatisns within anudarabah sukuk

(i)

(ii)

Figure 2.10: Sukuk al-Mudarabah Structure

Project
(iv) Project Secondary market
hand over on Project owner Balance Sheet
completion Management
(i) Agreement

(iit) Capital
SpV proceeds and profit
Pl Primary
(mudarib) subscribers

(ii) sukuk proceeds

Source: Adapted from Dar al-Istithmar, 2006

Mudarib enters into an agreement with project owner for
construction/commissioning of project. Usually thadarabah sukuls managed
according to a restrictechudarabahcontract, that is, theukuk subscription
prospectus includes the terms and conditions dwfithe field and method. This
specifies what thenudarabahis permitted to invest in and whether it will be a
lease, direct investment or other investments thcem the bye-laws set up by the
mudaribwho also expresses his readiness to abide by them.

SPV issuessukuk for a specific period of time to raise funds froslamic
investors. This vehicle plays the rolerabb al-mal(the investor) on behalf of the
Islamic investors and is, therefore, a partnerhmudarabahagreement. The
SPV is completely owned by the investossiKukholders) and is in charge of
entering into anudarabahagreement with thenudarih As a main partner in the
underlyingmudarabahproject, the SPV owns, in the name of gukukholders,

shares in the project as specified in thedarabahagreement between the SPV
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and themudaribh The SPV acts as a trustee in respect to the progtct for the
benefit of thesukukholders.

(iii) Mudarib collects regular profit payments and final cappebceeds from project
activity for onward distribution to investors. Thaudarib that manages the
proceeds is therefore the second partner torthdarabah He is the manager
whose responsibility is to manage the proceedsivetefrom investors in
accordance with the conditions provided in the enpBon prospectus. In
consideration for his work, thmudarib (manager) is paid an agreed share of the
sukukprofits. Where anudaribis appointed, investors do not get involved in the
administration and management of thekuk unless otherwise stated by the
instructions and constraints of the bye-laws.

(iv) Upon completion,mudarib hands over the finished project to the owner. In
accordance with the terms and conditions of thigtreat, the SPV, on behalf of

the investors, provides the cash whereasrhéaribprovides his time and effort.

The shari‘ah rules of tradingsukuk al-mudarabalare similar to that of other fiduciary
sukuk al-musharakatand sukuk al-wakalah If the mudarabah capital, before the
operation of the specific project, is still in therm of money, the trading of the
mudarabah sukulvould be exchanged of money for money and it msatisfy the rules

of bay* al-sarfand the principles of debt-trading in Islamic gmiudence.

The prospectus should not contain a guarantee, fh@amssuer or the manager of the
fund, for the capital or a fixed profit, a specifeanount or a profit based on any
percentage of the capital. The profit is to bedidd by applying rules afhari‘ah; that is,

an amount in excess of the capital, and not thermmes or the yield. The Profit and Loss

Account of the project must be published and dissatad tosukukholders.

It is permissible to create reserves for contingesuch as loss of capital, by deducting
from the profit a certain percentage in each actingrperiod. The prospectus can also
contain a promise made by a third party, totallyelated to the parties to the contract, in
terms of legal entity or financial status, to d@nat specific sum, without any counter
benefit, to meet losses in a given project, pravidach commitment is independent of
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the mudarabahcontract. However, it is not permissible for tlssuer to guarantee the
capital of themudarabah(IFA 2000).

The Dubai Ports (DPs) Worlslikukis a prominent globadukukbased on anudarabah
structure. On 2 July 2007, the DPs World Groupedsa 10 year Islamic Bondukul
for the value of $1.5 billion and 30 year Conven&bBond (Medium Term Note), value
$1.75 billion, listed on the Dubai Internationah&ncial Exchange (DIFX) and the LSE.
Ahead of these debt issues, the Company receivededit rating of A1l/A+ from
Moody’s and Standard & Poor’s respectively. The DWRwld sukukis structured. Details

of thesukukare summarised and provided in this research.

Figure 2.11: Dubai Ports (DP) World Sukuk Structure

DP World Limited
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mudarabah
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; ! Periodic
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i Certificates | amounts
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Assets | Cerhﬁcatesi Distribution Amount
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Source: Dubai DP World

At the LSE, thissukukis formed between four certificates either as MediTerm Notes
(MTNs) for UAE originated debt and Eurobond Wargarfor the Cayman Island
registered debt (Table 2.6) — as per the detailseobffer.
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Table 2.6: DP World Sukuk on the LSE

Chapter 2

Last Datt 02/07/200 03/07/200

Compan' DP World Ltc DP Worldsukul Ltd

Stock Name 6.85% NTS 6.85% NTS Trust Certs Trust Certs
02/07/37 02/07/37 27117 207117
USD 100000 USD100000 UsD100000 UsD100000
‘144A° ‘REGS’ 144A REGS

ISIN US23330JAA9 | XS030842758 | US23330NAAO( | XS030740815

Stock Descriptio

Medium Term Note

Eurobond Warrants

(Company issue)

Money Raised (£n 0 | 877,489893 0 | 751,035099
Country of Origir UAE Cayman Islanc
World Regiol Rest of Worli

Market Segmel CWNR

Descriptiot Corp Wholesale De-Regulated Mk-Non Reportabl

Market Sectc NIDW

Source: Adapted (author)
2.9.3SUKUK AL-MURABAHAH

Murabahahis basically the sale of goods at a price compgishe purchase price plus a
margin of profit agreed upon by both parties conedr (Jamaldeen and Friedman
2012).Sukuk al-murabahalare certificates of equal value issued for theppse of
financing the purchase of goods througiurahabahso that the certificate holders
become owners of thmurabahahcommodity (ibid). The issuer of the certificatetle
seller of themurabahahcommodity, the subscribers are the buyers of ¢batmodity,
and the realised funds are the purchasing costeotdommodity. The certificate holders
own themurabahahcommodity and are entitled to its final sale prigen the re-sale of
the commaodity (ibid).

The possibility of having legally acceptablamrabahahbasedsukukis only feasible in
the primary market (ibid). The negotiability of #eesukuk or their trading at the
secondary market is not permitted ¢hari‘ah, as the certificates represent a debt owing
from the subsequent buyer of the commodity to #émtificate-holders and such trading
amounts to trading in debt on a deferred basischvhiill result inriba (ibid). Despite
being debt instruments, tmeurabahah sukukould be negotiable if they are the smaller
part of a package or a portfolio, the larger pdrimbdich is constituted of negotiable
instruments such asudarabahmusharakahorijarah sukuk(ibid).
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Murabahah sukulhave, however, become popular in Malaysian madket to a more
liberal interpretation ofigh by Malaysian jurists permitting sale of debay* al-dayr) at

a negotiated price. The term more commonly useMataysia isbay‘ bithaman ‘ajil

The Securities Commission of Malaysia has simildes refined for the investment and
securities market. The result is commercial papertzond issuances that are based upon

the sale ofmurabahalreceivables. These products are not acceptedieutsiMalaysia.
The transactions involved inmaurabahah sukuktructure in Figure 2.12 are:

(i) A master agreement is signed between the SPV anubtinower.

(i) SPV issuesukukto the investors and receigakukproceeds.

(i) SPV buys commodity on spot basis from the commalipplier.

(iv) SPV sells the commodity to the borrower at the gpice plus a profit margin,
payable on instalments over an agreed period @&.tim

(v) The borrower sells the commodity to the commoditydy on spot basis.

(vi) The investors receive the final sale price andifzof

Figure 2.12: Sukuk al-Murabahah Structure

Investors

(vi) Sale price (i1) sukuk proceeds
and profit
USS
Commodity
Issuer SPV (iif) Supplier
Commodities
(1) Master [ Commodities |(iv)] USS$
Agreement
Commodities .
Borrower ] Commodity
) Buyer
US$

Source: Adapted from Dar al-Istithmar, 2006
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An example ofsukuk al-murabahals Arcapital Bank, a Bahrain-based investment firm
has mandated Bayerische Hypo-und Vereinsbank AGB(k\6tandard Bank Plc and
WestLB AG, London Branch (WestLB) (together the ‘idated Lead Arrangers”), to
arrange a Five Year Multicurrency (US$.and £)murabahahbackedsukuk Sukukwill
have a five year bullet maturity and proposed pgcthree month LIBOR + 175bps
(Stensgaard 2005).

2.9.4SUKUK AL-SALAM

Sukuk al-salams used as a short-term liquidity instrument bg ®8ahrain Monetary
Agency (VISSER 2009). This is similar to the objees of what the UK is seeking to
achieve in its decision to work towards a TreadBitl sukuk(albeit based osukuk al-
jjarah) (GB HM Treasury 2007a). In practisalam (or bay‘ al-salam) structures have
proved more popular for short run financisigkukthanmurabahahas the latter usually
involves commodity trading, the finance of whichnist the aim of mossukukissues
(Wilson 2008). Thesukuk al-salamis similar to zero coupon bonds and categorised as

futures as well (Deloitte 2012).

Salamsimply refers to a sale in which payment is madadvance by the buyer, and the
delivery of the asset is deferred by the sellerAAline 2012)Salamis the sale of a
specified commodity, well defined in its qualitycaguantity, which will be delivered to
the purchaser on a fixed date in the future agansadvanced full payment of price at
spot (Shanmugam and Zahari 2009). All standsdrdri‘ah requirements that apply to
salamalso apply tosukuk al-salamsuch as, full payment by the buyer at the time of
affecting the sale, standardized nature of undegly@sset, clear enumeration of quantity,
quality, date and place of delivery of the asselttae like (Nisar 2000),

One of theshari‘ah conditions relating tsalam as well as for creation fukuk al-
salam is the requirement that the purchased goods aterersold before actual
possession at maturity (ibid). Such transactionswarnto selling of debt. This constraint
renders thesalam instrument illiquid and hence somewhat less ditracto investors.
Thus, an investor will buy aalam certificate if he expects prices of the underlying

commodity to be higher on the maturity date (ibid).
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Sukuk al-salanare certificates of equal value issued for thgppse of mobilisingalam
capital so that the goods to be delivered on trseshaf salamcome to the ownership of
the certificate holders (Gannon 2009). The periodolved is usually short, as with
murabahahthree months being typical (Schoon 2009a). Ircpra asalam sukulcan be
considered as shari‘ah compliant substitute for a conventional treasutlyissued for
three months short term financing by governmensgsthe return and the period to
maturity are fixed when the offer is made (QFC 20®uchsalam sukukhave been
issued by the Bahrain Monetary Agency at three higmtervals (Thomas et al. 2005b).

Aluminium has been designated as the underlyingtast the Bahrain Government
salamcontract, whereby it promises to sell aluminiunthe buyer at a specified future
date in return of a full price payment in advan@ee bank, namely the Bahrain Islamic
Bank (BIB), has been nominated to represent therdithnks wishing to participate in the
salam contract. BIB has been delegated to sign the aotsirand all other necessary
documents on behalf of the other banks in the swatei At the same time, the buyer
appoints the Government of Bahrain as an agentarehthe appropriate quantity at the
time of delivery through its channels of distriluti The Government of Bahrain
provides an additional undertaking to the represtam (BIB) to market the aluminium at
a price, which will provide a return 8alamsecurity holders equivalent to those available

through other conventional short-term money markgtuments (Ayub 2007).

Salambased securities may be created and sold by an(&PWepicted in Figure 2.13)
under which the funds mobilised from investors pael as an advance to the company
SPV in return for a promise to deliver a commoditya future date. SPV can also appoint
an agent to market the promised quantity at the difrdelivery perhaps at a higher price.
The difference between the purchase price andaleepsice is the profit to the SPV and
hence to the holders of tisekuk(Nisar 2000).
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Figure 2.13: Sukuk al-Salam Structure
salam sukuk
holders
(Investors)
(iv) Commodity sale (i1) sukuk proceeds
proceeds
Obligat (iv) Commodity
igator i) sal

(undertakes sale proceeds (i) salam Obligator
future sale of Issuer SPV (sells commodity
commodity for i on salam basis)
the investors) (i)Undertaking (ii1) Commodity

Source: Adapted from Dar al-Istithmar, 2006

The issuer of the certificates is a seller of tlk®ds ofsalam,the subscribers are the
buyers of the goods, while the funds realised farhscription are the purchase price
(salam capital) of the goods. The holders sdlam certificates are the owners of the
salamgoods and are entitled to the sale price of tmificates or the sale price of the
salam goods sold through a parallshlam if any (El-Tiby 2011). The steps in the
transaction are;

(i) SPV signs an undertaking with an originator/obligab source both commodities
and buyers (Nisar 2000). The title is transferredhte assets of the SPV. The
obligor (usually an Islamic bank) contracts to bow, behalf of the endukuk
holders contracts to deliver, in the future, specgoods or assets (the asset
underlying thesalamagreement) at a predetermined spot price for bkt pf the
sukukholders (Adam and Thomas 2004).

(i) Salamcertificates are issued to investors and SPV resaukukproceeds. The
certificates of participation represent an undididight to an interest in the assets,
which means that the assets cannot be sold to empdnty for the duration of the
sukuk In return for the certificates of participatidmetinvestors make an up-front

payment which entitles the investor to a futureunef of the investment plus a
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fixed mark-up agreed in advance. It is becauseritial payment is in advance,
or upfront, that designates the structurealam(Jamaldeen and Friedman 2012).

(i) The salam proceeds are passed onto the obligator who sehsmodity on
forward basigibid). The initial cash provided by the investors antlected by
the SPV is used to make a payment to the origin@bligator) in return for an
undertaking to deliver the asset at matuit\*¢ and Clifford Chance 2009).

(iv) SPV receives the commodities from the obligateisgr 2000). At that stage,
typically after three months, the SPV takes delivefrthe asset, but sells it back
to the Obligator. This is the paralkdlampart OIFC and Clifford Chance 2009).

(v) Obligator, on behalf o§ukukholders, sells the commodities for a profitchaar
and Sandra 2009). The proceeds from this sale are then used to reselihe cash
provided by the Islamic investors, and provide theith the pre-agreed mark-up
return in relation to their investmemdam and Thomas 2004). The underwriter
is usually an entity linked to the ultimate obligéslamic bank) that underwrites
(underwriting agreement or a parakalan) to buy at maturity the delivered good
or asset at a predetermined price. The latter lysuahsists of the initial cash
money received by the obligor plus a margidgm and Thomas 2004;Jamaldeen
and Friedman 2012).

(vi) Sukukholders receive the commodity sale proceeds. Bedbtaining the return of
their cash and the mark-up the investors have teesder their certificates of
participation to the SPV, implying they have notlfier right to an interest in the
assets. At maturity, theukukholders receive their proceeds in addition to the

margin paid by the underwriting entitipid).

2.9.5SUKUK AL-ISTISNA’

Istisna’ is a contractual agreement for manufacturing gaods commodities, allowing

cash payment in advance and future delivery otwdupayment and future delivery. A

manufacturer or builder agrees to produce or bagell described good or building at a

given price on a given date in the future. Price lsa paid in instalments, step by step as

agreed between the parties (Usmani 1998). Theaxrntrvolves investors who agree to

buy the commodity before its completion (Kettell1P0). Istisna’ can be used for
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providing the facility of financing the manufactuoe construction of houses, plants,
projects, and building of bridges, roads and higfavébid). Theistisna’ contract is
similar to project finance contracts in conventioir@ance (Pock 2007)stisna’ is a sale
where a commodity is transacted before its comgiefthat is, during its development
phase) (Thomas and Kraty 2005). This is increagiimgportant in Muslim states where
governments put greater emphasis on private-pygalitnerships rather than fund new

infrastructure schemes from their own budgets (dVil2008).

The suitability ofistisna’ for financial intermediation is based on the pesiility for
the contractor instisna’ to enter into a parallastisna’ contract with a subcontractor
(Khorshid 2009). Thus, a financial institution maydertake the construction of a facility

for a deferred price, and sub contract the actoagtruction to a specialised firm (ibid).

Sukuk al-istisna’is often combined witlsukuk al-ijarahtowards for example project
financing of Build Operate Transfer ventures (Adaand Thomas 2004; Kettell
2010b). In 2006,Tabreed sukuka five-year global corporateukuk(on behalf of the
National Central Cooling Company, UAE) providedixefl coupon of 5.50%. It is a
combination ofijarah, istisna’ andijarah mawsufah fi al-dhimmalfor forward leasing
contracts). The issues was launched to raise ftmdstire some existing debt, which
totals around USD136 million, as well as to finaegpansion (Adam and Thomas 2004).

Investors are not obliged to pay all the investmetdvance, but to pay gradually before
the beginning of each stage of the manufacturirargss of the commodity (Kettell
2010b). It is necessary, for thghari‘ah validity of istisna’, that the price of the
commodity is fixed with the consent of the partiasd that the necessary specification of

the commodity (intended to be manufactured) is/fsdittled between them (ibid).

In comparison withsukuk al-salamthe totality of the investment is paid in advance
whereas withistisna, it can be paid during the manufacturing procekettéll
2011b;Kettell 2010b) . Foaistisna’, the delivery time can be variable unlike falam
where it has to be fixed (Usmani and Zubairi 2002j12008). Contract cancellation can
only occur withistisna’ providing it is before the start of the projecietell 2010b). The

underlying asset is always a manufactured good istikna’ — with salamit can relate to
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other non-fungible goods also (Kettell 2010b; Thor®@85). However, for bothukuk al-
salam and istisna’, sharifah prohibition of riba precludes the sale of these debt
certificates to a third party at any price otheartitheir face value (QFC 2009; Zarga
1997). Clearly such certificates, which may be edsbnly on maturity, cannot have a
secondary market (Khorshid 2009). The AAOIFI staddpermits trading within the
period of the istisna if the funds have been cameeketo assets owned by certificate
holders (Usmani 2007). Otherwise if the price hesrbpaid immediately as in a parallel
istisna’, then trading is subject to the rules of debt alésp (ibid).

Figure 2.14: Sukuk al-Istina

sukuk holders
(Investors)
(i) sukuk proceeds (v)US$
(i1)) US$ iv)Monthly payments
Contractor/ Issuer SPV End
Builder buyer
(iii) Title to assets (iv)Title to assets

Source: Adapted from Dar al-Istithmar, 2006
The transactions involved within thetisna’ structure are as follows:

() The SPV enters into aistisna’ agreement with the obligor to manufacture the
commodity (assets). The obligor could be the mastufar. The Issuer, the SPV,
issuessukukto the investors (Mannaf2008)as cited by Gurulkan(2010). SPV
issuessukuk certificates to raise funds for the projesukuk al-istisna’are
certificates that carry equal value and are issuithl the aim of mobilising the

funds required for producing products that are ahoyethe certificate holders.

(i) Sukukissue proceeds are used to pay the contractatdsuib build and deliver
the future project (ibid). Theukukproceeds from the investors are transferred by

the SPV to the ultimate obligor — the manufactufée issuer of these certificates
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is the manufacturer (supplier/seller), the subseslare the buyers of the intended
product, while the funds realised from subscriptase the cost of the product.

The certificate holders own the product and ardtledtto the sale price of the

certificates or the sale price of the product smidthe basis of a paralledtisna’,

if any.

(i) The manufacturer delivers the commodities whampleted. Title to assets is
transferred to the SPV (ibid).

(iv)Property; project is leased or sold to the end hulee end buyer pays monthly
instalments to the SPV. At maturity, the SPV séle commodities to the
ultimate obligor (ibid).

(v) SPV reimburses the commodities proceeds to inwestdhe returns are
distributed among thgukukholders (ibid).

2.9.6HYBRID SUKUK

Considering the fact thaukukissuance and trading are important means of imest
and taking into account the various demands ofstors, a more diversifiesukukhybrid
or mixed asset/mixed portfolisukukis emerging in the market (ibid). Chowdhury states
that Islamic institutions should perhaps think b&yequity instruments; and that perhaps

hybrid instruments may be most suitable (Chowd20§8).

There is an interest in innovationsnkukfrom originators, partly because of the prestige
involved in being first in the field with a new iowative product (Wilson 2008).
Innovative financial engineering leading $okukis also leading to additional forms of
sukukwith labels that are more readily understood invemtional terms (Askari et al.
2010). For examplesukuk can exist convertible, subordinated and be issioeda
multitude of Islamically purposes such as Real testiavestment Trusts (REITS)
(Moody’s 2008a). These can be of course within sgiga or corporate issuances. The
hybrid sukukrepresents the potential of new structures ancefiisnto the investors
(Khorshid 2009).
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In a hybrid sukuk the underlying pool of assets can comprisasbéna’, murabahah
receivables as well agrah (Tariq 2004). Having a portfolio of assets comipgsof
different classes allows for a greater mobilisatioh funds (ibid). However, as
murabahahandistisna’ contracts cannot be traded on secondary markets@sitised
instruments at least 5 percent of the pool in aridybukuk must comprise oSukuk
tradable in the market such asigrah sukuk(Chowdhury, 2004). Due to the fact the
murabahahandistisna’ receivables are part of the pool, the return @sehcertificates
can only be a pre-determined fixed rate of retdrari§f 2004). Dar al-Istithmar (2006)
provides a perspective of one form of hylsikuk(Figure 2.15).

Figure 2.15: Hybrid Sukuk

Islamic Finance
Originator

(1) Transfer of (iii) Purchase of Assets (ijarah
tangible assets, contracts, murabahah contracts,
murabahah istisna contracts)

deals

Direct recourse

(11) sukuk proceeds

Issuer SPV Investors

(iv) Fixed payment
of the return on the

Source: Dar al-Istithmar, 2006

The transactional stages involved typically in thigrid form are (Saeed and Salah
2012):

0] Islamic finance originator transfers tangible assetwell asnurabahahdeals
to the SPV.

(i) SPV issues certificates of participation to thekuk holders and receives
funds. The funds are used by the Islamic finanggrator.

(i)  Islamic finance originator purchases these assats the SPV over an agreed
period of time.

(iv)  Investors receive fixed payment of return on theets
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The hybridsukukwas the basis of the IDBukuk(2003). Islamic Development Bank
(IDB) issued the first hybridukukof assets comprising 65.8%tikuk al-ijarah 30.73%

of murabahahreceivables and 3.4%ukuk al-istisna’(Nisar 2000). This issuance
required the IDB’s guarantee in order to securat@g and international marketability.
The USD400 million Islamicsukuk was issued by Solidarity Trust Services Limited
(STSL), a SPC incorporated in Jersey Channel Islaffdyub 2007). The Islamic
Corporation for the Development of Private Secttaygd an intermediary role by
purchasing the asset from IDB and selling it to 8%SL at the consolidated net asset
value (Al-Amine 2012). In June 2005, IDB issued WBBD million floating ratesukuk
under its USD1 billion MTNs programme based on mix®rtfolio comprising assets
leased by IDB, not less than 30 per cent of togll®, and instalment payments under
murabahahandistisna’ contracts which the IDB has entered into with sahis clients
(Ayub 2005 and Al-Amine 2012).
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Figure 2.16: IDB Sukuk Structure
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Source: IDB

The IDB sukukas such, provides IDB’s guarantee (for the ratéhercertificates). It does
not comprise a guarantee of payments in respec¢hefTrust Certificates (TCs) but
represents a guaranteeter alia, of the amount scheduled as being payable by the
obligors of the underlying transactions in respgdhe assets. In case of any shortfall in
return on thesukukassets the IDB has agreed to meet the shortfallth® basis of the
‘Purchase Undertaking Deed’ between IDB and thesfTrthe IDB will purchase the

sukukassets on the earlier of the maturity date odtbgolution date (Al-Amine 2012).

Profit onsukukassets, net of expenses of the trust, would be tasgive periodic return
to the certificate holders. Certificates would lEleemed at 100% of their principal

value. On the basis of a separate undertaking, iHB8guaranteed payment in respect of
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assets owed by the Trustee by reference to thelglehef payments given by IDB at the

time of sale of assets to the Trustee.

Diminishingmusharakahs a popular form of hybrid Islamic financing modembining
aspects of bothjarah andmusharakatforms particularly for purchasing mortgages. It is
becoming increasingly popular within the UK andeelkere. As asukukit has not
currently been realised on a large scale. AccordingVilson (2006), the diminishing
musharakalstructure has the most potential oikuk The investors receive the return of
their capital at the end of the period insalam ijarah or musharakah sukukA
diminishingmusharakabstructure returns the capital investment in imseadts, with the
final instalment terminating the partnership. Henttee payments are different from a

pureijarah sukukstructure.

Figure 2.17: Diminishing Musharakah Structure

Issuer Guarantee of SPV
. obligations
sset ownership Partnership

revertls to issuer of agreement Rental payments plus

over time as asset repayments

instalments paid

. Islamic

SPV investors

Certificate of partnership
Instalment plus rental payments
for share of asset owned by SPV

Diminishing ownership share in SPV over time

Source: Wilson 2008

Structure in Figure 2.17 is similar to garah sukuk.The originator sells an asset to the
SPV while entering a partnership rather than aingaagreement. The Islamic investors
pay cash but receive certificates of partnershiperathan certificates of participation.

The legal implication is that both the investorsl éime issuer are partners in the SPV but
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that the share of the investors in the SPV willidish over time as instalment payments
are made by the issuer to repurchase the assethise repayments, plus the rental paid

by the issuer for the use of the asset, that pesvide income stream for the investors.
2.10GROWTH OF SUKUKAND ITS IMPACT ON EMERGING MARKETS
2.10.1GROWTH OF SUKUK

The first eversukukwas issued in 1990 in Malaysia by a foreign owoachpany namely
Shell MDS. Thesukukissue was in Malaysian Ringgit (RM) of the voluawfeRM 125
million. It was abay’ bithaman ‘ajil sukukin 2000, the Sudanese government issued a
domestic sovereign short-term Governmdtisharakah Certificates of a value of
Sudanese Pound (SDG) 77 million (Sudan, CentrakB&sudan 2009).

In the year 2001, the first internatiorslikukwas issued, which was a United States
Dollar (USD) denominated sovereigukuk al-ijarahof USD 100 million with a five
year term. In the same year, the then Bahrain Mopeigency which is now known as
the Central Bank of Bahrain issued a differentesemgnsukukbased orsukuk al-salam
for a term of one year. In 2001, Malaysian basedpany Kumpulan Guthrie Berhad or
Guthrie Group Limited issued for the first time iaternational corporatsukukbased on
sukuk al-ijjarahof USD 150 million for tenure of five years. Thipened a door for many
countries and corporates to tap investors’ fundinglto invest inshari‘ah compliant
manner and they issued corporate and soverasigkuk both domestically and
internationally. As a resuiukukbecame a main financing mode for Islamic financth wi
new inventions and techniques in the product deweémt using structures @garah,
musharakahmudarabah hybrid, exchangeable and convertible.

Preceding financial crisis the growth rates of rsla finance has been phenomenal
especially in 2007 the globalkukissuance remained about USD49 billion. The year
2008 and 2009 witnessed a decline in the growtu&bikissuance which was USD18.6
billion and USD25.7 billion for the years of 2008da2009, respectively (IIFMukuk
Issuance Database, 2001-2010). The following FigRr&8) displays the total value of
globalsukukissues during the period of 2001-2010.
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Figure 2.18: Global Sukuk Issuance (in all currenes)
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the internationasukukmarket is trying to regain its momentum.

eroded the underlying fundamentals of economic trow
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The year 2010 witnessed globsiikukissues of over USD 45 billion (IIFM Sukuk
Issuance Database, 2001-2010) mainly due to Maaydomesticsukukissuances but

Jain (2001) promotes the use of securitisation iwithmerging economies arguing
securitisation has yet to reach its potential. igbtly points out that emerging economies
are bank centric systems with banks primary origirsaof loans with no competition and
are generally associated with weak institutiondirastructure. The links between
traditional banking sector and financial marketswisak. Contrasting this with the
situation, the USA economy’s structure and also Wés is very much stock market
centric characterised by strong institutional isfracture. Jain (2001) argues that

concentration of systematic risk through heavyrimtiation by the banking system has

Conventional securitisation is virtually absentistamic countries, where Islamic home
finance andsukukprovide a potentially untapped market for struetufinance. Islamic

securitisation complements the conventional ABSverse as an alternative and more
diversified funding option that broadens the prcgpectrum and asset supply as high

demand for alternative investment products caugesater lending width amid a low
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yield market environmentSukukis an Islamic financial tool that is revolutiomgi
emerging markets in Islamic countries. In the Gulfoperation countries and Malaysian
experiences there is an explosion of growth indhkukarena. There are considerable
benefits and needs being met di)kukat different levels of institutional, governmental
and investor. Singer (2001) suggests that amongdkantages for emerging economies
from securitisation include the benefits of oridgioa capacity within the banks,
furthering liquidity from almost any asset class;reasing disintermediation within the
financial system and encouraging additional invegt@rticipation (Singer 2001). Jain
(2001) identifies additional reasons for securitain emerging countries. As there is
usually a shortage of traditional lenders, deficiea in credit quality and a desire for
yield amongst investors, securitisation’s abilibydreate liquidity through new product
innovation benefits all market participants. Orgiors have the ability to sell assets
easily and increased capacity to provide fundsestars have access to high-yield

securities, liquidity and diversification.

For IFIs includingsukukit addresses short and long-term liquidity manag@namongst
other benefits. For governmentgjkukis also viewed as a developmental tool and an
avenue for raising and attracting Foreign Direstebtment (FDI) through sovereign and
corporatesukukissuance arising from difficult macro-economic dibions. It is also a
product that is attractive and understandable twewotional institutions. A conventional

bond is well-known concept and area of practicegfobal financial systems.

Globalisation from an economic perspective is assed with international financial
integration, increased financial liberalisatiorgueed barriers to trade liberalisation, FDI,
amongst other aspects (Agenor 2004). Globalisasoseen as a vehicle for capitalism
(Wallerstein 2001).

They primarily advocate the positive economic atpetglobalisation. Less emphasis is
placed on the social impact. An immediate issuehis regard is that of financial
regulation and the challenges it presents at somatiand international level with
financial market liberalisation and integrationm@al of trade barriers and the political

strength of the multi-national corporations. A kegsue and not just at the
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macroeconomic level, is that of the governancdaaisation. Some argue that a world-
government dominated by hegemonistic Western poweosild be resisted (Hart and
Parakash 2000). The economic, political, culturad atechnological factors of
globalisation operate simultaneously in parallatteinfluencing the other and redefining
its scope and depth. The intensity to which isee#d by the context. Complex forces are
at work. It is a dynamic process of shifting cortsdpcorporating predictive uncertainty.
Globalisation is a collective series of processksnalti-faceted phenomena, that are
arguably not to be considered functionally nor solation from each other (Giddens
1999). Some of globalisation’s characteristicsudel integration of economies, blurring
of the boundaries of nation-states, developmentedhnology, redefinition of processes
and crucially that of homogenisation of values. ldger, paradoxically it can also lead to
a simultaneous characterisation of the oppositeef@mple, the heterogenisation of
values that are local. Figure 2.19 provides a $kefceconomic conditions in GCC and
Middle East and North Africa (MENA) countries.
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Figure 2.19: Underlying Economic Conditions in GC& MENA
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Muslim countries have not been experiencing tramsétional changes in Gross
Domestic Product (GDP)/Gross National Product (GhiPndeed in terms of industrial
diversification and structure. Their growth rates eeflective of global averages. The
distribution between agriculture, industry and gsgs sectors (as well as between public
and private sectors) remains generally consist€hé services sector remains weak
compared to developed countries and the OIC-LC @oaogs are particularly agriculture
based. Hence, if these factors are associated spithover effects of capitalism and

globalisation, then it clearly has not occurrediate.

Jobst (2007) comments on the underdeveloped delketsain Islamic countries and

finds that, securitisation is at a modest level tlu€i) deficient legal frameworks and
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accounting standards for structured finance; @gulatory rigidities; (iii) poor market
practice, standards of origination, trading, andestor protection; as well as (v) an
under-developed local institutional investor base.

In emerging markets, securitised issuance and imesg activity is generally hampered
by problems of limited and narrow asset supplyhtligrudential standards in terms of
disclosure and transparency requirements, and llsenae of enabling regulation. In
many countries, these characteristics have prestg¢hteemergence of a mature investor
base, a sound credit culture and market practisggbkshed standards of investor
protection, and the equitable tax treatment betwatrrctured finance and conventional
investment products. Also problematic is a lacklatia on corporate defaults in emerging
markets, which hinders issuers from deriving ré#adstimates for default probabilities
and recovery rates from the structuring of traneast Also high execution costs,
structural complexity and the potential principgkacy problems between issuers and
investors as well as administration, collection &adid risks have tempered the growth

of securitisation in underdeveloped capital markets

Investors’ tolerance for risk from emerging econesnis relatively low. By addressing
structural issues in capital market developmentgesior confidence could be raised. In
addition to creating supply and demand throughstia&eholders or securitisations such
as originators, investment bankers, rating ageneied investors require enabling
conditions. These include a strong legal framewtlensure enforcement mechanisms),
stable currencies, favourable tax treatment, cleddtings, strong corporate governance
and institutional infrastructure. This also incladappropriate levels of support for
primary markets to allow for innovations and theation of secondary markets (Jain
2001). Securitisation helps accommodate a grownvgstor base, particularly pension
and insurance fund investors with the need of lemgs, highly-rated local currency bond
investments to match their liabilities. Thus, itpraves risk diversification within the
financial sector; increases overall financial sedophistication and contributes to the

development of a more liquid yield curve in poatveloped financial systems.
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2.10.2MARKET BEHAVIOUR

The sukukindustry is characterised by buy and hold strategf investors. This is due to
the shortage of assets available to investors liaae been permitted bghari‘ah
scholars. Consequently, whatever is available isnaly oversubscribed and retained to
identify the quality of an asset pool for otherastors (if for example, held by banks and
other IFIs).

These buy and hold strategies as well as the extessterm reserves (also from the
lack of sufficient long-term reinvestment opportigs), have inhibited efficient financial
intermediation and capital-market deepening (Raslg Sanusi 1999). Malaysia is the
most liquid market fosukuk In the GCC there is limited secondary tradingdokukas
investors buy to hold.

Wilson (2008) suggests that empirical evidence fidadaysia indicates that financial

factors are more important than religious factersdetermining the choices between
Islamic and conventional securities, even for Mudtiealers. This is correlated by Ernst
and Young (2007) where only 20% of the possibleestor base is likely to purchase
Islamic only products out of ideological allegiance

Important decision-making criteria involving behawial traits have been empirically
shown to have an adverse impact in the spherdanhis finance (Dar 2002). Igbal and
Llewellyn (2002) recognise several behavioural peois within Islamic financial

systems. These include the problem of informatemanetry and high costs to reduce it,

adverse selection in verifying intentions and theact of moral hazard.

Adverse selection in equity contracts may occurokeefthe contract, whereby the
potential entrepreneurs who are most likely to poedan undesirable outcome are the
ones who most actively seek out a contract and e likely to be selected. Equity
contracts are subject to moral hazard after th&racntakes place and refers to the hazard
that the agent has an incentive to engage in @esvihat are undesirable or not in the

best interest of the contract.
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Moral hazard and adverse selection issues haveet@ddhe use of PLS activities in
Islamic Finance (Dar 2002). Informational asymmetryhose seeking finance or acting
as mangers has been recognised as a problem. didwadriven banks to promote short-
term fixed return selling. Dar argues rational exoit agents everywhere will try to

exploit the loopholes in a legal and regulatoryimegand not just because it is Islamic.

The nature of theukukinvestor base is increasingly diverse. The fis&rhic sovereign
securitisation in Malaysia was issued in Februd@®32by Pasir Gudang local Authority
as amudarabah sukulkon RM80 million (USD18 million) of future propertyax
revenues. Although it was widely assumed that Mustivestors had bought most of the
sukukbonds, non-Islamic institutional investors turmmed to drive most of the demand of
the heavily oversubscribed issues. This has beepabke for many otheukukissuances

also.

For the success ddukukto occur, the high demand and supply forecastsngsto
Muslims will need to appeal to non-Muslims (DiVanaad Strategies 2007). The
positioning of Islamic Finance as ethical funds Imige of further benefit needs to be
examined (Wilson 2008).

It is recognised that financiers wish investorsrégard thesukukas identical to their
equivalent conventional asset classes rather theamgbdistinctive from a financial
perspective. This simplifies risk assessment assitors prefer a security with a familiar

structure rather than being unknown and untried.
2.10.3THE GLOBAL SUKUK MARKET

The sukukis revolutionising the field of Islamic financedglobal marketsukukfunds
are increasingly occupying central importance m ¢hrrent experience of many Muslim
governments and IFIs including Islamic banks. Thebal sukukmarket issuance has
exhibited phenomenal growth. It has increased fu®D1billion a year in 2001 to USD
92.2 billion in the 2011 (IFIS, 2011)

Year 2011 had a constant supplysakukand year 2012 is following the pursuit. The fact

that there is a Eurozone crisis still goisgkuksupply remained increasing while trying
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to regain its momentum which was disturbed dueh&ofinancial crisis (Khan 2011). In
the year 2011 its supply reached to USD36.3billidgnich was USD17.5 billion in 2010
(ibid). The first quarter of 2011 remained stroriges terms of sukuk supply with
Malaysian USD 1.6 billion; Kuwait USD 200 milliosaudi Arabia USD 266 million and
UAE USD 500 million ofsukuksupply (ibid).

In 2010, the improvement in the performancesokukgained momentum after Dubai
World sukuk restructuring and unexpected hikes in oil pricag aarket sawsukuk
issuance of various maturities which is a signmopriovement in their maturity profile
(ibid). Malaysia is still taking the leadukukfrom financial and government sector with a
remarkable share from real estate is on the tise)(i

Due to better yield on offegukukis likely to have advantage over conventional tsond
There is a strong demand sfikukfrom Islamic and conventional investors which is
evident from the recent oversubscrilsedkukissues and impressive issuance amounts on

sovereigrsukuk(ibid).

Though political unrest in the Middle-East, USA tdbwngrade and Eurozone financial
crisis is problematic which may affestikukgrowth in 2012 but recergukukissues

especially from Bahrain is a positive sign from tharket (ibid).

Since the first quarter of 2011, there was a sijsubstantial decline isukukyields,
which shows high demand fghari‘ah compliant instruments. Hencsykukreturned a
healthy 3.18% in the"2 Quartal 2011, up 2.3% year on year (ibid). sinchéing a
recent record lows in early Augustikukyields jumped again on the back of a more
general market risk aversion and the Eurozonescusth yields have hitting a four-
month high in early October 2011 (ibid). Hence, rote Quarter thresukukhave only
returned 0.4%, down 4.5% year on year (ibid).

In 2011 there was a record issuancsukukof the amount USD 92.2 billion as compare
to the year 2011 which was USD 54.86 billion whinkans 68.2% increase over 2010.
In 2011 wakalahstructuresukukwas issued as a new structure entry in the mavitbt

the issuance of Malaysian government sovereignkuk denominated in
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USD of USD 2 billion and the practice was followed the Gulf by Kuwait's Gulf
Investment Corporation with the issuancesokuk al-wakalahoi al-istithmar of RM

3.5billion for a term of 20 years.

As stated earlier due to unrest in the Arab coastthere was negative effect on the
financial markets. For example in the first quadef011,sukukissuance was dropped
from USD12.7 billion in January to USD10 billion February and finally to USD8.2

billion in March.

Despite the financial instability in the world teecomes the question whether Islamic
finance is a solution to such situations and casuitvive as an industry? Due to the
change of governments in the Arab countries, coasiges are taking the control of the
governments who will tend more towards Islamic ficial system. Further, countries in
need of investment are trying to attract investam the Middle-East and to achieve that
goal these countries are offering Islamic finangratruments. Boom in oil price is

another reason for the popularity of Islamic finrarend investors from the troubled
countries suffering from financial crisis like Eamme countries’ investors would go for
safer investment opportunities, which these coesttack and the alternate is Islamic

finance.

After the financial crisisukukmarket has shown a sign of recovery. This maywideat
from the latest intention of the Hong Kong and SJem Banking Corporation (HSBC)
Holdings to issue USD5 billiosukukwhich it planned three years earlier but could not
transform the idea into practice due to financi&@is (Shah 2011). HSBC Bank Middle
East has issued the biggestkukby any non-Islamic financial institution in lasing
(ibid). The sukukissuance is worth USD500 million for five yearsigfhare priced to
yield an expected 3.575 percent (ibid). Similarty,May, 2011, Sharjah Islamic Bank,
issued USD400 million ofukukyielding 4.75 percent (ibid). IDB issueslikukworth
USD750 million at 2.35 percent (ibid). The Palestiklonetary Authority had in the
pipeline to issusukukworth USD50 million (ibid).

This recovery in the economy is due to the redwaed of capital which is matched with

the financial growth rates (ibid). Further, smalinmber of sukukissues during the
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financial crunch caused some demand for investimgoortunities such asuikukand this
lack of issuance decreased the yields for borroibrd). Despite some of the major
defaults in thesukuk market, it is gaining its upward momentum and a®sy its
investors’ trust (ibid). One of the major defaultsthe recent past were the USD100
million sukukdefault of Investment Dar, Kuwait in 2009; Saadding Contracting and
Financial Services Co., Saudi Arabia defaultedtsrUiSD650 millionsukuk and Dubai
World is also recovering from its debt crisis whishevident from its recent intention of
restructuring its Nakhealukukand after getting credit injection from Abu Dhéibid).

Better supply of credit and the market developmestsdiscussed are helping in building
investors’ confidence (ibid). There are variaukukmaturities that are coming up this
year and next (ibid). There is a dearth of suppigd ®ubai credit is in better shape
following the Dubai World resolution (ibid). There a feeling amongst banks that the

worst of the provisioning is behind them (ibid).

HSBC-Nasdaq Dubai GCGukukindex, thosesukukissuances in the GCC which are
denominated in dollar were yielding about 4.6 petae early June, down from about 6
percent three months earlier (ibid). On the cogtthe GCC conventional bond index
was Yyielding 4.9 percent in June (ibid). From Japud011 to June, 2011 the whole
sukuk issuance has gain the unprecedented height of 0O3DMillion which was
USD14.2 a year before (ibid).

Malaysia is main contributor of Islamic finance wth industry and its share of tsakuk
market is enormous so far (ibid). The share of GSbkuktill June 2011 is USD12.8
billion which is far greater figure than the figuiee the whole year of 2010 i.e., USD6.9
billion (ibid). The most significant adukukissuances was a three years teukukissue
of the Qatar Central Bank of USD9 billion (ibid).

The market recovery in GCC makes it significantquei despite political situation in the
Middle East such as Tunisia, Egypt, Bahrain and &feratc (ibid). The Arab Spring
protest movement has shaken regimes across thlenrigi it has not impeded a recovery
in thesukukmarket (ibid).
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Muslims as a matter of belief are inclined towaftslamic banking but conventional
investors are also attracted to invest in Islanmaricial products andukukbeing the

most popular of these products (ibid).

A major problem in the course stikukissuances were faced bykukinvestors was the
transfer of assets from borrowergokukholders (ibid). Most of thsukukissuances in
GCC were based on a sale of assets from borrower $V which issuesukukto
investors representing their entitlement to shkukassets. The SPV in order to generate
income fromsukukassets lease these assets back to the borrowerébor for a periodic
rent payment payable sukukholders (ibid). But in the event of default whextourse
was made to these properties it was revealed tlearansfer of these assets in the name
of sukukholders was not registered with UAE land registvizich was a requirement in

order to make a sale effective and enforced witkdth the sale is void (ibid).

In addition most of theukukin the market (about 90 percent in 2011) were sBge Or
quasi-sovereigsukukwith a small portion of corporatukuk(ibid). In order to get the
full benefit of the market there is a need to depedn efficient market and it is possible
with the involvement of the corporate sector (ibidherefore, there is a need to
encourage corporateukukin the market (ibid). Creating larger banks maypbeved
helpful in this regard (ibid).

In order to save cost osukukdeals standardisation is emphasised (ibid). Etietg a
shari‘ah product is introduced in the markshari’ah scholars have to issti@waon that
product which undermine the efficiency of the pradby increasing its cost (ibid).
Therefore, for efficiency in terms of cost standseaitlon is highly encouraged as is the
case in Malaysia (ibid). Thelawkamah Institute for Corporate Governance, Dubai
collaboration with International Islamic FinancMarket (IIFM)is working to standardise

sukuk al-ijarahfor the obvious reason of reducing cost and bniggifficiency (ibid).

As stated earlier Malaysia has gosdkukmarket and as on June 2011, it has raised
USD 24.95 billion from the issuance sfikuk(ibid). Malaysia, through its central bank
Bank Negara Malaysia, has already standardisednaieats pertaining to Islamic finance

products such asukuk alijarah leaving no space for negotiation (ibid). On topthut,
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shari‘ah Advisory Council, a centralised body, grants apptavhether or not a product

is shari‘ah compliant (ibid).

Standardisation is important for reducing cost ofleml but it has not much role in
attracting potential investors e.g., recentkuk issues in GCC were oversubscribed

despite lack of standardisation (ibid).

Credit rating of a corporate issue is importantaihin GCC is most of the time is being
conducted by investors on their own unlike Malaysibere credit rating agencies
conduct this rating on behalf of investors throwglstandard setting procedures (ibid).
The difference between Malaysian and Galikuk is the currency denominator,
Malaysiansukukare in their local currency while most of the Gsilikukare in dollar,

which make them attractive internationally (ibid).

Bahrain has a strong centre for Islamic financeketadue tot the fact it has IIFM and the
AAOIFI (ibid). Besides its Central Bank has a vestyong regulatory regime ensuring
investors’ protection. Bahrain presented with a UED million sovereigsukukin April
2011 (ibid).

The Kingdom of Qatar, which has raised about USIidib sukukin 2011, has stopped
conventional banks’ Islamic window operations foe teason of mixing of Islamic funds
with that of interest-based funds. This will detighy help in strengthening of Islamic

finance there (ibid).

Oman, another country on Arabian sea, in May 20&dmfted Islamic banking and

finance operations in the country for the firsteigibid).

Egypt is the fifth most populous Muslim country i population of 50 million people,

is also opening doors for Islamic finance afterrdgime change there last year (ibid). In
the mid of the nineteenth century Egypt took amiative towards Islamic banking but

unfortunately it was banned in later years. Islabaaoking in Egypt comprises 4% of its
total banking industry of USD 193 billion (McKinséy Co, 2009) and its share in the
UAE banking market is 46 percent (ibid).
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Egypt can provide portfolio diversification with mechoices to the Islamic investors
(ibid). Egypt has already a link with the Gulf aswA Dhabi Islamic Bank has the
ownership of National Bank for Development, Cairalat is being converted into an
Islamic bank (ibid). In June 2011, Financial Supw Authority, Egypt showed its
willingness to amend its laws to accommodatkuk(ibid). There is a need to amend tax
laws in order to avoid double taxation in the ceun$ asukuktransaction such asikuk
al-ijarah or murabahahstructure (ibid). This will bringukukinto an equal footing with
other conventional products and commercially maable (ibid). Indonesia has already

made amendments in its tax laws in order to rentluddle taxation fronsukuk(ibid).

That holds true for other places hoping to grabiexep of the Islamic investing pool,
including Russia and West African countries suclbasegal (ibid). VTB Bank, Russia’s
second-largest lender, plans to come to market tate year with a USD 200 million
sukuk bankers say, while Gazprombank, the lending drtheogiant Russian oil and gas
producer, is in discussions with about ten Moscompganies to arrangaikukand plans
to meet with investors in the Gulf in Septembermare-remote countries, originators or
industries want to tap the Muslim wealth from th€ G(ibid). Even a company in Russia
or Australia, is trying its best to attract the Bugmounts of wealth, by issuirsgikuk
(ibid).

2.11CONCLUSION

This chapter describes securitisation both in cotiweal and Islamic finance and defines
sukuk.Undershari‘ah how sukukare structured are given in detail with comprehensi

literature survey. Besides giving structuresokuk it provides current market situation
of sukuk as well. The chapter strongly develop the argumanfavour of sukuk

securitisation.

The Islamic banking and finance has received pogualic attention since its revival in
the 1970s. Islamic financial system is basedsbari‘ah principles encompassing the
welfare of the people in this world and in the ladter based on a just society. To achieve
the objective of a just society, it prohibiiba (interest or usury) andharar (risk and

speculation). It provides an ethical system whesdd related to non-permissible
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activities like, alcohol, tobacco, pornography @ allowed. PSrtudarabah and PLS
(musharakah) are preferred modes of finance over fixed-returndeso such as
murabahahetc. In addition, there are exchange contractecapon a deferred trading
principle such as PDSdlam) object deferred salasfisna) and OPDS. These have
relevance to Derivatives andukuk forms leading to an effective securitisation

mechanism in Islamic finance.

The benefits of securitisation are many such gsravides an improved access to funds
at the least possible cost of funds; it removepexific pool of assets from the firm’'s
balance sheet with a view to improve returns ort detequity; and it frees up working

capital for further core business.

Securitisation is a popular method of structuredriice that is gaining increasing grounds
in Islamic finance through its popular securitisatinstrument known asukuk Sukuk
may have features of a debt instruments but it @arely on or involve interesSukuk
are only appropriate for Islamically acceptablevéots. Sukukare among the best ways
of financing the large enterprises that are beythedability of a single party to finance.
Sukukprovide an ideal means for investors seeking fayestreams of capital and who
require, at the same time, the ability to liquidtteir positions with ease whenever the
need arises. For governmerdakukis viewed as a developmental tool and an avenue fo

raising and attracting FDI through sovereign angboatesukukissuance.

Sukukis a securitisation instrument but in the Muslimridcsecuritisation is at a modest
level due to certain reasons such as: (i) deficlegal frameworks and accounting
standards for structured finance; (ii) regulatoiyidities; (iii) poor market practices,
standards of origination, trading, and investortgrton; and (v) an under-developed

local institutional investor base.

However, the economically and financially developeatld and the world in general, the
sukukindustry is witnessing some of the hurdles. Fanegle there is a buy and hold
strategy by the investors because of the shortdgassets available to investors.
Consequently, whatever is available is normallyrsubscribed and retained till maturity.

A major problem in the course stikukissuances were faced bykukinvestors was the
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transfer of assets from borrowerdokukholders. In the event of default when recourse
was made to these assets by shkukholders, it is revealed that the transfer of these
assets in the name sfikukholders is not registered with the land authaijtighich is a

requirement in order to make a sale effective.

In the market the most of tlseikukare sovereign or quasi-sovereign with a smalliport
of corporatesukuk Therefore, there is a need to encourage corpsudigkin the market.
Islamic financial industry is lacking standardisatiwith which cost may be saved on
sukukdeals. For example every timeshari‘ah product is introduced in the market,
shari‘ah scholars have to issdatwa on that product which undermine the efficiency of
the product by increasing its cost. Therefore slarhic finance factors like these inhibit

an efficient financial intermediation and capitaisiket deepening.

Despite all these drawbacks, Islamic finance isvgrg in the world such as in Bahrain,
Qatar, Dubai and Saudi Arabia are good examples fB6€C and UK is good example
from the West. Malaysia has already a proven piometslamic finance. Further, Oman
has permitted Islamic banking and finance operationthe country for the first time.
Egypt is also opening doors for Islamic financeeiathe regime change. Indonesia has
already made amendments in its tax laws in ordeertmove double taxation frosukuk
That holds true for other places hoping to grabiexep of the Islamic investing pool,
including Russia and West African countries suclsasegal. Australia, is trying its best

to attract the huge amounts of wealth, by isssuigik

As stated earlier, Islam seeks to bring aboutgasind fairness. Islamic economics is one
avenue for this and is concerned with bringfiatah or well-being for the whole of
mankind. Islamic finance is visualised as a meansbrrecting the imbalances caused
by working of the conventional interest-based systehich is considered to cause
inequality both in developing and developed coestriBut mechanisms used sokuk
today, however, drift away Islamic finance of itgjectives and render thsukukexactly
the same as conventional bonds in terms of the@n@uic results. The Islamic finance
industry’s emphasis on the forms of financial test®ns rather than their substance may

result in Islamic financial practices violating tleirit of Islamic Law. For theukuk
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industry there is a need for a more principles-Basgproach rather than rules-based

approach tshari‘ah compliance.
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CHAPTER 3

LEGAL AND SHARI‘AH COMPLIANCE ISSUES IN RELATION TO
DERIVATIVES AND SUKUK

3.1PRODUCT DEVELOPMENT IN ISLAMIC FINANCE

Financial Engineering is defined as: “design, depeient and implementation of
innovative financial instruments and processes,thadormulation of creative solutions
to problems in finance.” (Finnerty 1988 and 1994naRcial engineering involves to
attain best results with the least possible traimas costs (Merton 1992). All
innovations through financial engineering employnsosort of techniques and these are
more important than the innovation itself. Thesghteques and strategies may be termed
as “lateral thinking” (D. Bono, 1973). Now finantiangineering may be amended to
define as tools and techniques for developing nevdyrts and instruments (Mason et
al.1995).

In Islamic finance,shari‘ah principles are followed for product development tive
process of strategy and technique formulation budoes not close creativity in the
society Allah (S.W.T) provides opportunities to thmankind for creativity by inviting
them to think on the signs of truth. In this credyi processshari‘ah comes with some
restrictions and some checks which limits the okmicTherefore, there arises need to
devise new techniques (Elster 2000) and few chdigess into many (Gigerenzer et
al.1999; Sibler 1983). This approach is solutiorsdoh approach, which solves the
problem and it comprises processes, instrumentstastucts and involves low cost with
efficient results (Merton 1992). Therefore, fordntial engineering economic efficiency

is important rather than mathematical designs. (Mas al. 1995).

With the involvement of increasing number of glolagents in economics, new laws

were formulated to regulate these activities. Asoasequence, these economic agents
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tried to devise new techniques and products to pesdeom the effects of these
regulations (Miller 1986). This leads to new praoddevelopment such as derivatives in
order to avoid the consequences of these reguatiDerivatives are innovation in
financial world and experts including academicssuder these as harmful inconsistent
with Schumpeterian view of creative destruction ehhit may be asserted that requires
the change in techniques and strategies (LeathetsRaines 2004). But free-market
advocates think these innovations are to make nsr&Hicient which were being
disturbed by different sorts of regulations (Paytd®97). Benefits of regulations cannot
be denied as financial markets have witnessed ndgastrous financial crises in the
recent past such as 2008 financial crisis andscatsEnron are few examples. Therefore,
not following shari‘ah principles or avoiding these principles througffedent devices

will definitely harm the society in both moral afidancial sense.

The financial-services industry is on the declimevnbecause there is no financial
innovation rather these are involved in a “zero-ggame,” which one’s gain at the cost
of the other (Drucker 1999). Derivatives are thé& anvention in the recent past, which
according to him are allegedly scientific and nairenscientific than systems used in
Monte Carlo or Las Vegas. “As a result, the indgstrproducts have become
commodities and increasingly both less profitalid mmore expensive to sell.” There are
three possible course of actions: (i) to keep tstesn as it is, which definitely leads at
some point to collapse; (ii) a new system by newa@nmand outsiders; and (iii) the
industry should itself bring a change and beconmevators themselves and their own
‘creative destroyers’. Islamic industry at this mtocan come forward with its economic

and financial philosophy to fill the gap as them®toption suggests.

Islamic financial engineering may be based on fpunciples: principle of balance;
principle of integration; principle of acceptabylitand principle of consistency. Principle
of balance is based on cooperation unlike a cagtitabciety based on self-interest
(Askari et al. 2010). For example Islamic econoimpesiciples of payment otzakahand
prohibition of riba are based on cooperation and not on the prinaplself-interest

(Suwaillem 2007). Hansmann (1996) suggests théddnsocieties are mostly based on
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cooperative activities rather than on profit-orezhactivities. Humans relations may be
divided into three stages namely dependence, imilgpee and inter-dependence (Covey
1990). In dependence a human being survives with hklp of others and in
independence, he does not need anybody to surViile being inter-dependent members
of a human society work together in cooperatiorhwe#ch other to achieve some targets,
which they cannot achieve individually. This is whglam stresses on besides accepting

dependent and independent behaviour in a society.

Then there comes the principle of acceptabilityjciwhis based on the maxim that all
business transactions are permitted until unleekilpited by theshari‘ah (Suwaillem
2007). Regulations become active where a businesigityy unnecessarily benefits
someone by harming any member of the society. Réguok prevent those who cause
harm (ibid). At the same time a beneficial actividyencouraged in the eyessifari‘ah
such as an act of charity. Therefore, the prinsigacourage creativity and all sorts of
product development and business transactionsllatged unless there is a prohibited

element in such a product or business transaataah (

Examples of harmful activities may include prohgditactivities ofriba and gharar
(ibid). Ribais purely a financial transaction having no conioecwith real transactions
and growth in real wealth can only occur througal teansactionsRiba is the cost of
time and is a debt creation activity, which groastér than the real economy at the cost
of the real economy (ibid). Therefore, shari‘ah financial transactions are part of real
economic transactions and shari‘ah there is no pure financing instrument (ibid). For
example, in deferred sale asdlamdebt is integrated with real economic activitysafe
and any cost of debt is immaterial since real tatisn control the cost which
consequently control the debt growth on its owidjibDifference between an interest on
a loan and mark-up in credit sale may be elaborayelighlighting the fact that interest
is a time value of money, which creates debt oudledft while mark-up is time value
integrated into the real transaction in which debtot self-replicated (ibid). Therefore, it

is not the time value but debt creation without gnewth of real wealth is the problem,
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which harms the society. For the reasons mentiabede, it is important to regulate the

financing transactions.

The principle of integration is also important gtamic finance. Individuals for their own
wealth creation throughba andgharar and these two factors drag an economy from real
wealth creation to the individual wealth creatitircosts much more to the real sector for
keeping these two factors apart from it making titmsaction costly and inefficient.
Shari‘ah therefore, attempts to create a balance by iategr rather having a separation
for efficient economic growth. Thus according tee tprinciple of integration a loan
transaction or where the counter-values are sadnperiormed for gain, is not allowed
unless it incorporates a real component like goadsities or services. Despite the
inclusion of this real component, there needs sbimgtmore to be done. Sometime real
component is used to play a trick to make a tramsawalid. Therefore, this sort of
integration though is legal in form but in substnacks the real spirit of integration
serving the same purpose as that of an unacceptabhkaction. This is known as artifice
(hila) in which real components are used to serve thre financing contracts which
should be, in reality, the vice versa. Such a maatpn creates controversy and leads to
the debate on the tension between the letter amdghit of the law, between form and
substance of the financial product. This manipatatand debate is also found in
conventional financial markets bshhari‘ah has an edge over the former for it has moral
dimension. If a prohibited transaction or produstmade legal using artifice, which
negates Allah (S.W.T)'s commandments then this ansoto a sin deserving to be
punished.

In order to make a product permissible both formd anbstance must be in compliance
with shari‘ah. According to Ibn Taymiyyah (1997) the companiohshe Prophet (peace
be upon him) were in agreement to conddnyal. According to lbn al-Qayyim (1968)
not a single Islamic jurist acknowledged all kinafs artifices. Thus, form or means
cannot supersede substance or end. Further, thareagreement of Muslim scholars that
good intentions cannot justify a transaction megnirereby ends do not justify means.

This may be concluded from the above that schalasn agreement that there should be

120



LEGAL AND SHARI'’AH COMPLIANCE ISSUES IN RELATIONDERIVATIVES AND SUKUK
Chapter 3
a balance between form and substance however tfiey @h the degree of consistency

and not on the attainment of consistency.

Principle of consistency requires that while dengsislamic products, form and means
should conform to substance and ends respectifélg. principle is based on tHigh
maxims of “actions are based on objectives,” aneédnings supersede letters” (lbn al-
Qayyim 1968). Therefore, on the basis of this #&mng financial product must examine
the purpose or end result of the product. Thergaftéound acceptable then one should
proceed with the product development. If found cmtforming toshari‘ah, then re-work
on the product to make $hari‘ah compliant. So work on substance of a product isedo

prior to the work on its form.
3.2EVOLUTION OF PRODUCT DEVELOPMENT AND ITS PROCESS

The above principle may be explained through amgs@ Murabahahandtawarruqare
two contracts. One involves the sale of goods derded price. Intawarrug the end
result is the attainment of liquidity though itdene through the sale and purchase of real
goods but in substance it isridawi loan transaction. Thereformurabahahis a valid

contract andawarruqis controversial.

Now, as it is seen in substanoeirabahahis a valid permitted contract, it must also be
processed through permitted means according torutegs of shari‘ah like selling
without owning it etc. Inawarrug no matter what the process is followed accordng t
shari‘ah, if the end is not legitimate the legitimacy ofopess will not help at all in

labelling the contract legal arsthari‘ah compliant.

A product may be developed by imitation, mutatiansatisfaction. In imitation an
Islamic financial product is developed by copyingamventional product with the same
result as that of a conventional one. This may &lsocalled as reverse engineering.
Examples of imitation are a financial call optioashits equivalent in Islamic finance is
‘urbun; interest rate swap has its Islamic counterpareeaiprocaltawarrugand reversed

tawarrug with different mark-up structures; a conventionaterest loan may be
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replicated in Islamic finance intbawarrug or ‘inah; and time deposits has their

replication in Islamic finance as reverdadarrugetc.

This strategy is not recommended because this gesnform over substance and means
over ends policy and not benefiting from the trpgisof the shari‘ah. Further, imitation

is actually the adoption of conventional economgduicts serving their objects and
shari‘ah is observed in form without its substance. Thikesahari‘ah subservient to
conventional without any innovation and creatiwtyich is the essence of financial
engineering. Another disadvantage of this policythat shari‘ah is observing the
objectives of conventional finance with its addi@ constraints without any
improvement in the value of the objective functafrthe conventional product. It would
be more beneficial if objective function is deriviegdm theshari‘ah rules and devising a
financial product with optimal function. In the taghis replication of conventional
products by the Islamic financial industry wouldngr in the same problems as that of

conventional financial industry.

In mutation acceptable products are developed basesthari‘ah principles. Thereafter
based on their usefulness superior products aaeest and the poor ones are abandoned
and this process continues until a perceived pigofeds achieved. This phenomenon is
known as 'genetic algorithms'. An 'evolutionaryaaithm’ maintains a population of
solution candidates and evaluates the quality oheslution candidate according to a
problem-specific fitness function, which defineg #nvironment for the evolution. New
solution candidates are created by selecting velgtifit members of the population and
recombining them through various operators. Speefolutionary algorithms differ in
the representation of solutions, the selection reism, and the details of the
recombination operators (Allen and Karjalainen 1929'genetic algorithm' starts with a
population of randomly generated solution candslaiéne next generation is created by
recombining promising candidates. The recombinaiiolves two parents chosen at
random from the population, with the selection @twbties biased in favour of the
relatively fit candidates. The parents are recomabithrough a ‘crossover' operator,

which splits the two genetic structures apart adoanly chosen locations, and joins a
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piece from each parent to create an 'offspringa(aafeguard against the loss of genetic
diversity, random 'mutations' are occasionally adtrced into the offspring). The
algorithm evaluates the fitness of the offspringl aeplaces one of the relatively unfit
members of the population. New genetic structurespaoduced until the generation is
completed. Successive generations are createceisaime manner until a well-defined
termination criterion is satisfied. The final poatibn provides a collection of solution
candidates, one or more of which can be appliethéooriginal problem (Allen and
Karjalainen 1999).

The last strategy is based on customer satisfaclionthis strategy, products are
developed according to the wishes and satisfadfote customers. This strategy and
strategy of mutation are opposite to each other thethodology but both complement
each other. This strategy shows how customersrdieterthe market and market evolve
naturally and economic progress is measured bgfgiat) customers’ needs. Here it can
be seen that ends determine means. For examptaigtamer needs cash and apply for it
to a bank but his ultimate desire or need is to &war. Here is real need is to buy a car
and Islamic finance which, links pure finance wieal financial transaction will go for
the purchase of car rather than giving the custooash. Similarly, if need of the
customer is to pay an existing debt, the Islamitkbaould go for the payment of debt by

paying to the creditor rather than giving cashh® ¢ustomer and satisfy his real needs.

It has been argued that money is a veil. Thus,iediting money will lead one to the
reality and ultimate objective of economic transattwhich is the real transaction. In
present day society electronic money (Shiller 2083)eing used leading one directly to
the real transaction removing the middle step @&ioing cash, which is a step forward
to integrate financial sector with the real secfbnjs is in compliance wittshari‘ah
principles proving that Islamic finance is potetyianore efficient than conventional
finance (Al-Jarhi 2002). In other words, financireal transactions of customers is the

ultimate alternative for lending anawarrugproducts alike.

The argument is that credible Islamic instruments lkely to be more efficient than

conventional ones. The Islamic industry howeverdse® review applied strategies for
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product development to take full advantage of sf@lhiency. After arguing in favour of
product development in Islamic finance, the follog/iparagraphs will discuss the legal

andshari‘ahrelated issues with reference to derivatives sauldik
3.3SUKUK AND DERIVATIVES

Derivatives are innovation in financial engineeriaagd these are financial instruments,
whose value is dependent on the value of anottsrument or underlying asset. For
example, stock option is a derivative whose vatuddpendent on an underlier namely a
stock. In derivatives, a derivative may furthertbe cause of creation of other derivative
products or exotic instruments through unbundling=or example, a bond instrument
may be unbundled into credit tranches, principaipst interest-only strips, interest
differential strips and the interest strip may meagped against another interest index.
Therefore, products are multiplied and a primarydpict gives rise to as many derived
product as could be derived and making the gapmade wider between the primary
product and the last derived product. Primary atsd derived products are traded
separately in the market. Derivatives may be coseplriof rights or claims or notional
assets such as a stock option or warrant is a whbkteby a stock can be acquired if it
suits to the party concerned like price and denmetndIn derivatives, actually a risk is
transferred from the risk seller to the risk takethe hope of gaining some profit out of
the deal like price risk (Bruyere and Cont 2006pwHthey transfer risk is complicated
and frequently misinterpreted (Williams 2011). Datives have also been associated
with some spectacular financial failures and witlbidus financial reporting (Choudhry
and Landuyt 2010 and Stich 2008).

Derivatives imply speculationm(aysi, uncertainty and ambiguityglarar, jahalal),
exploitative - Zero sum game zulm, and high leverage - interestribg@) (Mohamad
and Tabatabaei 2008). Derivatives are criticisedHeir association and link with some
of the major financial crisis in the recent histgBruyére and Cont 2006). Failures like
Baring bank in 1995 and in 1998, the derivativescsilative activities caused the fall of
the Long Term Capital Management (LTCM) capitalnfirdJSD4.8 billion to about
USD 600 million (Salvatore 2004). As a result oé thTCM's failure the world stock
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markets fell by 11% and FED has to sponsor a reptare by offering about USD3.6
billion into the company by a consortium of bankzderal Reserve Bank of Chicago
2006;IMF 1998). Enron is another example in 2001ctvlwas hit by the financial crisis
and the main blame lies on derivatives and concema® raised about counterparty
(credit) risk and financial reporting (Sterling Zathd USA 2010). And now finally the
current financial crisis is another example of tensequence of use of derivatives
imprudently (GB HL 2010).

Sukukare instruments, which also derive their valuenfran underlying tangible asset so
these are derivative like instruments (Marcinkowetkal. 2011)Sukukare different from
Bonds, shares and conventional derivatives butetree the same as conventional
securitization hence may fall under the definitioh derivatives with some unique
qualities (Omar et al. 2013;Gannon 2009). It mayirbpgortant to determine whether or
not sukuk may be regarded as equal to "Securitisation" ass itinderstood in the
conventional meaning. Securitisation is the paakggif loans into pools and converting
these into marketable securities representing at@in the pool and which are offered
for sale in the public (Chandra 1984). In the psscef securitisation, following issues

pertaining tashari‘ah are important.

3.4SUBJECT-MATTER AS COUNTER-VALUES

This part will explain the importance of the exigte of the subject-matter of sale at the
time of contract. This is an accepted rule thatabject of sale must be deliverable (Igbal
2009). A discussion will be made on the selledbility to deliver the object of sale and
on and on the sale of the unse&ay( al-gha’ib). Similarly, we will reflect on other
related areas such as deferred sdlag’ (@l-mu‘ajjal), debt clearance salbdy’ al-kali bi
al-kali)! in the light of the Quranic evidence on deferrmhtracts of exchange. The
topic of subject-matter has three issues to beuds®d vis-a-vis., the existence of the
subject-matter of a sale; the sale of the unsewhilze seller's ability to deliver the object
of the sale (Igbal 2009).

"Detailed discussion amay* al-kali bi al-kaliis given under the heading Debt Clearance Salage @59.
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Figure 3.1: Issues Pertaining to Subject-Matter

Subject-matter

The existence of the subject-matter Sale of the un-seen  Deliverability of the object of sale

Source: Author’'s own
3.4.1THE SUBJECT-MATTER

Muslim scholars have held that one of the elemehtsvalid contract is the existence of
the subject-matter at the time of contract (Igp@09. Therefore any sale of a non-
existent objectl{fay’ al-ma‘dim) is not allowed and if so held will be declaredl rand
void without considering the fact whether this reastence is temporary or permanent
(Cizakca 2012). Similarly, the sale of a subjectiaraof whose existence is in doubt, is
also invalid (Ibn al-Humam 1970; Ibn Qudamah, 196®x example, milk in the udders
of a cow or the sale of fruit on a tree prior t® dictual existence and hence appearance
(Hassan1997;Vikar 2005). In the case where sulpjtter is not existed, the effect of a
sale i.e., the transfer of ownership, is abstract mvisible. Therefore, at the time of
conclusion of contract of sale, its effect mustaltached to something already existed or
existed at the time of the conclusion of the carttrelowever, where the subject-matter
of a sale comes into existence in future (e.g.frustiin the case odalamand labour in
the case ofstisna)), sale is allowed. Majority of the jurists congidiee contract ogalam
andistisnd are anomalous and are exception to the genelaland these are allowed
through juristic preferencesfihsar) and subsequently througima‘. For instance, in the
case ofistisna’ contract, services of an architect cannot exishattime of the contract.
But there is a different view mainly presented by Hanbali scholars Ibn Taymiyyah, his
disciple, Ibn Qayym and also the Shafi'i jurist ‘izz al-ditbd al-salam, who have held
that salam and istisna’ are not exceptions and these are normaiwafig al-giyyag
contracts. Before them, contrary to the majorityn@m, the existence of the subject
matter is not a prerequisite of a valid contradtefEfore, it was held that an object may

be regarded fit for a valid sale contract if it mag recognized, at the time of contract,
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without any conflict and uncertainty i.e, there gldonot be anygharar (Ibn Qayym,
1968).

Imam Malik has distinguished between contracts of arge qizd al-mi‘ awadat) and
contracts for gif{'uqaud al-tabarru’). According to him in charitable contracts thesao
exchange of counter values hence the existenagbggd-matter at the time of contract is
not a requirement. Therefore, a gift of what ishea womb of an animal is allowed but it

will not be valid to sell the same for a price.

Ibn Taymiyyah only disallows a sale of non-existsobject-matter where there is an
element of gambling or someone’s property is bemgappropriatednfjugamarah wa
‘akl al-mal bi al-batil), but it is otherwise lawful. Ibn Taymiyyah furtheounter the
argument of those forbidding the sales of non-erissubject-matters, by stating that
there view is not supported through text of therses and there is no consensus of
scholars on the matter. Further to the above, thereexamples of sales of non-existent
subject-matter permitted by tlshdari‘ah such as the contract of lease and hire, and also
the sale of unripe fruit after it has emerged. €hme, according to Ibn Taymiyyah the
issue for the invalidity of a contract of sale @t the existence or non-existence of the
subject-matter rather the question if there invelaay is misappropriation and gambling
(IbonTaymiyyah, 1899).

Ibn Qayym also prohibits such sales on the groundjlzdrar and on the existence or
non-existence of its subject-matter (Ibn Qayy1968). Therefore, Ibn Qayyim tried to
elaborate difference between the existence andewrmtence of subject-matter of a
contract of sale and uncertainty over the delivarthat subject-matter, which gharar.

Thereafter, he makes it clear that the objechairi‘ah is to prohibit a sale where there is

a risk of uncertainty on the deliverability of thebject-matter.

There could be three situations in contracts of gdlere subject-matter is not present at
the time of contract with the possibility of thetdte availability of the subject-matter,

which are as under:
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In the first situation, though the subject-mattartjlly exists, it completes afterwards.
For example standing crops and un-ripen fruits lom trees, which ripe later on or
produce which ripen in consecutive waves. In thigasion, there is a possibility of
gharar or uncertainty but it is more probable that in Higsence of any event beyond
human control the subject-matter may be availabltedklivery. There is, however, is
difference among the jurists on the time of vajicf contract as some regards contract
absolutely valid at the time of the contract andeo$ regard it valid only when the crop
or fruit is plucked and delivered. Some have séfrd that the produce should be left in
situation until it ripens and that this should mally be with the permission of the seller,
others have differed (Ibn Qayyim1968).

The Malikis have permitted the sale of consecuyiedd and argue that in this situation
the gharar is not excessive. Further to the above they harmitted it for the welfare
and need of the people. The majority of Sl&fand Hanbalis have permitted the sale of
the yield that has already emerged and not thd ywich has no signs of existence at all.
The majority of the Hanafis hold the same view wstbme of the minority of them
permitting the sale of consecutive waves of yieldle grounds of necessity and custom
(Kasani 1910). Article 206 of thdejellahvalidates consecutive waves of yield, and this
is based on the Malikjtihad.

Now we will consider the second situation in whtble subject-matter does not exist at
the time of contract but it is certain that it waltist later on. Majority of the scholars have
held that this form of sale is not valid. HoweveGanhuri (1956) criticizes and stress for
the permissibility of such sales because earliemptiohibition was due tgharar and not
non-existence and in the present tingbsrar is most of the cases is not present hence

permissibility.

According to al-Sanhuri (1956) there is need toeceopth the present day needs of
commerce and trade and to get away from the imatiagidity for the sake of public

welfare. Further, he refers to Ibn Taymiyyah and @ayym who have allowed the sale
of non-existent objects devoid gharar (Al-Sanhuri 1956). Applying above examples on

futures-trading in the present day world of traded acommerce, specifically in
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agricultural commaodities, one will notice that tkabject-matter of the sale is non-
existent at the time of contract. However, at thd ef the contract, the availability of
commodities in the future is guaranteed through é¢lkehange and clearing houses
therein. The practice is that usually the goodsnatedelivered but due to the clearing-
house, a buyer may ask for delivery, during theévdey month. Therefore, applying Ibn
Taymiyyah, Ibn Qayyn and al-Sanhuri's view futures trading is allowAt.the same
time futures-trading is highly regulated and theseno possibility of gharar or
uncertainty causing any dispute between the pafiesse fears admittedly still exist in

conventional contracts of sale, but not in futures.

In the third situation, the subject-matter doeseast at all without any guarantee that it
will exist in the future. Ibn Qayyim and al-Sanhbave mentioned this situation in the
context ofbay‘ al-ma‘dum According to them in this sale there is an elenoéigharar,
excessive uncertainty and risk and therefore imgssibie. Therefore, ‘milk in the
udders’ or an unborn animal cannot be sold forréason of havingharar (Al-Sanhuri
1956; Al-Sarakhsi 1986).

This discussion may therefore be concluded thaskiaei‘ah has forbidden angharar
and uncertainty on the existence of subject-mattehe time of delivery and it is not
necessary the subject-matter be existed at thedfnsentract and there is rgharar or

uncertainty if the subject-matter does not exigshattime of contract.
3.4.2SALE OF AN OBJECT NOT PRESENT AT THE TIME OF CONTRET

In Islamic commercial law, the subject-matter skddug definite and precise. There could
be only two possibilities regarding the subjectter inspection at the time of contract:
either it is present for inspection of the parééghe time of contract or it is not present
but it may be identified through defining its spg@eitions, essence, quantity and value
and the knowledge of these at the time of contracit be such that it precludes material
ignorance &l-jahalah al-fahishah that could lead to a dispute (Kasani 1910). Amel t

buyer may decide on these identifications to pwehthe subject-matter. The first
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possibility is without any doubt accepted by ak thcholars to regard a contract valid.

But scholars differ in the second possibility tader a contract valid.

The concept obay* al-gha'’ib is relevant to futures trading because in futdrading is
conducted on the basis of the description of thgest-rmatter (commaodity). For example
in a commodity exchange crops and foodstuff isedaaind these are fungible agricultural
commodities. These are determined and standardizedigh measurement, weight,
quality, grade and on delivery terms. To complyhwihese commitments is enforced
through a mechanism and clearing houses of theaeges. Therefore, it is very difficult
to deviate from the agreed terms of a contractiation to the subject-matter. If a party

does so, he or she has to compensate the othgy\whith would be a buyer in our case.

There is disagreement among Muslim jurists on thé&diy of a contract of sale
concluded in absence of the subject-matter andbdiyer is not granted any opportunity
to view it. The reason behind the prohibition astbontract is the issue gharar which
could arise if a contract of sale is concludedha absence of subject-matter and the

subject-matter may not be clearly identified (Ka$@mh0).

Muslim jurists here have debated on the extergharar whether it is a trivial gharar
al-yasir) or exorbitant gharar al-kathir). There are four significant views on this.aim
Malik on the other hand considers it to be tri\ghlarar. According to Malikisbay‘ al-
gha’ib is only allowed if the subject matter is precisggntified leaving any room for
uncertainty andyharar. If later on, upon delivery subject-matter appdarbe different
from the description, the buyer has right to reftieedelivery. Ibn Juzay, a Maliki jurist,
a seller can not change the object of sale if e@his concluded in its absence. However,
if there is any fear of any change in the objectaé, this will cause an exorbitagitarar
and hence making the contract invalid (Al-Sanh@b@). There are two views quoted
from Imam Shafii. The earlier view from Imm al-Shafi‘i is from the Kitab al-Umm,
where he validates not justy’ al-gha'’ib, but also the deferred payment of the price in
bay' al-gha’ibto a future date. He further entitles the buyeh& subject-matter does not
match the description at the time of the contrAtShirazi, a Shafi‘i School jurist further

elaborates that if both the genus and type of tiigest-matter are identified, the sale is
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valid and the buyer is entitled to the option adwing. For example when A says to B
sell him a ‘10 kg of Pakistani rice’ instead of say’10 kg of rice’, the sale will be
considered valid devoid gharar. Al Sharbini, another Shafi‘i jurist, is also imé with
the majority view and also Al-Shirazi (Al-ShiraZR46; Al-Sharbini 1958).

The majority of Shafi jurists did not validatday* al-gha’ib and came to the conclusion
that this was al-Shafi‘is later ruling repealing tharlier one. Al-Shirazi’'s commentator,
al-nawawi, also supports this view (Al-Nawawi, 1921 his later view, Iram al-Shafi‘i
regarded that ibay‘ al-ma‘dumthere is exorbitangharar, which cannot be removed
anything less than direct observation of the subjeatter and a genus or its type or both
together cannot be specified through descriptiohSWafii 1901). They base their
arguments on thbadith which simply proclaims, as Abu Hurayrah transmikst ‘the
Prophet (peace be upon him), prohibitealy* al-gharar, and also on account of the

hadith‘sell not what is not with you

Imam Abu Hanifah comes with some technical view. Adoog to him a buyer is granted
right of view (hiyar al-ru’'yah) of the subject-matter even after the conclusibrthe

contract. This renders that the Hanafi School asceay’ al-gha’ib as valid contract
which may be confirmed upon the viewing of the sobmatter and thereafter

acceptance of the buyer.

Here a difference of opinion arises between theikil&chool and the Hanafi School.
Malikis says if there is an option of viewing th&bgect-matter then there is no need for
the description of the subject-matter. Similarfyaisubject-matter is clearly stated and
identified by describing the genus, type and qugntiption of viewing is not needed.
But Hanafis give the option of viewing on top ofsdeption of the subject-matter where

subject-matter is absent.

The Hanabali school also validatbay’ al-gha’ib subject to two conditions: (i) the
subject-matter of the sale should fulfill the aigefor forward sale qalan); (ii) only
fungible commodities which can be measured and lwegigzcan be the subject-matter of

bay* al-gha’ily; (iii) the specifications and description of thépect-matter must be firm
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and predictable; (iv) the seller should be ablentake delivery according to the
agreement, regardless of the distance or timeghtiake to view the goods; and (v) like
the Malikis, the Hanabalis also entitle the buyethte option of cancellation in the event
of variations in the stated quality. Ibn Taymiyyahile answering those who does not
allow the sale of the unseen, states that the Rtqpleace be upon him) only prohibited
the sale containingharar involving misappropriation of others' property.efa is also
evidence that the Companions bought and sold uregents, and none of them declared

such sales to be unlawful (Ibn Qudamah, 1969).

Therefore, it may be concluded that majority ofadals have permitteday’ al-gha’ib.
Their argument is based on the Qur'anic verse §:2n the general legality of all sales
unless otherwise prohibited Bynnahand/orijma’. In addition they rely on thkadith
reported by Abu Hurairah (RA) from the Prophet eebe upon him) which is:

“one who buys something he has not seen shall hlageoption of

[cancellation] when he sees.it

There is conflict on the authority of thlgadith as some regard it one which has a
disconnected chain of narratorayrsa) and others oppose this contention and regard its
chain of narrators as un-brokemysnadl. Al-Sarakhsi, a Hanafi jurist, in signifying its
importance held that the Hanafis follows thedith because of Ibn ‘Abbas and Hasan al-
Badri as its narrators though it isnaursalone. Further to the above, dm Malik and
Ahmad lbn Hanbal have followed it (Al-Sarakhsi 1986 additionbay* al-gha'’ib is
further supported by the legal maxim that the normespect of trade and transactions is
permissibility (ibahah). In validatingbay* al-gha’ib in principle, the scholars have also
given due consideration to public interesiSlahal), and the smooth running of business
transactions in the community. The criteria setsblgolars permitting it is so clear that
any element ofjharar may hardly be found like the right to inspect thbject-matter
before taking delivery and if found not compatillégh the specifications prescribed at

the time of contract to cancel the deal.
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3.4.3DELIVERABILITY OF THE OBJECT (MAQDUR AL-TASLIM)

Majority of the scholars are in agreement thatdhiegject-matter must be in a deliverable
position. Any contract where a seller has no paoweteliver the subject-matter is invalid
such as sale of fish in a river or of birds in gkg. Imam Malik has made an exception to
this and held that in the charitable contrgtigud al-tabarru) there is no exchange of
promises or values and it is a unilateral promisthout any element ofharar for
example gift of a runaway camel by one person titer (Al-Sarakhsi 1986). Kasani
(1910) states that a contract is not accomplistrddss its basic benefialfa’idah) is
served which is the ability to convey the subjeeitter to the buyer. In the above two
examples if the fish or the birds can easily beeased and caught then there is no

question ofgharar and uncertainty.

Here, following conclusions may be drawn: The saleoid (atil) where the seller is
unable to deliver the subject-matter at the timeasftract. The contract will be voidable
(fasid) and not void l§atil) if a seller becomes unable to deliver the objédale after the
conclusion of the contract. By the term deliverysiitmeant that the seller’s control over
the subject-matter to deliver it to the buyer orewehhe is not in full control of the
subject-matter, to deliver it through the forcdax. Where the delivery is made through
the force of law, the sale is considered as a \said but is suspendechgwquj till the
actual delivery takes place. For example the delivéll be accomplished through the
intervention of court where a legal owner, dispesed of his property illegally, sells his
property bay' al-maghsup The sale will be considered valid buawqufuntil the object
of sale is delivered through the intervention otito A voidable fasid) sale can be
distinguished from a validbétil) sale where delivery is possible only by incurrbregm

to the property, such as the sale of a fixed objeca building, which could not be

extracted without causing structural damage.
The source of the above conclusion is the followiadith, which states that:

“harm may neither be inflicted nor reciprocatédbn Majah 1981: Hadith 2340)
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Therefore, no sale is allowed which is intentiopdarmful for the seller but where the
seller voluntarily agrees to such sale and accepleliver the goods with a harmful
consequences to him, the sale will be a valid dnkisaown risk. But the sale of an
object, as discussed above, delivery of which obd seller's control, is null and void
(batil).

It is worth to mention here another sale whichhis sale of a debbéy’ al-dayr) to a
third party and this is not allowed and will be atid. However, the same is allowed to
the debtor himself. In the event of sale of debth®third party, the seller is not able to
deliver the object of sale and the same is a chamgbe debtor. For example A gives rice
to B on credit which he later on sells to C. Thie saill be void because the subject-
matter is in B's possession and he will be unabldetiver the same to C. However, the
same sale is valid if it is made to B because kmzedelivery is out of question (Hasan
1986).

The majority of the scholars have agreed that lisaks immediate transfer ownership
and delivery should be made except the sakal@mandistisna’, otherwise the purpose

of the sale is frustrated (Kasani 1910; Al-SanHigb56). But Ibn Taymiyyah and lbn

Qayyim have contrary opinion (Ibn Qayy, 1968). Ibn Qayiyn explains as:

“In response to the assertion that the effect afitre@t materialises by immediate
delivery, it must be stated that the effect of atwact is either specified by the Lawgiver,
or by the contracting parties, neither of whictprsven in this assertion. The Lawgiver
has nowhere stipulated that the subject matteratf must in all cases be delivered
immediately after contract, nor would the contmagtiparties always want immediate
delivery (Ibn Qayyim, 1968)

According to Ibn Qayyn (1968), in a contract of sale the parties maeagither to

defer payment of sale or delivery of the subjecttenaAn example may be quoted here
when Jabir sold his camel to the Prophet (peaagoba him). He requested to postpone
the delivery until Jabir reached Medina. The Proplpeace be upon him) agreed to
Jabir's request. Explaining further, Ibn Qayy (1968) argues that if there were no
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reference from theunnal it is rational to allow so and it may get its ipéssion from
analogy as well Referring to Bm Ahmad ibn Hanbal (1985), he asserts that thmm
and his followers allowed deferred delivery in limh the custom of the society and
time. Therefore, delivery of a large amount of gocdn be delayed because for delivery
of such a quantity there needs to arrange the res®such as carriages etc. According to
Ibn Qayym (1968), there is no such provisionsinari‘ah that all the beasts of the town
should be hired to carry and deliver the goodsnaeoWhile arguing against the majority
of the scholars that delayed delivery in terms @vpiling custom is exception to the
general rule of sales, he strongly denies thatishes exception. He continues that if both
the parties agreed to delayed delivery in additmthe prevailing custom, this amounts
to a permitted transaction befoshari‘ah as a matter of principle and not that of
exception (Ibn Qayyn, 1968).

Comparing above situations with the futures-tradimgye the delivery in open contracts
is delayed but guaranteed through the mechanisteafing-houses in the exchanges. In
a normal contract of sale, a delivery is not alwgyaranteed and rules fodh still apply

on these sales. In futures, delivery is guaranteexligh clearing-houses over and above
the level of guarantee in a normal contract of.ddtavever, in normal practice the buyer
instead of taking delivery offset his position hytexing into a reverse transaction. This
has no concern with our present discussion of #lavetability of the subject-matter
rather this is the choice of the buyer not to tidkend he has no obligation to take it. The
seller who wishes to deliver gives notice of delwt the clearing-house, and the rest of
the delivery procedure takes its course within days

3.5DEFERMENT OF THE COUNTER-VALUES

Unless otherwise agreed by the parties, immediafireeability and effectiveness is the
significance of contracts under Islamic law (MadK@55). Therefore, contract of sale
according to Muslim scholars should be enforced édlilmtely with all its consequences.
These are transfer of ownership and the immedialieaty of the subject-matter. The

parties to a contract are free to prescribe apdlstie terms of a contract, which has some
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limitations too. The most common of all these latitns almost present in every contract

is that no stipulation should frustrate the mainpoge of a contract.

There are two definitions of sale one specific d@he other is general. The general
definition of sale is “a contract of exchange whislinding on the parties”. The specific
definition of sale is the “exchange of a tangiblgeat @ ayn hadiral) that is present for

a price that is assigned to the persdhirimal) of the buyer” (Kasani 1910). This
definition includes a normal sale and barter exgeanhere the counter-values are some
tangible goods and in the case of currencies bmtbssinvolve currencies. In both
situations, delivery will be immediate otherwisarmiay be regarded as debt on the other
side. The general definition of sale also includevard sale galan). In salamsale the
price is paid at the time of contract with a deddridelivery of the subject-matter. A
majority of scholars are of the view thetlamis an exception to a contract of sale where
immediate exchange of the counter-values in phliy$ocen is the requisite (Ibn ‘Abidin
1966).

Maliki School has permitted deferred salbsiyu’ al- 'ajal) if there is no element of
gharar, with many restrictions and excluding many forrReason for this restrictive
approach is blocking the means of making illegad kegal ¢ad al-dhara) and for the
fear of involving inribawi transactions. Al-Qaradawi remained critical to tHaliki
School by stating that these prohibitions are sl on the injunctions of the Qur'an or
sunnah but is rather based on juristjthad, and this is why many different views have
been recorded on the subject (Al-Qardawi 1987).

The Shafi‘is have permitted the deferred sale agdependent category subject to the
condition that the period of deferment is precisgtipulated in order to avoigharar.
The source of Imm Shafiis argument is based on the Quranic text whererded
liability contracts are permitted (2:282), whichdscussed below. On same evidence,
Imam al-Shafii has permitted the sale ‘@fiah. ‘Inah may be elaborated through the
following illustration e.g., A sells an object B for a deferred price of Great Britain
Pound (GBP) 100, and buys it back from B for an adrate lower price say for instance
GBP9O0, or deferred for a lesser period (al-Shafi01).
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The Hanbalis has also allowed deferred sale if dewbusury andgharar. The views of

Ibn Taymiyyah and his disciple Ibn Qagyhave already discussed earlier.

Therefore, it may be concluded that the scholave lpermitted deferred sale with some
reservations. But Ibn Qayyim (1968) has acceptediihout any conditions as an
independent form of sale. The coming part will dscnow some of the types of deferred
sale as allowed by trehari‘ah.

Forward sale contracisglam) and deferred manufacturing contraidtiéna’) are two
deferred contracts which are allowed by sfari‘ah. In both of these contracts the
delivery is postponed to the future datesétamthe seller is paid the price immediately
at the time of contract and at the time of contthcugh not having the goods in his
possession but guarantees the delivery after hgwrsgession over the goods. In nut-
shell it is a promise to deliver in exchange of iethate price payment. The goods to be
delivered must be determined precisely in termgudntity and quality. The date of
delivery must also be determined at the time ofdbetract. There is an agreement of
scholars thasalamis allowed in fungible goods but some of the sat®have extended it
to all the commodities except gold and silver inickihcase deferment may amount to
riba (Rahim 1977; Saleh 1990). Scholars have dealt wdtam and istisna’ with

exceptional caution for the fear of indulgencglmarar andriba.

The Hanafis have asserted that the goods mustaixiseé time of contract and the date of
delivery be ascertained at the time of the contrBlee Shafi‘is, relax the requirement of
the fixation of delivery date which they considesed not to be fixed. While devising
rules for sales and allied issues, the scholarsiresd concerned about the public interest
and society’s situation at that particular era.

In contract of manufacturin@stisna’), price is paid in advance in exchange of prortose
manufacture and deliver the desired good in a deffature dateSalamhas its authority
from the sunnahwhile istisna’ has its permission througima‘, custom (‘urf) and
business needs (Rahim 197[&tina’ is a good example, which is a deviation from the

general rule of immediate exchange of counter-vahrel existence of the subject-matter
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at the time of contract. There is a difference ph@mns on the binding nature istisna’

contract. Some of the scholars includingitmAbu Hanifa regard it a mere exchange of

promises fawa‘ud) therefore non-binding. However, the majority bk tscholars and

Imam Abu Yusuf, a leading Hanafi Scholar, regard biading contract (Al-Qardawi

1987; Saleh1990).

It is agreed that the basic purpose of a contrédate is the immediate transfer of
ownership of the object of sale like immediate wBly of the counter-values at the time
of contract. Bushari‘ah has permittedalamandistisna’contract as an exception to this
rule but scholars have reservations on the peroilisgiof these sales because this may
destroy the purpose of contract of sale which isv@diate transfer of ownership of the
subject-matter at the time of sale. Therefore, dricdion has been made that only
deferment of one of the counter-values is allowsd @ot of both at the same time. Either
the payment of price or delivery of the subjectferatmay be postponed to a future date.
A contract with both the counter-values deferred tiuture date is invalid. If both the
counter—values are deferred then it is not reallsal® contract but a promise and an
agreement to sell. This deferment if not handleith ware may cause uncertaingyarar
and also unlawful gain which r#a. Thegharar that is apprehended here relates to price
changes over the course of time, changes that raftgtt the subject-matter of sale, and
the question of whether the parties might consetjiatispute the terms of their
agreement (Al-‘Attar 1978).

For a deferred sale two conditions must be futfill¢i) the counter-values must not
comprise usurable items lest it may lead to uslity.determine if a commodity or

counter-value is usurable or not tfigh schools have determined the criteria, which
differs from that of the other school and they btmr argument on the famobsdith

aboutriba.

In a barter exchange if the counter-values aré@fame genus and both are measurable
and weighable, the scholars have different viewghenvalidity of such a transaction.
The Hanafis regards it a usurable transaction. iBetioe Shafi‘is théillah to regard a

transaction usurable is unity of genus and edybilihe Malikis have added storability to
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the unity of genus and edibility as identified Ine tShafi‘is . A barter exchange [with
deferment] is thus valid for items that fall outsithese combinations. (ii) the counter-
values to be deferred must clearly be identifiethaat any ambiguity and terms of
delivery with the precise delivery date be mentib(&l-‘Attar 1978).

A deferment period’gjal) must be determined specifically by referring tpaaticular
date, day, month and year. If this period is depahdf an event, which is uncertain or
probable; or vague then it is not acceptable. Exangp uncertain period could be:
‘whenever the rain falls’ or example for a vagueiqek as: ‘the month of Ramadan’ or
‘the harvesting time’, it pertains to the firsttbit month or period. If period is specified
as ‘three months’, this signifies the end of thatiqd.

There is some disagreement on the period of defarnf®r example I@am Malik has
allowed deferred sales for very long periods, f@tance for ten or even twenty years or
longer. But majority of the scholars oppose theaid# long period for the fear of
indulgence irgharar.

Should there be compensation in the form of a higliee or some other consideration
for deferring the delivery of the subject-matterattater period, there are different views
of the scholars. Majority of the scholars view tinsrease as usury. But there is an
example fronsunnahin favour of such an increase. Tihadithis reported by Ibn ‘Abbas
wherein a discount was granted to the debtor fpaymg the loan before the maturity
period. On account of analoggiyyas, it is concluded that if a discount be granted fo
repaying a loan prior to the stipulated periodevikse, a deferment in paying the price
entitles payee for an increase as such.

Deferment has nothing to do with the validity of@ntract. Therefore, a deferment does
not affect obligation to pay in a contract of dédtSarakhsi 1986).

A contract may be divided into three types witherefice to time of completion: (i)
prompt @l-‘aqd al-munajjaz, which is effected straight away; (ii) contingdalk-‘aqd al-
mu‘allag), is contingent to a condition attached; and (lgferred &l-‘aqd al-mudaf i.e.,

a deferment to a future date. Whether or not araonts prompt, contingent or deferred,
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can be inferred from the language used in makingrdract and that is again a question

of fact. All the contracts are prompt and immediaggerformed except two, which are:

(i) bequest and (ii) executor shigd’). These contracts are affected and performed after

the death of the testator and not before.

As stated earlier a contingent contraei-‘dqd al-mu‘allag is contingent to the

fulfillment of a condition or an event. For exampleA says to B if you pass the exam |
will give you this car or A tells B: if you givelaan to my brother, | will be his guarantor
(kafil). Where a condition is already fulfilled, the dogent contract turns into a prompt
contract. There are two requirements for a validtiogent contract viz., the condition
must relate to a future time and the conditionne @hich can be fulfilled and not one

which cannot be performed by a normal rational e ®ladkur 1955).

A deferred contractal-‘aqd al-mudaf is one which is concluded in the present and
performance is delayed to a future time. This @uttis permitted by the Hanafis and
Malikis and becomes binding the moment it is codetly however, the performance or
its enforcement is only effective in a future dspecified in the contract. The Shafi‘is do
not see any difference the contingent and defaroedracts. According to them in both
the contracts are concluded earlier while perforimed later date. The Hanafi and the
Maliki differentiate contingent from the deferredntracts by referring to the distinction
between causes@bal) and consequencéukn). In deferred contracts performance to a
deferred date only have an effect on its consequera not the cause. While in
contingent contracts, the conditions upon whichoatract is contingent affect the
consequences of a contrgbtadkur, 1955). In a deferred contract either thgnpent of
price or performance of the contract be postponedtene but both the payment and the

performance cannot be postponed at the same time.

The contracts may be divided into three categofigeir deferment comes into question.
(i) Contracts which can only be enforced in theaufate.g., executorships and bequests.
(i) Contracts which may either be instant or dethynd scholars have mentioned about
fourteen of such category. Lease and hire; agem@kdlah); mudarabah charitable

endowmentwaqf and divorce are to name few of these types ofraots. (iii)) Contracts
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where deferment is not acceptable at all and thesehe contracts in which there is a
transfer of ownership e.g., sale, gift, partnergbiprkah), release of debtl{ra’ al-dayn)
and mutual reconciliatiors(lh). In these contracts performance is prompt andeosimp
is transferred without any deferment. There is redhfor deferment, for deferment in
such contracts is also likely to lead to indulgermcgambling (nugamarah (Al-‘Attar
1978).

The above three types are, however, based onigujigtad that deals with the prevailing
conditions of a particular time. The different guiges were evidently designed to
foreclose the avenues leadinggbarar and uncertainty that imperiled the integrity of

contracts.
3.5.1A GLANCE AT MODERN LAW
This is in the Qur'an while addressing believers:

“Devour not each other’s property in vain, but teere be lawful trade by

your mutual consent.(4:29).

In shariah every contract is deemed valid unless it is cjgardhibited. In many Muslim
and Arab states parties’ freedom is preserved telade a transaction and even many
have allowed transactions where subject-matteoiseristed at the time of transaction

but which is sure to be existed in future.

In terms of Article 131 of th&gyptian civil law 1948the subject-matter of an obligation
may be a future thing’. Article 132 regards a cacitivoid where subject-matter does not
exist. In terms of Article 133 and Article 134 teabject-matter of a contract must be

lawful and clearly identifiable.

Article 129.1 of theCivil Code of Iraq 195ktates that the subject-matter of an obligation
may be non-existent at the time of contractingyjled its future existence is possible
and provided it is determined in a way which dispible want of knowledgegahl) and
risk (gharar).
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Article 33 of theQatar Civil and Commercial Law of 19Has the same concept as that
of Iraqi Civil Code.Jordan’s Civil Code of 197t Article 160.1 mentions that a subject-
matter may be non-existent at the time of contpagvided it will exist in future without
any apprehension agfharar. Gharar is defined in Article 161 as an exorbitant want of
knowledge.

Article 30 of theKuwait's Commercial Code (Law No0.68 of 19&Mo allows sale of the
non-existent subject-matter. Further, Article 124 425 of the Code permits a contract if
price is not specified with a stipulation that tmarket price will be used or it will be
fixed by a third party. Article 168 of th@ivil Code of Kuwait (Law No. 67 of 1988ls0
permits sale of non-existent subject-matters. ims$eof Article 36 and 37 ddubai Law

of Contract 197 Xontracts conditional upon future events are aldw

Article 125 of theUnited Arab Emirates Federal Civil Code of 19@vides room for a
stipulation in a contract which is not prohibiteglbw, and is not contrary to public order
and morality. In terms of Article 2 of theommercial Code of Bahrain (Law No. 7 of
1987) commercial matters are regulated by the agreermknhe contracting parties
provided that such agreement does not conflict \widgmdatory legislative provisions.
Further, Article 2 of the Qatar Civil and Commetdiaw has similar context as that of

Commercial Code of Bahrain.
3.5.2A REVIEW OF THE QUR’ANIC AYAH AL-MUDAYANAH

Whether or not Quran permits deferred transactiofith future obligations may be

inferred from the following verse:

“O you who believe! When you deal with each othertriansactions
involving future obligations for a fixed period (id tadayantum bi-daynin
ila "ajalin musamman), reduce them into writingtlaescribe write down
faithfully as between the partieq(2:282).

The verse shows permissibility of future transaddio The following verse also
emphasizes on documentation. Further, these trémsashould be for fixed period and

details such as rights and obligations of the eartnust be clearly written and the
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document be witnessed. The question is whethemsaetions involving future

obligations for a fixed period’ should also incluid¢ures trading.

We will reflect on the two important words in thext namely dayn and ‘tadayantum’..
The word dayn means a deferred liability arising from a contracttwhich there is
exchange of values (Al-Amine 2008a). This is theecahere price or delivery of the
subject-matter is postponed to a future date (Ket@10b). The liability or obligation is
known asdayn,which is different from a liability arisen out afloan because there is no
exchange of values (Kettell 2010a). A loan is aithiale event where charging interest is

prohibited and values are not exchanged (Khan 1994)

Contracts of exchange with one of the counter-waldeferred to a future date were
practiced in early Islamic era. These were defesadd (i.e.pay’ al-mu’ajjal or bay* bi-
thaman al-‘ajil); bay' al-murabahah(cost plus profit salejl-ijarah (leasing);al-salam
(forward sale); anal-istisna’ (manufacturing order). The deferred liability isdevn as

dayn The followinghadithindicates permissibility of deferred sales:

“Ibn ‘Abbas narrated that when the Prophet (peaeupon him) arrived
in Medina, he found that the people had been psangiforward sales
(i.e., salam) in fruits for one or two years (thgébsarrator is in doubt
whether it was one or two years or two to threerggaThe Prophet
(peace be upon him) said: Anyone who pays monagvance for dates
(to be delivered later) should pay it for a spexdifimeasure and a
specified weight and a specified periogAl-Bukhari 2009: 503)

Tadayantumis a verb and it is derived fromayn and it is being used here to mean
exchange of goods and services with delays or woheier in obligation. The verb
tadayantumis followed bybi al-dayn, which implies future obligation stressing the
importance of the subject that is future obligatiecording to lIbn Kathir, the verse is
all about to regulate deferred transactions, whvelne being practiced at that time (lbn
Kathir 1988).

The following discussion will embark on the difface betweendaynand‘ayn. A daynis
a future obligation i.e. to say object of sale ne @f the counter-value delivery of which

is deferred to a future date, which is an obligata the person who is obliged to fulfill it
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(Vogel and Hayes 1998). Whilayn is an object of sale which is present at the tohe
the conclusion of the contract with an immediativeey (ibid). As such future contracts
are dayn contracts and creates personal liabilities. Tioeee the verse is concerned
about the deferment in the payment of price oraject of sale is daynor liability on

the party concerned (ibid).

The verse while differentiating deferred sale frepot sale, makes it clear that for a
deferred sale documentation and witnessing is aisitg Qi al-daynin ila ’ajalin

musamma)n The subsequent portion of the same verse raadsss it be a spot trade
which you carry among yourselve§lla an takuna tijaratan hadiratan tudirunaha
baynakunn which is exempted from the requirement of prectlcumentation and

witnessing.

The scholars meant here by deferred sale the deféraf payment of price to a future
date by their mutual consent (Siraj 1989). Thisigple that only one counter-value is
deferred to a future date and not the both is &alae inferred from the narration of lbn
‘Abbas (peace be upon both of them) because tree\sddresses the contractsafam
only (Al-‘Attar 1978). According to Imam Razi (19¥8his verse is concerned with a sale
in which the payment of price is deferred and bez®ia debt on the buyer (i.bay’ al-
‘ayn bi al-dayn. He further states that ttmadith also include the sale shlamin which

the delivery of the object of sale is deferred aelat obligation on the seller (i.bay* al-
dayn.

This verse does not apply on the barter salemugayadaly which is sale of one
commodity/goods with another commodity/goods. Téeson for that is in the barter sale
both the counter-values are exchanged immediatalyalbud without any delay. In
addition this verse does not apply to sale of awies pay* al-sar) because it requires
immediate delivery of both the counter-values (ibay* al-‘ayn bi al-‘ayn (Al-‘Attar
1978).

Based on the above, scholars have concluded thaamsactions involving real and

tangible goodsdl- a‘yan), deferred sale contracts from either sides areatiowed.
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Therefore, in a spot sale of a car whichlisayn,to defer delivery of the object to afuture
date is not permitted. However, in such transastitime price may be deferred to a later
date (Al-‘Attar 1978).

The above view, by some, is challenged on the aiytaf the narration by Jabir. He sold
his camel to the Prophet (peace be upon him) wikranission to defer its delivery till
the next day in Madina. The Prophet (peace be inpoh permitted that deferment. By
referring to this narration 1am lIbn Qayym states that Iam Ahmad ibn Hanbal and his
disciples allowed deferred delivery in tangiblereal goods, if parties are in agreement or

custom allows it (Ibn Qayyn, 1968).

Imam Razi on the sale of debt for another dbhay/{al-dayn bi al-dayh (futures trading

is based on this contract), states that it is enfof deferred sale and it is not allowed.
Because in the versdfa tadayantum bi-daynjndeferment is only from the one side
only and not from the both sides. Therefore, déddrance sale is not intended in the
verse and deferment is only allowed in the follogvimo types of sale: (i) sale in which
payment of price is deferred; and (ii) sale whdrere is deferment of a counter-value
from one side only and not from both sides (Al-RE2T8).

On the contrary, l@m al-Shafi‘i has held that the verse includes daéat in general in
which deferment may be possible from both sides odntract, which may include debt-
clearance contract. Ibn ‘Abbas has restricted teammg ofbay’ al-daynto bay‘ salam
only, however, by using analogy it could extendlidransactions of the kind with same
purpose quina bihi fi kull dayn giyyasan ‘alayh li-annahunfia‘nah) (Al-Shafi‘i 1901).
Ibn Kathir agrees with this view and adds that ‘theferred transactions’nfu‘amalat
mu ajjalah) are permitted in the verse and these should be&iimg (Al-Razi 1978). This
indicates a difference of opinion among scholarghennterpretation of wordayn some
have restricted its meaning and apply only to cettiansactions while the others apply
the term generally on all deferred transactione Qur'an takes the meaning adynin
broad terms including all the deferred transactom does not restrict it to certain
specified transactions. Al-‘Attar has the same viewile discussing in his book on
Nazariyyah al-'ajal (Theory of Deferment) shari‘ah (Al-‘Attar 1978).
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Concluding the above discussion, general meanintheftext should be taken in its
general meaning. lasul al-figh there is a rule that a text though revealed adiing a
particular topic ¢ha’n al-nuzul will have effect on that specifically and beyott it
does not affect i.e., it does not necessarily ictdine general purpose and ruling of the
text (Zahrah 1958). Applying this principle in tpeesent case, it may be said that the
reason for revelatiorsfia’n al-nuzul of the verse is linked to Ibn ‘Abbas’ narratid®o
though the verse is specific ®alam transactions, but its language is general and
applicable to all debts permitting all deferrednsactions which is subject to the

prohibitions of usury, gambling amgharar (Zahrah 1958).
Qur’an allows sale and prohibits usury:
“Allah permitted sale and prohibited ustufQur’an, 2:275).

According tofighi interpretation the meaning of the wdrdy" in the verse is general,
which is applied to each and every sale unlessetliersomething to the contrary
specifying this general meaning. This brings anepkional case to the general one. As
per the above verse all sales are permitted likbaaer &l-mugayadaly currency sale
(al-sarf); a spot sale i.e., the exchange of goods for wyiote forward sale ofalam
sale at cost pricaal-tawliyah); sale at cost plus profial-murabahaly; sale at lesser price
than its costdl-wadiah); absolute sale in which no reference is madbeabst priced]-
musawama)j and sale by auctiorakmuzayadahand many more like this (Al-Qardawi
1987). All of the above sales are permitted if déwaf riba, gharar or if not prohibited
otherwise through the authority sunnahor through the injunction of a permitted
authority acceptable ishari‘ah. Besides, in the absence of any prohibitive injlams,
all sales are permitted through the well known mmaxa figh i.e. the original state of
every transaction is permissiodl{asl fi al-ashiyai ibaha (Al-Qardawi 1987). The
Prophet (peace be upon him) made exception toahergl permissibility by specifically
forbidding certain types of sales which were petiin the pre-Islamic Arab society but
did not reflect on permissible sales because of ghaciple of being permitted in
originality (Al-Shafi‘i 1901). It may therefore bsaid that Qur'an permits all sales which

includes deferred sales. Futures are one of thodeheere is no particular text on their
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prohibition or impermissibility, therefore theselwbe permitted if devoid ofjharar,
usury and gambling. A discussion whether therenis @ement ofgharar or not in the
futures has already been discussed in the abovespadpich concluded that these are

devoid of these prohibitions in the prevailing fragsystem.

Further to the above, futures are also devoidiltd because it does not involve any
predetermined fixed profit without the risk of logdargin money which is deposited
with a broker or agent does not give rise to irderand are returned to the
depositor/customer in full if there is no loss. ther there is no unwarranted gain from
either side which may amount tdpa because both the parties exchange their counter-
values on a fixed future date and none of the gmehjoy the benefit of the stuff of the
other without paying the price for that enjoymddénce no interest is earned by either
party between the moment of contract and the fo@iclusion of the round turn

transaction. Speculation and gambling will be désed in the following pages.
3.6 SHORT-SELLING
"Sell not what is not with you{Abu Dawud 1984, Hadith No. 3496)

SS is based on the above quokedlith which is interpreted by different scholars with
different interpretation. SS is an instrument whiglfows investors to make money
without actually owning any shares. It is a saleadfecurity by an investor who is not
owner of it at the time of transaction. The investorrows a stock through his broker and
thereafter sells it in the market. (Dusuki and Adidz2008) Subsequently the investor
buys a stock from the market at a lower price tarreit to the lender. lIdigh it is a

condition that the object of sale must be existadl iamust be owned by the seller at the

time of contract otherwise the contract will beahd (al-fasid) (Al-Zuhayli 2003).
SS, therefore, may be regarded as in conflict thighfigh and one of thieadith

“Do not sell what you do not posse@l-Tirmidhi 1974:525).
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Connecting from the previous discussion where isteted that existence of subject-
matter is necessary at the time of contract, tbrign is all about ownership which is the
seller must own the object of sale before sellinfyiither. In futures-trading normally a
sellers sells before he owns a commodity and tleesithis contract in contravention of
the teaching of the presemadith The following discussion will analyse thsdith and
futures trading will be discussed in the light ea¢thing and interpretation of thisdith
with a view whether or not futures-trading is alkmlv The discussion will be made on
this hadith with reference to the conventional sale. Thereaitethe light of thisfighi

discussion, futures trading will be analysed.

Some scholars have challenged the authenticitiiishiadithin terms of its text and the
chain of its narrators. Thisadithis not recorded in al-Bukhari and not in al-Muslmut
can be found in thieadith collection of Abu Dawud and al-Tirmidhi (Al-Qarda®o87).

It has already been mentioned earlier that thexedaubts in the chain of its transmitters.
Abu Dawud (1984, Hadith No. 3496) and Ahmad ibn Ib#n(1985) have described
about thehadith to have been narrated by Ja'far ibn Abi Wahshiyedm Yusuf Ibn
Mahak from Hakim Ibn Hizam. In other collectionsfaurth name of ‘Abd Allah ibn
‘Ismah comes between the names of Yusuf and Hakimhato some is not known at all
(la yu'raf). Some of thehadith scholars even challenge the credibility of the mmai

narrator of thishadith namely Hakim Ibn Hizam.

On the basis of above discussion on the authgntdibboth thehadith it may not be
taken as authentisghih) hadith but ashassan(good)hadith, which is a lower status than
an authenticqahih hadith

Thehadithis narrated as:

‘Narrated Hakim ibn Hizam: Hakim asked (the Prophé{postle of Allah,
a man comes to me and wants me to sell him sorgettiich is not in my
possession. Should | buy it for him from the mi&rlkée replied: Do not
sell what you do not posses@bu Dawud 1984, Hadith No. 3496).

148



LEGAL AND SHARI'AH COMPLIANCE ISSUES IN RELATIONDERIVATIVES AND SUKUK

Chapter 3
This hadith may have different interpretations according tdfedent method of
interpretations. It may call for a total ba@l{rim), or abominationkarahiyyah, or just
some guidance to the public. Muslim scholars afratall of these convey the meaning
of negation i.e., to avoid to do some certain @ct. order having the force of total
prohibition (ahi) may only be enforced if preceded by a warnmg'é?). As stated
earlier, thishadith has a deficient chain of narration and also tthipition here is not
preceded by any warning, therefore, the prohibitioere is just for abomination
(karahiyyah only. According to Al-Khatib (1976) thisadith has just a moral guidance
(irshad) and not the prohibition.

The meaning of thbadith ‘Sell not what is not with you’ is to stop somednam selling
which he does not owrygd'ni ma laysa fi milkik at the time of the contract. Kasani
(1910) requires that the seller must own the olbpécale at the time of contract with an
exception okalamsales. Irsalamcontracts ownership may be acquired after theraont
is concluded and he refers to the abbadith). Ibn al-Humam (1970) and Ibn Qudamah
(1969) have added that this sale is not allowech évthe seller after the conclusion of

contract buys and supply the good.

On the ownership of the object of sale at the tofheontract, the Hanafis do not take it as
a condition for the validity of contracsifart al-sihhah but take it as a condition of the
effectivenessr(ifadh). Therefore if a seller who acquires ownershighaf object of sale
after the contract of sale, it will not be an indalbatil) sale but will be an in-effective
sale. Thus they have allowed sale by a person wies dot own the object of sale but
sells it with good intention and reason and thes saill be a valid one but will be
effective subject to the consent of the owner. Haile is known as the sale by the un-
authorisedlfay‘ al-fudul)) (Kasani 1910).

Some scholars like al-Baghawi (1974), and manyrethee of the view that theadith
under discussion is concerned with the sale ofiBpd@nd unique objectal-a‘yan) and
not with the fungible goods which may be specifd hence sold through descriptions
(buyu’ al-sifal). This is because that the fungible goods arelyeasbstituted.Salam
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sale’s object of sale is fungible goods and thale ss valid despite the fact that the owner
does not own them at the time of contract (Al-Baghk074; Al-Khattabi 1949).

Imam al-Shafi‘i also allows the sale of an object neined by the seller at the time of
contract provided it is not an object of speciaéa@fications guarantee of whom is not
possible &l-a‘yan) (Al-Shafi‘i 1940). Al-Khattabi (1949) has the siar view and further
states that the prohibition is only related to #gegoods @l-a‘yan) in order to avoid
gharar e.g., sale of a runaway camel, sale prior to talpossession and the sale of

someone else’s property without his permissionKA&tib 1976).

Ibn Qayym (1968) and Al-Mubarakfuri (1965), the commentaibiSunan Abu Dawud
and the commentator of Jami‘ al-Tirmidhi, respesitvhave held that thieadithis about
specific goods and not with fungible goods. Accogdio Ibn Qayym (1968), if fungible
goods were also included, tealamsale would also be impermissible becaseslamsale

deals in fungible goods and these are non-existahie time of sale (Ibn Qayy 1968).

Applying above argument to futures trading, it nieeyconcluded that futures-trading is

allowed because of their dealing in fungible comitiesl only.

The meaning of the ‘what is not with you’ is intexfed differently by different scholars.
Ibn Taymiyyah (1899) and his disciple Ibn Qayy(1968) have held that it is the sale of
something, which one cannot deliver at all and gjinse togharar and uncertainty. lbn
Taymiyyah (1899) and Ibn Qaiy (1968) states that by completely invalidatinghsuc
sales through the application of thmadith, would invalidate some sales which are
allowed e.g.salamand a variety of other sales. Therefore prohigittakim Ibn Hizam
could be either he did not own the object of sae he would be selling the property of
others or it was uncertain whether he would be &bldeliver the goods which seems
more likely could be the case (Al-Shafi‘i 1901; [baymiyyah 1977; Ibn Qayyim 1968).

Imam al-Shafii having similar view states that by ‘athis not with you’, means the
goods which cannot be delivered by the seller ahel &f such goods involvgharar and
harm. But if the seller is sure of delivering sggdods which he does not have at the time

of contract, such sale is permitted on the analigsalamsale. Quoting ‘Abd Allah ibn

150



LEGAL AND SHARI'AH COMPLIANCE ISSUES IN RELATIONDERIVATIVES AND SUKUK
Chapter 3
‘Umar, Imam al-Shafi‘i it is allowed to sell food-stuff, nat his possession at that time,
by setting its qualities, price and date of delvekl-Baji (1914), a Maliki jurist, has held
that the prohibition through “what is not with yois’'the prohibition of sale of objects of
specific description which is beyond the sellefslity to deliver. There could be cases
where someone though own an object of sale butotadeliver or where though he
possesses but does not own and these are thetbaseslith is addressing to. Thus it
may be concluded that the purpose oftiadithis to prohibit a sale where a seller is not
certain to deliver the goods and ownership andgssssn of the goods is out of question.
Therefore, the effective caugéllah ) of the prohibition iggharar on account of inability
to deliver. Ibn Qayym (1968) is also of the view that the purpose @ Hadith is the
avoidance ofjharar from such transactions which is same oftadithin which gharar
is prohibited. According to him the sale of a thimbich is not with the seller could be
prohibited because he is not certain about itsvegli and further he does not have
possession of the good hence effective controlthadyood is not charge on his person
(dhimmalh i.e., liability.

The question of liability of goods, if lost, onlpmes when someone has possession of
the goods. In futures trading one acquires ligbiithen a contract is concluded and

guestion of possession is immaterial.

Further to the above, in support of futures tragsaolars like Yusuf al-Qardawi (1987)
argued that the market of Madina, at that time, &acdhall volume of trade comparing to
the modern world, that assurance as to supply oflgavas not definité-dadith therefore
came to prohibit such sales where subject-mattes ma present, in order to avoid
gharar and uncertainty. The present day markets are ggthim such manner that there is
a regular and systematic supply of goods desiré@refore, present day markets are
well-equipped and there is no uncertainty as tad#levery of the goods and this was the
cause of the main prohibition in thHeadith(Al-Qardawi 1987). According al-Darir
(1997), thehadithis related to the sales of certain goods in whleferent is not allowed

but in other cases it is allowed like in the cakeatamsales (Al-Darir 1997).
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If we analyse the current futures market, it isdewnt that there is SS of commaodities in
the market but at the same time there is certalatyid ofgharar about the delivery of
the same. In the futures market identical contractsalways available to be purchased
and hence sold promptly concerning the desired codityn A seller can easily offset his
position by finding an equivalent contract or ha @iad easily a contract to purchase the
desired commodity where he is required to delibat tommodity. The function of the
clearing-house make it possible that buyer is guasl performance of the futures
contract in favour of both sides; seller and thedou This is a peculiarity of futures
trading, which provides systematic guarantees deggrdelivery and payment that is

something an open market does not provide.
3.7 SALE PRIOR TO TAKING POSSESSION

The following pages will reflect on another impartaoncept in Islamic commercial and
that is a purchaser of an item may not resell less1he gets possession over it. This
principle is based ohadith of the Prophet Muhammad (Peace be upon him), whilth

be discussed and analysed with reference to n@atalcontracts and also with reference
to derivatives/futures trading. The question incdssion is whether or not futures and
derivatives trading is permissible in the light thie abovehadith and is there any
difference between a normal sale and a futurematllkey be treated in the same manner

when applying aboveadith

The literal meaning of possessiondabd in Arabic language, which means holding

something in someone’s hand. In legal sense it m&ahave possession in the eyes of
law regardless of the fact if there any physicadgassion or not. With reference to a
contract of sale, it means to have possessioneotdinter-values by both the parties; by
the seller possession of the price and by the bpgssession of the object of sale which
seller is obliged to deliver. Thus delivery and geEssion are two corresponding concepts
where a seller delivers goods and buyer takes psisseand the vice versa a buyer

deliver price and the seller takes possession ef gtice. The same is applied to

evacuation t@khliyah andgabdin which case seller is obliged to evacuate tropgity

for delivery and possession for buyer. Though keisé obliged to deliver the object of
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sale but at the same time a buyer is not obligedake possessiortagabud. (Al-
Mawsu’ah 1987)

In futures trading, there is a practice that dejivef the object of sale and its possession
does not take place but parties offset their pmsstiinstead. Financial futures are
exception where delivery and corresponding possessi not a requirement and both
occur by debiting and crediting of accounts (Reletllal. 1984). Though delivery in
practice delivery is not the norm in futures, stll measured are taken to make the
delivery possible. What is deliverable and wheoait be delivered influences the price
relationships between cash and futures, and betdienent contract months. Delivery
element makes it possible to distinguish betweé&erdnt future contracts and if a trader
holds his position till the last day of deliveryeth option of offsetting becomes
impossible. Thus unless a trader does not closepdsition by entering into a reverse
transaction he has to deliver the goods (Rebedl.e1984). There are thréghadith on
the issue of possession which are as under:

() ‘Abd Allah ibn ‘Umar has reported that the Propfpace be upon him) said:
“He who buyes foodstuffs should not sell it tilhlas received it
(Al-Bukhari 1986:482).
(i) ‘Abd Allah ibn ‘Umar reported from the Prophet (pede upon him) that:

“He who buys foodstuffs should not sell it unlessis satisfied with the
measure with which he bought i{Al-Bukhari 1986:481).

(iii) Ibn ‘Abbas has also reported the followihgdith from the Prophet (peace be upon

him) as:

“He who buys foodstuffs should not sell it until les taken
possession of it. Ibn ‘Abbas said: | think it apglito all other
things as well (Al-Bukhari 1986:483).

More or less all three narrations have same meankgy possession, worgagbidahu

is used and for in the later two reports wordstawfihi is used which means ‘obtain full
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measure’. The meaning, which these three reportgegois the prohibition of sale prior

to take possession. It is interpreted that thidiiton is concerned with the food-stuff

only.

The legal analysis of possession is importantt®understanding in relation to different
commodities, its effect on transactions and inti@ato the custom and commercial
practice of the society. Conceptadbdis widely discussed by scholars with reference to

commodities like precious metals and foodgrainsclvhave relevance to usumy@).

According to the author of thdidayahthe Prophet (peace be upon him) prohibited the
sale of commodities with an emphasis on perishabks and their remains uncertainty
about their delivery if seller does not possesscttramodity. This doubt or uncertainty
about delivery could be the result of perishmenttred commodity or due to other
circumstances. Therefore, the purpose offthaith is to avoid uncertainty regarding the
availability of the object of sale and to proteae touyer from any harm. Therefore, all
majorities of the scholars are in agreement abdwuptohibition of sale of foodstuff prior
to obtaining possession. #m al-Shafi‘i makes this prohibition general by wding
foodstuffs, land and gardens sale of which is tioived before their possession.am
Ahmad ibn Hanbal, however, excludes from this glun the sale of real property
because there is no probability of any destructiod loss in such properties contrary to
foodstuff which are more prone to destruction (Adulghinani 1982).

Food-stuff which are sold through measurement amiglw are considered having
possessed upon their measurement or weighmlad-Shafi‘i (1901) further asserts that
in lump sum juzafan sale, possession is established by physical diotde commodity
concerned. If the ownership of something is tramsteregardless of the fact whether it is
a foodstuff or not such as transfer through gifheritance or other charitable ways, the
commaodity or goods concerned may be sold prioaking possession. This is because
the recipient of the property is not financiallyligbd to pay the price hence is free to sell
it.
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Possession may be differentiated in movable andowainle properties; in movable
properties it is done by physically removing thafjeat and in the case of immovable
property it is established by vacating it by thikeseTherefore a house cannot be sold by
its buyer without its prior evacuation (Al-ShiralZ®76). This view of Iram al-Shafi'i is

supported by the most of the jurists and thissse #he custom.

IFA has resolved via a resolution that the effectoausgillah ) in the hadith for the
prohibition of sale prior to possession of the @by It states that the effective cause of
prohibition isgharari.e., uncertainty about the delivery of goods hisiesequent seller
if the original seller could not deliver the objedtsale on time or does not deliver at all.
In addition, it further goes, if the object of sake foodstuff, there could be another
element ofgharar which is its perishabilityj&’ihah) due to natural decay or diseases
(The Figh Academy Resolution No. 7, 1989).

In Hanafi School, possession is not an elemarknj of the contract of sale but it is a
condition upon which the effectiveness of a contnasts ghart al-nafadh Kasani
(1910) states that a valid contract of sale is kated with taking possession but remain
conditional upon taking the possession. Accordiagat-Sarakhsi (1986) possession
regulates the effect or outcome of the contractcéea contract is still valid and
concluded without prior possession of the goodé wit exception of contracts in which

currencies are involved which are known as corgratturrenciesbuyu’ al-sarj.

Imam Malik has restricted the application bédith to foodstuff only. According to
Malikis, in foodstuff, the requirement of taking gs@ssion prior to sale is only required
where there is exchange of counter-values henckides contracts of loan and gifts.
Therefore, all goods and commodities may be soidr go take possession with an
exception to usurable food grains and foodstuff mhexchange of values is taking place
(Ibn Juzay 1975). lam Malik has permitted the sale of foodstuff in lusym {uzafar
which takes place without weighing and measurirdjthrs sale takes place without prior
possession of the food-stuff because in this pddicsale the object of sale comes under
the liability (damar) of the buyer as soon as the contract is concluded
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The Hanbalis have lenient view than the Shafi® Taymiyyah (1977) is against the
majority’s view and tries to determine the meanion§gpossession which according to
him may be determined through the prevailing custéetording to him it cannot be
restricted to holding and retentiohapg or evacuationtékhliyah) and takhliyah may
occur differently in different situations in diffemt objects and properties (lbn Taymiyyah
1977). Ibn Qudamah has more or less the same Hevadds further that the possession
is necessary for all fungible goods that are sgldvkight, measurement or number. In
these goods liability is only transferred to buydter possession and possession is
considered complete when these goods are weighédraasured. For other goods,
which are not sold through measure or weight likedhes, possession is not required
because in these goods buyer becomes liable omteacbis concluded (Ibn Qudamah
1969).

Ibn Hazm Zabhiri (1988) has held that the only cordityomeant in thénadithis wheat in
which prior possession is necessary before salausecthe wordta'ant in the hadith
refers to wheat only. Further there is no diffeeemhether the wheat is acquired through
sale, gift, loan or inheritance, in all cases ppgossession is necessary before further sale
by the buyer. Besides wheat anything may be sala po obtain the possession (Ibn
Hazm 1988; Al-Jundi 1988).

Possession remained open to different interpretatadepending upon the commercial
needs and customs as prevailed in the market. uldcmean evacuation, taking into
custody, separation, measurement, identificatitefyiq, or tamyi and viewing
(mushahadah The Zahiris have adopted the most liberal apgr@and according to them
possession gabd means literally to hold and to retain and thewehanade the
requirement of possession prior to sale a requisiterms of only a single commodity
which is wheat. The Zahiris’ approach of interprgtihe textual sources ehari‘ah, as
one can understand, is to take the prohibitiversradethe narrow sense and should not be
applied and generalized, via analogy, beyond theciBp situation to which such

prohibition is related to.
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Only the Shafi'is has made possession a conditinoar go the sale of immovable
properties. The Malikis has confined the requirenadrpossession to foodstuff only. In
the case of fungible commodities possession ismaplished when these are measured or
weighed for delivery. The principle of measuremand weight for fungible food items
as found in different schools bfh is in order to conform to the teachingshefdith This
conformity has a devotionatalabbudi aspect which is not rationally comprehensible
(Al-Qadir 1982). The evidence on this point is mepecific in at least two othéadith

as follows:

“Abu Hurairah (Allah be pleased with him) reporteda”A’'s Messenger
(may peace be upon him) as saying: He who bougidlgi@in should not
sell it until he had measured’i{Sahih Muslim 2009:914)

The secondhadithon this theme simply proclaims:

“Measure your foodstuffs and it will be blessed f@u.”(Al-Bukhari-
1986:481)

Forwards salesg@lan) and forward manufacturing contracdtisna’) are two exceptions
to principle of taking possession prior to salejolhare allowed for the convenience of

the people.

In view of the foregoing discussion on thadith and opinion of the majority of the

scholars, it may be concluded that a sale in fetara@ding, may be made prior to take
possession where the object of sale is not fooohgiéke cotton, rubber and tin. Before
the Zahiri besides non-food items, the rule maymattto any food item except wheat

such as palm oil.

In foodstuff measurement and weight to furnish pesn is required in the bulk sale of
commodities or consecutive sales of the same contynadd this is only in the first

transaction in the series. In futures trading faminmodities are traded in standard
weights and measurement in packaged form. Theskages are properly sealed and
labeled. Therefore, once they are packed in paskafjer measuring and weighing them,

there is no need to repeat the process again aauh, agach time these are sold.
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Warehouse provides receipts as evidence of theicifsgations including weights and
measurement and this is a customary practice nbweir possession is assumed in such
commodities by obtaining warehouse receipts asoaf@f their measurement and that
measurement is conducted once in the beginningshwisi not repeated every time a

contract is concluded for the sale of those comitrexdi

In the above paragraphs it is shown that requirésneh possession in the light of
shari‘ah requirements may be determined through customagtipes if these are devoid
of gharar and uncertainty. This need not necessarily requiingsical possession. In the
prevailing banking transactions account recoedsjéyd al-hisabj are maintained which
determine liabilities and credit in banking trartgats and are taken as actgalbd (al-
gabd al-haqig) (Hamoud 1981).

Only two percent of the futures transactions ineoactual delivery and possession of
commodities but delivery and possession is stilihgportant factor irshari‘ah compliant
transactions. As for the bulk of futues contrantsvhich the contracting parties close out
their position by entering into a reverse transextihis is an issue which needs to be
addressed separately. Since shari‘ah validates in principle the sale of physical olbgect
(bay' al-‘ayn) as well as the sale (involving exchange) of dd€bts/* al-dayr) which
become a charge on the persahifhmal) of the debtor, and because offsetting in futures
contract tend to fall in the category lo&y* al-dayn we need to address this subject in
further detail. Delivery andjabd in bay' al-daynare no longer a matter of physical
delivery or retention of an actual asset, but gfaptment {a’yin) and computation of a
debt that is established on the persdimrimah of the bearer of that debt.

3.8 DEBT-CLEARANCE SALE

An offsetting transaction in futures trading essdiyt consists of a sale in which two
parties transact over a debt that one owes to tther,cand settle their debts through the
modality of sales and purchases. There is notg@estonsistent view on this subject by

theshari‘ah scholars. Irshari‘ah debt sale is known dmy* al-daynor bay al-kali’ bi al-
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kali’ and scholars have difference of opinion that wiseke contract falls under this

category. Debt sale contracts may be illustrataternfollowing paragraphs:

‘A’ buys wheat from ‘B’ on credit with a commitmetd pay the price on a fixed date.
But on the day of payment B finding himself unatdgay asks the A to grant him some
more time as: ‘Sell it to me on credit for a funtiperiod, for something additional’, and
A agrees to that. Iam Malik discusses this situation in al-Muwatta’ ashaes not allow
it. But in futures trading offsetting does not ajwanvolve ‘something additional’. A
seller may make a profit, sell at cost price, okena loss—which means thalba is not
involved, and it has no resemblance with exampleeasout above which Em Malik
has prohibited (Malik 1978).

‘A’ gives wheat to ‘B’ on credit to be returned Wi three months. During this three
months period ‘A’, without re-possessing wheat frtBh sells the wheat to ‘C’ for a
price. The sale involves exchange of debts arglnbt permitted due to uncertain nature
of delivery of wheat which is in the possessionBif ‘A’ need to have possession first
after the expiry of three months period in ordesédtl the wheat to ‘C’ (Al-Darir 1997,
Hamoud 1981)

‘A’ lends ‘B’, who owns a house, £5,000 for a periof one year but before the
repayment. ‘A’ asks ‘B’ to rent his house to ‘A’@&the outstanding loan may be settled
towards the payment of rent. This subsequent tctiosawould involve sale of debt for
another debt and is impermissible for the reasogeoferatingiba if a parties benefits

from it unwarrantly (Hamoud 1981).

‘A’ owes ‘B’ 30 ounces of gold and ‘B’ owes ‘C’ D5ounces of silver. In this scenario
‘A’ cannot pay his debt to ‘C’ instead of paying‘® and thereby settling debt with ‘B’

and consequently settling ‘B’s debt against ‘C*Afand ‘C’ settle the debt in the above
manner, this will be a situation of a prohibitiveles of debt for another debt and A is
personally liable to ‘B’ and ‘B’ is personally lilbto ‘C’. The Hanbalis forbid such a
settlement of debts if the two commodities areedéht. The Shafi‘is forbid such a

settlement in either case without distinguishingethler or not the commodities are
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identical or different and if they are settlementdentical commodities with same genus
and quantity, it would be a simple clearance of ualidebts 4l-magasah (Hamoud
1981). Futures sales are not in the nature of @mglgasahof mutal debts because of
the likelihood of differences in the respectivecps of the sale and purchase of the same

contract, and the consequent profit or loss that beamade.

‘A’ sells a shirt to ‘B’ for a price of £40, whicB’ has to pay in a month. Thereafter, ‘A’
buys from ‘B’ the same shirt or a similar one f&@0Bwhich he is liable to pay after two
months. Actually ‘A’ is borrowing £40 with an adidib of £10 to it which amounts to
riba. The sale give in the above example is cadletinah. al-‘inah is permitted by the
Shafi‘is but majority of the scholars have rulediagt it. Take another example where
‘A’ sells the shirt to ‘B’ for £50 to be payable gix months and ‘B’ immediately re-sells
the same shirt to ‘A’ for a price of £40 to be palgaimmediately. In reality ‘B’ is
borrowing £40 with an interest of £10 which heiable to payback in six month time.
Jurists have differed on the reason of the prabibiof this kind of sale, some regaiida

to be the reason for prohibition and some regaedréason of prohibition is the debt

clearance sale (Qardawi 1987; Hamoud 1981).

Mughni al-Mauhtaj has stated two opinions on tlseésof the sale of a debt; according to
one opinion a debt cannot be sold to a third panty will be treated as void, but a second
opinion permits it with the following conditions: the debtor acknowledges his debt and
agrees to repay it, ii) the debt is still overdamd iii) that both parties take into
possession what is due to them before they paft edwer's company (Al-Sharbini
1958). Maliki view is expressed in al-Mudawwanalhnieh allows the sale of debt to a

third party on the following conditions:
(i) that the debtor is present and acknowledges thie deb
(i) that the object is not foodstuffs;

(iif) that the buyer of is not hostile to the debtor;
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(iv) that the price is not of the same genus as thecbbjfe sale, as it may otherwise

amount tariba; and
(v) that the price is paid promptly.

Some of these conditions are evidently concernéld thve barter rather than the monetary
sale. In the absences of a debtor, according tdvidléki School the sale of a debt is
allowed. This is known as the change of mortgagbl( al-rahr). In this situation, the
mortgagee can sell the mortgage prior to the ntgtofithe loan if he needs money, to a
third person who then becomes the mortgagee imtlioes of the original mortgagee.
This change of mortgagees should be recorded inmiv¢gage register (Mahmassani
1983).Hawalah transaction is another example in which the csedie exchanged i.e.,
another person repay in the place of original defitay’ al-dayn bi al-dayh It may be
therefore, be concluded that the reason for thédag of sales of debt iday* al-dayn

bi al-dayr) to remain on the safer side in order to avoideutagnty ancgharar.

Ibn Qudamah (1969) is of the view that a creditdrowgives foodstuff on credit to
someone, cannot sell it to another party unleseepessess the commodity. There is a
remote and rare view that prohibition of debt saéferred in thehadith, could be a
reference to forward salesglan), which a buyer cannot sell unless he acquires
possession beforehand. Therefore, isalam sale of foodstuff, a buyer cannot sell the
commodity prior to acquiring possession. RenowneaitVischolar, Ibn Rushd (1982)
has opined oisalamsales and has held thatsalamsales delivery of the commodity is
deferred but according to him price should be passtantly or without any delay
otherwise this may amount to a debt sdday( al-kali’ bi al-kali’). Ibn Taymiyyah
expressed the views of imn Ahmad ibn Hanbal that he allowed the sale ofaiject of
sale prior to delivery, by the buyer. As far astspales of specified tangible foodstuffs
(al-ta'am al-mu‘ayyah are concerned, there is a prohibition of salerpto taking
possession. A debt is normally proven on dh@nmahof the debtor and when a debt is
repaid it discharges the debtor’s obligatioin ndterato whom it is supposed to be paid
and by whom it is paid (Ibn Taymiyyah, 1977; Hamd9@1).
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It is claimed that there is a consen§yma‘) on the prohibition obay* al-kali’ bi’'l-kali’ .
Imam Ahmad Ibn Hanbal (1985) has stated that themmsensusijina‘’) on bay* al-
kali’ bi'l-kali’ that it is not permitted. However, there is digggnent on the definition of
bay' al-kal’ bi'l-kali’ and on its various forms. This difference amonbokus is

contrary to the claim, which suggest of consens@s the issue (Al-Shawkani 1975).

There is a narration from Musa ibn ‘Ubaydah whoorégd from ‘Abd Allah ibn ‘Umar
that the Prophet (peace be upon him) prohibliteg al-kali’ bi al-kali’ (Al-Shawkani
1975).

There is a confusion on the exact meaning of wiedi’* because this word was not
known to the Arabs. However, it generally meansdhke of one debt for another. The
scholars of Islamic jurisprudence have doubtedaiitbentic value of theadith and this
hadith is found in not many books ¢fadith For example writer of al-Daraqutuni has
quoted thishadith In Nayl al-Awtar, Imam al-Shawkani (1975) has made a reference to
this hadith from Daraqutuni and raised doubt its reliabilitydagoes further by stating
that Musa ibn ‘Ubaydah al-Radbhi is the only namrafAccording to Immm Ahmad lbn
Hanbal (1985) only Musa ibn ‘Ubaydah al-Radbhi faeted thishadith and there is no
other hadith which he is aware to be quoted from Musa ibn ‘Ulzdy al-Radbhi (Al-
Shawkanil975). l@m al-Shafi‘i also considers thisadith to be a wealhadith Ibn
Qudamah (1969) and Ibn Taymiyyah (1899) do not &ng othethadith on the subject
and the hadith under discussion, according to both the scholersa broken one
(mungati). Majd al-Din ‘Azzam also considers thiadith a weak one so that it cannot

have a binding effect to be considered a binditg irushari‘ah.

There is view that debt sale is allowed if it iddsto the debtor himself and not to the
third party because in the third party’s involvemdrere are chances of uncertainty of
delivery. Another view favours the sale to thirdtjgs as well. Some Hanafi, Maliki and
also Ibn Taymiyyah (1899) have permitted this sathe debtor acknowledges the debt
as a liability on him. Ibn Taymiyyah (1899) furth&tiates that this acknowledgement of
liability amounts to a tangible assell-(‘ayn al-hadiral) which makes the transaction

quite valid. Therefore, according to Ibn Taymiyyfl899), a debt liability on one’s
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person may cancel a similar debt liability upontaeo person and none of the sources of

shari’ah has prohibited this. Al-Darir (1997) goes for thermissibility ofbay* al-dayn

if it is devoid ofriba; no matter what it is a sale to the debtor himeelfo a third party,

either on cash or either on credit. According afbD#1997), uncertainty is out of

question if debtor admits his liability of debt (Blarir 1997).

It is therefore concluded that there is no genesakensus on the prohibition lody* al-
daynand in the absence of any consensus on its ptigimtihe maxim of permissibility

in things will prevail &él-asl fi al-ashya’-i-ibahahif free ofriba andgharar.

In futures-trading offsetting amounts to debt ceae sale. For example ‘A’ purchases a
commodity from the clearing house and subsequesdllg to the clearing-house same
commodity. ‘A’ need not make an agreement each bemause offsetting and reversing
a transaction is a set norm and practice in thénaxges performed by the clearing
houses. Hence there is no uncertainty and unlagdin involved because there is a
proper mechanism of recording agreements. Buyiogfthe clearing house by ‘A’

means, ‘A’ owes the clearing house the price tgbiel which was later on offset by

selling the same commaodity to the clearing houskraow the clearing house also has to
pay the price to ‘A’. Both ‘A’ and the clearing-he® cancel their debts towards each
other by selling and re-selling to each other. f@nt the uncertainty is also out of

question for there is no third party involvemeneoulearance and delivery.

A clearing-house acts like a guarantor on behalbath the parties and becomes a
principal party in reality. Identity of the origihparties is out of question. In reality
parties transact with each other with the helpledring-house but technically each party
actually transact with the clearing-house and ttiearing-house becomes responsible for
the delivery of the commodity ad payment of the@riTherefore there is no uncertainty
is involved. Further to the above parties in fusdti@ding takes risk of loss by buying a
commodity and makes profit if markets goes in tii@iour, thereforeiba is also out of

guestion.
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We may therefore conclude that thay‘ al-daynwhich is incurred in futures transactions
is in the nature of the fulfilment of an obligatiand the repayment of a debt by the
debtor. This is in line with the basic Qur’anic mo(5:1) in respect of the fulfillment of

contracts.
3.9SPECULATION AND GAMBLING

Human life is full of risks and uncertainty whicha reality on this earth. A man driving
a car on a busy road is actually taking a riskawehan accident at any time either due to
his own fault or due to the fault of another drieereven when nobody is at fault the car's
brakes may get fail causing an accident. It magée that future is related to our present
day decisions and activities; whatever a man dodayt bears its fruit in the future and
the relationship of present and future has efféisn the surrounding reality, past
experience and custom. A man, realistically, likestrive for his betterment of future
and anything he foresees as damaging, tries tongimor avoid it. So his knowledge of
past and present helps him to perceive the futadarathe light of this information takes
measures to get the desired results. The futur@igbadility could be possible through
different techniques such as through scientificiiedge and experimental measures etc.
For example a present day farmer could have batt@émmore crops then a farmer of the
past by using better irrigation system, medicineplant diseases, better storage facilities
etc. But despite all these facts our life is stdlhnot be claimed as risk-free and risk may
be avoided in any manner without sticking to somecsic techniques but surely there
need to follow some rules and limitations. Riske ahanging in the changing world;
technology in the present day commerce is not dmigging benefits but it is also
resulting in some new forms of risks. Thereforeman quest for self-development and
growth is also generating new kind of risks. Indeadrisk-free existence, however
comforting an idea, has hardly held a great apfoeahe imaginative side of the human
intellect, nor has it ever been realistically attdile. Therefore, any development and
novelty in commerce must be addressed by the laltlaese must be regulated with a
flexibility to absorb any change in order to accoodate such changing commercial

realities and custom.
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3.9.1A MARKET ANALYSIS OF SPECULATION

Speculation and gambling are mistakenlyconsiddredsame things but having different
names. But at the same time there are others whk tloth are different phenomenon
with any resemblance between the two. It is saat thtures-trading has element of
speculation in it which may be acceptable if notessive but gambling without any
doubt is impermissible. The coming paragraphs arlalyse both the concepts and the

permissibility of futures-trading is dependent uploa result of this analysis.

One of the distinguishing determinants betweenti is the element of risk and its
expected contribution to the social good of thaetgc Gambling involves the creation of
a risk for the sake of risk, which serves no sog@id to the society. For example horse
racing and poker games are the sources of riskieneand a gambler in his own capacity
either creates a risk or assumes an already existeavhich has no concern with him,
through betting and wagering. Therefore, it is ugmmgambler not to get involved in the
risk business. Thus a financial risk in which aslesuld occur, may be avoided by the
gambler because it is him who either creates geirinto it despite having no concern

with it. On top of that as stated earlier gambimgot beneficial for the society.

Investing is a different phenomena in which one wivests capital in a business expects
some profit out of that. The commitments in terrhgapital that are longer than several
months qualify as investment, regardless of whettieeicommitment is in securities, real

estate or commodities (Teweles and Jones 1987;1R88; Siddigi, 1985).

Speculation is not easy to define. One of the aecegefinitions of speculation is ‘the
purchase and sale of an asset in the expectatiamain from changes in the price of that
asset’ (Cootner 1968). The reason for difficulty define speculation lies with the
difficulty in differentiating the three conceptsiafzestment, speculation and gambling. A
slight variation in any of them may eliminate th&eatentiating line in these concepts.

This may better be explained through examples:

() ‘A’ and B both buys and sells a commodity in futuespectively in order to benefit

themselves from this deal. Here A is speculatimgribe of prices in future so that he may
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earn some profit in the future by selling it andsBspeculating a price drop in future

therefore B is selling the commaodity.

(i) In the above example if both A and B having no ewncwhatsoever with the
concerned commodity and both are not involved lhngeor buying it, just bet on the
price of that commodity whether it rises or it @i to fall in the future. In this situation

both are gambling which has no benefit to the $pareany manner.

(i) A is a football enthusiast. He meets a yoynhayer and decides that with some expert
training, he could become a champion. He offersotatribute £50,000 toward one year’'s

training and promotional expenses in return fortyhper cent of the player’s earnings,

which he believes could be £1 million. Is A a gaenph speculator or an investor? What
if instead he gave the player £50,000 per yeara®la part-time chauffeur and bet one
each of his prize-winning games? What if the pldyecame an incorporated company
and A bought thirty per cent of the stock for £0,9

From the above examples, it is difficult to distigh between investment, gambling and
speculation, but difference lies in the economguls in each situation involving one of
these. These may be differentiated from each dilidooking into the motives of the

parties and economic effects of the transactioms(F988).

Speculation is something present inherently in @roercial activity of a commaodity,
goods or services. A person has to speculate onitany prepared for commercial
purposes. For example a producer of a car spesuldiether the car is good for sale or
not and then produce it. A car dealer will buy steck of that particular on speculation
of that being sold at a good profit margin thaneotbars. Finally a buyer buys that car
with speculation of that the said car will perfobatter than others in the market. So
speculation is very much there regardless of tbetfeat market is future or not. If not the
speculators then there are others who may be wilinspeculate. Now, the point of
concern is to determine whether only the produaatsconsumers are going to bear this
risk of rise and fall of the price of a commoditythis risk may also be spread to other

parties through market functions such as invesgmgernments etc.
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There may still persists a confusion between gamgldind speculation in futures trading.
This confusion may be cleared by highlighting ayvelelicate distinction that in
speculation in futures, risk is shifted from onetpdo another who is willing to take it,
which may turn into a profit or the vice-versa litubas beneficial economic facts to the
society. So speculator is one who forecasts, wisle/future trend of prices based on his
observation, evidence and knowledge of the pastearsiing environment of the market
(Fink 1988). Therefore, a speculator, in order tovp his stance on price movements,
risks his capital either by buying it or recoverns Invested capital by selling the
commodity. Thus a speculator in commodities assumeagenuine commercial risk,
different from a gambler’s one, which is createdty rules of the games (Courtney and
Bettelheim 1986).

One of the main criticisms on futures trading ige tiolent price movements, which
damage the market stability and hence genuine peydwand consumers. However with
the introduction of new regulatory and punitiveisdgtive measures, such manipulative
practices have been discouraged and hence stoppeeleésand Jones 1987). Further,
speculators are not the major market players (Tesvahd Jones1987; Courtney and
Bettelneim 1986) and any price fluctuation is tlesult of supply and demand in the
future market. On the contrary, a research sugdkatsspeculation helps in smoothing
the price movements rather than violently incregsin (Teweles and Jones 1987;
Courtney and Bettelheim 1986). Therefore, specidatannot be said to artificially
manipulate pricing of commodities (Courtneyet anett@heim1986). Further to the
above, in comparing to stock exchanges, commoditiesess prone to price fluctuations
due to two limitations: the ‘daily limit’ and thelaily range’(Gup 1986). There could not
be established any link which suggests that spgeelactivities in futures cause price
fluctuations in the cash commodity market. Thiglige to the fact that there are other
factors in the cash market which affects the comityiqatices which is supported by
some empirical research (Relly 1985). Statisticadlygsis shows that the volatility of
futures prices is approximately the same as thaqoity prices (Gup 1986). Actually,

opposite to the stock exchange, in the futures etatlaw margin requirement, which is
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the cause of provision of high degree of leverage that results in speculative risk-

taking activities.

Speculative trading practices may be seen in @heas such as land, precious stones and
metals, oil, stocks and bonds, and rare items asdtamps and paintings. There need to
have some trading skills due to some of their umigharacteristics. These are all
motivated by profit earning and similar is the caséutures trading. In futures trading,
market players or in other words speculators gkt frem the information on the price
trends of commodities, which is affected by impottpolitical economic factors. This
information is available through different mediaclslas print-media, multi-media and
internet etc. The futures speculator must in tmg laun be primarily concerned with the
real forces of supply and demand, whereas specsilatcsstocks must know about both
the markets of the companies in whose stocks theeg@eculating and the market for the
stocks themselves. High market liquidity, for exd&mpthrough offsetting, causes

motivation for speculation in futures (Teweles dondes 1987).
3.9.2QIMAR AND MAYSIR

Gambling and games are related to each other fnemaricient times. Gambling is known
as gimar in Arabic which may be defined as ‘a combativeatiehship between two
contracting parties, each of whom undertakes #sleaf loss and that loss of one means
gain for the other’(Al-Misri 1993). Gambling may Ibermed as a robbery with mutual
consent or it may be taken as a violation of the d¢& equivalence. Gambling is a game
of chance, which in turn arbiter one’s conduct big\erting the moral order and stability
of life. Gambling motivates one to material gaindawmnwarranted reward via
impulsiveness and takes him away from the pursuivarthier activities in life (The
Encyclopaedia of Religion and Ethics 1908). Gantplin actually harmful for the
society, which does not bring any positive changehe society or co-operation in
business community. It promotes combativeness laadésire to win against each other,
which is harmful for a civilization process (Waliyah 1936).
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Gambling has clear prohibition in the Qur'an anchsracterized as a morally unclean

activity which sows the seeds of enmity and hawmewng fellow human beings, creates

barrier to piety, spiritual awareness and the rebrance of Allah (SWT) (5:90-91).

According to Ibn Taymiyyah (1977) the damages ahlgiing are more thanba because

it is a product of two evils vis-a-vis., unwarrashtgain and unlawful game and both are

haram

The wordmaysir derives fromyasira means ‘to be easy’, anthssarameans an easy
success over something of value without any labbloere are only three permitted ways
of acquiring properties vis-a-vis., by gift, inharnice, and by exchanging counter-values.
Therefore, gambling cannot be included within tbgitimate modes of acquisition of
properties and it is against the concept of eqistlibution of wealth. Ibn Qayyhas
regardedmaysir which the Quran has forbidden, equal gamblimgmiaysir there are
two competing parties, who play a game of chanacktha winner is paid by the loser
(Ibn Qayyim, 1990:123). Gambling is callathysirbecause the gambler acquires wealth
without any effort. It is synonymous witfimar and defined by Abu Jayb as ‘every game
over property which the winner then takes from lser’ (Abu Jayb 1988). Al-Jurjani
(1909) has more or less the same definitiorgiafar, which is ‘taking one thing after
another from one’s partner in a game’, or ‘a ganigh whe condition that the winner
(ghalib) of two contestants gets something from the I¢gsexghlul)’. According to Al-
‘Arabi (n.d) ‘each one of two contestants seekdéfeat his partner in an action or

statement in order to take over property thattissele for the winner.’

Rosenthal (1975) has defingdnar as ‘a contact among two or more persons involving
the exchange of money or other valuables depengogp the uncertain outcome of a

staged event'.

Themaysirbased on the Qur’anic principles may be elaborasedn apparent agreement
between the two parties having immoral motive ahdga be paid by the person who
loses. Siddiqi (1985) has stated that the presayntgdmbling is similar to theaysirin

pre-Islamic Arabia. In gambling the parties createask together and one wins on the

expense of the other in an event not a necessaryfpany of the normal activities of
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life. In an insurance contract there is also a wigkn assuming that a party gains but that
is associated with the normal activities of lifadahat insurance serves a useful purpose
in that.

There is a difference of opinion about whether ot maysirin the Quran covers all
kinds of gambling. Irhadith it seems thatnaysiris any gambling activity, which could
be the throw of arrows or through the usage of seocwgces. In primitive Arab society,
arrows were used to distribute the portions oftdecamong a group of ten persons. The
person responsible for distribution was knowryasir and arrows used for such division
were used to bear the names of the recipients wrd&n at random out of a bag. The
game was considered a pagan practice and the Qiarbade it along with wine and
idols as a major sin. Among other devices of gangpivere dice which people used to
throw for gambling. Throwing dice was prohibiteddhgh ahadith which indicates
maysiris applied also to dice: ‘These accursed dicettaenaysir of Persia ihaysiral-
‘ajam).” According to Rosenthal (1975), the didags, k&b, ka‘bal) used in games were
usually two in number and that the wayidhar is used for dice playing. Horse racing was
very popular in the Arab world and during the raféAbbasids, non-participatory betting

on horse races was also practiced.

Rihan in the Qur'an (2:283) means security depositafdoan. But it means betting and
is related tanaysirand in thehadithit is used in the meaning of bettirigihanis similar

to gimar andmaysirand each one of these is forbiddRihandiffers from the two in that
in rihan unlike gimar andmaysir, parties do not participate in the activity ratbet from
the outside on the results of an event, activitgame which may be a sporting activity
such as running, wrestling, or a horse race. It beagn event, for example, between Abu
Bakr and the pagans Meccaon the Romans’ victory over the Persians (Qur'aaier
22). Therefore, in betting there are two kind ofties, the actual players and the betters
outside of the game or event. Further, contrargambling, betting is not necessarily a
zero-sum game because the gain and loss of thegpare not reciprocal which means
the gain of one party may or may not be the santbeatss of the other party. There is

another technical difference betwegimar and betting that in betting, betters have no
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concern in the betting event or activity which @ the case igimar where parties cause
the event or activity. For example holder of adottticket is out of control of the
activity. Besides these differencaban is not allowed likegimar because it being a
game of chance between two parties in which onesgati the expense of the other’s loss
(Rosenthal 1975). There are some exceptional cafsggmar and rihan which were
granted acceptance for example permission in tee oamilitary need or permission of
the throwing of lotsdl-qur'ah) in certain legal situations where no better altiéive can
be found to determine the position. In certain Musktates a lottery for national

charitable purposes has also been allowed (Rodetfii8).

According to Ibn Taymiyyah (1899) a contract ofeselith the element ajharar is like
‘devouring the property of others illegallyakl al-mal bi al-batil), and in that case it is
like gimar andmaysir, which are clearly forbidden. A party to a contratio does not
receive his part of the due contracted item in @aldito a risk denying his rights then the
contract involves bothgharar and gambling at the same time. According to Ibn
Taymiyyah (1899), the Prophet (peace be upon homijaide such sales gharar, which
lead to gambling. Allah (SWT), in the Qur’anas forbidden the unlawful devouring of
the property of others, and it in the usury and lgarg (riba andmaysi) and thesunnah

is an interpretation of the Quran.” Therefore adoog to lbn Taymiyyah (1899)
misappropriation of the property of others is comno gharar and gambling which

makes both of them impermissible.
Ibn Taymiyyah has referred to a Qur'anic verse Wwisc

“Devour not each others’ properties unlawfully uslei$ be through

trading by your mutual conse(@l-Nisa’, 4:29).”

‘Unlawful devouring’ may include gambling, fraudsurpation, bribery and profit gained
from unlawful transactions. The verse under disomsis with reference to some kinds of
sales of pre-Islamic Arab society, such laay' al-mulamasah wa al-munabadhathe

sales of cloth when the buyer touch it, or throvnit certain direction, and sale of an

unborn animal H{abal al-habalah In view of lIbn Taymiyyah (1899) if sales is
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accomplished prior to buyers viewing of the objefcsale, it contains risk and gambling
(mukhatarah wa qimar because nobody is certain about the quality dnerot
specifications of the object of sale. If a saleomaplished in this manner and buyer has to
accept it, it amounts to gambling and gambling umansly prohibited by the scholars.
However, if a party get chance to see the objecatd and the seller informs the buyer
about it, the sale will be conditional i.eay’ al-mu’atat(give and take sale) and in such
sales there is no question of gambling. Ibn Taywiyy1899) analyses the sale of the
unseen ljay’ al-ma‘dum wa al-majhliland the sale in which delivery is not possible
with the situation stated above, with a focus andhbestion whether or not there is any
element of unlawful appropriatioriak al-mal bi’l-batil). If there are any traces of
unlawful appropriation "k al-mal bi’l-batil), this will amount to gambling. And
gambling is found when one party takes his dueeMeihving other at risk and uncertain

about his share in the contract.
3.9.3APPLICATION OF ABOVE INTERPRETATION TO FUTURES

In light of the above discussion, it is perceividttlbn Taymiyyah regards that according
to Qur'an,maysircontains the element of risk-taking leading to uhé&wful gain of one
party at the expense of another. Now applying dimderstanding on futures trading that
whether risk and speculation involved in futuresdie the other party prone to unlawful
gain and misappropriation of his property. In fewrtrading there is no dishonest
intention of any part to gains the others propemjawfully. Risk-taking is very much
inherent in the commercial transactions and thg form of risk forbidden argimar and
maysirand one must determine first whether futures ¢orteese elements. Whenever a
party involves in a commercial transaction he getaly for both profit or loss, which
depends on market conditions and other factorsthsitthe excessivgharar andgimar
which is forbidden. Risk-taking becomes gamblingréated for its own sake without a
beneficial economic activity or trade (Al-Misri 139 Speculation if made based on
knowledge and market conditions about the futuners® of the market then it is not
against theshari‘ah. To see whether a speculation is genuine or ntent of the parties

must be looked at; or its fair intention could bstablished, which distinguishes
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speculation from investment from the fact that wikeetan investor holds his investment
for a certain length of time (Khan 1988).

As stated earliemaysirandgimar involves two parties in a game of chance whichsaim
at winning one at the expense of the other. Thim fof gain is not permitted because it is
harmful and there is no productive commercial distivSpeculation in futures different
and is based on commercial risk-taking, which igrpiéed and not omaysirandgimar.
This also involves profit or loss without any intiem to gain at the expense of the other.
The profit or loss in futures is realized at thadiof offsetting or maturity but not at the
time the contract is concluded. In futures-tradmgarty hedge the risk of loss by taking
positions and this is not a creation of him or theat the risk already exists unlike
gambling. Further the risk in futures is not a nghkich is un-warranted but a commercial
risk which involves trading and one may gain arel dkher may loose but this all takes
place according to normal trading practices with tfiutual consent of the parties, which
is permitted. Therefore, in futures element of dewgy the property of others is absent
which makes it gambling.

Speculation is part of commercial activity but essige speculation may lead a permitted
transaction togharar and therefore to gambling. The dividing line betwethe
speculation and gambling is very delicate and #md these are the regulations and laws,
which help in keeping this division. For examplepwsition of quantitative restrictions
on daily trading volume and position limits the splation within permitted zone. Further
to the above, with the advancement in technologw products and techniques are being
introduced in the market and it is not possibleheck the authenticity and legality of a
product or process unless one tests through expetimand verifies these products
through practical application. Islamic financiabgducts must be given and deserve the

same opportunity.
3.10CONCLUSION

Financial Engineering is defined as tools and tegres for developing new products and

instruments. In Islamic financeshari‘ah principles are followed for product
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development. With the involvement of increasing bemof global agents in economics,
new laws were formulated to regulate these aawitAs a consequence these economic
agents tried to devise new techniques and prodacescape from the effects of these
regulations. This leads to new product developrsenh as derivatives in order to avoid
the consequences of these regulations. Islamiumsints are likely to be more efficient
than conventional ones. But these have to follosag® principles set out bghari‘ah.

Derivatives like futures and options are subjedifterent laws than the laws applicable
to conventional sales. Futures, forwards and optame devoid ofjharar and do not fall
under prohibition due to the prohibitive principles speculation and sale without
possession. Qur'anic verse ofiudayanah(2:282) supports transactions with future
obligations for a specified period of time. Derivas trading may be allowed if adequate
steps are taken to ensure that the transactiorgenaine trade transaction without any
unnecessary element of speculative risk-takingivagves are actually is the name of
risk managing tool hence these are involved in t&dng activities too. For avoiding

excessive risk taking and speculative activitiegifations are promulgated.

In the current situation derivatives are being ddrfor financial crisis. But the reality is,
these are not the derivatives but the mismanagemelarivatives trading which lead the
world into a financial crisis for every body wasngsderivatives for speculative purposes
rather than hedging purposes. Speculation relatgguine hedging and that protects a
trading position may be regarded as prudent andonadble, especially when the
underlying trade involves goods that are susceptibprice volatility. Speculation purely
based on profit motive without the intention of f@aiing a real trading position against
the risk of financial loss is actually prohibitétherefore, commercial speculation can not

be compared with gambling.

Shari‘ah has forbidden angharar and uncertainty on the existence of subject-maiter
the time of delivery and it is not necessary thbjett-matter be existed at the time of
contract. In all sales immediate transfer of owhigrand delivery should be made except
in the sale ofsalam andistisna’. According to Ibn Qayyn, in a contract of sale the

parties may agree either to defer payment of saldebvery of the subject-matter. In
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futures-trading, the delivery in open contractsdedayed but guaranteed through the
mechanism of clearing-houses in the exchanges heoaaharar and uncertainty. In
futures-trading one acquires liability when a caaotris concluded and question of

possession is immaterial.

A purchaser of an item may not resell it unlessgbts possession over it but sale in
futures derivatives may be made prior to take Essee where the object of sale is not
food-grains like cotton, rubber and tin. Furtheisisaid futures involveay‘ al-kali’ bi
al-kali’ or bay* al-daynbut there is no general consensus on the prohibitiday’ al-
kali’ bi al-kali’ or bay* al-daynand in the absence of any consensus on its ptiaimtihe
maxim of permissibility in things will prevaib(-asl fi al-ashya’-i-ibahahif free ofriba
and gharar. Bay' al-kali’ bi al-kal’ or bay’ al-dayn which is incurred in futures
transactions is in the nature of the fulfilmentaof obligation and the repayment of a debt
by the debtor.
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CHAPTER 4

CRITICAL LEGAL AND SHARI‘AH CONCERNS IN THE SUKUK
MARKET

4.1 CURRENT SHARI'AH CONCERNS

It is important to be aware thahari‘ah rulings on the same matter can be adjusted over
time for a variety of reasons. Sometimes or ratffegn within Islamic finance, many
aspects are permitted out of a concept caldhroorahl or necessity whereby certain
element of dubiety is accepted for the greater gwodhat is intended to be a short term
basis. For examplmurabahahas a financing mode rather than purely a tradesaetion

is argued by some scholars to be a temporary adgeptneasure. At other times, if the
impact of even an acceptable practice is giving tisconsequential harm for example at
a macroeconomic level, then permissibility of thesivity may be withdrawn. This is also
relevant for Islamic finance as to whether or nas iachieving the objectives of Islamic
economics. It is being argued that the industry rbaygiving rise to inequality and
concentrating wealth in the hands of the few rathan distributing across the many.
Hence, within ashari‘ah lifecycle, afatwa given at one time can be withdrawn at another
time or context. It should also to be noted that dspect of an individual's intention in
Islam is of the highest importance when conducéing transaction or any activity in life
according toshari‘ah. It must be for the right reasons and legitimatngaction.
Although intentions by nature not necessarily pld@an law-this highlights the religious
nature of thesukuklifecycle.

Usmani’'s paper and official Accounting and Auditi@®gganisation for Islamic Financial
Institutions (AAOIFI) fatwa (2008) (judicial sentence) summarise certain corcever
sukukissuance. Eight key issues have been identifiech fhe 2007 commentaries and
AAOIFI 2008 fatwa by Tagi Usmani. Tradabl8ukukmust represent real ownership and
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cannot represent financial streams or debt baref@xehen selling of all assets or when
they have been indirectly incidentally incurredjcéntivisation of managers has to be on
an expected profit-basis and not cost-basis. Cetiancement cannot be met through
loans. Nor can purchasing of the assets be guagnteconducted at nominal value upon
maturity except when the purchaser as a lesseat ia partner or agenghari‘ah boards
must oversee operational matters in addition tanggfatwason compliance. The failure
of currentsukuk practice and Islamic finance industry efforts agvtzole in realising

social justice as a higher objective of Islamicremuics are also identified.

This chapter, thus, provides a critical analysistlm legal andhari‘ah concerns in the

sukukmarket by referring to the actumlkukstructures available in market.
4.2 OWNERSHIP

Sukukmust ensure thatukukholders have complete ownership in real assets i§h
again emphasised in the AAOIRktwa of February 2008. A true sale is called for.
“Tradablesukukmust represent ownership feukukholders, with all of the rights and
obligations that accompany ownership, in real assehether tangible or usufructs or
services, that may be possessed and disposed afylemd in accordance with the
shari‘ah” (AAOIFI 2008). Assets in thsukukmay be shares of companies that do not
confer true ownership but which merely offeikukholders a right to returns. Sustkuk
are no more than the purchase of returns from shamd this is not lawful from a

shari‘ah perspective.

In sukuk al-ijarahthe lessee sells the asset to the lessor and lgedmsek. Therefore, an
Islamic financial institution as lessor acquires tinderlying asset. At the conclusion of
ijarah sukukleased assets are sold back to the original owegressee. The ownership
of the underlying asset in ljarah lies with thest@as hence, the lessor should bear all
repair costs, other than routine maintenance amdada caused by lessee abuse or
negligence. (Warde 2000; Vogel and Hayes 1998; &h& 2002; Jobst 2007:1).

There is no specific definition of ownership in tAAOIFI (2008) Shari‘ah Standard 18
— Qabd (possession) pertinent teukuk To add further confusion, the Securities
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Commission Malaysia appliesukukto all securities including shares, notes, unisttr
and bonds (Bossuyt 2008). Teekukmust have an intrinsic value (Adam and Thomas
2004). Thesukuk may represent debt obligations and may be issoedafpool of
receivables — loosely defined as Islamic bondsslamiic securities in Malaysia (Osman
n.d).

It should be noted that the common label associtdeownership of the usufructs of
assets uses term ‘beneficial ownership’. Most contaters agree that Islam allows
rights to benefits as form of ownership and use &3 a basis of permissibility sfikuk
issuance (Chowdhury 2008). However, this is cleatyodds with AAOIFI (2008)
statement requiting representation of clear tilsukukholders. Both current and future
purchases of financial benefits subject to a leaseme-share as a subset of a leasehold
estate are permitted under AAOIFI rules. But, therast be a clear acquisition of
financial benefits and risks, and not merely thedbiés in order to comply with Islamic
rules. Full title in any form of entity or any persowning clear title to eligible assets,
those assets which are not explicitly susceptibhdba may be documented as an eligible

sakkfor sale.

Discussions of True sale and bankruptcy remotearespremised around asset ownership
consequently, they are closely associated with essof whether structures and
transactions are asset-based or asset-backed. shimes interminably linked to pool's
as a form of self-insurance. Indeed what is tommeraged is the use of Islantakaful

(mutual pooled cooperative insurance) that is merest based.
4.3PURCHASE UNDERTAKING

Virtually all of thesukukissued guarantee by indirect means the returminéipal to the
sukuk holders at maturity, in exactly the same way asveational bonds. This is
accomplished by means of a binding promise frorheeithe issuer or the manager
regardless of their true or market value at maturto clarify Wilson’s suggestion
(2008), the ‘guarantee’ on respect of a purchasgemaking; it cannot include two
contracts in one and the ‘guarantee’ of purchasedae a binding promise according to

Islamic law.
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The AAOIFI fatwa of 2008 stipulates it is unlawful for a manger,etiter anudaribor a
partner or an agent, to commit to repurchase atast face value or nominal value upon
maturity (AAOIFI 2008). This is effectively in raian to fiduciarysukuksuch asukuk
al-musharakah, sukuk al-mudarabah and sukuk al-Vedké ahsasna and Idris 2011).
Instead, their resale must be undertaken on this bashe net value or market value of
the assets, or at a price that is agreed uponeatirtie of purchase (AAOIFI 2008).
Purchasing at the face value can only occur inscat@egligence or non-compliance of
stated conditions (AAOIFI 2008). Repurchase dodsatiow it to be at the original value
as this would alter theukukto be tantamount to aba contract. In true commercial
enterprises, where th&hari‘ah is concerned, the return of investors’ capitalncarbe
guaranteed (Lahsasna and Idris 2011)shari‘ah compliant dealings, reward always
follows after risk (Thomas 2006a).

However, in the case aslukuk al-ijarah AAOIFI allows the lessee to agree to purchase
the leased assets when dukukare extinguished for their face (nominal) valug Jang

as the lessee is not also an investment parmetaril or agent. The sale-and-lease-back
technique does not create ashari‘ah related problem as considered by some writers on
the subject. Assets leased under this techniqguagaim be sold to the original owner as
in case of most of the sovereigarah sukukissued so farShari‘ah scholars suggest,
however, that in such cases the client should @se&tback the asset at least after one
year of sale. It is to ensure that the techniqueoisused as back-door to interest (Ayub
2005).

The famous Goldsukuk from the Dubai Metals and Commodities Centre Atitfio
issued a USD200 millioimusharakah sukufoint venture) backed by the sale of three
residential tower complexes was guaranteed byr@igr would be required to purchase

musharakalunits from the issuer and not the commercial prigpe

Moody’s (2007) also points out thatstikukholders benefit from a purchase undertaking
there are several consequences; they are unlikelipet able to realise asset value

independently, they are not protected from originahsolvency and they have an
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unsecured claim on the originator (like conventiomarrowing). Credit risk is hence,

comparable to conventional debt.
4.4I1SSUES PERTAINING TO SUKUK Al-IJARAH

The major criticism ofijarah sukukis that the return is usually benchmarked to the
LIBOR on USA dollar funds or the equivalent locate in the case of issues in
Malaysian ringgit. This interest rate, althoughist only used for pricing, and the
payments associated with tijgrah can be regarded as rents, the close link of tieedst
based pricing witlriba worries manyshari‘ah scholars (Wilson 2008). The mainstream
shari‘ah experts have permitted the benchmarking with amgrest rate reference,
although it is not an ideal practise to them (Usn2&95:168-171).

All sovereignijarah sukukissued so far carry the guaranteed and benchméxestirate.

In addition there is also no third party guararde@any provision for the lessor to bear
any ownership related liabilities (Ayub 2005). Fent, sovereigiijarah sukuktransaction
as a whole normally involves five or six Agreemealisof which have been made as
integral parts of the main contract (Ayub 2005)eTtearing orshari‘ah compliance
from the sequencing of these agreements is not kn®ayment of rentals has been
guaranteed in the contract itself in the form ofitcactual obligation of the sovereign to
pay the rent. The majority of experts shari‘ah related finance are concerned that
sovereignsukukare fixed income instruments equivalent to intetesed bonds (Ayub
2005).

Here the case of the sovereiigarah sukukstructure towards the QGS is highlighted in.
The asset is a parcel of land is intended for ttopgsed development of the Hamad
Medical City in Doha, Qatar. The QGS was issuedheyGovernment of Qatar in 2003.
A joint venture SPV, the QGS, was incorporated ata® with limited liability. This SPV
acquired the ownership of land parcel that wassteged in the name of Halal
Monitoring Committee. The land parcel was placedriust andijarah-based TCs were
issued worth USD700 million due by October 202@raannual floating rate of return of
LIBOR plus 0.4 percent. The QGS issued on Sep 803 Ddver 7 year for USD700M
with coupon payments at 6m Libor+0.40 and rate&tandard & Poors at AA.
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Figure 4.1: The Qatar Global Sukuk
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The Government of Qatar sells land parcels valuddSD700 million. Thesukuk
issuer, the SPV, is established to buy one of #negbs of land.

Proceeds from theukukissuance fund the SPV, which is then able to eshiwvith
the Government. The SPV undertakes to sell thegotppo the Government at the
end of the term or subject to specific redemptionditions.

Following the signing of the purchase agreemen, ifsuer, the SPV, pays a
purchase price of USD700M to the Government, wlselis it a specific land

parcel (free from all claims and encumbrances aitt all attached or accrued
rights).

The SPV leases out the land parcel under a Mdgteah Agreement to the
Government of Qatar, effectively a ground leaseddésrthe terms of the ground
lease, the Government agrees that the Issuerrsstalinder any circumstances, be
liable to expense of any kind or nature causedctiyrer indirectly by, or out of,
the use of any part or the whole of the land paftieé Government controversially
agrees to indemnify the issuer against all and sugh costs, claims, demands,
losses, damages and expenses. In effect the issueot concerned with the
construction of the hospital, its success or failuor whether or not the

Government ever uses the site for any purpose.

181



CRITICAL LEGAL AND SHARI'AH CONCERNS IN THE SUKUKRKET
Chapter 4

(v) The Government of Qatar pays semi-annual leasalseahder the Mastdjarah
Agreement, which are calculated by reference td.IBOR plus the margin (ii)
beginning in April 2006, and Amortisation Paymefnhe two amounts equal the
periodic distribution amounts payable on the pecddalistribution date coinciding
with the rental payment date for such rental. Rentall be recalculated semi-

annually based on LIBOR.

(vi) The SPV disburses semi-annual distribution paymeqtsal to the Government’s
rental payments.

(vii) Investors (both Islamic and conventional) purchtassukukinstruments.

(viii) The investors are reimbursed periodically by trstritiutions from the SPV funded
by the Government rental payments on the land fgré&e investors enjoy the
irrevocable undertaking of Qatar to buy the lanctela

It should be noted that the predominant fornswiuk al-ijarahused by many issuers has
not been accepted by Saudi Arabian scholars. Thagider this a purchase combined
with a resale at fixed price rather than two ueilat undertakings (MEED 2007). This
has lead to the SABIC (a multi-national Saudi conggrate) innovating in conjunction
with HSBC, a newsukuk al-istithma{MEED 2007). It is characterised by investment in
intangible rights (operating business), coupon payare derived solely from income
generated by the business (DIFC and Clifford Ch&2@9). There is no guarantee or
liquidity facility-risk remains and one unilaterahdertaking (no call option) (Al-Sudairy
2008). Thissukukwas also used for Saudi Electricity Company (SEG)s issuance for
servicing meter readings (Al-Sudairy 2008ukuk al-istithmds structure is provided in
Figure 4.2.
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Figure 4.2: SEC Sukuk: lllustration of Sukuk Al-lsthmar Structure
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4 5INTERNATIONAL ELEMENTS OF SUKUK REGULATION

There are loopholes in the regulatory regime taliag the financial institutions and their
managers, which led to the subprime crisis. Remguiatmay be fixed by focusing on
“paradigms” through which one sees finance. Theeetlaree paradigms: (i) the agency

paradigm (ii) the collective welfare paradigm; gnijl collective cognition paradigm.

In the agency paradigm, managers with il interitagvantage of the less informed and
keep the best for themselves while leave bad foerst(moral hazard). In the collective
welfare paradigm, managers have no ill intent lmgu$ only on their private costs and
benefits regardless of the costs and benefits efsibciety. Thecollective cognition

paradigmexists where owing to certain difficulties and dles one cannot understand

the dynamics and internal workings of the systera a$ole. (Torre and Ize 2009:1-2).

This researcher argues that there is perhaps egodviourth paradigm shift in regulation
is evolving to cater for global influences. Certatements of financial markets are
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already being catered through the Bank of Inteonali Settlements (BIS) through the
Basel Accords (1988 and 2001) for capital adequaquirements and IOSCO amongst
other matters. However, it is on a disparate sedeegbasis. As the examination of
regulation towards Islamic finance will highliglitt,may not be possible to accommodate
or legislate for all developments within a partaufinancial sector by a single nation
state. There is a need for co-operation and perliapgt within an increasingly
international focus to deal with the inter-depererof financial institutions and
products. This is a relevant consideration fornstafinancial products such asikuk
The I0SCO (2004) provides global guidelines andrimational regulatory standards for
securities issuances. The key issues identifietsfamic capital markets and products (in

both conventional locations and elsewhere) are:

(a) the regulatory framework governing Islamic capitelrkets;

(b) shartah compliance and convergence;

(c) the range of products in this market segment;

(d) cost factors involved in transactions (including-talated issues affecting Islamic
capital market transactions;

(e) development of market professionals;

() investor education; and

(9) knowledge sharing.

To what extent the UK Financial markets are in aiian on these key issues will be
explored by the research. The first three issuen 88 risks and challenges by the FSA
(2007) are shown to be pertinent for further stodlow. A risk management framework
for UK sukukregulation is seen to be necessary along withgatitn for provision (Zaidi
2007).

European Union (EU) legislation is increasingly omjant for member countries.
Consequently, there may well arise a pan EU regufat financial systems in the future.
The Initial Report of the Committee of Wise Men tme Regulation of European

Securities, saw no current need for regulationntegrate on a pan-European basis at

184



CRITICAL LEGAL AND SHARI'AH CONCERNS IN THE SUKUKRKET
Chapter 4

present (Lamfalussy 2003). It did encourage theomeration and co-ordination of

regulators between different member-states.

The FSA is required to take into account the irdgomalisation of markets and the
consequential impacts for regulations. Globalisatimpact on financial systems, and
institutions for example arising from derivativesdacurrency speculation on a global
stage has increased the likelihood of volatilityd amstability. The role of the
International Monetary Fund (IMF) and World Banksiostitutions that have similar

objectives may well become increasingly important.

However in the USA there is complex dual systemFetleral and State authorities
responsible for regulation with multiple bodies erig for different aspects of the
financial system. This is similar to the UK approdollowing the Big Banfj between
1986 and 1997. The main federal agencies are tler&leReserve System, the Federal
Deposit Insurance Corporation (FDIC) and the Coaotletr of the Currency. Historically,
there have been numerous market failures within WsA. One such more recent
example is the Savings and Loan Crisis in the UBAnd the 1980s. This arose from
financial deregulation, increased competition aneé &vailability of deposit insurance
(Demetriades 2003). This is not likely to changenimently argues Birault quoting Alan
Greenspan (Briault 2000).

There are several Islamic supra-national orgawisatthat have also evolved over time
that are focused on the development, corporatergamee and regulation of the industry.
These carry increasingly considerable weight arldience of thesukukindustry and

Islamic Finance in general. They are identifiedFigure 4.3. The most prominent of
these is the IFSB inaugurated in Malaysia on Nowam3b 2002 initiated by central banks
and national monetary authorities together withgteport of the IDB, the AAOIFI and

the IMF. It is an international standard-settingdypoof regulatory and supervisory

agencies with the aim to ensure stability and soassl of IFSI by developing new, or

*The day of deregulation for the securities markdtandon. On that day LSE become a private limited
company and it was revitalized with the allowantewtside corporations to enter its member firm and
with the establishment of automated price quotation
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adapting existing, international finance standamlssistent witrshari‘ah principles and

harmonisation of practices within the Islamic finarservice industry.

The IFSB comprises of 187 members, which includ@srégulatory and supervisory
bodies, 8 international inter-governmental orgaiosas and 126 market players,
professional firms and industry associations ofrggain 43 jurisdictions. It does not
appear that the UK government has any direct reptason itself on the IFSB. In March
15, 2005, the IFSB issued exposure drafts of priumlestandards on risk management
and capital adequacy for the Islamic financial ervindustry. In 2006, it issued
standards on corporate governance. In April 2008, =SB also started preparing
standards on the supervisory review process as aglltransparency and market

discipline.

In 2007, it issued standards on Disclosures to BtenTransparency and Market
Discipline for Institutions offering Islamic Finaiat Services; and Guidance on Key
Elements in the Supervisory Review Process of tiigins offering Islamic Financial
Services. In 2008, IFSB issued Guiding PrinciplesGmvernance for Islamic Collective
Investment Schemes (CISs) and in 2009 on Capitalghdcy Requirements f&@ukuk
Securitisations and Real Estate investment; Guiddmopciples on Governance for
Takaful(Islamic Insurance) Undertakings; Guiding Prinegpbn Conduct of Business for
Institutions offering Islamic Financial Services;ui@ng Principles onShari’ah
Governance Systems for Institutions offering Iskaufinancial Services. In 2010 it issued
Standard on Solvency RequirementsTakaful (Islamic Insurance) Undertakings and in
2012 it issued Guiding Principles on Liquidity Rislanagement for Institutions offering
Islamic Financial Services and Guiding Principles $tress Testing for Institutions

offering Islamic Financial Services
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Figure 4.3: Pan Islamic National Regulators
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4.6 SPECIFIC SUKUKLEGAL REQUIREMENTS

For sukukissuance careful examination is required of (&) tilansfer of the assets from
the originator to the SPV and (2) the priority,fpetion and enforceability of the security
interests granted in the securitised assets prdvae collateral (McMillen 2006).
McMillen (2006) identifies the following primary eas addressed by legal opinions
concerningsukukissuance:

(a) True sale of the securitised assets: whether thé iS§uer owns the transferred
assets pursuant to a valid transfer, with perfeoteperfectible title in the issuer,
that cannot be re-characterised by a court asw@esttoan or otherwise avoided

in bankruptcy (such as pursuant to fraudulent feardoctrines) and in a transfer
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that is unaffected by the bankruptcy of the orighndor example ensuring a lien-
free transfer, free and clear of all prior ovemigliiens;

(b) Non-consolidation of the transferred assets in® Iblankruptcy estate of the
originator and the issuer in the case of their bapicies;

(c) Bankruptcy remoteness protections to minimise ftikelihood of an issuer
bankruptcy and related mandatory distribution ideig limitation of recourse to
the securitised assets;

(d) The collateral security structure, focusing on \eetthe security interests are
first priority and perfected (or perfectible), amddressing the nature of the
security interest, the enforceability of the segumterest against third parties,
perfection requirements (such as notices, regisiraand recordation), and the
effects of bankruptcy on perfection;

(e) Enforceability of the transactional documents idahg contractual payment
priorities and the extent to which they are enfalbte in a range of circumstances;
and

() Choice of law and whether the choice will be uphekl valid by enforcing
authorities in at least (a) the jurisdiction whiése has been chosen as governing
the transactional documentation, (b) the jurisdiofs) whose law governs the
formation of each of the entities involved in thensaction, and (c) the

jurisdiction in which the assets are located.
4.7 SHARI'AH CONFLICT WITH LEGAL CODES

In Muslim countries, there are issues arise frometiwér Islamic law governs
securitisation transactions by substance or by fdirislamic law is treated as a matter of
substance and upholds commercial law it would molugle investor claims for example
in bankruptcy remoteness. If the transaction isegoed solely byshari‘ah law as a
matter of form, Islamic courts can override comnaregal concepts. These issues have
relevance for structuring and issuance of glah#uk However, bankruptcy and dispute
resolution incidences from defaults are currentlyer and legal processes remain
untested. Much depends on the extent to whiclshiagi‘ah is or is not incorporated into

the secular law of the jurisdiction.
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For example in GCC the clerics sitting in judgemewer a dispute will consider the
national laws, but first and foremost they will t@ncerned to ensure that any dispute is
by reference tashari‘ah law. Furthermore, remedies for breach of conteaet at the
discretion of theshari‘ah court and compensation will normally be limitedtbhe amount

of any direct loss, rather than allowing for puretior consequential losses. The local
courts are unlikely to regard decisions in previoases as a precedent unlike in western
Courts. Many Islamic jurisdictions will not enforéereign judgments and, even where
they will enforce foreign arbitral awards, may iséutheshari‘ah into a review of that
award pursuant to public policy doctrines. McMill&D06) highlights the great degree of
discretion in a court in these jurisdictions aslvesl the uncertainty of remedies within
these jurisdictions. Additionally the time frame fnforcement of contracts in a specific
jurisdiction and whether inability to enforce withia compressed time frame will

effectively not help proceedings for remedies.

Islamic jurisdiction is not bound by precedent dadal opinions may deviate from
previous decisions made by ottsrari‘ah scholars even within the same juristic schools
contractual uncertainty. The complexities summdridey Fitch (2005) did not
differentiate between conventional securitisatiomd ssukuk structures. The issues
presented depict the concerns as these betweearwésgal systems and the local laws.
However, the issues themselves give rise to ehani‘ah concerns of the validity of the
structure itself for example regarding asset owmiprsCorrelating the opinions of
McMillen (2006), Norman (2004) and Fitch (2005) #elowing table summarises the
legal concerns aukukwithin primarily Muslim countries:

Table 4.1: Legal Issues in GCC Domiciles

Offshore structures can be used. Contracts camdfted to select a
Choice of Law | western governing law. Where significant assets g@ngsically
located in theshari‘ah jurisdiction the uncertainty remains high.

None of the draft legal opinions viewed to datetaona clear

True Sale statement that a perfected transfer of title has lzehieved.

Non- In reference to a multi-tier SPSukuk it is difficult where a parent
Consolidation | company rather than an orphan SPV structure istadop
Bankruptcy Fitch had not seen a legal opinion confirming thah-petitioner
Remoteness limited-recourse clauses are enforceable.
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- Problems exist confirming that investors will hafrest priority
Security o h I | Uk _
Structure security interest over the collateral. Isakukstructure is used, by

definition the investors should have first priordyer the assets.

To date, the rating agencies and the lawyers wkie haen asked to
provide enforceability opinions have been of thenmm that there
is insufficient predictability and certainty to pet the rendering of
sufficient enforceability opinions in these juristions. Fitch has
significant reservations about uncertainty of ecdability in
shari‘ah jurisdictions.

Lovells (2007) argues that tax regimes of the G@QG BMENA are
generally unstable. Hence, a case-by-case appi®aetuired.

Enforceability

Taxation

Source: Collected from different Sources by thehbut
4.8PRICING SUKUK

The salient issue of competitive pricing ®ukuk(Jobst 2007) is dependent on several
aspects such as taxation and ratings. Market betwa¥or sukukis different; current
patterns of investors buying to hold are predontinarlike those trading volumes for
conventional bonds. This will impact upon the elaemef the pricing mechanism of
sukuk Due to the complexity afukukand inertia arising fromhari‘ah compliance in the
face of a lack of standardisation, there are undhidyr transaction costs. However, the
desire for standardisation should not be limitihng innovativeness and breadthsokuk

arrangements.

The key determinants of value; time, cash-flow &gl are relevant fosukuk It should
be noted that a key aspect of inclusion in theipgi@lement is understanding the time
element of value from an Islamic perspective. Coqperary Islamic scholars accept the
discounting of cash flows but not towards the legdof money. Thesukukwill have
definite maturities as per bonds if set up asijarah sukuk There will be a risk
uncertainty trade-off. Equity based floating raté&kukare likely to be more risky with

higher returns than fixed-raij@arah sukukstructures.

Standard & Poor’s (2008) highlighted that from asuier's perspective, there appears to
be a pricing gap-albeit small and narrowing-betweekuk and conventional debt

instruments. There are two key reasons for thig flist relates to issuance costs, with
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sukuk requiring somewhat more complex legal structured aonsequently entailing
higher advisory fees. The second is that investag demand higher rates of return from
sukukto compensate for their relatively illiquid natutieeir smaller market size, and the

lack of proven legal and bankruptcy systems ingssyurisdictions.

The implications of linking practice of global see®n sukuk coupon payments to
LIBOR although currently pre-dominant may not b&egarically acceptable bshari‘ah

at a future point in time when Islamic Capital metgkare developed further.

A country is recognised through its currency ane tountry of issuance of sukuk
through the currency may be known through the agyevhich denominatsukuk.The
Malaysian ringgit is dmonatingukukissuance which reflect Malaysia is leading the
world in sukukissuance. The market feukukin Malaysia where mainly currencies are
pegged, although there has been a recent tendemssue in local currencies to avoid the
decrease in value of the USA dollar. It is alsaéwelop local secondary trading market
in sukukwith the introduction of a new unified currencyr fine GCC countries. This
could result in the new Gulf currency becoming tremominator of choice fosukuk
issuance (Wilson 2008). It is also thought thati-BISA sentiment that is prevalent
within the GCC and Malaysia is drivingukuk issuances increasingly towards other

currencies.

Wilson (2008) highlights thajarah sukuktypically pay at least 200 basis points over
base interest rates.These basis points represersotrereign or originator’s risk factor
(Jabeen and Javed 2007). Risk averse investdjarah sukukare likely to also prefer
lower volatility. He identifies that amarah sukukwith inter-bank rates used as the
benchmark is like a floating rate note, where tlekat value of the note seldom varies
from the maturity value, unlike a fixed rate boulikukyields are 10 to 20 basis points

lower than conventional mainstream bonds (Zaidi7Z200

Wilson (2008) argues for sovereigoukukpricing to be based on real macroeconomic
variable such as GDP growth performance in additmrnterest benchmarks. Hence,

sukuk holders would be taking on some of the sovereigh. By sharing risk with
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governments and reducing their obligations, th& g default with skuk would be

reduced and hence, they would be more favourabdylra

IMF report shows that in a rare empirical analysfssukuk that diversification by

includingsukukin the investment portfolio could significantlydwugce the portfolio’s VaR

(Value-at-Risk) compared to a strategy of invesimdy in conventional bonds of that
issuer (Cakir and Raei 2007). The VaR approach uneasthe downside risk of a
portfolio position as the maximum loss that canemnatize at a future prescribed date
with a given probability due to adverse changeeiavant asset and liability prices. The
reduced VaR is not just due to the inclusion ofeatra instrument in the portfolio but
rather is a result of the very different behaviotisukukprices in the secondary market
compared to conventional bonds. For example, theywsmpirically that in the case of
Bahrain, wheresukukand conventional bonds have similar durations,cttreelation of

returns is still close to zero.
4. 9RATING SUKUK

Rating determines level of risk inherent in a teat®n and helps in the pricing of the
transaction. Further, it helps in the marketabibfythe sukuk It may be noted that the
rating is assigned to treukukand not on the lessee. Market activitysokukis closely
associated with the involvement and attributionciefdit ratings from the conventional
rating agencies to the issuances. The rating tef@arent opinion of the likelihood that
debt service payments will be made on a timelyso@asaccordance with the terms of the
rated instrument that is normally referred to aedir risk. Issuers ofsukuk have
attempted to align their products, structures dmatacteristics akin to that of replicating
conventional bonds. Conventional practice in relatto bonds is built upon rating
agencies. Hence, risk rating agencies are willmgatesukukbecause of their familiar
structures to provide assurance for investors.mbst commonly known rating agencies
are Moody's, Standard & Poor’s, Fitch. There hasnbencreased activity and
involvement with the subject-matter of Islamic Fina in general from the agencies. In

addition to rating activities, each agency has peced an analysis or opinion in respect of

192



CRITICAL LEGAL AND SHARI'AH CONCERNS IN THE SUKUKRKET
Chapter 4

securitisation andshari‘ah including relatively thorough market analysis @lamic
Finance since 2005.

Process of rating securitisation traditionally sséd upon the required legal opinions
which international ratings agencies rely on in mgkratings determinations. Legal
uncertainties as regardshari‘ah-compliant securitisation structures and unresolved
issues that are inherent in all Islamic jurisdieipsuch as true sale, collateral security
that are sufficiently supported by government goteas. Higher ratings are rare without
additional risk-mitigating features, such as somgreguarantees, or secured repayment
obligations that conform to the principlessbfari‘ah law. The consequence is that capital
market and secondary market growth is markedly tcaimged. A rating analysis process

for sukukis given in (Figure 4.4).
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Figure 4.4: Sukuk Raiting Analysis
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Moody’s (2008b) approaches rating securities in meavkets through the evaluation of
various risk layers in order of priority; assetsusture, system (legal and political),
convertibility. These are assessed in combinatibh kggulatory issues, legal issues, data
collection, originators/servicing rating, local rkar depth, issuer's motivations investors’
concerns, country risk. In another study specificaln IFls, it states that the key
distinction Moody’s makes when looking at corporatel banksukukis whether they are
asset-backed (risk analysis is based on the assets)sset-based via a repurchase

undertaking (riskiness of the borrower/originat@oody’s 2008b). They also examine
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the strength of the underlying purchase obligationsidering it to be the backbone of the
sukuks principal repayment.

Standard & Poor’s approach in ratisgkukis relatively similar. It is dependent on the
performance risk of the assets backing the traisacdtandard &Poor’s categorisgkuk
into three types: with full-credit enhancement nathm (asset-based and dependent on
credit-worthiness of '3 party guarantor); no credit-enhancement mechar(asset-
backed with performance of underlying assets); witth partial credit-enhancement

mechanism (combining features of the former two).

Each rating agency cites that they are only comzkmith credit aspects and all declare
they neither pronounce on the suitability of a igatar obligation from the perspective of
shari‘ah compliance nor review the validity ofshari‘ah board’s recommendations and
decisions (For example reports of Moody’'s 2008n8ard & Poor’'s 2008; Fitch 2005).

Legally, ratings reflect solely the compliance aofiyatransaction with applicable
commercial law, i.e., the resultant investment fiskn the degree of legal enforceability
of investor claims. Against this background, cer&iari‘ah-compliant transactions have
disavowed thehari‘ah governing law (although they may satisfy #teari‘ah as a matter

of substance) in favour of English law.

The subject of ratinghari‘ah compliance is one of interest. Surprisingly noingt
agency rateshari‘ah compliance on the grounds they believe that it f@asmpact on
ability of issuer to make payments. Emphasising tnedit risk aspect only as
justification for this position is misplaced. HBhari‘ah risk presents a credit risk
particularly for investors if not implemented cantlg, this should be considered a
shari‘ah risk. Rating agencies contend that they evaluetie form all perspectives.
Rating shari‘ah compliance from the basis of investor risk is eddrle and legitimate
concern. Investors iaukukseek verification of the extent to whishari‘ah compliance
is claimed by the issuers. The approach taken byroanventional institutions seems to
be like ‘burying one’s head in the sand’ as they amderstandably lacking in the skills

nor wishing to get themselves immersed in contsiesr To avoid not taking into
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account the fundamental premise of the existenikidikthat is the extent aghari‘ah

compliance is a glaring omission of the processufikissuance.

Usmani (2007 and 2008), contends that issuers dreodid having their primary focus
on rating agency approvals when seeking to issueikand rather focus oshari‘ah
legitimacy. Usmani also calls SSBs to abide by $ftrari‘ah Standards issued by the
shari‘ah Council and become more operationally involved tpfagwa of product
approval. The concerns ahari‘ah arbitrage have been highlighted in this academic
effort. This recognises the need to resolve dissrejes in theshari‘ah element osukuk
issuance. The lack ahari‘ah harmonisation and increasingtykukcomplex structures
are impediments to growth. Hence, this aspect shbalwelcomed through regulatory
support. Increased transparency is requigddri‘ah experts should be willing to disclose
their ‘fatwas’ or juristic reasoning, in order to gain widerceptance ofshari‘ah
decisions given the implications these opiniond Wive on cross-border transactions
(Zaidi 2007).

The key parameters ghari‘ah acceptance for such a rating processutfukwould not

be discussed here. The agency involved would nedghie scholars themselves enable
to do this evaluation. Further, they will need teardinate with the respective SSB of the
issuances. Practical controversies arise from mgryirisprudence judgements from a
variety of schools of thought anadhahib Hence, if scholars disagree who is right,
shari‘ah compliance is also a matter of expert opinionatgective facts. There are also
only a limsted number of scholars who can dassa regardingsukukissuance and so
independence of this panel might be difficult. Qdtegion at a level with the Islamic
International Rating Agency (IIRA), IFSB or AAOIRhay well be necessary to establish

such a process.

A dedicated Islamisukukrating agency has been established by the IDBIIR%. It is
worth noting that a substantial number of isssieklikgo unrated. Unlike Malaysia, GCC
countries do not require issuers to seek ratinieeebefore or after theukuklaunch
forcing investors to do the required due diligeand research themselves. IIRA argues it

is well-placed to step in and meet the capital marequirements by providing the
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requisitesukukratings (Zaidi 2007). However, it does not rakari‘ah compliance. The
Rating Agency of Malaysia (RAM) has acquired mugiperience ofsukukevaluation,

but these use similar criteria to other ratingitngbns.

4.10RISK PROFILE OF ISLAMIC FINANCIAL PRODUCTS WITH SPE CIAL
REFERENCE TO SUKUK

The systemic differences and unique characterigifcéslamic financial instruments
require innovative risk management techniques @natacceptable tehari‘ah (Kettell
2010b). The Islamic economic system increases lgyabrought about by not having
activity linked with interest (and its rates) andaktarian intentions (Jamaldeen and
Friedman 2012;Rasul 2010b). Indeed, the inheretr@af Islamic finance is built upon
risk-sharing and could be developed towards thestniques (Askari 2010). Co-
operation is a key characteristic throughout Istarmading approaches and indeed
promoted through other activities from rites sustcangregational prayer and charity to
engaging in society (Khan 1994; Venardos 2005).aAtrading level co-operation in
partnerships such asusharakahrequires a level of trust and indeed consequendsal

values (Brown et al. 2007).

Minimising common behavioural problems and the eisdéed risk management of those
involved with IFIs as financiers or investors netalbe a paramount concern in line with
Islamic business ethics. Risk-aversion is natundl rsk-sharing requires trust. Igbal and
Llewellyn (2002) also highlight issues of incensiation, agency costs and monitoring are
recognised concerns within the industry. It maylwel that trust in conventional banks

and systems may be higher when it comes to behaimsues for example, of insider

trading. Levels of trust in Muslim societies areagnised being low (Igbal and Mirakhor

2007).

Further, as the nature of Islamic finance bein@talsacked is closer to the real economy,
Islamic financial markets should be less affectsd vblatility within conventional

markets where derivatives and intangible assetsrddenthe industry. This is reflected
by current issues within the sub-prime market wherdebt based industry collapsed

lacking tangible assets to realise investor clai&s.additional Islamic principles also
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build further safeguards and safety-nets for systand institutions for example, they do
not allow selling what one does not own; that ilirgg short. SS has been suspended in
September 2008 in both the UK and the USA as laoymd institutions collapsed as a

consequence of this practice.

As globalisation is leading to increased integratand interdependency of financial
markets, there are enhanced systemic and contaglsarising from market volatility.
Financial innovations and shifts in banking prassiavithin an increasingly competitive
world market are adding to the complexities andumatof risk. Risk management
techniques from conventional financial industriesmieasure, manage and control risks
allow them to effectively transfer and mitigatekrism a variety of manner to protect

systems, institutions and individuals.

Risk can be managed but not eliminated from ecooamtivities, nor can economic
progress be made without assuming risk. Hencetaiskg and risk-sharing are essential
moral values Islamically (Suwaillem 2006). The alije of risk management is to
extract optimum reward from an acceptable risk syp® whilst minimising cost
(Monjoo 2007). However, Islamic finance in companswith conventional finance has
not well-established mechanisms and practices sk mnanagement both at an
institutional and product level. Weak risk managetr@actices undermine the potential
contribution that IFIs can make to the communitiest they aim to serve and lead to
weak global strategic positions (Grais and Klattayn@007). Globally, additional
regulatory requirements such as Basel Il Accordgire capital adequacy measures to

mitigate different risk categories.

Igbal and Mirakhor’s analysis (2007) of risk pre8lof IFls is a rare academic effort to
analyse this under-developed area in associatith MISB (2005) recommendations.
Grais and Kulathunga (2007) also approach risk gament for Islamic finance from
the perspective of Islamic banks in relation toited@dequacy and Basle Il requirements.
There are risks specific to IFIs arising from thffedent nature of the intermediation,

products, and balance sheet constitution.
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The approach of Igbal and Mirakhor (2007) is sigait in combination with that of
Grais and Kulathunga (2007) who employ less nunsemgk criteria. Application of
these risk profiles is complicated by both Igbatl aviirakhor’'s (2007) and Grais and
Kulathunga’s (2007) approaches being in relatiotFte and financial intermediaries in
particular banks, whereassukuk are products based on securitisation and
disintermediation. The examination by this reseawdhtailor the above approaches to
IFls in relation tosukukin the UK and to include also a risk managemeatfilgrof the
underlying nature and structure safkukinstruments. Each AAOIRukukcategory has
its own inherent distinct risk-profile based on uisderlying nature. Upon issuance of
sukuk there is further increased idiosyncrasy. Hengstead of examining eagukuk
category, generasukuk risks should be analysed and contextualised; erbems to
specificsukukcategories are highlighted where necessary. Rifgating determinants

are also suggested.

The specific challenges of risk management impleatems within IFIs are identified by
Igbal and Mirakhor (2007) to be at several levdlsese include the establishment of
support institutions such as lender of last resdeposit insurance schemes, liquidity
management, secondary markets and enforceable lef@alstructure for Islamic
products. Additionally, the harmonisation and umifdy of shari‘ah standards across
markets and borders is required. This might welbbkieved through the establishment
of a national/centralisedhari‘ah board that would perhaps be more cost effectivee an
less resource intensive than individual SSBs. Rer WK, this could be set-up by the
industry itself and the FSA. This has been esthbtisn Malaysia and central reference
point would also be an effective co-ordinator witie other internationally recognised
shari‘ah authorities.

Development of customised risk management systeaysh@ hampered through lack of
scale of IFIs. Integration with global financial rkats would be more possible with
sound risk management. Risk Management requirdgyhgiilled human resources that
are currently in short supply for IFls. These seetits are echoed by Garis and
Klathunga (2006). However, risk measurements teghes and monitoring systems used

in the conventional space could well be adaptetFlsy For example, ‘economic capital’
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is an emerging framework practice for measuring ambrting all kind of risk across a
financial organisation in relation to economic cieds rather than in relation to
regulatory or accounting rules. It attributes abyatality to risk events that may result in
losses. These risks in IFIs could be offset throtaddaful funds. Large corporations can
benefit from the due diligence process by eithenalestrating operational excellence

and/or by identifying operational risk.

Figure 4.5: Risk Profile Islamic Financial Institutons
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Source: Adapted Igbal and Mirakhor, 2007

Risks are grouped into four broad categories byallgind Mirakhor (2007) that are
applicable to both conventional and Islamic insimios: financial, business, treasury and
governance risks. Each of these analysed in tuth thieir corresponding scopes and

relevance to this research.
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Grais and Kulathunga (2007) use a different ris@fif@ criteria with some different

definitions. Four categories are also presentedntial risk, operation risk, business risk
and event risk. Under financial risk, Grais and &unga (2007) identify credit risk,

interest rate risk (similar to mark-up risk), markisk (systemic risk common to entire
asset class), liquidity risk, settlement risk (c@uparty not delivering security or cash as
agreed) and prepayment risk (loans being prepdiordenaturity due to interest rate
decrease). They identify the scope of businesstoshkclude, legal and regulatory risk,
volatility risk (exchange rates fluctuations), ctynrisk (foreign asset placement risk)
and equity risk (due to stock market dynamics). r@penal risk and event risk (due to
unforeseen exogenous events for example, contagiom)identified by Grais and

Kulathunga (2007) as stand-alone categories. litiaddthey consider certain particular
risks of importance to IFls; commodities and inwentrisk (arising from holding assets
in inventory), rate of return risk (arising fromx&d-return commitments links with

benchmark interest rates), legal asftari‘ah compliance risk, equity positioning risk

(associated witmudarabahandmusharakalventures).

A number of risks are evident in both the convergloand Islamic banking industries.
Risk mitigation techniques are similar to convendéibbanks however, only where there
are noshari‘ah non-compliances. However, risk mitigation techeigjlare less evident
and more complex with Islamic banks and productsecBic sukukrisk arising from

structural and issuance may be categorised as tn@kerevalence under Commaodities

risks. These include UK specific discussions reigarond-likesukukissuance.
4.10.1FINANCIAL RISKS

Financial risks are exposures that result in actliieancial loss to the assets or liabilities
of an institution (Igbal and Mirakhor 2007). Islaminstitutions are also exposed to
equity investment risk. Credit risk is the potehtigk that a counter-party will fail to
make payments on its obligations in accordance wWith agreed terms. The different
nature of Islamic instruments includirsgikukbeing asset-backed brings distinct issues
compared to conventional credit risks. Such riskdude payment defaults for example,

concerningnurabahah(deferred price sale) contracts if a client reuse pay or accept
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the commodity. In the event of market volatilityettagreed price cannot be altered.
Defaulting delivery of goods as in the casesaldmor istisna’ also exposes the bank to
risk. Mitigation is usually through pledges andlatral as well as a due diligence
investigation of the credit-worthiness of countartfes. Forjarah sukuk it could be a

default on rental payments. There is increaseditided of defaults and increased credit

risks with fixed rate structures.

Credit risk on fixed ratesukuk should also be factored in by investors given the
possibility of external counterparties defaultingrent payments to the underlying asset.
Counterparties will be more willing to default asbtlrescheduling at higher interest rates
is not permissible under Islamic laws. Credit ridkhe SPV and originator will need to

be assessed independently especially if the lehdsr access to recourse and the

underlying assets fail to cover creditor losses.

To avoid practical and accounting uncertaintiesaréipg the nature of the payment
obligation, and to ensure that issuers meet theint dervice schedulesukukcan be

structured to include payments to charity that fhlle when periodic payments are
delayed. Nevertheless, although this provides eentive for the issuing entity to pay on
time, it does not compensate investors for theydelther protection measures allow
sukukholders to declare an “event of dissolution” wiseheduled payments are delayed.
The declaration entitlesukukholders to dissolve the trust and receive a 8istion of

their share of the trust and its assets (in conwealterms to recall their principal).

According to Standard and Poor’s (2008), repaynaérinitial funds invested (that is,
principal) normally takes the form of a stand-alqme-set sale or purchase undertaking,
or a call or put option wherelsukukholders have the right to reclaim either the use o
the sukukallocated assets or the value of the assets tingssen termination of the
sukuk or on an event of dissolution. However, as is & case for unsecured debt, this
mechanism neither guarantees the full recoveryitfl funds invested nor givesikuk
holders the right to claim any shortfall from tissuer if the latter is incapable of paying

back the full amount of principal. One way to addrehis risk is through the use of
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guarantees. In the JARUKuktransactions, an external guarantee was usegposithe
sukukstructure (Standard & Poor's 2007).

Credit risk considerations of rating agencies examvhether the issuer have cash
balances, reserves or standby access that wilfeassoely payment in the event of a

cyclical or unexpected interruption of cash flowd&iah 2011). They will also seek to

determine the nature, history and consistency®igsbuer’s cash flow and what coverage
this provides for future obligations (Siddaiah 2P1%ome conventional credit and

counter-party risk management mechanisms fraaai‘ah perspective are not however,

acceptable or at the very least controversial ¥angle, to some, the use of derivatives
(Rizvi and Lahsasna 2012).

Markets risks arise in the form of unfavourablecermovements, which have potential
impact on the volatility of the value specific asséGreuning and Igbal 2008). These
include mark-up risks (for example in relation t¢BOR), price risks, and Foreign
Currency Exchange (FX) (or foreign exchange) ri€kseuning and Igbal 2008). Mark-
up risks are closely associated with interestniates (Grais and Klathunga 2007). Market
risks are also identified with commodities riskelsas leased asset value risk in relation
to ijarah contracts where there is for example a reductiothe residual value of the
leased asset (Greuning and Igbal 2008).

International financial markets are susceptibleldbs and flows (Schinasi 200@ukuk
are likely to be no different. Currency issues ipatarly pegging with the dollar in many
countries is an issue (Graham et al. 2010). Foreigihange rate risk is another worry
particularly if the underlying asset insakukis generating returns in a foreign currency
(Zaidi 2007). Originators themselves may need taaguarantors by assuming FOREX
risk exposures thereby shielding investors fromauafirable exchange rate movements
(Zaidi 2007). The IDBSukukused the concept of an Islamic Dianr (ID), equewnaito one
Special Drawing Right (SDR) of the IMF that is waigomposed of 45% in USD 29%
in Euro, 15% in Japanese Yen and 11% in GBP (Ah&@Hl). However, theukuk
certificates are denominated in USD creating aenat mismatch (Ahmed 2011). Any

appreciation of the USD against the ID will invélaresult in a currency loss (Ahmed
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2011). Ideally, the underlying asset pool wouldchéa be well-diversified generating
multiple currency returns to completely offset ttogeign exchange impact for both
originators and investors. The term of maturitysakukalso matters given that smaller
maturity sukukwill be less exposed to long-term exchange rasmgas (Zaidi 2007).

Commodity risk for the purpose of this exercisese®ped to include asset, price and
issuance related risks particularsiokuk Price risk is asset-specific risk given that éher
will be differences in the fair-market and reportelues of the underlying asset. The
underlying tangible assets are likely to depreceatd maintenance will surface as an
issue.ljarah sukukwill be considerably vulnerable to such risk exjresas depreciation
of the leased asset will likely cause asset valadall below prevailing market values.
The liquidity of thesukukcan offset this riskSalam sukukloes face price risks, but such
risk can be mitigated with investors entering iptarallel contracts with third parties.
Asset loss prevention or depreciation could be goeréd throughtakaful For UK
sovereign issuance alkuk ‘pricing risk’ was considered to be higher footi-like’
Sukukthan ‘bill-like’ sukuk because of the greater importance placed on liguaf
longer-dated instruments (GB HM Treasury 2008).r&hs also the securities price risk
in relation tosukukwhere the price exposure from investors is exposenirrent yields

and there is distortion arising from an illiquid rrket.

The determination of the asset-quality risk is § keuirement fosukuk Whereas the
underlying asset base is difficult to assess faweational securitisation, there is more
transparency necessary Barkukissues. However, description and specificatioassets
from originators who are not so well-known may leissue particularly for corporate
sukuk Not all issuances are likely to be guaranteeddwereigns or equivalents globally
or within the UK. If the asset-backed issuance rigpprly employed then, the asset
quality would also dictate revenue from its actyvalanaged performance. If it is asset-
based then the rating agencies would need to afiséss issuer has cash balances,
reserves or standby access that will assure tip@jnent in the event of a cyclical or

unexpected interruption of cash flow instead ofwiay asset quality.
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The servicing risk is a key element of securit@mati Servicing can benefit from
economies of scale. Problem assets will requireenservicing.Shari‘ah issues are also
involved if the originator is involved. Take for @xple, the originator within aijarah
sukuk needs to ensure compliance for maintenance ofepiyppThe rating agencies
examine several aspects in relation to serviciriges€ include determining whether the
originator service collections relate to the ungleag and also if the originator is skilled
and competent to do this. If the originator failere is the requirement to have a backup
servicer known to the investing community been idiexd and already contracted to step
in and replace the original servicer without haamhte investor (IFQ 2006). The process
of the rating agencies will be to determine alscusiéy risk aspects such as whether the
underlying is sufficient to secure repayment in gwent of servicer (party collecting
monthly payments), issuer, or originator relateobpems including default. Otherwise an
assessment to provide additional security includexgra assets, reserve funds or
guarantees is necessary to arrive at an attraatiey. The development of a third party
servicing provider industry fosukukis to be encouraged. This may be achievable
through conventional servicing companies may be &bbpen up ‘windows’. Regulatory

changes may well be needed.

Prepayment risk fosukukcould arise in the future. If mortgage backed s&es are
likely to be involved forsukukstructures within the UK. LIBOR changes are likédy
impact on prepayment characteristics of borrowé&tss is true for other asset-based
sukuklinked to LIBOR. A possible mitigation could be tise asukukindex to have a
benchmark that is non-LIBOR based. This will aldeely to help develop Muslim
participation within financial markets globally tugh having non-interest associated
benchmark involved.

Sukukin the UK have an associated new product riskirTieture and substance alone
with other aspects of Islamic products requiredbéounderstood for all stakeholders-
current and future. The financing and pay-off chtastics require to be understood by
conventional participants and stakeholders. The R&&ds to be actively involved in the
promotion of education of Islamic finance. The lmtoange oSukukand their true nature

rather than just being associated with ‘debt’ cbtastics is also necessary for the
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industry. The development and establishment of gtddading ‘debt’ formattedukuk
indices align with other Islamic product benchmashkeuld be a key priority for the LSE.
As thesukukmarket is also a nascent market it requires tcuttvated to ensure that
conventional players when competing do not harnd#heelopment of theukukmarket.
The regulatory authorities are required to playrthart. Also the LSE needs to undertake
and be involved in a full market assessment andtegjic evaluation olukuk to

understand and develop economic plans.

Asset protection and structural seniority/subortiamecollateral risks are two distinct
controversies associated withukuk from a shari‘ah perspective. Theshari‘ah
requirement that investors fund operating asseispled with the equity-like nature of
their investment, means thatkukholders may expect to acquire indirect legal owhigr

in the allocatedukukassets rather than true ownersBipkukstructures witnessed so far,
however, have been mostly asset based rather #$set-lsacked. This does not offer
direct legal claim over the allocatsdkukassets, thereby resembling unsecured lending.
As tranching is not an equitable process, everrifitted by certairshari‘ah scholars it

IS not a practice to be encouraged as it violahes grinciples of engineering. This
justification is arguably invalidated overtime atiils time has arrived. The fundamental
nature ofsukukas being asset-backed with full ownership pregidn a risk-sharing
basis with thesukukcertificate holders is being challenged. Msgkukhave been asset-
based with originators ensuring that ownershipasfolly transferred to investors. The
question of thesukukstructure being asset-backed or asset based raguresates this
research topic. It is of paramount importance hteakls- atshari‘ah, regulatory and
market levels. Interestingly, each perspectiveeddising asset-baseikukonly. This is
even atshari‘ah gauge where many scholars permit asset-basedrgsrituthe detriment
of asset-backedukuk At a regulatory level, the UK is driving an asbasedsukuk
agenda from its consultation responses and docsméné UK regulations should cover
both asset-backed and asset-bamgklik At a market level, sovereigns and corporate
originators do not wish to give over full ownershights. This is perhaps strange when
conventional securitisation efforts do undergo sake and bankruptcy remote structures

and issuances. Competitive advantage could be dyaimeugh issuance of asset-backed
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sukuk Admittedly, the structures and hesitancy or iaedue to the lack of regulatory

and market desire may necessitate more develodoretis to occur.

It is expected thathari‘ah-compliant securitisation will expand going forwadd asset-
backedsukuksponsored by IFIs and other corporations will gmoaterially in number
and size. For IFls, these structusadkukwould play the roles of both attractive funding

mechanisms and powerful balance-sheet and risk gieament tools.

Regulatory arbitrage in the UK has been broughuabwough the FSA, HM Treasury,
HMR&C essentially confiningsukukto be within the debt market space and providing
tax relief when technically they do not fall withthis arena and are more akin to the
definition of CISs. HM Treasury (2007) focus andeadét position onjarah sukukas the
referencesukuk although understandable as an evolutionary fitsp,sit is perhaps
limiting in their pursuit of ‘bond’-like’ or ‘billike’ sukukissuance. Regulatory arbitrage
IS occurring as the regulators seek to contrivérategyyy of fittingijarah sukukinto the
‘debt’ box and in practice following a ‘one-sizetsfiall approach for allsukuk
Arguments of economics substance over than legal e being cited. However, both
need to be consistently aligned. Neverthelessjjéinah sukukis a welcome first step.
However, it is a limited approach given the broademge an aspect of rate of return risk
is the displaced commercial risk identified by AADiIvhere depositors are paid returns
higher than what they should be paid under theaacontract for example, when they
have underperformed. This has led to mitigatiorough the establishment of Profit
Equalisation Reserves (PERS) (portion of grossnmeset aside before deductions) and
Investment Risk Reserve (IRR) funds (income of #oEs is set aside after deductions)

to dampen future losses.

Another aspect of business risk is withdrawal negulting from competitive pressures
leading to a loss of customers. This may becomsare ifsukukare not cultivated and
protected at the onset from competitive pressyadicularly given that a critical mass
of sukukare required for both sovereign and commersigtukto allow secondary
trading at fair values. Malaysia has foreseen dhnid brought in measures to protect the

sukukindustry.
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At a macroeconomic level, the FSA (2007) regardrigieof contagion or systemic not to
be significant. In the UK, the risk of contagion tfee wider economy and financial
markets through a failure of an Islamic financiastitution is limited as the market is
currently relatively small. In countries where fsia institutions have a larger share of

the market the impact would be wider.

Accounting standards and the treatmentsokuk risks exist forsukuk and different
accounting standards are identified for differenkuk products. There are alsukuk
differences in relation to conventional producfeténces. Also geographical differences
in understanding globalukukare an issue. This was also a key reason fordkeeace of
AAOIFI. It should be noted that AAOIFI (2008) Finaal Accounting Standard 17
regarding Investments (as opposed to $iari‘ah Investmentsukuk Standard 17)
provides little guidance specifically for the acnting treatment osukuk Section 6/2
(Special requirements) requires disclosure of taine of thesukuk the face value of
sukuk the percentage acquired of issuance by each padylassifications according to
maturities. The standard only requires a further élements to be known fesukuk that
is the nature of the guarantee and the natureeafdiationship between issuers auttuk

holders.

Conventional international accounting standardero$ome leeway under whigukuk
can be classified as debt or equity, with theirflouts following accordingly. The
classification of a particulasukukis readily determined from an issuer’s balancesshé
the sukukis treated as debt, periodic payments will besilizsl as conventional interest
payments as part of financing costs. If sukukis treated as equity, however, periodic
payments can be reported as dividends and appeatldiin the statement of changes in
equity without passing through the income statem&htis makes calculating interest
coverage rations more challenging. Neverthelesss issential to ensure that ration
calculations fully capture an issuer’s financialigitions for comparability with other
conventional debt issuers. Standard & Poor’'s (2088ust calculations to take into
account the treatment afukuk remuneration. However, Standard & Poor, AAOIFI

provide little guidance for the accounting treatimeh the assets of a hybrisukuk
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HMR&C (2008) categorically state thetikukmust be treated as a liability for accounting

purposes.

Islamic banking products and systems are uniquelagidoperational modes are distinct
(Elfakhami et al.2007 and EI-Tiby 2011). The re¢oig and supervisory requirements
for conventional banks are different in scope (WAlIR006). Regulation concerns of IFIs
are of vital importance to the success and trusthef system within which Islamic
investment funds operate (Llewellyn 1999as citedBayouafi and Belabes 2010:40).
There is an established tradition of monitoring tharket in Islamic tradition from the
time of the Prophet Muhammad (peace be upon higfol&rs such as Ibn Taimiyyah
elaborated principles further regarding regulatia supervision that is also an inherent

part of Islamic finance (Ashraf 2012).

Regulatory risk is a considerable factor $okukin UK. This is also a considering factor
to the UK from globalsukuktraded and listed on the LSE or to be traded abroa
eventually (GB HM Treasury 2008). Definitions amqguired for the broad range of
sukuknot just a single definition of debt (FSA 2007helsukukasset class has to be
viewed as a commodity class in its own right (GB Hk&easury 2008). Treatment on a
case by case basis although understandable ispgsenioa considering the broader picture
of sukukas a particular class (FSA 2007). The appreciatibmange ofsukuk and
applications is currently being avoided by the UKharities. Further, hybridukukare
developed that have a variety of debt/equity/prtof@tancing characteristics (Casey
2012). Current emphasis on viewing the economicstamce of thesukuk although
laudable, needs to be aligned with that of its llédgam (GB HM Treasury 2008). It
clearly is not as aukukshould be categorised as a CIS but is treateelas(BSA. 2007).
Regulatory arbitrage by the FSA itself is also pgshoccurring as trying to fit equity like
sukukall into single box of ‘debt’ like bonds. Hencegulatory arbitrage exists in the UK
approved by the regulators (Clifford Chance 20IWese current regulatory, as well as
the taxation applications, may well be challengeédseme time. However, current
approach to treasukukas bond is clearly limiting (Cakir and Raei 20(Rggulatory
rules across different countries ukukmay well be a concern for market development

and trading for example even if issuisgkukin Europe (OBG 2008; Thomas 2006b).

209



CRITICAL LEGAL AND SHARI'AH CONCERNS IN THE SUKUKRKET
Chapter 4

Regulatory evolution will take timé&hari‘ah boards and opinions for sovereign issuance
are needed (Cakir and Raei 2007). An accompanyagal | review is required to
encompass the breadth of Islamic finance if the tily wishes to establish itself as a
global hub (Askari et al. 2010).

The UK’s HM Treasury (2008) consultation also retusgd the process of issuisgkuk

is not straightforward and could be time consummegpurce intensive and less flexible
than the UK Government’s current method of finagoim gilt and treasury bill (‘bill’)
issuance. Respondents to the consultation quedtiavteether sukuk issuance could
reduce gilt issuance and the impact on the interadietween UK Governmerstukuk
issuance and wider UK Government financing throgifs and bills. It is also thought
issuance could be more costly than conventionalisse, either as a result of up-front
structuring costs or because investors would chargaremium to invest irsukuk
Further, it was appreciated that demand for AAfedatterling denominatedukuk
iIssuance is untested and may be limited, due berethe currency and/or the relatively
low yield it could offer. The transfer of governnieassets to a SPV also required to be

addressed as sensitive.

Legal risks are also important to tackled with. d.dNoolf's (2007) call for the Law
Commission to undertake a full review of legal ssuegarding Islamic Finance is
necessary. His comments that current approachag p&cemeal and beyond the scope
of purely regulatory authorities are pertinent. &legsk could also include SPV Specific
Risks. The SPV is generally designated to be adatane institute that is bankruptcy
remote from the originator. For UK sovereigukukissuance, this will need to have asset

distinguished from government ownership.

Technology risks for adequate systems cateringhferrange osukukpossible are not
adequate and needing development. Further, asukek market is small, there is
inadequate originating systems gukuk as the volume of trade has been insufficient to
justify spend on development. Current technologsteays are bespoke or in-house from

Islamic finance products and generally being dgwedoin emerging countries (Al-Jarhi
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2009). Sukuk in the UK also require adjustments to CREST getlet system
coordinated with the Euroclear platform.

4.10.2TREASURY RISKS

Treasury risks are risks associated from the manege of the financial resources of
financial institutions for example in terms of casgluity, liquidity and assets/liabilities
management. Any inability to manage risks in its& risk. Liquidity risk for IFIs arises
from a constraint of trading illiquid assets and having access to acquire funds at
reasonable cost when needed. This can also gigdaisnismatches between asset and

liabilities and an inability to manage portfolios.

Liquidity risk is one of the key reasons for theséence forsukuk.The limited growth of
the shallow secondary market poses its own chadkerig those investors seeking to
trade/liquidate theisukukholdings. Pricing, market depth and volume issadkd to the
real concerns investors have with selling thaikuk certificates. The buy and hold
culture as well as decentralised secondary tragieyent investors from seeking an
efficient transfer osukukcertificate ownership without loss of value. Aglabal level,
the IIFM and Liquidity Management Centre (LMC) olain seek to address the issues
of liquidity. The Central Bank of Malaysia has alsstablished the Islamic Inter-bank
Money Market (IIMM).

The primary assets created Istisna’ and instalment purchase/sale contracts would
create debt obligations that can be termed as fia&l zero couposukuk These zero
couponsukukare ashari‘ah compatible debt finance instrumeBalam sukukand Zero
Couponsukukare themselves entirely non-tradable. Scholareeofiiat becaussalam
sukukcontracts are based on underlying grains (and dtloel commodities) trading of
such securities may result in speculation or uneéwploitation. However, unlike
traditional zero-coupons, Zero Coupsokuksuch assukuk al-istisna’ and sukuk al-
murabahahdo lead to debt ownership; trading of debt se@sribeing incompatible with

Islamicshari‘ah. Hence, liquidity risk is more pronounced for nioadablesukuk
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When a bond is bought by a bond holder at a lowiee phan its face value but he is fully
repaid its face value at the time of maturity i9Wn as zero-coupon bond. (Mishkin
2007:70)

In Islamic finance, funds are needed to create mesets on the balance sheet of a
company and this asset creation may be done thiistigha’ or murabahah sukulSince

a debt obligation is created in these&kuk hence these can be in the form of non-tradable
debt certificates that are similar to zero-coupamds. The certificate on these debt

arrangements can be termed as fixed rate zero nauybok(Tariq 2004:19).

These instruments cannot be adjusted to the wamgtin market conditions such as
prices, interest rates and exchange rates. Hemaestors in these assets are exposed to
serious market risks and challenges in competinth wonventional bond markets.
Consequently, there is a demand for tradghlah sukukfor liquidity management. In
addition to the restriction on the sale of deldgrtsc banks rely on current accounts that
are withdraw-able on demand. Due to the slow devetmt of Islamic financial

instruments and lack of inter-bank money markegsijdity issues arise.

The sukuk certificate holder is rendered to several riskgtipent to sukuk structures
categorised as Investor Specific Risks. These ramgaply regarding liquidity issues. The
sukukstructures, as welcome as they are in dealing Mgthdity management issues in
Islamic finance, are exposed to a liquidity rislcdngse there currently does not exist a
well-structured and sufficiently liquid secondaramket due to volume and as most of the

certificates tend to be held until maturity.

For UK sukukissuance, there is a general lack of liquidityhia sukukmarket, the ‘buy
and hold’ nature of the investor base and the h&eldrge repeated issuancesnikukto
achieve any liquidity. Hence, it could be more idiift for ‘bond-like’ sukukissuance to

achieve a price that is the same, or close to; togiventional equivalents.

Shari‘ahscholars as of a wholly Islamic firm require a#irisactions within the firm to be
in compliance withshari‘ah, including risk management. Many of the commondgdi

conventional tools and practices are not acceptéfiole example, certain types of
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derivatives which are used for hedging againsteriay, interest rates and other risks).
Liquidity management has also been a challenge usecaf the lack, or limited
availability, of shari‘ah-compliant instruments. Two of the instruments Wdased by
conventional banks, namely inter-bank deposits gmarnment and corporate bonds or
notes are interest bearing, so are viewed asshan*ah compliant by scholars hence, the

need for instruments such siskuk

Assets and liabilities mismatch risk arises fronffedences in maturity terms and
conditions between its assets and liabilities. heoty, there should not be such
mismatches for IFIs. However, in practice distarsioexist. Professional portfolio

management could provide better investment guidémc®uslim investors as they are
more informed and able to understand the Islamrestment fund requirements better
(Wilson 2004). It could reduce transaction cost$uasl managers buy and sell stock in
large amounts for pooled investors. Risk managenuenidd be provided through

portfolio diversification and through market knodtge of unlisted companies. Certain
Islamic portfolio protection of fund performancepsrformed for example through the

use of down payment&(bun) and amurabahahtransaction (Cox 2002).

Hedging risk is the failure to mitigate and manaig&s and hence increasing overall
exposure. The general non-availability of hedgingdpcts such as derivatives increases
hedging risk. Risk management techniques for IFid products are limited although
there is current on-going research into developmehislamic hedging products. Islamic

insurance otakafulmay well be useful for this purpose.
4.10.3GOVERNANCE RISKS

Governance risks arise from a failure in goverrtimgjinstitution including negligence. It
is also associated with weak corporate governaimternal and external institutional
environment leading to contracts not being enforegputational risks, anghari‘ah risks
as well as other systemic risks.

Accountability of IFls to their shareholders, fim@nproviders and other stakeholders
have important implications for the industry (Iglaald Mirakhor 2007). There is a lack of
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corporate governance and accountability both hesly and culturally in the

operational environments of many IFIs at an ingthal and political level. Ownership
of IFls is highly concentrated to a few giving me@obstic concerns. Investment
depositors and equity providers have little repmeson on boards encouraging
unapproved risk-taking. The deposits are in theuneatof loans to the banks and
Islamically this means that ownership has beerstesred to the banks. Hence, current

deposit holders are exposed to more risk thandrtéise of conventional banks.

Operational risk is closely related to governansksrand results from the inadequacy of
internal processes as resulting from people anesygsand their risk of failure. Specific
operational risks that could arise with IFls aracalation of non-binding elements that
is the ‘promise’ element in contracts. Additiongeoational risks arise from, internally
weak processes and structures, inability to enfom#racts and an inability to manage
commaodity inventories. Infrastructure rigiditiesaplan important part in operational risk
in certain less developed contexts. Khan and Ah(@6€1) show for a survey of Islamic
banks, that mark-up risk is the most-critical rgkceived followed by operational risk.
Operational risk is lower in fixed income contragtgolving murabahahandijarah and
one of the highest in deferred sale contracts agehlamandistisna’. The implication is

that banks find the latter contracts complex arfitcdit to implement.

Fiduciary risks arise from an institution’s failui@ perform in accordance with fiduciary
standards which may lead to legal recourse in ptspiethose failings (Greuning and
Igbal 2008). As fiduciary agents, IFls are to attthe best interests of clients and
shareholders who deal with them on a trust basis dkample, in contracts such as
mudarabah musharakah wakalah) (ibid). Failures to perform due diligence and
mismanagement are other symptoms (ibid). Thisicglahip of trust is a distinguishing
characteristic from conventional banking practigthvoth legal and moral implications
and is the sole justification for the existencelsdamic banks (ibid). Breaches of trust
within Islamic communities could lead to institutad collapses and have systemic effects
(ibid).
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Most Islamic funds are of an agency type. The agese of the management relationship
would need to be resolved at the outset of a fuBldGamal 2006b). Thenudarib
operates on the basis yhd e amanalfhand of trust) — best effort not onkdalah or
guarantee approach as is the expectancy for mosentonal funds (Gurulkan 2010).
The agent omudarib is also most likely to be held accountable tshari’ah board
(Schoon 2011). If he violates the terms of his ttriderough negligence or
mismanagement, he is liable to penalties (Usma@B)L9t is clear from fund practice
that there are principal-agent problems (Sarkar 9L99ith the functions and
relationships of SPVs and other third party agedotssukuk these have yet to be
researched. Clearly the increasing complexitgukukand the lack of doubts concerning
shari‘ah integrity may well give issues of marketabilitgkias it is closely tied into other
factors such as informational efficiencies as vasllthe number of traders in the market
(Krichene 2013). In the incidence ofnakil (agent) the guarantor amehkil have to be
separate entities to negate any conflicts of isteamd moral hazards feukuk(Tarig
2004).

Reputation risk or ‘headline risk’ is the risk thie trust of the clients of IFIs is damaged
due to the irresponsible actions of management asategative publicity (Greuning and
Igbal 2008). This can arise from failings in othesks, as well as fiduciary risks
impacting negatively on the market’s price of tkéand possibly insolvency if the bank
iIs unable to meet its demands (Greuning and Iqle@i8Archer and Abdel Karim
2007). IFIs could suffer also from a ‘run on thenksl and will not be necessarily
immune to financial systems being based on consuwuefidence that is contagion
(Greuning and Igbal 2008). The industry is stilkywgoung and it is still building its
reputation and credibility (FSA 2007). Additiongllyn some countries, Islamic finance
and its various business models (which have seefaded to be conservative) have not
yet been tested in a severe economic or market wWownGiven these factors, a
significant failure now in the Islamic market migidve a damaging impact on the future
development of this sector. EI-Gamal (2006a) idexstiEgypt as a classical example
where nascent Islamic finance businesses turnedt@ube pyramid schemes of

exploitation. Consequently, the industry has nobvered to date.

215



CRITICAL LEGAL AND SHARI'AH CONCERNS IN THE SUKUKRKET
Chapter 4

Many new entrants such as originators and issuerdikely to arise with a variance in

quality of corporate governance standards. Witlgdasums involved, assessment
techniques crucially required for gauging particylahose from less well developed

regulatory regimes. Rating agencies will seek tdem@ine the historical aspects
including originator history; what is the originataheir asset class and underlying
obligor payment history? What is their businesson® Does the prior history of each
component (the originator, asset class and obligneet a standard that gives a
reasonable prediction of future payment? This kEdads to possible warranty risks.

Transparency risk arises from the lack of publiscltisure of reliable and timely
information to allow accurate assessments of itaditimn, performance, activities and
risk management profile. This may lead to bad deess based on inaccurate or
incomplete information. Transparency also requgtasmidardised practices in relation to
products and financial reporting of Islamic finant& and conventional practices of
reporting set out by for example by the FSA are metessarily aligned to those of

Islamic finance for example in respectsoikukor their different accounting structures.

Accounting for Basel Il capital adequacy requiretaeior sukukis still in development
for both the UK and elsewhere. The new Basel litaapsk management framework has
been recently introduced in the UK, in the form toe EU Capital Requirements
Directive. The FSA is in the process of developing approach into practice across the
firms it regulates. The FSA’s approach to both rigta and conventional financial
institutions for capital adequacy will develop otane. Basel Il preparation is lacking
for Islamic banks. Islamic investors have a rigbt ibformation more so than in
conventional contracts as tkbari‘ah stipulates this. In addition, disclosure sifari‘ah
fatwasand details of how the decisions are arrived aespect osukukcontracts and

their permissibility is also an imperative.

Shari'ah risk is identified in relation to the structuredafunctioning of theshari’ah
boards at the institutions and systemic level. lighal Mirakhor (2007) identify two
categories; the first is non-standardised practafesontracts and rulings in different

jurisdictions as well as the second, the risk ofi-nompliance withshari‘ah rules. It
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should be noted that tlshari‘ah aspects and consideration underlie most risk<tifoksh
above with sukuk Shari’ah arbitrage has clearly been identified that invelvhe
exploitation ofshari‘ah rules to provide oshari‘ah engineerfatwas for the market place
for SukukissuancesShari’ah concerns andhari‘ah complexities have been identified

within other areas of this research as well ag @sociation with national legal systems.

The requirements of a&hari‘ah rating system are advocated to minimiseari‘ah
compliance risk. As seen with the Malaysian delukbd sukuk a great deal of
standardisation and awareness sbiari‘ah rulings is needed. Given the tremendous
growth in sukukmarkets the non-compliance stikukstructure withshari‘ah rulings
remains a possibility. Muslim investors will neeal be particularly careful to ensure
selection of thossukukthat are of the highesthari‘ah quality and are conforming to
widely acceptedhari‘ah standards. There are concerns aboushiaei‘ah risk associated
with structuringsukukissuance that could affect the extent to whichsarkukissuance is
acceptable to a wide range of Islamic investoremithe lack of standardisation in the
market. They also acknowledge there is a risk tha, to the evolving nature of Islamic
jurisprudence, asukuk issuance that was initially deemathari‘ah compliant could
subsequently be deemed not tosbari‘ah compliant sometime after issuance. This also

puts more emphasis on the need to hamekakthat is true-sale and asset-backed.

The FSA (2007) identify the complexities siiari‘ah risk management between wholly
Islamic firms and Islamic windows of conventionainfs. For banks with ‘Islamic
windows’, the industry practice is that the riskssiag from Islamic business and
products are often pooled with risks from convamidbusiness. In short, the constraints
in risk management for Islamic firms are due maitdylack of availability of suitable

products and the relatively small size of the meke
4.11CONCLUSION

This section of the thesis provides practical andent concerns in theukukmarket
which provides an insight into the issues beingdaby market players in the market.
This will help us in identifying problems and leads towards a solution to these
problems.
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The rating processes and transparency of gaugivagi‘ah compliance is a glaring
requirement. McMillan (2006) amongst others advesd@tansparency and agreement on,
applicableshari‘ah standards. Compleghari‘ah consistency and homogenisation is not
likely to occur. The lack of consistency is cregtgharar in itself for the industry and in
contracts. Although to obtain a majority consensiuscholars should be achievable with
considerable effort. Advocating globsthari’ah rating compliance is a necessary aspect

despite the apparent difficulties.

No conventional rating agencies wish to mageari'ah judgements themselves.
However, the failure of an asset transfer to benddf as true sale, may result in the
voiding of the sale and the transfer of the asaeklio the original owner. This would
compromise investor protection under substantiven-cansolidation. Hence, this
standard practice becomes alsoslzari‘ah compliance factor. This is an area for
necessary development that the International Isl&ating Agency (IIRA) along with its

Malaysian Counterpart RAM is attempting to do foe tifferent nature afukuk

In the absence of standards, al-Jarhi (2005) lygtdithat shareholders of Islamic banks
are appointing individuals tshari‘ah boards without regards to their qualifications.
Further, and more importantly, there are apparermtymanyshari‘ah scholars versed in
the field of Islamic finance and with the appropeiakills globally. This lead to extensive
lead-times for approvals, difficulty in monitoringnd supervising the ensuring
responsibilities of fatwas is difficult due to rescing shortages. He also notes that two
economists dominatghari‘ah boards all across the globe who have no qualificatin
shari‘ah. There is a danger that a lemons problem (Aket®70) arises where good
shari‘ah scholars advocatingukukstructures nearer to the essence of Islamic feméoc
example asset-backed compliances may be drivemfootisiness byhari‘ah scholars

who are willing to produce fatwas for asset-basaklikissuances.

Further, there is a requirement to have an updateAAOIFI Shari'ah Standard
Investmentsukuk 17 (AAOIFI 2008). The two supplements from 200d &008 by

Usmani do not go far enough. Further, this needset@accompanied with the AAOIFI
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Accounting standard 17 for Investments to bringualmonsistency in dealing witukuk

in addition to IFSB’s capital adequacy requiremdotsukuk

The comprehensive risk management profile providasl examined at all three levels,
the interdependent risk issues and possible miigsitfor sukuk Global practice for
example, IFSB guidelines for risk analysis, neeurldé¢ considered asukukare of a
different nature to existing conventional structu®Vilson 2008 and 2007). Hedging

issues require development from an Islamic perspect
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CHAPTER 5

THE USE OF WA'AD IN SUKUK/DERIVATIVES

5.1PROMISE IN ISLAMIC FINANCE

Islam encourages trade and for this purpose itwallat followers to enter into

transactions. For example in the Qur'an it is mered:
“Allah has made trade lawfu{Qur’an, 2:275)
lit is also mentioned in the Holy Qur'an that:
“let there be among you traffic and trade by mugaddwill’ (Qur'an, 2:29).

From this, the principle of general permissibilisyallowed, which is known abahah
Under this principle trade is allowed and until @s¥ it is not breaching principles of
shari‘ah. Therefore, in order to promote trade, in Islanmowation and product

development may be allowed.

Sheelan describes innovation is inevitable for ghoand lack of innovation in a society
may lead to a slow death (Majid (2003) as cited H®gfan (2007). Chapra (2007)
considers innovation as a “necessary” tool for tgyaent and progress in the society
which is helpful in order to avoid inactivity ancegeneration in the society. We can
quote here Islamic position on the issue by quo@iniggal maxim which states that:
“something without which an obligation cannot béilfed is also obligatory” (Al-Zarqa
1967) Here, again it is mentioned that any freedoroontract or any innovation in the
course of trade and business must be in accordaiticéhe principles othari‘ah or in

other wordgmaqgasid al-shari‘al{the overriding objectives ahari‘ah).

In the financial world, in order to maximise prsféind to minimise risk of loss, parties to

a transaction use different techniques and instniisnén Islamic financial engineering
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wa'ad or its English translation “promise” is being eged as an instrument to hedge

risks.

The wa‘ad instrument is being used in permitting bankitggaful and other capital
market products, which are otherwise not permitiedershari‘ah. As per se the general
understanding in the market is that tha'ad is a device in developing new Islamic
products or such products which mimic the convemwtioones. Supporters afa‘ad
instrument rely on the principle that things arengesible until unless are prohibited
under shari‘ah and they also rely on the principle that partiesehfree choice to do
contract. The opponents consider promise as ariamider to avoid the requirements of

contract undeshari‘ah (Igbal and Molyneux 2005).
5.2PROMISE IN SHARI‘AH

In the present section definition and analysishef termwa‘ad, its literal and technical
meanings in the light of Quran amsunnahwill be given. Then difference between
wa'‘ad and‘aqd will be highlighted. This will followed by classat juristic view and the

contemporary view of thghari‘ah scholars.

The translation of the term promise in Arabic ‘&hd or wa'ad these are used
interchangeably. Some of the most common meanihgg@d are promise and pledge
(Lane, 2003). It is also used in the meaning ofngjwnotice or news of either good or
bad. On the other hanea‘'ad is used for warnings and bad news only (KuwaAlt,
Mausuah al-Fighiyyai(n.d) as cited in Abdullah (2010); Abul-Hasan 2Q00Ihere is
another wordnuwa‘adahwhich means a bilateral promise and that is ddrfvem mi‘ad
and‘idah which also means promisedah’s plural is‘idat but there is no plural form for
wa'ad (Ibn Manzuur1955).

Encyclopaedia of Islam definéahd as an “injunction command; thence obligation,
engagement thence agreement, covenant, treaty'a¢Btli964). It is also stated that,
while initially ‘ahd was synonymous with another related concept knasvaqd, in later
usage the latter began being employed for civiegeghents and contracts and the former

for political enactments and treaties (Schacht 1964
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We can conclude for the worgla‘ad that in the current scenario it is being usedhm t
meaning of promise, however, there may be lexigédrénces in terms of morphological

roots of the various connected words.

There is paramount significance to the word prommsthe light of Qur'anic verses and
sunnahof the prophet (peace be upon him). There arerakewverses in the Quran
enjoining believers to guard their trusts and tepkeheir promises and covenants
(Quran, 23:8; 70:32; 76:7). It may be noted thedre is a running theme in the Qur’an
that promises are associated with truth (Qur'ah22; 7:44; 9:111; 11:45; 11:65; 14:22;
16:38; 17:108; 18:21; 18:98; 21:104; 28:13; 30:8Q;9; 31:33; 35:5; 36:52; 40:55;
40:77; 46:16; 51:5) but the promisesS#tanare distinguished from the above and these
are associated with deceit (Qur'an, 4:120; 17:64).

In a saying of the Prophet Muhammad (peace be hpohas narrated in Sahih Muslim,
three qualities of hypocrite are mentioned and ofh¢hem is when he promises he
breaks. The translation of the tradition is given a

“The signs of a hypocrite are three: when he speak lies; when he
promises he breaks his promise; and when he isusteid he betrays the
trust.”(Muslim 2009: 91)

Further another tradition adds that:

“even if he fasts, performs prayer and claims taldduslim”

(Ibn Hanbal, 2012)

There is a similar tradition iBukhari,which is as follows:

Narrated 'Abdullah bin 'Amr: "The Prophet said, "@éver has the following
four (characteristics) will be a pure hypocrite amchoever has one of the
following four characteristics will have one chatagstic of hypocrisy unless
and until he gives it up.

1. Whenever he is entrusted, he betrays.

2. Whenever he speaks, he tells a lie.
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3. Whenever he makes a covenant, he proves treacher

4. Whenever he quarrels, he behaves in a very idgnt, evil and insulting
manner." Al-Bukhari2009:19)

Therefore, hypocrisy is to deviate from the righdyw Thus, in Islamic law a promise
generates an obligation against promisor and thigation is derived from the divine
command. Therefore, it cannot be regarded as algoeictice defined by certain social
norms and rules.

In Islamic law lexically the wordva‘ad means willingness of a person or a group of
persons on a particular subject matter. The teahrdefinition builds on the lexical
definition. Therefore, technicallywa'ad is a declaration that good will be done to
someone in the future” (Al-‘Ayni n.d). It is furtheaid that ‘idah (which is synonymous
with wa'ad) is a declaration that the declarer intends tdoper a good act in the future”
(‘Ulaysh 1985). In a commercial transaction, sucpramise carries dual connotation
whereby the offeror is known as the promisor arel dfferee as the promisee. In the
practical senseya‘ad has no specific definition of its own. Howevermay be defined
as a commitment made by one person to anotherdertaike a certain action beneficial

to the other party.

Muwa‘adahis the two reciprocal promises in which promisarrpises to perform certain
act or offer something and the promise in retuonpses to certain act tobalikis have
used this term more often and clear exampl@wiva‘adahis contract of marriage where
each parties exchange reciprocal promises with esbler. The termmuwa‘adah
necessitates two parties acting in relation to anether. If only one of them makes a
promise, it is calleddah” (Al-Hattab 1969). We may, therefore, defimuwa‘adahas a
declaration made by two parties that they will entethe future, into a contract and this
contract will bind both the parties. Through angl@pplication ofmuwa‘adahmay be
extended from marital context to bilateral commard¢ransactions. This research will

explore this point in the later pages.

Therefore, promise is a self-imposed declaratittizgm al-wa‘ad to do an act for the

benefit of the other person irrespective of wheihentails adversityShari‘ah requires
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from the promisor to discharge his self-imposedgatbion being a religious duty and also
as a personal and social duty. As far as the legakequences of a promise are
concerned, jurists have different views. Scholargehmutually agreed that a promisor
should act upon his or her promise to perform aertet, which is not prohibited.
However, there still need clarification about whetbr not fulfilling his or her promise is

obligatory (vajib) or is it merely praiseworthyr{ustahaly?
5.3DIFFERENCE BETWEEN PROMISE AND CONTRACT ( WAAD AND ‘AQD)

Despite the literature of Islamic law has cleatigtad the differences betweerwa‘'ad
(promise) and afagd (contract), exact definition afa‘ad from the treatises of the law is
still missing (Chehata 1968). The early jurists eptdMalikis have regardethqd as a
legally binding contract but this is not the case dwa'ad. In a promise, a promisor
bears no liability to fulfil his promise despiteshacceptance of the promise. However, if
the promise is made under an oath, a promisor radgrsed to fulfil his promise. In this
wa'ad, a promisor is morally bound and not legally (Akbi 2002). Further to the
above, ava‘ad cannot be binding on the promisor to fulfil evémli the jurists regards
its non-completion as morally reprehensible. Letfasus on this point that why the
earlier jurists did not regarda‘ad legally enforceable? In canon law, for instance, a
promise was enforceable whereby tago eccatiwas added to thetion delictiand thus
the obligation of conscience resulting from a pmeniwas converted into a legal
obligation (Chehata 1968). This point will be fuethexplored in later discussion.

According to Qaradaghi (1985), befoshari‘ah jurists, ‘qud (contracts) are very

important form of promises which are enforceabl¢hie eye of law. In other words, we
can say that all promises are not enforceable ¢xesp and those are which get the
status ofqud. The crux of the above discussion is that clabgicests are agreed that an

‘aqd is legally binding on the parties amé'ad is not so binding.

One of the key differences betweewaad and arfaqd is the timing, araqd is effected
in the present whereas wa'ad is in the future. By way of a promise, nothing is
performed in actual except creation of a moralgailon on promisor. Therefore, Islamic

law does not recognise &md which has as its object a future thing, or an agrent to
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agree, or the exchange of an obligation for angalibn for an obligation (Mallat 1996).
Therefore, under Islamic law in a transaction exgrag two counter-values (should be
riba free and that could beba al-nasi'ah (riba by way of deferment)), should be
concluded immediately. On top of that these couviduwies must be in existence, in their
essence at least, and known to the contractingepditlallat 1996). Thereforshari‘ah
requires that all exchanges must hawadh (an equivalent counter value). lbn al-‘Arabi
(543/1148), regards every increase withoutiwadh or an equal counter value aba
(Rosly 2005). Therefore, the basic trait or comdiSine qua norof a lawful palal) sale

is ‘iwadh and sale as such an exchange of a value againsglavalent value (Rosly
2005).

If we further differentiate betweena‘ad and‘aqd, we can see thata‘ad comes under
tabarru‘at which may be translated in English as voluntafgrst On the other haridqd
falls undermu‘awadatand its English translation could be commutativeti@aets. Since
tabarru* andmu‘awadatbelong to two different categories therefore bodin’t replace
each other. But is there a way that'ad could be used in place &iqd changing
wa'ads legal effect to that of afaqd but in substance they be same that there is no
difference? On this question scholars are divideth wifferent opinions. Scholars
favouring binding nature ofa‘ad believe in form over substance and the other gudup
scholars who saysa‘ad is not binding favours substance over form. Thenfr group of
scholars draws analogy between legally binding mes andtabarru’at and tries to
justify the same imu‘awadat(Al-Zarga 1984). The opponents argue that “if atcact is
proscribed in a given case, then a binding unghtgromise Wa'ad) is equally
proscribed therein... [as it would otherwise] turmtthvhich is prohibited or unlawful
(haram) into that which is lawful lfalal)” (Masri 2002; Razali 2008). From the above
discourse we may conclude that there is no agrped answer to the issue and this all
depends on the answer whether or not it is a cquesif form over substance or the

otherwise.
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5.4JURISTS’ VIEW ON WA'AD

Scholars have different views regarding the bindiature ofwa‘ad but three of these are
prevailing: (i) acting uponwa‘ad is mustahab (praiseworthy) only but notwajib
(obligatory); fulfilling wa‘ad is alwayswajib; and (iii) fulfilling wa'ad is wajib in certain

circumstances with some formalities.
5.4.1FIRST VIEW

Majority of fugaha support this juristic view like Imam Abu Hanifahmam Shafi‘,
Imam Ahmad bin Hanbal, some of the Malikis and Bahiri school (Al-Ghamrawi).
According to thesdugahathough fulfilling wa‘ad is mustahaband any failure to act
upon awa‘ad is disliked act which does not amount to sin (Aifi n.d; Ulaysh n.d; Ibn
Hazm 1988). In case the promisor makes a promisk thie intention to cheat the
promise and to harm him, it may amount to sin (Q@&#94). Therefore, it may be
concluded that if the resultant harm is unforeskgabe promisor cannot be apprehended

unless a wilful commission of a tort such as negilignisstatement is proved.

Supporters of this view provide evidence fremmnahand from the scholarly statements
of the classical jurists. In a tradition recorde@li-Muwatta’it is stated that:

A person enquired of the Prophet (peace be upon. Him[can] | make
promises to [my wife] and tell her [things to maker happy]?” The
Prophet (peace be upon him) replied, “it would et held against you”
(Al-Baji 1999).

Another tradition is recorded Bunan Abu Daud

“when a person promises his brother, intendincéep his promise, but
then does not keep it and does not come to theirdpdaneeting, there is
no sin upon him.(Abu Dawud 1984, Hadith No. 4977)

On the basis of above traditions, the jurists sujpp this view prove thenustahab
status of fulfillingwa‘ad. Some can differ from this view by differentiatifgetween

social promises and financial or commercial prosiida this particular division social
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promises may be regarded msistahaband financial or commercial promises may be
regarded as binding otherwise party to a finanpr@mise may suffer financial loss

which these traditions may not be intended for.

The supporters of current view make an analogyh&ohtbah (gift) contract. Inhibah
contracts, the donor may withdraw from his or hieroprior to completion or taking
possession of the property by the donee and domed&egal recourse against the donor
to enforce his promise. Situation is quite similarcharitable transactions. The jurists
argue that since a charitable act cannot be mamtinigj prior to completion, a promise to

perform a charitable act has even more argumentsoftdeing made binding.

Regarding above statements by the jurists, Al-Mabadtates that “all [jurists] agree that
keeping promises is commended and encouraged @sh#ri’ah] but it is not obligatory
based on their consensus that a person who was amadmfulfilled promise cannot
contend with the creditors [or the promisor for Bssets in case of bankruptcy]” (Al-
‘Asqgalani 1988). Ibn Battal asserted that “none tbé salaf [predecessors] have
transmitted the absolute obligation to keep a psemlt has only been reported from
Malik that it is obligatory to keep that for whithere is a [special] reason” (Al-‘Asqalani
1988). Hattab while explaining Malik’s view statesmsons for making the promisor duty
bound to fulfil the promise are the losses whighr@mise has to borne for an unfulfilled
promise (Al-Hattab 1969). Al-‘Asqalani (1988) chaibes that the fulfilment afa‘ad is
mustahaband substantiate his stance on the basis of ariyirdissenting view (Al-
‘Asqalani 1988). According to him Ibn ‘Abd al-Baand Ibn ‘Arabi described that ‘Umar
ibn ‘Abd al-‘Aziz regarded fulfilment oiva‘ad aswajib (Al-‘Asgalani 1988).

Ibn Hazm (1988) came with a rational argument dates that a promisor who promises
without qualifying with the statement [Kllah wills] has disobeyedllah, the Exalted, in
his promise. In addition, one can not force a psamto perform such promise if he is not
willing to do so and one does, it will amount theatbedience [oAllah]. Thus, if he says,
if Allah wills, or something similar that makes fulfilmeobntingent upon the will of
Allah, he has not breached his promise if he does ndthdoact]. That is because...it
means thaAllah did not make it happen” (Ilbn Hazm 1988). This shdhat Ibn Hazm
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(1988) supports the view that the fulfilmentwé'ad is wajib but it is not where it is
qualified with the statement [&llah wills].

5.4.2SECOND VIEW

The second view is the fulfilment of wa‘ad is wajib and this view is attributed to
Samurah ibn Jundub, a companion of the Prophetépea upon him), Umar ibn ‘Abd
al-Aziz, Hasan al-Basri, Sa'id ibn al-Ashwa’, Ishdmp Rahwaih and Imam al-Bukhari
(Al-‘Asgalani 1988). The same is the view of Ibn al-#iralbn Shubrumah and al-
Ghazali (Al Qurtubi 1967; Ibn Hazm 1988; Al-Ghazaf196). Al-Qarafi states that it is
absolutely obligatory to fulfil promises. Then hays that it is necessary to interpret any
contradictory evidence in a way that reconcilesith the ruling (Al-Qarafi et al. 2001).
According to Ibn Rajab (2007) some Zahiri juristsoahold this position. The supporters
of this view present following evidence:

The verse of Qur'an:
“O you who believe, why do you say what you dodo@®’ (Qur'an 61:2)

This verse is used as evidence that should sommake a promise has to fulfil it. The
logic thus follows that fulfilling a promise is ogatory (Al-Qarafi et al. 2001). Imam
Abu Bakr al-Jassas (1985) on this verse says t&bbligatory on a promisor to fulfil it

irrespective of it being a matter of worship oromiract.

A number of Quranic verses describe how importprimise was in the lives of
prophets andllah describes Himself as the One who keeps promisgsisks people to

do the same. These verses are:
“And Ibrahim, who fulfilled [his promises, covenajit (Qur'an, 53: 37);

“And remember Ismail in the Book. He was true t@ lpromise, a
messenger and a prophefQur’an, 19: 54);

“[It is] the promise of Allah. Allah does not brediis promise” (Qur’'an,
39: 20); and
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“Allah’s promise is true” (Qur’'an, 31: 9).

Therefore, Al-Qurtubi (1967) and Al-Jassas (19&%gjard it necessary for one to keep his
promises otherwise he will be disregarding theséaic verses, which is a sin. Hence,
it may logically be said that any breach of a pm®nis prohibited and avoiding
prohibitions iswajib.

Similarly, a number of traditions reported from phet (peace be upon him) stress on the

fulfilment of promises. These are:

“the signs of a hypocrite are three: when he spehkslies; when he
promises he breaks his promise; and when he isugteirl he betrays the
trust” (Al-Asgalani 1988);

“He made me a promise and he kept(i&l-Asgalani 1988); and
“the promise of a Muslim is a binding obligatiofilbn Hazm 1988).

Scholars supporting this view hold that itwsjib to fulfil promises if one breaks he is
liable for the punishment, which a hypocrite dessran the day of judgement and that is
hell-fire.

5.4.3THIRD VIEW

This view is attributed to some of the Maliki sciis. They argue that promise is not
binding on the promisor but where a promise inexygenses relying on the promise then
it is upon the promisor to execute it (‘Ulaysh n.@his view is attributed to lbn al-Qasim
recorded in al-Mudawwanah (‘Ulaysh, n.d). Asbaghl amany other Maliki scholars
regard it obligatory to execute a promise withaut eegard to the fact that a promise has

incurred some expenses relying on the promisomnsnecibment (‘Ulaysh, n.d).

Ibn Hazm (1988) criticised this view of Maliki bytasing that there is no evidence,
neither from the Quran nor from tleainnahnor from a statement of a companion and
nor from giyyas He further presents the view of Ibn Shubrumahiclistates that all

promises are binding, and the promisor is to ballegompelled [to fulfil his promise
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(Ilbon Hazm 1988).Wa’'ad becomes legally binding in certain circumstancesl a
conditions attached to it. Legal maxim, “promisesonditional form become binding”,

supports this view (Tyser et al. 1967).
5.5PROMISE IN THE EYES OF PRESENT DAY SCHOLARS

Contemporaryshari‘ah scholars have ruled thata'ad becomes binding where it gives

rise to a tort. These are listed below.

In 1979 at the First Conference of Islamic Bankim@ubai,wa‘ad was discussed in the
context ofmurabahah It was agreed upon that where a promise relymthe promise of

a promisor does certain act which makes him vubierto loss if that promise is not
fulfilled then promise becomes binding (Laldin 2D0®Bhis decision relied on the Maliki

view explained above.

Kuwait Finance House (KFH)'shari‘ah board, in 1979, held thatvaa'ad is a binding
phenomena (Al-Qaradawi 1995). The ruling was basedbn Shubrumah’s view on
promise (Ibn Hazm 1988). But in a currency trarisacthe shari‘ah board of KFH
rejected use ofwva‘ad (KFH 1979). The reason of the rejection was basedth®
argument that currency transactions should beambiva‘ad relates to future transaction
(KFH1979). This is extremely important for FX tracfons.

A shari‘ah ruling was issued omuwa‘adahin 1981 at the First Dallah Al-baraka
Symposium. The ruling was issued on the usemmiwa‘adah for buying certain
currencies at the price fixed on the day promiseevnade with the payment to make on
a later date. The ruling states that if thewa'adahis considered binding then this can’t
be allowed because it will amount to the prohibitestling of debt for debt. But it is
allowed where themuwa‘adahis considered non-binding on either party thensit
allowed (Al Baraka 200FatwaNo. 13 of 1981).

In 1983 at the Second Conference of Islamic Bankinguwait was held wherein both
wa'ad andmuwa‘adahwere approved fomurabahahfinancing which was subject to the
approval of individualshari‘ah boards with certain conditions. These are: (i) the

ownership and possession of goods lies with thenfirer; (ii) the sale is completed at a
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rate of profit in line with the previous promissagreement; (iii) till the delivery of the
goods to the customer, the financier bears theofigthy damage etc.; and (iv) in case of
any defect to the goods, the goods will be retutoetthe financier (Al-Qaradawi 1995).
AAOIFI also issued ashari‘ah Standard concerningnurabahah financing and

concerning the various promises employed (AAOIFI@05tandard 8).

A shari‘ah ruling was issued in 1986 at the Sixth Dallah A& Symposium (Al-
Baraka 2002). In 1988 the Council of the IFA of ®¢C in essence reiterated the
contents of the 1983 Second Islamic Banking Confezen Kuwait (IDB 2000). It was
held thatwa'ad can be enforced legally against promisor if pr@mispon the promisor’s
promise incurs expenses. In case of promisorsraito carry out his promise, the
promisee will be compensated and claim for dam#&§e©IFI 2010: Standard 8). This
kind of promise orwa‘ad cannot be said to be a gratuitous one rather itldvbe
commercial one as is under English law. This pwititbe discussed in detail in later part
of this research.

In 1988, the Council of the IFA of the OIC has alaslowed themuwa‘adah for
murabahahfinancing with a condition that either one or bditle parties have obtained
approval from thehari‘ah board (IDB 2000).

In 2004, the Council of the IFA of the OIC approvbe use ofwa‘ad in musharakah
mutanagqisahlt held that it uniquely incorporates a bindimgipise from only one of the
two parties to effect multiple purchase contractsergby one person gains complete
possession of every portion of the other's stak®OR-I, further has held in itshari‘ah
standard that any promise to buy the assets opanmership should be at the market
price but not at the nominal price (AAOIFI 2010afdard 12).

In 2006 the Council of the IFA of the OIC amuwa‘adahand mutual agreements issued
five rulings which are as follows: (ipuwa‘adahis not legally but morally binding. (ii)
any transaction that involves a collusion to trahsa ‘inah sale or anynuwa‘adahto
engage in a sale which is combined with a loartristly prohibited. (iii) in case if it is
not possible to effect a sale for lack of posses€ib the commodity and there are
circumstances making it necessary to effect the waloblige both the parties then a
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forward contract is allowed. The promises in thigation may be made legally binding
through either legislation or mutual agreementhef parties. (iv) the bindingiuwa‘adah

in the third scenario does not take the ruling a@és. (v) if a party does not fulfil its
obligation by carrying out his promise, the othartp can have a legal recourse against
the defaulting party and can claim compensatiodammages but there is no liability for
loss of opportunity (Seventeenth Session, JordEmg. 2006 Council rulings regarding
muwa‘adahare qualified with clear stipulations and as stiey will not take effect as
general rulings of sale.

The above discussion abownt‘ad andmuwa‘adahhas shown that undshari‘ah they
may be enforceable due to any ‘detriment’ beindesatl by the promise. In other words,
wa‘ad would be legally binding should it be rendereddibanal upon the fulfilment of
an obligation and the promise has incurred expeasesresult. However, this will only
be the case where there are commercial promisesatrgbcial promises as the latter are

not legally binding due to lack Gfvadh (consideration) but merely gratuitous promises.
5.6 PROMISE AND THE COMMON LAW

There are two characteristics presentvarad namely: (i) its unilateral nature; and (ii)

ability of the other party to seek compensatiomirhe unilateral promisor. Therefore,

Uberoi, Chanerji and Bidar regavea‘ad similar to the doctrine of promissory estoppels
(Uberoi et al.2009).

Abdullah (2010) has discussed the salient featofresomissory estoppels by referring to
the case o€ombe v. Comhd 951
(i) A promise is made from one person to another.
(i) 1t is made with the intention to create legal rielas.
(i) The promisee acts by relying on the promise.
(iv)Once a promise acts by relying on the promise ptbhenisor cannot deny such a
promise and must accept the legal implications.

(v) Promisor may be held liable despite the promisksl@onsideration.
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Abdullah (2010) presents a legal judgment in theeaafCentral London Property Trust
Ltd. v High Trees House L{d947) supporting English common law position. Toert

held that despite the lack of consideration, thertcaould not allow a prmisor to back
out from his promise (Abdullah 2010). However, tbeurt did not grant damages.

Abdullah (2010) summarise the whole discussiorodsevs:

(1) The promise is required to be clear and un-equivoca
(i) There is a pre-existing legal relationship betwparties.
(iif) It must be inequitable for the promisor to denygrsmise.

(iv)  The promise must have acted in reliance on the jgeam

Similarities betweenva‘ad and promissory estoppel, Uberoi, Chanerji and B{@a09)
mention a difference between the two which make&sd and promissory estoppel not
alike. Explaining this difference, Uberoi, Chanegjid Bidar (2009) mention that the
English promissory estoppel cannot be taken asdependent claim rather as a defence.
This difference is based on findings of the legades ofCombe v CombandLark v
Outhwaite[1991] 2 Lloyd's Rep. 132Therefore,wa‘ad, according to them may not
prove as an effective tool if it is limited to afelesive claim. Razali (2008) presents
differences between the civil law and common lastesys with regards to enforcement
of promises. He refers to James Gordley’s work, & HEnforceability of promises in
European contract Law” (Razali 2008). As per hgeexch, he finds out that the promise
is enforceable under civil law but it may not béoegoed before common law without any

consideration (Razali 2008).

Rosly (2005) writes on the contracts of exchange @mtracts of gratitude. Contracts of
exchange are valid if the following three elemertsfound: (i) effortKash; (ii) liability
(gharm); and (iii) risk damar). This is exactly what the theory of profit is. Asr this
theory, parties promise to exchange counter vafiadh) and this is similar to the

concept of consideration in common law.

Uberoi, Chanerji and Bidardiscuss commonalitiesveet the promise anga‘ad and
conclude that both lack the essential element p$ideration. In order to be enforceable,

awa'ad has to be recorded in the form of a deed poll (bibet al. 2009). In this situation
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no consideration is required because in the lighthmmas v. Thomasase, English law

does not allow gratuitous promises (Uberoiet a090

Razali (2008) says that forbearance can be regaadecbnsideration. In “Contract as
Promise: A Theory of Contractual Obligation”, ClegrlFried cites the case ldamer v.
Sidwayin which forbearance is considered as a valid idengtion (Fried 1981). The
facts of the case are as follows. An uncle promisgsay his nephew a certain amount of
money where nephew quit smoking. Despite his nefghguitting smoking, his uncle
refuses to pay promised amount on the ground &f ¢haconsideration. The court held

that the nephew’s forbearance was sufficient camaitbn.

The above issues of English common law relatedvatad will be researched in a
separate chapter in thorough detail so as to ascdte correct English legal stance on

enforceability.
5.7 CASE LAWS ON THE MATTER OF PROMISE

To understand parallel system of promise in Engtislhmon law, an understanding of
promise and promissory estoppel is necessary. Téwmsmepts may best be explained in
the context of legal and equitable principles aftcact and equity.

English contract requires basic elements to balédfin order to get legal force behind
it. There must be two or more separate partiesr(er v. Sidway1891) 2 AC 234 at 193)
and these must be definite on€elner v. Baxter(1866) LR 2 CP 174 at 185); those
parties must be in agreement which is sometimesvikras ‘consensus ad idenrfited
Dominions Trust (Commercial) Ltd v. Eagle Aircr&#rvices Ltd1968] 1 All ER 104 at
108); there must be intention of the parties toehkegal relations. This makes promises
enforceable as contractual promis&aylor v. Brewer(1813) 1 M & S 290Balfour v.
Balfour [1919] 2 KB 571); there must be consideration ioch@ange of promiseThomas
v. Thomag1842) 2 QB 851). Generally speaking the law deesenforce a bare promise
(‘nudum pactuny but only a bargainHour Oaks Estate Ltd v. Hadl€$986) 83 Law LS
Gaz 2326)Wa'ad may be compared with a bare promigauflum pactum due to lack

of consideration.
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But sincewa‘ad is being used in commercial transactions, theegfthrese promises may
not be regarded as gratuitous promise neither wider'ah nor under English law rather
these may be known as commercial promise underigbn¢pw (Atiyah 1986). The
doctrine of consideration also includes a benefthe promisor or something detrimental
to the promise Qurie v. Misa (1875) LR 10 Ex 153 at 162). Therefore sufficient
consideration is required in order to enforce thenpse like a contract in English law
(Thomas v. Thomgd842) 2 QB 852 at 859).

So consideration constitutes an important elementte enforceability of promise. A
right, interest, profit, or benefit accruing to oparty or some forbearance, detriment,
loss, or responsibility given, suffered, or undeeta by the other at his request, are
considered as valuable consideratidvarfie v. Misa(1875) LR 10 Exch 153 at 162). In
order to constitute a valid consideration, it i4 necessarily to benefit the promisor but
even anything beneficial to a third party may alsastitute a valid consideratioBdiley

v. Croft (1812) 4 Taunt 611Alhusen v. Presi{1851) 6 Exch 720). Whether any
consideration is beneficial or detrimental, it mbst linked to a promise in order to
constitute a consideratiodf{gan v. English and Scottish Law Life Assurancsgiation
[1909] 1 Ch 291). This is a key differencevaa’ad is by nature unilateral as discussed

before.

For a promise a consideration should be in theréutioat is to say it may be executed or
executory. A consideration is executory when thera promise either to do or forbear
from doing some act in the future. An executed meration includes some act or
forbearance prior to binding of a promis&eéke v. Redmgi552) 2 Dyer 113aloscelin

v. Shelton(1557) 3 Leon 4). In past consideration, a prondises some act before the
promise [ampleigh v. Brathwai{1615) Hob 105Dent v. Bennet{1839) 4 My & Cr

269). Whether the consideration is executed or @®eds a question of fact and not of
law (Walsh v. Westpac Banking Corfit892) 104 ACTR 30). The burden of proving that
the consideration was not past is on the partyisgek enforce the promis&évage v.

Uwechia[1961] 1 All ER 830). In commerciala‘ad, the promise is related to a future

act or forbearance. Therefore, the consideratidhbei executor in nature as provided
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under English law. Further the promise will only drdorced if the promise has suffered

a financial loss in response to the promisor’s psem

In order to understand the legal frameworkwa'ad it is important to understand the
concept of consideration. A promise without consatlen has no legal value unless it is
done under a deed pod&tdnn v. Hughegl778) 7 Term Rep 350Davis v. Dodd1812)

4 Taunt 602Saltzberg and Rubin v. Hollis Securities (i®64) 48 DLR 344Gilbert
Steel Ltd v. University Construction L{@976) 12 OR (2d) 19). We can conclude that
wa'ad can't be enforced under the English law if it isatgitous i.e., without

considerationThomas v. Thoma4842).

However,wa‘ad may still be enforceable under English law becaumesideration is
required where a promise is made through a deedhwisi binding on the executor
(Pinnel's Casg1602) 5 Co Rep 117a at 11/e VallanceVallance v. Blagdei(1884)
26 ChD 353;Re Whitake Whitaker v. Palmef1901] 1 Ch 9). The above principle has
been translated into a rule of law that that a degmbrts a consideration on account of
the solemnity with which it is executed. In eardyvl a written document was important
and was treated as a valid proof about the intendifoa person. Later on it was also
became a requirement to have seal of the persotugxg the document besides his
signatures. In the present times since the oraeagents are common have legal effect
where valid consideration is given in return of pr@mise Mitas v. Hyamg1951] 2
TLR 1215 at 1217, per Denning Bymouth Corpn v. Harvejl971] 1 All ER 623).

Coming to conclusionwa‘ad is a parallel concept of gratuitous promise in lishglaw
and it may be enforceable under English law throagteed poll or if the element of
forbearance can be proved as a valid consideratdrether a deed poll iwa‘ad be

regarded as&qgd al-mu‘awadhaR We will explore this point later in this research

Where a promisor without consideration promises futfil an existing contract
(promissory estoppel), the same may be enforcedhbypromise Combe v. Combe
[1951] 2 KB 215;Argy Trading Development Co. Ltd v. Lapid Developtsid.td[1977]

3 All ER 785;Burton v. Brook(1956) 6 DLR (2d) 464). Promissory estoppel wil b
discussed in the later sections of this research.
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A promise andva‘ad without any consideration and having not beenndsxb in a deed
poll can’t be legally enforced. There is still altemnative course where \@a‘ad or a
promise is not enforced. A promise made withoutsaigration may give rise to liability
in tort. In the past there have been an actionourts under contract law for careless
statementse La Bere v. Pearson L{d908] 1 KB 280), which now has been replaced
by an action under tort of negligent misstatemétdgdiey Byrne & Co. Ltd. v. Heller &
Partners Ltd(1964) AC 465). An action under tort of negligenisstatement may be
initiated where a promisor though intended to penfdis promise but failed to perform
his promise with reasonable cakefderson v. Merrett Syndicates L[i®95] 2 AC 145
at 182, per Lord GoffBarclays Bank plc. v. Fairclough Building Lt1995] IRLR 605).

It may be concluded from the Henderson case tlpabmise may easily bring a case for
damages for non-performance against the promisorth&r, in the cases where the
promisor is under an already existing contractugl do a third party to act, the tort
principle has been extended to encompass liabiitiort for omission Midland Bank
Trust Co. Ltd. v. Hett, Stubbs & Kerfi®79] Ch 384 White v. Jone§l995] 2 AC 207).
However, it is unlikely that the tort liability bextended to liability for pure economic
loss because this would tantamount tonadum pactumagreeing to be liable for
economic lossNlidland Bank Trust Co. Ltd. v. HetBtubbs & Kemp [1979] Ch 384;
White v. Jonefl995] 2 AC 207).

It is, therefore, in the light of above discussilagal principles and case laws particularly
Thomas v. Thomas, concluded that‘ad is not an enforceable phenomena under
English common lawThomas v. Thomad842) 2 QB 852 at 859.). It may however be
enforced if it is executed through a deed pollharé is an element of forbearance which

can be proved or alternatively a party can brirtgpbadn tort.
5.8 PROMISSORY ESTOPPEL AND WA'AD

Promissory estoppel is another phenomena in Endkgfal system having some
similarities withwa‘ad. Firstly, in bothwa‘ad and promissory estoppel, promise is made
unilaterally. Secondly, for failure of promisor perform his promise, the promise can

seek compensation. An understanding of the egeitatohciple is given below before the
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extent of the analogous application is discussesvdmn a promissory estoppel and

wa'ad.

Promissory estoppel is an extension of common lsteppel through the principles of
equity (Burn 2000). Another name for common lavwoppel is estoppel by representation
(Carr v. London and North Western Rly Gd875) LR 10 CP 307 at 316-7 per Brett J).
Common law applies only to statements of existimggd and not on representations of
future promisesJorden v. Money1854) 5 HL Cas 183;yle-Meller v. A Lewis & Co
(Westminster) Ltd1956] 1 All ER 247). Therefore it seems that'ad is more closer to
the equitable doctrine.

The English doctrine may be compared with the @doetofistihsan(juristic preference)
under Islamic jurisprudence. Both have the priregpbf fairness and both can depart
from strict rules of positive law where its enfameent leads to unfairness (Kamali 2004).

On the basis of thiwa'ad may be treated as commercial promise.

According to the doctrine of promissory estoppelsdmeone through his words or
conduct makes a clear and unequivocal promise tihan person and this promise
amounts to create a legal relationship. Once thergierson relying on this promise does
some act, the promisor will be liable to fulfil lpsomise Combe v. Combg 951] 2 KB
215 at 220, per Denning LJ). The same is also dfuga‘ad. The above principle was
developed in 1877 in a decided caBeidhes v. Metropolitan Rly Cd877) 2 App Cas
439 at 448, per Lord Cairns LC). This principle wast applied inCentral London
Property Trust Ltd v. High Trees House litd1944 Central London Property Trust Ltd
v. High Trees House Lt1947] KB 130 at 134, per Denning J). The doctfias since
been described as the ‘High Trees’ doctrine andctiraments of Denning have been
regarded as obiter dict&lpugh Estates Ltd v. Slough Borough Coufitd. 2)(1967) 19

P & CR 326 at 362, per Megarry J).

Promissory estoppel has following differences frats9i common law promise: (i)
promissory estoppel applies to promises and notepmesentations of existing facts
(James v. Heim Gallery (Londoff)980] 2 EGLR 119 at 120, per Buckley [Qollin v.
Duke of Westminstdd985] QB 581 at 595, per Oliver LJ). The sam&ug forwa'ad.
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(i) Further a promissory estoppel is suspensoryperation and it has the effect of
suspending promisee’s obligations to the promiBanfingham and District Land Co. v.
London and North Western Rly G@888) 40 ChD 268, per Bowen LJ).vi@‘ad there is

a difference which is in the light of 1988 IFA Ruji the promise can either compel the
promisor to fulfil the promise or alternatively carek compensation for consequential
lossesShari‘ah standard 8, Para 4/2 of AAOIFI has also incorgamtdhe same principle.
(i) In promissory estoppel it is not necessargtthny breach of promisor should cause
any detrimental effect. Even in some of the decickesks it was difficult to ascertain any
detrimental effectWJ Alan & Co. Ltd. v. El Nasr Export and Import Gd972] 2 QB
189 at 213, obiter per Lord Denning MR). Accorditog1988 IFA ruling, inwa‘ad in

order to get legal force to bind the parties tigtreuld be detrimental reliance.

Owing to the above differences, the equitable duoetis dissimilar to the common law
doctrine Ross T Smythy & Co. Ltd v. T.D. Bailey, Son & [640] 3 All ER 60 at 70,
per Lord Wright). Further to the above, it is nohitar to wa'ad as well. The equitable
doctrine does not create new causes of action wirerexisted befor&Cpombe v. Combe
[1951] 2 KB 215). This point is sometime doubtedgmored in later dictaRe Wyvern
Developments Ltd1974] 2 All ER 535 at 542-543, per TemplemanE¥enden v.
Guildford City Association Football Club L{d975] QB 917 at 924, per Lord Denning
MR and at 926 and 275 per Browne LJ). The fundaatertason for this is that in
English law consideration is usually required teate new rights. But consideration is
not necessarily needed for the modification orfthsge of these right€pmbe v. Combe
(1951)).

The above position of English law is contrary te fkmerican legal stance. In American
legal system a promise which the promisor shouwdarably expect to induce action or
forbearance on the part of the promise or a thedsgn and which does induce such
action or forbearance is binding if injustice cam dvoided only be enforcement of the
promise (American Law Institute 1982)altons Stores (Interstate) Ltd v. Mal{#888)
76 ALR 513).
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It has been said that the High Trees doctrine ¢eeras a shield and not as a sword
(Combe v. Combgl951). This means that it cannot be used as aaepagal cause of
action but only as a defence to prevent the enfoece of a claim by suspending the
promise’s legal obligations to the promisor, thusswging that a concession is not
withdrawn Qurham Fancy Goods Ltd v. Michael Jackson (Fancyd3) Ltd[1968] 2
QB 839 at 847, per Donaldson J). This distinctibpromissory estoppel that it can only
be used as part of a defence is another key differavithwa‘ad. If wa‘ad was treated
like promissory estoppel, then it would mean thai mdependent claims for
compensation can be filed by the promise which @odutralise the efficiency efa‘ad

as a structuring tool ishari’'ah-compliant transactions (Uberoiet al. 2009).

It may not be true to say that the English equéaldctrine can never operate except as a
defence. But it might act as a necessary foundaifoan independent claim. Thus, for
instance, if a buyer of goods due for delivery ospacific date agrees at the request of
the seller to accept delivery on another date austéthe buyer would be liable to be sued
for damages for non-acceptance if he refused te tillivery on the other agreed date
(Hartley v. Hymang1920] 3 KB 475). There is no consistent judigiaécedent on this
point and most commentators argue that the postiget to be finalised. Therefore it is
submitted that while at presemta’ad should not be construed as equivalent to the
English equitable doctrine, there may be opporunifuture to do so should the English

courts allow the doctrine to operate as an indegpeincaim.

In light of the above case law analysis, it is sitted thatwa‘ad has some resemblance
with promise and promissory estoppel. However theoffor it to be legally enforceable
as such it must either be executed under a deédwgoth by legal convention does not
require any consideration but still has the eff@otilar to a legally binding contract, or
the element of forbearance needs to be provensioild form part of a tortuous legal

action.
5.9WA'AD IN EQUITY-BASED SUKUK

It is expected thagukukhave different features as that of bonds but stilkukuk,certain

mechanisms have been employed which differenttaentfrom conventional bonds in
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order to avoid certain issues from arising. In &ddj application of these mechanisms is
important to obtain a required ratingsafkuk(McMillen 2007; Mokhatar 2008; Moody’s
2009). Al-Masri (2002) draws attention towards #&OIFI's recommendations which

were aimed at to bring treaikukpractices in line with thehari‘ah.

Al-Amine (2008b) and Haneef (2009) provides thedgtof the developments isukuk
structures and describe the issues which are Hared in those structures. Moody’s
(2009) mentions about the developmensokukstructures and state that these evolved
from the asset-based structiepre-AAOIFI standards back to asset-backed sirdtt

of post-AAOIFI standards. The table below providesomparison between the two

structures. Theva‘adis used in the first category:

Table 5.1: Comparison between Asset-based and Asseked Structures

Sukuk category Analytical characteristics

The issuance principal is effectively “guaranteent’,
Unsecured asset-basaukuk | most cases by the originator, via a purchase uakiag
agreement, i.e., a commitment to buy back |the
underlying assets at theukuk maturity at original of
pre-agreed price. The coupons (periodic distrilout
amounts) are protected by a liquidity provisios,,ithe
commitment of the originator/guarantor to provide
sufficient liquidity to make up for any shortfaletween
asset returns and periodic distribution amounts.

o

Neither the principal nor the coupons are subject t
formal guaranteesSukukperformance is asset driven
and the effective legal transfer of assets to iores
(true sale) is critical.

Secured asset-backsdkuk
(Islamic securitisation)

Source: Moody’s (2008c)

While mentioning issues in equity-bassedkuk Usmani (2008) states that it is not
permissible to agree by way ofwea‘ad to repurchase the assets at par value from the
sukukholders at the maturity or upon an early dissolutof thesukuk He, however,

allows the agreement where agreement to repur¢hasekukfrom thesukukholders at

% In asset-baseslikuk, sukukolders rely on the obligor for repayment of thiegipal and return and rank
paripassuwith unsecured creditors where the obligor defaatt they have no legal recourse to the
underlying assets and the requirement of havingilda assets is almost non-existent.

* In asset-backesukuk sukukholders have ownership rights over the underlyissets by relying on the
assets of theukukissuer for security.
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net value, market value or for a price agreed attithe of the repurchase in accordance
with the rules ofhari‘ah.

Abdel-Khaleg and Crosby (2009) in relation nwusharakah sukykKapetanovic and
Becic (2009) ilfmudarabakbasedsukukand Naim and Hussain (2009)wakalah sukuk
hold the same view that any agreement to repurchidagkirom thesukukholders at par
value at maturity is not permissible. Mokhtar arftbias (2009) permit to agree using
wa'ad to repurchase the leased assets at maturity or aqpearly termination of the lease
at par value with the condition that the lesseaatasharik mudarib or wakil of the

lessor.

Status ofwa‘ad in equity-basedsukuk can be found in AAOIFIshari‘ah standards.
AAOIFI Standard 17 states that where the managsrascasharik [or a mudari with
the sukukholders, it is unlawful for him to guarantee tle¢urn of capital to them as it
would interrupt the partnership in the event oskssor in the sharing of profits (AAOIFI
2010: Standard 12: Para. 3.1.5.7). AAOIFI Stand&dillows a promise to repurchase
the assets at market value or at an agreed prite dime of repurchase (AAOIFI 2010:
Standard 12: Para. 3.1.6.2).

Usmani (2008) denies the argument of those whavalhe use ofva‘adin equity-based
sukukon the ground thagukukis actually a partnership in propersh{rkah al-milk)and
that the use oiva‘ad is prohibited in partnership of contrashirkah al-‘aqd only. He
argues that in reality sukukis a partnership of contracthirkah al-‘aqd because both
have same qualities. In partnership of contraatinpes joins together as agent of each
other and carry out business activities for theltective benefits and share profit or loss
according to the ratios agreed among them. The sathe mechanism slukuk.Mustafa
al-Zarga (1984) also argues that whenever the gerpd a partnership is investment or
earning, regardless of whether that is to takeeplacmeans of commerce or leasing, the
partnership will be one of contract. Therefore,cading to Usmani (200&ukukare not
partnership of propertyshirkah al-milk because the object is earning either by way of
investment or leasing and this rendstkuk partnership of contracsskirkah al-‘aqd
hence the usage wfa‘ad is unacceptable in equispkuk
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Usmani (2008) also held the usewdé'ad in mudarabah sukulas unlawful. AAOIFI
Standard 13 provides the reasoning by statingithiaé loss is greater than the earnings,
the losses ought to be deducted from the capitaligeed that there is no negligence or
mala fide on the part of the manager (AAOIFI 2010: StandaBd Para. 7.8). The
Standard continues that if the costs are equahdoeiarnings, thsukukholders will
receive their capital back and the manager wilhegothing (ibid). Conversely if there is
profit, it will be distributed among th&ukukholders and the manager in accordance with
the pre-agreed ratio (ibid). Therefore, Usmani @0fbncludes that no such undertaking
is acceptable. He also refutes the argument thednmesukukthe manager actually gives
such an undertaking in another capacity. He stagshis is clearly illogical because the

mudaribhas no other capacity in such a venture.

Use ofwa‘ad by the manager who acts aswvakil in wakalah sukuks not permitted
(ibid). Wakalahcontract is based on trust where any guaranteednrét not allowed
except where thevakil is either negligent or acts withala fide(ibid). AAOIFI Standard
5 states that “a guarantee by an investment agérttamsform the operation into a loan
with ribawi interest, guaranteeing [the return of] principailile offering returns from the
investment” (AAOIFI 2010: Standard 5: Para. 1.2I8)addition any use ofia‘ad by the
wakil in wakalah sukuknay convert the transaction into ‘amah transaction because the

wakil undertakes to repurchase thekuk(Usmani 2008)

Haneef (2009) suggests that asset-basddkmust contain a purchase undertaking. An
asset-basedukukis a “sukukwhere the underlying assets offer fairly predittaieturns

to the sukukholders, such as in the casesaflam istisna’ and ijarah” (IFSB 2005:
Guidelines No. 2). Majority of asset-bassedkuk structures do not reflect the true
ownership of thesukukholders in the underlying assets (Dusuki and Maki&010)
hence the IFSB criteria is not complied with. Ir02Qhis lead to the introduction of a
new standard which is IFSB Standard 7. Accordin@tsuki and Mokhtar (2010) the
standard elaborates two types of asset-bagkdk the first category o$ukukcontains a
purchase undertaking from the originator and theorsg@ category contains an

undertaking from the issuer in the event the odtpndefaults.
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In shari‘ah innovations are allowed but not at the expenseoaipromising to shari‘ah
principles hence wa‘ad should not be used in comme to theshari‘ah principles. In
2008, the AAQIFI pronounced that the use of walathie form of purchase undertaking
at par value in equity-based sukuk, nanmalysharakahmudarabahandwakalah is not
allowed. The usage of wa‘ad in equity-based sulauklustrated in the below figure.
Thus the then chairman of AAOIFI, Tagi Usmani destathat 85% of the sukuk in the

market are not shari‘ah compliant (Reuters 2007).

Figure 5.1: Usage of Wa‘ad in Equity-based Sukuk

Sale of Issuance of
. 5PV Sulaic
Ob‘hga‘tor assets .Sukﬂk Holders

Wa'ad in the form of purchase undertaking to buy assets at par value in the event of default or upon

maturity

Source: Author’'s own

The AAOIFI pronouncement highlighted two issuegquity-basedukuk One is the use
of liquidity facility and the other is purchase @nthking at par in acquiring theukuk
(AAOIFI 2008). AAOIFI broadly refers only to asse&ckedsukukstructure but IFSB
refers to an asset-backed and two asset-basedustsi€IFSB 2009: Standard 7). In the
first IFSB asset-based structure a purchase urkilegtan the form ofwa‘ad is used from
the originator and this structure is also knowrmpag-throughsukuk In the second asset-
based structure a guarantee is given by the issuesase the originator defaults. This
structure is also known as pass-througtkuk Our discussion will be limited to all
AAOIFI asset-basedukukand to those IFSB asset-basattukthat involvewa‘ad.
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AAOIFI regards the usage @fa‘ad against the spirit of equity-basedkukbecause the
usage ofva‘adin asukukstructure guarantees return or the principal amtutttesukuk
holder which is against the principles sifari‘ah (AAOIFI 2010: Standard 12: Article
3/1/6/2). Inshair‘ah any guarantee of return of investment and any gadkereof by a
sharik or mudharib or a wakil makes the transaction a prohibited interest based
transaction of loan (AAOIFI 2010: Standard 5: Aeg 2/2/1 and 2/2/2). The classical
shari‘ah scholars are in agreement to prohibit a guaracisagse in a contract but they
differ on the status of the contract (Bank Negaraldyisia 2009). The Hanafis and
Hanbalis allow the contract and the Malikis and fBkaegard the contract void (ibid).
Thus AAOIFI permit a guarantee clause in contract sharik mudarib or a wakil
behaves negligently or in violation of the termglu# contract (AAOIFI 2010: Standard

5: Article 1). Thus usage efa‘ad and any guarantee as discussed above in equitg-base

sukukmake a transaction similar to an interest basestifiRcome securities.

Use of purchase undertakingssimkukis not impermissible in every case. For example in
ijarah-basedsukuk a lessor can undertake to repurchase the undgrisgsets from the
lessee whersukukare dissolved or matured, for a price equivalerdutstanding rental

payments. The outstanding rental payments représemet value of the assets.

The effect of AAOIFI pronouncement was stronglyt fal the sukuk market where
purchase undertaking at par guarantees the prinicighe equity-basegukuk Islamic
Finance Information Service (IFIS) database shdves equity basedukukbased on
purchase undertaking guaranteeing the principaéwemajority. But this number was
declined significantly post-AAOIFI pronouncement.

NakheelSukukis an example of asset-basgdkukwhile the East Cameron G&sikukis

an example of an asset-baclsetkuk(IFIS SukukDatabase). On 31.03.2010, a USA court
supported the asset-backsakukstructure (IFISSukukDatabase), which was the first
decided case whereby it was held that the assé&edastructure can protestukuk

holders in the event of default.

The shari‘ah board of the IDBSukuk(2005) allowed the purchase undertaking and held
that it acts as a guarantee of capital and refliney allowed this mechanism on the
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grounds that the obligor (IDB) and the issuer waesved as independent parties (IFIS
SukukDatabase).

There have been alternative structures used im#rket where a purchase undertaking is
given by a third party. This is possible througle flormation of two special-purpose

vehicles. Like RM1.5billionsukuk al-musharakalssued by Seafield Capital Berhad in

May 2009 for 20 years (RAM, Sukuk Focus 2010). Thigiven in the Figure 5.2 below.

Figure 5.2: Purchase Undertaking by A Third Party

ELITE
ELITE (OBLIGOR)
h
Sale Price Purchase Undertaking
Sale of TrustUnits
SEAFIELD Sale Proceeds
‘ CAPITAL musharakah Capital i
PUNCAK Sale Price SUKUK
TULUK ISSUER | HOLDERS
[SPV1] J  [8PV2]
Sale of Trust Units Issue sukuk musharakah

Source: RAMSukukFocus, 2010

There are two SPVs independent of purchase undegtgkovider in the aboveukuk
structure. Elite is the provider of the purchaselartaking, which is a third-party
guarantor and is independent of any party to dbkuktransaction namelgukuk al-
musharakah(RAM, SukukFocus 2010). There is no link between Elite arelghrty to
whom it has given guarantee because it sold thet troits to another party and gave
guarantee to the other. This guarantee structusamaccordance witBhari‘ah Standard

5 and 12 of the AAOIFI (AAOIFI 2010).

It is clearly understood that the purchase undertpkn an equity-basedukukis to
guarantee the principal to tisekukholders without giving regard to treikukassets'
value whether it increases or decreases. This giggaf principal or return is against the

spirit of equity financing. In realitwa‘ad turns an equity-basesiikuk,based on variable
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returns, into a mode of financing based on fixetirre Any guaranteed fixed income
amounts toriba, which is impermissible in the eyes ehari‘ah but guaranteeing
principal is a market practice and both approadresopposite to each otheSukuk

holders prefer the guaranteed fixed income strastbecause theikukholders get their

original capital even where there is a loss (Dusukl Mokhtar 2010).
5.10WA'AD AND DERIVATIVES

Derivatives are important in mitigating risks thgbu the hedging mechanism. In
derivatives, there are soma‘ad-relatedfighi issues mainly in three areas of FX forward

transactions, TRS and SS transactions.

Derivatives in Islamic finance are not very comnamnthey are in conventional finance
(Bacha 1999; Kamali 1999; Elgari 2006; Alsayyed 20Dusuki 2009). Mohamad and
Taatabaei (2008) state that‘ad plays the role to “plug the hole” to abstain frohe
issues that stem from the use of forward contr&iis .notwithstanding the use wofa‘ad
issues are still there such as non-existence etgdack of ownership and or possession,
mutual deferment in performance and excessive taingr or speculatiof. Mutual
deferment in performance results in definite carteesults which turn a derivative
contract into a beneficial debt-sale contract. Théso cause enormous uncertainty or
speculation that a transaction becomes a gamblamgaction, which promotes zero-sum

game (ibid).

Since derivatives are beneficial in abating varidsks through the hedging mechanism,
there are someva‘ad-relatedfighi issues which need to be addresda@'adcan also
replicate a call option but at the same time tlivelve some issues (Hasan 2007). A call
option gives the buyer ‘right’ to buy by paying@eémium’ to the seller and the seller is
obliged to sell by giving an ‘undertaking’ to theyer. Wa’'ad is a unilateral promise,
which demands no consideration from the other §ld). Thus the use afia‘ad similar

to a call option is only possible where it is madelaterally without any consideration

l.e., the party exercising ‘right’ should not payygpremium. Alternatively ava‘ad can

® These issues have been discussed in detail inat@p
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be used by way of call option if there are two ipeledent unilateral promises: a promise
by the buyer to buy by offering a premium and anpse by the seller to sell (ibid 2007).

The fighi issues may be specifically discussed in FX forwaadsactions, TRS and SS

transactions.
5.11USE OFWA'AD IN FX OPTION

A wa'‘ad can be used in currency option (Kamali 1997; Od&atu1999; Smolarski et
al.2006; and Al-amine 2008b). Option trading with@my accompanying purchase or
sale of underlying tangible assets may lead toldpee gain resulting igharar hence

it cannot be allowed (Al-Suwailem 2006).

Uberoi, Chatterji and Bidar (2009) have presentedtracture of an option. In this
structure, the client promises to the bank to bugeall a fixed amount of a particular
currency in consideration of another amount of ig@dar currency at a pre-determined
rate on a pre-determined settlement date. The banlkrn acknowledges the client’s
promise and pays a non-refundable fee to the daerttaving right to exercise an option
to enforce the client to fulfil his promise/g‘ad). The bank can either exercise the option
based on client'sra‘ad or serve a cancellation notice of tha‘ad (Uberoi et al. 2009).

Figure 5.3: Use of Wa‘ad in FX Option

Promise to sell on currency for another currency
Client Bank

Specified currency payable on Settlement Date

Client Bank

-
Ml

Non-refundable fee payable on Trade Date
Purchase price in the second currency payable on Settlement Date if exercising the option

Client Bank

Non-refundable fee payable on Trade
Date Cancellation Notice to not exercise the option

Source: Uberoi, Chatterji and Bidar, 2009: 3
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In its seventh session OIC Figh Academy, did nlotnathese sorts of transactions neither
for the purpose of speculation nor for hedging psgs (IDB 2000: Resolution No.
7/1/65). The OIC’s Resolution was based on the mmauns ruling of the scholars @arf
(currency exchange) transactions that these musinbie spot without any deferment
and currency exchange on a forward basis is contaathis ruling (Al- Zuhayli 2003;
Abu Ghuddah 2007). Therefore, instrumentwd'ad is devised wherein parties can
‘agree’ to sell currencies on one date while tldeiivery is agreed on another date. Each
part to this currency transaction promises to @elio buy on a unilateral promise basis
and the agreement does not amount to a contracOIRAhas also approved this
structure (AAOIFI 2010: Standard 1 and AppendixfBhe Standard; Al-Zuhayli 2003).
The OIC Figh Academy has imposed certain conditsmthat unilateral promises can be
used in line with the values shari‘ah (IDB 2000).

5.12WA’AD IN TOTAL RETURN SWAPS (TRS) AND SHORT-SELLING
5.12.1TOTAL RETURN SWAPS

Wa’'ad can also be used in swaps (Al-Suwailem 2006 and7;2@&gari 2008; and
Hammad 2008). A doubleva‘ad structure gives economic advantages similar to a
conventional total return swap (Uberoi et al. 2008Waps are arrangements between
counterparties to exchange cash flows over time aigreat degree of flexibility (Kapner
and Marshall 1990; Dattatreya et al. 1994). Intera®e swaps and currency swaps are
prevailing in the market because of their usefitgringhe management of balance sheets
and risk profiles (Coyle 2000 and 2001).

Uberoi, Chatterji and Bidar (2009) and Dusuki (200@ve discussed a doubha‘ad
structure in which a SPV raises investment by iggwiertificates and acquires a pool of
shari‘ah compliant assets by way of shari‘ah-compliant contract such asalam or
murabahah(Dar 2005). In order to enhance the return, thekkmmanges to swap the
returns from theshari‘ah-compliant transaction with returns from anothesestment by
way of awa‘ad (ibid). The counterparties undertake by waywa‘'ad to swap their
returns either at maturity or at the end of a cenperiod of time (ibid). Uberoi, Chatterji
and Bidar (2009) argue that this swap of investnibativeen the issuer and the bank is
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based on two mutual promisesaads) In first (wa‘ad) the issuer undertakes to sell
shari‘ah compliant assets to the bank at a certain pricés pthice is dependent on the
performance of the other investment and is knowwadad sale price. The seconda‘ad

is made by the bank wherein it promises with tlseies to buy theshari‘ah compliant
assets from him at thea'ad sale price. Out of the twwa‘'ads only one is executed.
They argue that if thava'ad sale price is greater than the return from theeroth
investment, the issuer will enforce the secaradad, which is similar to a conventional
put option. However, if theva‘ad sale price is less than the return from the other
investment, the bank will enforce the fikga‘'ad, which is similar to a conventional call
option (Uberoi et al. 2009).

Figure 5.4: Swap Structure Using Double Wa'ad

Markets

) (4) Shari’ah compliant authority
(3) £ to purchase the Assets (Purchase Price)

(5) Wa’ad 1-Issuer promises to sell the Assets at Wa 'ad Sale Price (2) Issue Price

o
<+

Certificate
Holder

>
+

Y

Bank Issuer (1) Certificate

»
P

Wa'ad Sale Price

(6) Wa’ad 2-Bank promises to buy the Assets at Wa'ad Sale Price

Shari’ah -
Compliant
Assets

Source: Uberoi, Chanerji and Bidar, 2009:5

From the Islamic investor’'s perspective, the invesit is used to purchaskari‘ah-
compliant commodities by way of shari‘ah-compliant contract such asalam or
murabahah(Dar 2005). Delorenzo (2007) regards it a perplesuation in which the
returns come out o$hari‘ah compliant contracts. According to him the situatigets

problematic where the returns from the other inwestt (which is notshari‘ah
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compliant) is exchanged by means of the artificawh'ad and the bank considers those
returns as compliant even if the investment is compliant itself (ibid). The double
wa'ad structure provides the result similar to hedgedfufor Islamic investors. In fact
Muslim investors invest ishari‘ah compliant investments and their return is swapped
with the returns from non-compliant investmentsubing awa‘ad structure. Thus hedge
funds, cross-currency swaps, exotic products, gaistocks, liquor and all prohibited
investments may be delivered sbari‘ah compliant investors by the employment of a
doublewa‘ad structure. This structure provides tblgari‘ah compliant Muslim investors
compliant returns while receiving financial and @agn speculative exposures (Dar
2007).

Delorenzo (2007) and Firoozye (2009) disapprovedthélewa‘ad structure because the
yields under such structures are determined by gbdormance of noshari‘ah
compliant funds which may invest mmramassets or securities. Thus, though an Islamic
investor invests directly in &hari‘ah compliant investment but the doublea‘ad
structure profits him from the haram assets or sl indirectly. The promise to
exchange for thénaram returns establishes a direct link between ltheam assets or
securities and the investor. For example the clasisfin a total return swap based on
wa'ad structure indicate that the investment by an Istaimvestor operates as a trigger
for a series of transactions which are not necigssari‘ah-compliant (DeLorenzo
2007).

The performance of non-compliant assets actualgmsgloyed in order to determine the
price and the promised exchange is only for theiesaf returns which is determined
through the performance of such non-compliant asgBeutche Bank n.d.). The
mechanism is similar to the mechanism where LIB@R,interest benchmark rate, is

used to establish the price fomarrabahahor anijarah.

According to Delorenzo (2007) analogy cannot bevdraetween the use of LIBOR for
pricing and the use of the performance of sbari‘ah-compliant assets for pricing
because the former is an indication of return grel latter is the provision of actual

return.
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The use ofwa‘ad on the line of the conventional total return swapcture is not very
much laudable and it is regarded as inappropriati In form and substance. The
structure is neither in line with trehari‘ah nor with the objectives adhari‘ah. Though
there are some economic benefits of both the strestbut any innovation should not

come at the expense of authenticity.
5.12.2SHORT-SELLING

SS has already been defined in chapter 3 whideisale of a security not owned by the
investor at the time of contract (Fabozzi et aD20 Inshari‘ah, acquiring ownership of
an object is necessary for its onward sale byéeliers As a consequence he bears the risk
in the object of sale. Uberoi, Chatterji and bi(2009) state that in order to replicate the
economics of a conventional short-sale shari‘ah-compliant structure the seller has to
actually own the securities which form the basisheftransaction. Therefore, two double
wa'adsare used in SS structure in combination witmaabahah(ibid). This replicates
the cash-flows under the conventional SS strucame@ generates a similar economic
profile (ibid). The structure is as follows whichrcbe seen explicitly from the figure 5.5

below:

Figure 5.5: Use of Two Double Wa'ad in Combinatiavith Murabahah Replicating
Conventional Short-Selling

Third Party
F W % F W %
£80
£ Stock Market
Stock £82 (80 plus £2 spread) £2
£100
Sale of shorted
. £98 (£100 less £2 v stock

o
%

HF PB iy
e

£39

Market

A4

»
>

murabahah Transaction

Stock

Source: Uberoi, Chanerji and Bidar, 2009: 6
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A Prime Broker (PB) purchases the stock from aantst Hedge Fund (HF) through a
murabahahfor a particularmurabahahsale price of £100 for instance payable on a
deferred basis at a future date. PB then on-dedlstock in the market for the prevailing
spot price of £100 for instance, thereby generadicgrtain cash reserve. Simultaneously,
a Third Party (TP) enters into two doubla‘ad, one with PB, whereby PB unilaterally
promises to sell and TP unilaterally promises tg the stock for a pre-specified price of
£82 for instance (Doublgva’ad 1). The other doubleva‘ad is with HF, whereby HF
unilaterally promises to buy and TP unilaterallpmises to sell the stock for a pre-
specified price of £80 for instance (Doubl&’ad 2). TP is paid a fee (DW1 Fee) by PB
of £2 for instance for entering into DoutMéa’ad 1 and a fee (DW2 Fee) by HF of £1 for

instance for entering into DoubWa’ad 2 (Uberoi et al. 2009).

Assuming that the stock price falls to £80 at anpsequent date, PB uses its cash
reverses to buy shares from the market at the gppoe of £80 and triggers Double
Wa’ad 1 with TP, whereby PB on-sells the stock to TPE82 (£80 plus PB’s £2 spread).
HF then triggers Doubl&/a’ad 2 with TP, whereby HF purchases the stock for 8

TP. Under the terms of threurabahahtransaction between HF and PB, PB pays HF £98
(£100 minus PB'’s spread of £2) (ibid).

Commentators have criticised the usevafad in SS and regard it inappropriate becasue
the structure involves two sets of doubl@'ad to swap the return from thghari'ah
compliant basket of assets for returns from a siwari'ah compliant basket of assets.
(Firoozy 2009). In addition, there is another issfi¢he involvement ofiba. In SS the
lender of stock stipulates a gain, without a coumtdue, in return for lending the stocks
and this amounts taba.

Lastly, in both TRS and SS, the use of two uniltea‘ads, one promisor unilaterally
promises upon the understanding that the othey palitalso unilaterally give a similar
undertaking. This is an acceptathari‘ah principle that two transactions cannot be
combined together which means that the enterirgone is made a precondition for the
other. This removes the criteria of an indepengeomnise, therefore, this usageved'ad

is not suitable, too.
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5.13SUMMARY AND CONCLUSION

In this chapter it was attempted to peruse throogginal sources of botehari‘ah and
English common law on the applicationwé'ad particularly in the context ofukukand
derivatives. The research endeavoured to illusttageessentiality and amplitude of the
concept ofwa‘'ad in both classical and contemporary Islamic jutsience with general
implications in the context ;fukukand derivatives. In addition, the research expléhe
issue of enforceability ofva‘ad in English common law jurisdiction with referente
equivalent legal concepts of promise and promissstgppels in light of relevant case
law. The overall aim was to ascertain the corsdari‘ah position for validity purposes

and the precise legal standpoint for enforceablityposes in the application of the tool.

Although wa‘ad and promise can be rendered in a manner whichmgplant from the
perspective of English common law asbair'ah law, the overriding objective of the
shari‘ah principles particularly proved to be lacking espyg in the context of equity-
basedsukuk(by referring to some key case studies) and irusege of doubleva‘ad in
derivatives. Hence the law is not necessarily thig solution but there is a need for an
‘inter-disciplinary’ or ‘socio-legal’ solution bytilising the law in context method, which

can be based on the wider objectives of Islamicragmonomics.

It is clear from the research thaga‘ad falls into the category afabarru’at (voluntary
offers) whereasaqd comes within the ambit of mu’awadat (commutatiwantcacts).
Given that one category is not a substitute foitlamowa‘ad should not be used in place
of ‘aqd in a manner that changes the legal effeav@fd to that of arfaqgd so much so
that in substance there is no difference. Howetrez, advocates of both sides argue
differently. The proponents of the currently-praed, legally bindingva‘ad argue in
favour of form over substance while the opponeptstend that substance over form is

key.

The research considered various juristic opini@garding the binding nature wfa‘ad
and found that there are three prevailing viewdfiliog wa‘ad is mustahalonly but not
wayjib; fulfilling wa‘ad is alwayswajib; and fulfilling wa‘ad in certain situations i&ajib

with provisions and exceptions. All of these pasit have their own set of evidences but
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the latter one appears to be adopted by a numbeordémporaryshari‘ah rulings of
various bodies of scholars.

As for the English common law stance wa‘ad, it was important to consider the
alternative legal concepts of promise and promisestoppel. However these concepts
are best understood in the context of legal andtaaje principles of contract and equity.
On the basis of the legal principles and case Eyanding promise, it can be concluded
that whilewa'ad would not be enforceable in its pure and simplenfainder English
contract law, it may be justifiable if it is eithEarbearance is established or it is executed

by way of a deed poll or alternatively it forms fpai a tortuous legal action.

In addition, wa'ad seemed to mirror the English equitable doctrinepodmissory
estoppel on two grounds. Firstly, there is a uerkt promise requirement in both.
Secondly, the promise can seek compensations fofadlare on the part of the promise.
However, the distinction of promissory estoppethat it can only be used as part of a
defence and not as a separate legal action. Thamsniat no independent claims for
compensation can be filed by the promise whichnaéisés the efficiency oiva‘ad as a

structuring tool irshari‘ah compliant transactions.

With reference to relevant case law, it is subritteatwa‘ad has some resemblance with
promise and promissory estoppel. However, on theleyhin order for it to be legally
enforceable as such it must be executed under é plEe which by legal convention
does not require any consideration but still has éffect similar to a legally binding
contract or the element of forbearance needs tprbeen or it should form part of a
tortuous legal action. However, would a deed palNéh certainshari‘ah implications?
Would that turn theva‘ad into an‘aqd al-mu’awadhal? This issue could be the subject
of further research in this area.

Following thefighi and legal discussion above concernmgad, it is clear that any
arguments against the extreme usagevafd ar not per se but rather to avoid any
shari‘ah contraventions that are prevalent in the industvhilst innovation is laudable,

it should not come at the expense of authenticity.

255



THE USE OF WA'AD IN SUKUK/DERIVATIVES
Chapter 5

On the whole, the function afa‘ad in an equity-basedukukhas proven to be one of
guarantee whereby the principal is assured regagdieany variations in market value of
the assets in question. Such a guarantee goessaganvery nature of equity financing
as thesukukholders are not liable vis-a-vis the principal amp which is against the
consensus of classical jurists. In essence thigpmopriate usage ofa‘ad defaces the
equity-basedsukuk from variable return to fixed return mode of ficarg. The
conclusion can rightly be drawn thawh‘ad is used inappropriately in this manner, then
no return is permissible on the principal amoumicsi the guarantee would turn the
transaction into an interest-base loan and anyegds on investment would amount to

riba.

As for derivativesya'ad-related issues are prevalent in mainly in threasrnamely FX
forward transactions, TRS and SS transactions.mlibg promise from only one party
(wa‘ad mulzim min tarf wahjdis not deemed as a contract and as such thisanisch
can facilitate forward foreign exchange. This poads endorsed by AAOIFBhari’ah
Standards. The OIC Figh Academy has rendered aralapromises in commercial
dealings binding with certain conditions. Therefqreovided the conditions are adhered

to, usage ofva‘ad will be regarded as appropriate in FX forward sactions.

In the structure of TRS one set of doubla‘ad is used whereas in the SS structure two
sets of doubleva'ad are being used. It is conceded that both strustime/e some
potential economic benefits but there are someingjaflaws which compromise the
authenticity of the products. Besides the few safsolvho approved the TRS structure,
the majority of the scholars have not entertaitekdence no views recorded at any of the
shari‘ah scholar platforms such as OIC Figh Academy and FAOThe main crux of
the criticism is that the doubiga‘ad structure in TRS potentially allows the returnnfro
the shari‘ah-compliant basket of assets to be swapped forngtirom a norshari‘ah-

compliant basket of assets which the proponents hawepted as permissible.

As for the SS structure, ownership is a conditidnsale which is problematic. The
structure adopted is through the inappropriate eisdgwo doubleva‘ad which is done

in combination with anurabahahto replicate the cash-flows under the conventi@fal
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in order to generate a similar economic profilenc8i SS is inherently problematic, even
if the usage oWva‘'ad is accepted temporarily, there is another perpghadlem which is
difficult to overcome, namely the involvement oba. It is well known that in the
application of SS the lender of stock stipulategim, without a counter value, in return

for lending the stocks, which is nothing lbila.

In addition, even from the point of view, the two-called unilateralwa‘ad actually
function as a bilateralva'ad in both TRS and SS structures which is clearly not
acceptable. It is one of the principles of #mari‘ah that two transactions cannot be tied
together in the sense that entering into one isem@ag@recondition for the other. Thus,
both parties are in essence signing their respecidertakings with the understanding
that there is a similar undertaking from the othigle. This removes the criteria of an

independent promise.

This research has highlighted the importance ofireémg total compliance with both the
letter and spirit ofshari‘ah law. In the alternative, there would be no juséfion for
having an Islamic paradigm, critics would arguet titais merely nomenclature and
semantics when it comes to the elaborate usag&'al in both equity-basedukukand
derivatives, while there are deéghi and contractual repercussions as well as potential
litigation that cannot be overlooked. Our assess$nsetihat not allwa‘ad-based products
will be entertained in an English court based oe tloctrines of consideration and

promissory estoppel.
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CHAPTER 6

A CRITICAL ANALYSIS OF THE UK REGULATORY
STRATEGY TOWARDS SUKUKISSUANCE: LEGAL,
REGULATIVE AND FINANCIAL ISSUES

6.1INTRODUCTION

Middle East countries in the past were engagedigingsses and trade in accordance
with the teachings ohari‘ah and still in the modern era thghari‘ah compliant
finance gained popularity in GCC countries andhie Asia especially in Malaysia. In
the West, UK is the leader in taping Muslim investby offering Islamic financial
services and by incorporating laws facilitating Musinvestors such as facilitating in
issuing and listing okukuk It should be noted that the recent developments a
trends demonstrate that corporations and goverraraet alike are raising demand
for sukukfor financing their needs.

Among OECD member countries, the UK has taken éael Ito become the first
country by coming up with tax laws for; alternatifi@eance; and strengthen its
strategic position in Islamic finance. There arewttwo million Muslims living in
UK, which shows the desire of UK to introduce légfion for Islamic finance in
order to fulfil the financing needs of its Muslinogulation. The UK governments
have taken this lead despite the fact its Muslipypation is lesser in number then its
competing economic rival among European countgag,Germany with 4.5 million
and France with 3.5 million Muslims but are far inehthe UK. The UK strategy has
also been related to develop national interestifancial development and economic
growth through facilitating Islamic finance sernscen the UK (Davies 2002).
Consequently, the UK is now known as one of theresrfor Islamic finance and is
the leading centre in the West. As part of thipss, London Stock Exchange (LSE)
has acquired the status to be the main exchandistiog internationakukuk and the

UK court remains the main institutions for disprgsolution.
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After identifying, explaining and measuring the gutial of the UK to become an
Islamic financial hub, this chapter explains theag#s in the development of
regulatory regime for the issuance sfikuk in the UK and its effects on the
securitisation process stikuk This chapter will also provide a critical anafysn the
consultation documents and any subsequent findfntheo FSA (FSA 2007), HM
Treasury (2007) through the Debt Management Offio&0O), HM Revenue &
Customs (2008) for sovereign and corporgatkuk In addition issues will be brought
to the spotlight such as legal asldari‘ah issues and their conflict with each other.
Any mismatch with the regulatory regime in the amurof issuance of Islamic

financial instruments will also be explored.
6.2 EMERGENCE OF THE UK AS AN ISLAMIC FINANCIAL CENTRE

As mentioned above, the UK has been an importamtedor Islamic finance since
later 1980s. However, London has always been aecémt GCC financial activity for

many decades. Since 1997, the governments in resporthe growing global Islamic
finance have provided the necessary legal, regeland financial arrangements for
Islamic finance in the UK. Since the UK offers aodlatform for private placement
in general, as explained in Figure 6.1, this hanten important facilitator for Islamic

finance developments in the UK.

Figure 6.1: UK Offers a Good Platform for Privatel&ement

Investor needs UK mitigants
e Security not owner s UK Alternative Finance
ship liabilities legislation permits on-balance
sheet financing for bilateral and
¢ Liquidity and depth sukuk financing
e London is a key centre for sukuk
¢ Reliable jurisdiction road-shows and attracts investors
e UK has established capital
e Strong markets laws, documents are
Trustee/Delegate drafted under English law
¢ UK Trust law, established players
¢ Managed risk Mandatory reporting & Risk
management instruments

Source: Bank of London and the Middle East, 2012

In the UK due to its investor friendly environmeahd policy, Islamic finance
expanded rapidly, and a range of Islamic finangedducts were introduced by

various IFIs by taking lead in European financiarkets, which, as a result, has the
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largest number of Islamic finance institutions @pierg in any western country. To
date the FSA has authorised five full-fledged Istabanks, oneshari‘ah-compliant
hedge fund manager, one dedicatskhful and there are over 20 conventional banks
providing Islamic financial services through Islanmwindows’. These are detailed in
Table 6.1.

Table 6.1: Islamic Banks in UK

Fully Shari’ah compliant Islamic windows

Bank of London and The Middl
East

EAhli United Bank

European Islamic Investment Bapk al-Buraq

Gatehouse Bank Bank of Ireland

Islamic Bank of Britain Barclays

QIB UK BNP Paribas
Bristol & West
Citi Group

Deutsche Bank

Europe Arab Bank
HSBC Amanah

IBJ International London
J Aron & Co.

Lloyds Banking Group

Royal Bank of Scotland
Standard Chartered
UBS

United National Bank

Source: LSE (2012)

Table 6.2. depicts the asset base of the UK Isldraitks as of $1December 2010.

Over the years, the UK Islamic banks have showdwgkdevelopment.

260



A CRITICAL ANALYSIS OF THE UK REGULATORY STRATEGY RDSAUKUK ISSUANCE: LEGAL,

Table 6.2: Islamic Banks in the UK as of $Dec. 2010

£m Equity Total Asset
Gatehouse Bank 19.5 31.5
QIB (UK) 17.0 60.1
BLME 249.3 706.5
ElB® 143.1 181.5
IBOB 26.2 218.2

Source: The Banker (2010)

REGULATIVE AND FINANCIAL ISSUES

Chapter 6

The developments in the UK evidence that the LSE haen recognised as

encouraging innovation that has lead to its deptth lareadth in Islamic financial

development (Wilson 2007). On its way to becoméstamic financial market leader,

it has to counter and compromise to various chgéenThis research will therefore

analyse its capability in terms of infrastructurbether or not it has the capacity to

become a leader in Islamic finance as per UK gawent’'s desire for which the

sukuk issuance play an important place. Towards this eB&'s process and

procedure will also be analysed. A detailed analgéithe LSE’s strategic positioning

in terms of listedsukuk private placegukuk and syndicated/club facility is presented

in Figure 6.2, which shows the advantages and disddges of the LSE in these

three categories slukukrelated activity.

® European Investment Islamic Bank.
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Figure 6.2: LSE’s Strategic Positioning for Sukuk

Advantage Disadvantage
e Offers Liquidity/ tradability o Difficult sell in absence of
) o Price benchmark rating, or market track record
Listed sukuk o No flexibility

e Attracts new investors

o No listing / managed distribution ® Smaller market: US$50m to
US$60m

Private Placed
sukuk

# Better for negotiating covenants . .
= = « Still requires the sukuk trust

o Fits with segregated /off balance  arrangements
sheet asset structure
® Best efforts

* As private placement

» Simplified structure and
security package

* Minimum hold from MLAs

Syndicated
Club Facility

o Less liquid than sukuk

« Tighter control over security

Source: Bank of London and the Middle East, 2012
6.3THE PRESENT POSITION OF LSE

The UK has potential to become pioneer in Islarmarice and to establish itself as
its primary global gateway which it can achieveotlgh LSE (FSA 2007). Towards
this end thesukuk have significant role to play which is evidentrfrahe FSA'’s
references tosukukin the document Regulations and Challenges (FSB7R0as
sukukhas emerged as a major asset class (Zin et al).2Uhe fact thasukukis
causing the LSE to emerge a market leader in Isldimance over its competitors,
demands for a complete investigative study, whglpresented in this chapter. In
order to devise variousukukstructures, the prevailing regulatory regime oAH#&s

to incorporate varioushari‘ah requirements (Igbal and Khan 2005).

One of the main steps taken by the UK governmesgsbieen undertaking regulatory
reviews to accommodate Islamic Financial instruméRSA 2007). There has been
public consultation by the UK DMO of HM Treasurypdetment on the issuance of
sterling sovereigsukuk(GB HM Treasury 2007), either in ‘bond-like’ forthaving

a maturity of greater than one year) or ‘bill-liksrm (a maturity of less than one
year). The reason for this was to minimise theedéhces betweesukukissuance and
bonds and bills. As a result of consultations,aswlecided to initially issue a Bill-like
sukuk (GB HM Treasury 2008). In the consultation publiew was sought on
structure, taxation, regulatory, listing, regiswat and liquidity management
(Macfarlane 2011). However, HM Treasury postpontd first sovereignsukuk
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issuance, mainly due to the impact of the financrais and change in the political
will (GB HM Treasury 2007). It should be noted thaance was about to take the
lead in issuing first of its sovereigukukin 2011, and to establish Paris as world’s

Islamic financial hub but owing to Eurozone crigisas to postpone it.

Sukukare new to the UK, and therefore the country regestial legal and regulatory
environment. To develop such a favourable reguategime, a deep and through
research is insisted. For that there is need teldpvexpertise for getting conversant
with the principles of Islamic finance, its goalsdaobjectives (GB HM Treasury
2007).

National Savings and Investment is intended to aohd search to explore the future
prospects of retail Islamic finance products whisha continuation of an already
undertaken research on pertaining to the problerddssues of retail Islamic finance
products (GB HM Treasury 2008). These efforts magtitbute to the progress of

corporatesukukwith a more developed secondary market in the Wison 2008).

Global financial regulators and financial marketsgulations and guidelines are
reference for FSA and LSE fasukuk regulations. These include conventional
institutions such as the IMF, IOSCO (2004), Unitéations and World Bank (Igbal
and Tsubota 2006) and these also include the Islaagulatory institutions, such as
the IFSB (2009), IIRA, Ratings Agency Malaysia (RAMslamic Research and
Training Institute, AAOIFI and various other instibns. Instances may include the
Basel Il Accord’s influence on capital adequacyosa(IFSB 2009) with reference to
sukukis the area which need further exploration andkvioyr IFIs (IFSB 2005) which
would have not been omitted (Ayub 2005). Baselidithe next in line where IFIs
should work on, and therefore Wilson (2007) considleis are to be worked carefully

because the applicability of Basel Il accordssiokukindicates mismatch.

In order to provide an understanding as to thentiatecapacity osukuk it should be
noted that just over USD26.65 billion has beenedgithrough 4&ukukissues on the
LSE, more than any other global exchange. GE dapitkuk was the firssukukto
be issued by a major USA corporate issuer in Nown@909. In addition, Central
Bank of Bahrain was the first sovereigukuklisted in London in March 2008.
Furthermore, Alder Funding issued firsukuk worth USD2.53 billion, on the
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Professional Securities Market (PSM) in March 2QD3E website). Attractiveness

of UK market for Islamic finance products is shothrough tables and figures below.

Table 6.3. provides totaukuklisting at the LSE since 2006; while the impact of
global financial crisis can be seen immediatelyhvgtharp decline in 2008.

Table 6.3: Sukuk Listing at LSE

Year Amount $ bn | Number of issues
2006 1.19 3
2007 9.77 13
2008 1.73 3
2009 3.94 6
2010 1.77 5
2011 Q1 0.50 1

Source LSE (website)

Attractiveness of UK fosukukis evidenced through Appendix, which demonstrates a
List of Live Instruments at the LSE. It shows LSEtsong position fosukukmarket.
Though there was a decline in 2008, growth wasinedan the later years.Table 6.4.
shows the Expired and Cancelled Instruments inLBE. The Table shows market

positioning of LSE.

Table 6.4: Expired and Cancelled Instruments

Instrument Name M%r(]%”';)?:)s 2

Adib sukukCo Ltd Trust Certs 12/12/11 Usd100000 417.72
Aldar Funding Ltd Trust Cert 10/11/2011 Usd100000 1295.68
SIB sukukCo Trust Certs 12/10/2011 Usd100000 118.62
Tabreed 06 Financing Corp Trust Certs 20/7/2011 109.38
Usd100000

Tabreed Financing Corp Trust Certs 19/05/11 Aed6000 235.11
RakiasukukCo Ltd Trust Certs 05/12/2012 Usd10000d 158.06
DIB sukukCompany Limited Trust Certs 22/03/12 $ 384.09
EIB sukukCompany Ltd Trust Certs 12/06/12 176.33
URC sukukLimited TST Certs 13/06/12 $ 50.38

Source: LSE (website)
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Figure 6.3 gives a picture of Islamic banks andr tbleari‘ah compliant operations in
the UK.

Figure 6.3: Shari'ah Banks in the UK Market

Institutional GHB
Private Bank/Asset Management
QIB (UK) EIIB
Corporate
BLME
Business
Retail IBOB
Mortgage murabaheah ijarah /Asset Capital Funds & PE & Invest
Finance Finance Finance Markets Money Market  Products

Source: Bank of London and the Middle East, 2012

6.4 SUKUK AND THE AREAS OF CONCERN IN THE UK REGULATORY
FRAMEWORK

Three main areas of concern have been pointedeblSA (2007) where it may have
regulatory problems pertaining sukukand similar Islamic financial instruments,
which are (apukuk’sregulatory definitions; (b) the role shari‘ah scholars; and (c)
financial promotions. The first two areas are ral@vo present discussion and will be
dealt with in the later section of this thesis. Thscussion will critically explore the
differences if any on these areas and it will fartexplore the consequences of these
controversies. A detailed analyses of legal, réguyaand shari‘ah issues such as
international regulation aspects, uncertaintiestirej to legal aspects, taxation issues,
conflict of laws and enforcement of decision issuab be presented. As far as
financial promotion is concerned, it relates to tae advertising practices without

any deception with the aim to protect consumers.
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6.4.1SUKUK'’S REGULATORY DEFINITIONS

In order to regulatesukukinstruments, it is important to define exactlyitheature
and characteristics, which may only be possibkbeir legal structure is understood.
After the analysis obukukon the above lines, there could be three possibkek
categories in the UK and these could be (a) a datd#gory under the Regulated
Activities Order (RAO); (b) a CIS; and (c) an aslkatked instrument. Secondary
markets have different listing requirements depemdin the type of instruments.
Therefore, it is important to determine the exaature ofsukukin the UK context.
The consultation paper of HM Revenue & Customs §20@gardssukukas a debt
instrument. However, the FSA has not formally caded the exact category of

sukuk but technicallysukukcould be categorised as CIS.

Owing to sukuks unique features, regulators consider them inlsted debt
instruments as CIS. This bringakukunder a completely separate regulatory regime
than a regulatory regime, which regulate debt imsénts. This classification stikuk
into a different regulatory setup is claimed to ibeonsistent with the underlying
economic rationale of these instruments and thed neebe onerous regulatory
requirements for such instruments (Ravalia 2008). itAis understood from the
structure ofsukuk their performance depends on the performancenairalerlying
asset, which will cause the United Kingdom Listidgthority (UKLA) to consider
these instruments as an ‘asset-backed securityi thié burden of more extensive
regulatory disclosures. In summary, gukuk in the UK context, may be defined as a
financial instrument structured upon shari‘ah compliant underlying assets
generatingshari‘ah acceptable income, which is later distributedtsoholder. The
regulatory definition osukukin the UK, thus, can be summarised as in Figute 6.
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Figure 6.4: A Basic Sukuk Structure

sukuk-holders

A
sukuk Proceeds l :  Return

Issuer

A
Return :

Underlying Structure

Source: Author’'s own

Sukukhave not any single recognised definition, busiunderstood that these are
shari‘ah compliant instruments and any feature unacceptab$hari‘ah will make
them unacceptable. This is due to their structpadierns which make them difficult
to define in order to bring them under regulatiocBemesukukhave debt like and
some have equity like features which are determoredase to case basis. Though in
economic termssukuk are similar to conventional bonds bstkuk have totally
different underlying structures. A certain categardy sukuk may have a totally
different legal structures, contract terms and sriskom othersukuk categories.
Therefore, a single overarching regulatory defimtifor all types ofsukukis not

possible but these instruments have to be exanunedcase-by-case basis.

Ravalia (2008) provides a practical definition ofdabt instrument, according to
which any instrument that does not contain an gearent such as a ‘purchase
undertaking’ or similar arrangement that retainseaforceable right for theukuk
holder to claim money due from tisekukissuer or originator, does not amount to a
debt-like instrument. The purchase undertakings{milar arrangement) he proposes,
could act as the dividing line. This type of apmto#s consistent with focusing on the
underlying ‘economic substance’ rather than thedleform’ of the instrument.
However, this would probably mean that tijggah sukukissuances that should be
asset-backed will not fall within this arrangemest debt instruments as purchase
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undertakings would not be relevant as returns ased on underlying asset

performance.

Currently allsukuklisted in the UK are treated as guaranteed deldtefM2008). If
the performance of theukukis directly related to the performance of the ulyileg
asset then the UKLA will treat the Listing as arsset-backed security’ and the
application would be subject to more onerous dsale requirements (Miller 2008).
There are additional tax implications as ownergifigssets being transferred under
anijarah sukukfor example is likely to incur Stamp Duty (Schdip09a).

In order to come across a certain definitiorsokuk Ravalia (2008) and FSA (2007)
stress to consider the economic substance ovdegfa form of asukuk This may

however require changes to the existing legal siracSukukmay not have the same
definition as that of its equivalent products untte RAO. This may result in two
consequences: (i) an applicant must have knownathith regulated activity they are
going to undertake and apply for the exact permmssnder RAO and certain Islamic
products may not be covered by these regulateditees; and (ii) the regulatory
definition determines the framework in which prottucan be sold. If a product falls
outside the FSA'’s regulatory framework, there mayréstrictions on to whom the
product can be sold to. Therefore a regulatorynitedn for the purposes of certainty

IS requisite.

Though FSMA has classifiesukukas CIS, but is silent on their classification for
listing and prospectus regulation purpos&skukat present since its inception have
been treated as debt instrument and their treate®enasset-backed’ instrument is
viewed as problematic. Considerisgkukas asset-backed instrument may take the
security away for investors who get guaranteedoperi payments along with the
principal amount in the case of asset-based stegtifhe FSA may not consider it as
a collective investment scheme for listing and peasus purposes, becausesokuk

are issued for a single project rather than variousstment opportunities.

In order to understand the UK case, other counteyrgles can help with this. For
example, Dubai Financial Services Authority tresugukas debt instrument as they

excludesukukfrom the Collective Investment Rules. Thus, a cemaefinition of
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sukukhas not yet been provided by the Dubai authoritidsch may cover all types

of sukukstructures.

McMillen (2006) considers thasukuk having same results as that of debt like
instruments do not bring any financial innovatiotcept different innovative legal
structures. However, in a separate research ithe@lsthatsukuk despite their being
asset-based, have distinct features than convehtimmds and provide additional risk
protection to portfolio diversification. The reselarwas based on an empirical
analysis of the value at risk (Cakir and Raei 2007)

6.4.2SHARI'AH COMPLIANT REGULATIONS IN UK

For the growth of Islamic finance in a westerngdiction or non-Islamic jurisdiction,

it is required that regulations must be draftedunh a way that these should not come
in the way ofshari‘ah compliance. A number cfukukissuances in their offering
documents go for English law as the governing laal avell established English
Courts to adjudicate upon the matters of disputee FSA (2007:13, 16), and UK
Treasury (amongst many others) so far are impamiathe debate orshari‘ah
compliance of products and avoid to take any paergposition.

For any Islamic product to get approval in orderget launched may have four
different strategies. The first is the approvaltoé product from in-house SSB. The
second is through a regulatoshari‘ah authority. The third is the use of an
independent board of scholars. The fourth apprecacitd be the seeking of guidance
or assistance from an international standard getinganisation such as AAOIFI or
IFSB. A response to the Treasury document (2008yests for the appointment of
shari‘ah scholars by the government in any board formedHerapproval of aukuk

issuance. Malaysia has a central SSB, which isiamabby the government, while

Dubai has rules on the appointment, governanceaadwf SSBs.

The UK regulation stipulated that exact powers hmitations of a SSB should be
stated to the FSA (FSA 2007:13). AAOIFI in its ngi prescribes for a more
operational involvement of a board in IFIs (AAOIED08) clearly call for a more
operational involvement on part of these boardss Ppbtential conflict requires to be

managed.
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The key point from the FSA’s perspective is thds Ikave to show that the role and
responsibilities of their SSB are advisory andaésl not interfere in the management
of the firm. The FSA does need to know, exactly titha role of the SSB is in each
authorised firm. It is interested in identifying gther and if so how the SSB affects
the running of the firm. The FSA has to be cleatcawhether theshari‘ah scholars
have an executive role or one that is simply adyig¢-SA 2007). If, shari‘ah
scholars are seen to have a directorship role,pogsible that some of them may not
meet the competency and capability requirementshave relevant experience. This
matters for two reasons. First, in the UK, any peracting as a Director of an
authorised firm must be registered under the FSArdyed Persons rules. To assess
the suitability of a person, the FSA has a stan#tamlvn as the ‘Fit and Proper test
for Approved Persons’. Second, their role is makely to resemble that of an
Executive Director than a non-Executive Director iasmight involve active
participation in the firm’s business. In such casesould be very difficult to justify
multiple memberships of SSBs of different firms dese of significant conflicts of
interests. Therefore, SSB’s should be of advisatyme in order to avoid any conflict

of interests.
6.5UK LEGAL BACKGROUND TO SUKUK

We may elaborate UK legislative development inadtrcing Islamic finance in UK
in an attempt to understand that legal backgrowrds@ikukin the UK, which is

summarised in Table 6.5:

270



A CRITICAL ANALYSIS

Table 6.5: UK Legislati

OF THE UK REGULATORY STRATEGY RDS8ASUKUK ISSUANCE: LEGAL,
REGULATIVE AND FINANCIAL ISSUES
Chapter 6

on Addressing Islamic Finaec

Finance Act 2003

Removes the levy of Stamp Duty Land Tax (SDLT )rfarrabahah
andijarah-based home financings

Finance Act 2005

Clarifies tax treatment of payments made uncewrabahahand
mudarabahcontracts. Removes the levy of SDLT for Diminigh
musharakalbased home financings.

Finance Act 2006

Clarifies tax treatment of payments made under Bishing
musaharakatbased financings andlakalahcontracts.

Extends benefit of relief from the levy of SDLT murabahah
ijarah and Diminishingmusharakatbased real estate transactic
to all entities including companies.

ns

The Financial Services
and Markets Act (FSMA)
2000 (Regulated
Activities) (Amendment)
No. 2) Order 2006

Diminishingimusharakahand ijarah-based home financings nd
regulated by the FSA.

W

Finance Act 2009

Clarifies treatmentsafkuk

The FSMA 2000
(Regulated Activities)
(Amendment) Order 201

to reverse the unintended effects of the Order itee Financia
Services and Markets Act 2000 (Regulated Activjt
l(Amendment) Order 2011. This order ensures that dbmect
regulatory treatment applies on or after 16 Felyr@@d 1

esS

The FSMA2000
(RegulatedActivities)
(Amendment) Order 201

Published on 19 January 2010 but comes into fonc24oFebruary
2010, aligned the regulatory treatment of a certyie ofshari’ah
compliant financial instrument Alternative Finandevestment
Bonds (AFIBs) with conventional debt securitiesmoich they are
peconomically equivalent. It created a

new regulatory category for AFIBs, Article 77A, oesponding tQ
Article 77 under which conventional securities @gulated.

The Stamp Duty Land
Tax (Alternative Finance
Investment Bonds)
Regulations 2010

The Regulations treat paragraph 11(3) of Schedla &s if
including Schedule 61 to the Finance Act 2009 ie tist of
provisions (reliefs/exemptions) that apply for therpose of dis:
applying paragraph 11(2), and allow the AFIB reliefoperate a
intended, and will bring

Schedule 61 in line with other reliefs.

The aim is to ensure that the SDLT relief availdblealternative

finance investment bonds (AFIBs) operates as irgend

U7

Finance Act 2011

The government has announced that it will make ledigins to
introduce direct tax rules foshari‘ah-compliant variable loat
arrangements and derivatives in 2011. The goverhnvei

N

formally consult on this measure.

Source: Author's own

This section identifies certain legal consideratmfnsecuritisation and issuance of

sukukfor and within the UK in practiceéShari‘ah-compliant securitisation requires

two layers of assess

ment. From an investor's petispe both the underlying
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reference assets and the transaction structure toeestisfy two legal regimes:
applicable commercial law as well as Islamic lavhefle are considerable legal
implications of structuring and offering sushari‘ah compliant investment products
given also that there needs to be consideratichafi‘ah aspects within noshari‘ah
juridical frameworks of the West (Abdel Khaleq 2004

Examination of global issuancessfkukimpact upon the UK by way of English law
being the predominant law of choice due to weakallegfrastructure and as
conceptually adjustments are required to legalesystparticularly in the GCC to
accommodate securitisation requirements. Thesé legartainties are manifested in
also several other ways. There are inherent pessdanflicts with shari‘ah
requirements and Western legal systems. Indeedliaterbetween local courts in
Muslim countries withshari‘ah courts are also possible issues that have yeeto b
tested. Different jurisdiction legal processes magll have different judicial
outcomes in the event for example of a defaultipaerly important as mangukuk
are multi-jurisdictional. There is a need for legalrtainty particularly for dispute

resolution involving complex structuring.

The most prominent example to date concerning isldfmance is that of the case
contested Shamil Bank v Beximco(Shamil Bank of Bahrain E.C. v Beximco
Pharmaceuticals Ltd. (N0.J2004] 4 All ER 1072) in 2004. The English legatsm
decided by concession in this case, that law islde of England and not both
English law and thshari‘ah. In 1995 Shamil Bank of Bahrain, a bank which &l
Islamic principles in its banking business, lendneyto Beximco Pharmaceutical Ltd
and other borrowers. The loan was in the form ofkimg capital facility based on
the principles ofmurabahah The murabahahagreements contained the following
governing clause: "subject to the principles of @leriousshari‘ah, this Agreement

shall be governed by and construed in accordanitetiae laws of England”.

Subsequently the borrowers defaulted and the biamted court proceedings against
the defaulters. The borrowers in their defence taaied that construction of the
governing law clause demands that the finance agrets should be enforced in line
with the principles ofshari‘ah and also in line with the English law. They furthe
claimed that themurabahahagreements were invalid because it contained the
prohibited element afba.
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The Court of Appeal ruled in favour of the bank ameld that the principles of
shari‘ah did not apply to the financing agreements and Was not the borrowers’
intention to apply those principles to the agreemenhe Court further held that there
could not be two separate systems of law goveraiggntract. Reference was made
to the Rome Convention, which provides that padtesuld choose the governing law
of a contract. It further explained that by the gming law means the law of a
country and not a non-national system of law. $hari‘ah according to the Court
belongs to the latter category. The Court furttetedmined that the general reference
to principles ofshari‘ah in the governing law clause is silent on whisfhari‘ah
aspects it is intended to include. In the presasedf the governing law clause had
sufficiently incorporated the principles shari‘ah in the agreements, the borrowers'
would have been likely to succeed.

In the opinion of the Court, thehari‘ah defence was a ‘lawyer's construct' and the
borrowers never intended to apply the principleshari‘ah. The court ruled against
the borrowers’ interpretation of the governing sawand if that interpretation was
accepted it would have defeated the commercialqgaerpf the documents. The Court
held that the English law was the law of the casiteand not theshari‘ah and had the
relevant shari‘ah principles been validly incorgethin this case, the borrowers

might have succeeded in their application.

Concerning matters more specific to the UK, thexreehbeen several developments in
legislation within the UK to accommodate Islamicaincial products includingukuk
The Finance Acts of 2003, 2005, 2006, 2009, 20102811 in conjunctions with that
of the FSMA Act 2000/2006 deal with tax related extp of essentially retail UK
Islamic Finance products. The Finance Act (FA) 2@&rified tax treatment for
sukuk Essentially it allowssukuk profit to be treated akin to interest gained from

conventional bonds.

The Rt. Hon. the Lord Woolf (2007) as Chairman loé tFinancial Markets Law
Committee called for an urgent comprehensive revieMn the Law Commission
regarding Islamic Finance Market. He consideredUiKdegislative initiatives in this
arena to have been ‘piecemeal’ as the sheer rdngegiish laws affected, goes well
beyond the remit of the financial services regulatauthorities and these issues
cannot be addressed through regulatory initiatisksie. Additionally, there are
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accompanying regulatory developments and furtheatian consultations also that

are highlighted within this research.

Legal issues specifically in relation sukukare highlighted below with additional
concerns over multi-jurisdiction and conflicts beem shari‘ah and codes of
commercial law are contained. Ahmed (2006) considiee developmentof Islamic
jurisprudence as a combination of the proceduraadm the civil law and common
law systems. According to him recent history dansic finance indicates that the
shari‘ah has the adaptability feature in order to to crdatancial contracts from
traditional nominate contracts to meet the modemw rikeds of financial markets and
intermediaries (Ahmed 2006). He further suggestt the adapdability feature of
Islamic law can be be complemented with the stiemghg of the legal infrastructure
to ensure the development of a comprehensive Islan@ncial sector (Ahmed 2006).
Addressing the need for homogenisation or consigtesf sukukto allow inter-
operation with conventional legal systems, paréidy| for multi-jurisdictionsukukis
still quite far-off. Ahmed’s academic attempt toaexne the basis of the issues is

laudable.

Important discussions oveukukdefinitions regarding legal forms are importantl an
require to be clarified. From a UK legal perspestithe economic substance is
important that of the legal form. Hence, there Isr@ader need for the Islamsckuk
issues in the UK to be contained with any Law Cossioin Review.

Thomas (2007) contrasts legal objectives of true isathe UK and USA. Within the

USA, legally the originator has transferred borde fcontrol of the asset to a third
party in exchange for consideration. However, far UK, the objective is to ascertain
whether or not such a transfer substantially male®f the risks and rewards of
ownership of the asset from the originator to theyds. UK's approach is more

aligned with theshari‘ah approach.
6.6 UK TAXATION OF SUKUK

Islamic finance needs asset transfer to achievieamding return. Stam Duty Land
Tax (SDLT), Capital Gains Tax and VAT exist in m@&ECD countries but the UK
Finance Acts treat Alternative Finance Return teehsame tax treatment as interest

and permit relief in event of transfer of assets garpose of alternative finance.
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murabahah(financing) andjarah (leasing) contracts are now well established & th
UK. However more precedent for capital market patsifAlternative Finance Bonds

or sukul} is needed.

The UK is developing a favourable tax and regujatenvironment for Islamic
Finance. The removal of double stamp duty on Istambrtgages and the extension
of tax relief on Islamic mortgages to companiesyali as to individuals are recent
changes. Tax reform of arrangements for issuarfcdshd has also been made so that
returns and income payments Sdikukcan be treated as interest in the Finance Bill
2007. This makes the LSE more attractive for isgaind tradingukuk

The UK tax process involves interest payments lgeftre calculation of tax.
However, the distribution of profit is usually calated after tax. This profit is
sometimes subject to further taxation before reagkhe beneficiaries. In the Middle
East, this is generally overcome by not having saxdalaysia overcomes this by
providing specific exemptions for Islamic Privateelld Securities. The UK
Government is currently working on a number of ¢inting, regulatory and taxation
issues that need to be resolved befurdeukissuance can proceed. There is a range of

taxation impacted at an investor and wholesald.leve

From an investor perspective, income tax is liabléhe income arose from the
certificates is directly or indirectly bought inettUK. Both a disposal of certificates or
of the underlying assets could be chargeable ucalgital gains; the rate depending
on whether there is a disposal by the certificatieldr or by the trustee. Inheritance
tax arises upon the death of an individual or fiiifetime gift of certificates only in

relation to assets in the UK.

In Budget 2007, the UK Government announced thedoiction of a specific tax
regime forsukuk The FA 2007 introduced two new sections in FAR048(A) and
48(B), dealing with ‘debt-like’'sukuk which are referred to as Alternative Finance
Investment Bonds (AFIBs). The legislation set outuanber of conditions that must

be satisfied.

If sukuk meet the conditions in FA 2005/s48A, conferring tbem the status of
alternative finance investment bonds, and ‘inteligst payments made or received

under the bonds are treated as an alternative dinaeturn. For the purposes of
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corporation tax, alternative finance investmentdsoare taxed under the rules on loan
relationships (FA 2005/s50). For income tax purgpsaternative finance return
received on such bonds is taxed as if it were éstefFA 2005/s51). For the purposes
of capital gains tax, alternative finance investtmbands are taxed as qualifying

corporate securities to be qualifying corporatedson

There are certain tax consequences foijaah sukukfollowing the passing of the

UK Finance Bill 2007. Theukukor AFIB is regarded as security for tax purposes a
treated as a loan relationship for the corporatestor. For the individual investor the
sukukis an interest bearing debt. The issue discouaixeble as if interest. Trsaikuk

is effectively a debt for issuer taxation with fesuer being taxed as if it beneficially
owned the assets and the periodical payments dreateleductible interest. There is
no Capital Gains Tax if the issue is in sterling ot convertible.

The HMR&C consultation document (2008) on commérgakuk proved an
overview of the particular difficulties faced byetlalternative finance industry and
details the measures the UK Government introducedrder to provide a level
playing field to alternative finance products. THK Government sought comments
on the provision of tax reliefs, the associatedjeaand costs arising on the issuance
of a commerciabukukand set out the proposed legislation frameworkeunehich
commercialsukukissuance could be introduced in the UK for futdexelopment of
the market. The objective was to introduce legistain the Finance Bill 2009 to
provide relief from SDLT for alternative financevestment bonds. The scope also
considered the amendment of legislation to classifgrnative finance investment
bonds as loan capital for the purposes of Stamy Botl Stamp Duty Reserve Tax
(SDRT).

The Government has already introduced legislatioabkng the provision of
alternative methods for individuals or businesfrance a property purchase, deposit
money in a bank and borrow money from a finanaatitution. The focus has now

moved to the issue of alternative finance investrbends based on real property.

Interests in land or property as the underlyingtssy often back bonds. In a normal
securitisation, the investor does not have a diogatership in the underlying asset

but merely an interest-bearing certificate. Wittealative finance investment bonds,
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however, the investors own part of the underlyisges This necessary change in
ownership of the underlying asset may involve SDCapital Gains Tax and Capital

Allowances (CAs) issues.

To provide similar tax outcomes for alternativeafice products to their equivalent
conventional finance products, no SDLT or tax opited gains should be charged
when the land is sold to the issuer of the altéradinance bonds and no SDLT or
tax on capital gains charged on the sale backeptbperty to the originator at the
end of the bond term. In addition the position lbéraative finance bond-holders will
be clarified to ensure that SDLT does not ariseh@nacquisition or transfer of an
alternative finance bond certificate. The origimasbould also be able to claim any

CAs on the asset during the term of the bond.

These new provisions address certain tax barmeensure that the cost of issuing an
asset based alternative finance investment boneqisivalent to conventional

equivalent financial product.

Therefore, in terms of Section 123 and Schedulda@ilitate the issue of AFIBs
based on real property. They ensure that dispesasacquisitions of real property in
connection with such bonds do not incur liabilities SDLT or tax in respect of
chargeable gains and entitlements to CAs are predelhey have effect from the

date of Royal Assent.

SDLT is a charge on the acquisition of a chargesttérest whether or not evidenced
in writing. UK stamp duty does not apply on an &ssdi conventional securities. The
issuance of a conventional bond secured on a hgildoes not cause any SDLT
payment to arise. However, insaikukstructure, the originator, in order to ensure
shari‘ah compliance, must transfer an asset to an SP\haalte investors can own
part of the underlying asset. The SDLT would, tfemes be charged if a chargeable
interest, such as a building, is transferred t&BN that issuesukuk and is charged
again when the originator buys back the buildindamd at a rate of four per cent
(assuming that the asset is valued at more tha@,890) for each transfer. Tlsekuk
certificate buyers would be liable to SDLT as tlextificate will evidence their

interest in an underlying chargeable asset.
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The legislation introduced in Finance Bill 2009 yided specific relief included the
SDLT exemptions proposed for the followiijgrah sukuktransactions: i) the transfer
from originator to the SPV, ii) the transfer backrh the SPV to the originator and iii)
the issue and resale sfikukbonds. In order to obtain the relief teekukmust fall
within requirements of s48A of FA 2005 (AFIBS).

SDRT also acts as a barrier to issuance and segona@aket transfers. Stamp duty is
a tax payable on the transfer of certain typesoctichents/instruments, which transfer
certain kinds of property. ‘Property’ mainly cortsi®f stock or marketable securities,
but also includes transfers of interests in pasimes. Stamp duty or SDRT may be
charged at the rate of 0.5 per cent on the tra$fen instrument. A higher rate of 1.5
per cent is applicable when the documents/instrisneme transferred into a
‘depositary receipt scheme’ or a ‘clearance setvitleese are special arrangements

in which the documents are held by a third party.

Under the then tax legislation, the issue andamdfer of thesukukwas likely to give
rise to an SDRT payment on the basis that shkuk would probably constitute
chargeable securities as non-exempt loan capitgdossibly ‘units in a unit trust
scheme’, which would cause them to fall within tdefinition of ‘chargeable
securities’ and thus within the scope of SDRT. Bytcast, the transfer of a ‘plain
vanilla’ bond would be generally exempt from stardpty and SDRT. This
differential taxation treatment placed thekukat a competitive disadvantage vis-a-vis

conventional debt instruments.

However, the provisos are the asset must be definedreturned to the originator
within the same period as the bond issuance. Aaitly, thesukukissuer would
need to identify a UKI agent who would become kafadr SDLT should the asset not
return to the originator. A charge would be heldtbe asset by HMR&C for the
period it is held by the SPV. To provide for asagtstitution, no relief will be granted
on a substituted asset until the original undedyasset had been returned to the

originator.

In February 2010, HM Treasury made an Order tharéial Services and Markets
Act (FSMA) 2000 (Regulated Activities) (Amendmer@yder 2010 to amend the
FSMA Act 2000 (Regulated Activities) Order 2001 1(R001/544). This change
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brought the AFIBs on equal treatment with the coiemal debt securities. It created
a new regulatory category for AFIBs, Article 77Aresponding to Article 77 under

which conventional securities are regulated.

Later it appeared that the terms of the first orceused many regulatory and tax
problems. Not purposely, it had the effect of drepta category of financial
instruments which neither fall under Article 77 @vl such instruments are not listed
or traded, or where the interest on them exceedsnamercial rate of return) nor
within Article 77A. As a consequence, such instrataedo not qualify for the stamp
duty loan capital exemption under section 79(4)Af1986, and companies issuing
such securities are unable to benefit from the iapéax regime for securitisation

companies.

In January 2011, HMT made a second order (the FZRIB0 (Regulated Activities)
(Amendment) Order 2011), to reverse the unintereféetts of the first order. This
order ensures that the correct regulatory treatrappties on or after 16 February
2011. Finance Bill 2011 will provide that for adx purposes, the second order will
apply as if it had been made on 24 February 2050 Aonsequence, instruments will
continue to qualify for the stamp duty loan capgakmption and the securitisation
company regulations will apply as if the first orded not inadvertently dis-applied
Article 77. A person may elect to opt out of thastinuity of treatment, to ensure that
no one is disadvantaged by these provisions.

The initial issue and subsequent resale on secpmdarkets of the bonds would be
exempt. Thesukukissuer must issue bonds up to the value of at Baper cent of
asset. To encourage wide ownership of bonds ifpmieon acquired 10 per cent or
more of the totalsukuk then any income generated above that level woeald b
restricted. If the SPV fails to restrict the incomoe parties holding 10% or more of
the sukukon three occasions, then, on the third offence SRV would become liable

to 4% SDLT on the market value of the asset.

The arrangements must allow the bond-issuer to geati®e assets so as to generate
sufficient income to make the redemption payments the additional payment. The
alternative finance bonds must be listed on a neised stock exchange; hence,

income payments can be made without withholdingnme tax in the same way that

279



A CRITICAL ANALYSIS OF THE UK REGULATORY STRATEGY RDS/ASUKUK ISSUANCE: LEGAL,
REGULATIVE AND FINANCIAL ISSUES
Chapter 6

no income tax is withheld on interest paid on dsteurobonds. The arrangements
must be wholly or partly treated in accordance witernational accounting standards

as a financial liability.

Dealing insukukand many supplies of ancillary servicesstikkukwill generally be
exempt from the VAT exemption on supply of finah@arvices or goods (Adam &
Thomas 2004). However, as the investorssukuk are described as having an
‘undivided beneficial ownership interest’ in thedemlying asset, the investors may be
subject to a VAT charge on any rental paymentsivedefrom the SPV and on their
purchase of theukuk(Housby 2011). VAT payments may not be recoverdGiB
HM Treasury 2007). There is no comment regardiregrétief on VAT on such rental
transfers within the HMR&C consultation paper.

There are four primary markets on LSE; The Main kdar— a premier market for
larger companies, AIM — a global market for smatjeswing companies, the PSM —
the Exchange regulated market for listed debt aapoBitory Receipt Securities and
the Specialist Fund Market — the dedicated marketidsuers of specialist funds
(Singh 2011).

The LSE offers a choice between two markets folligtimg of debt securities: the EU
regulated Main Market and the Exchange regulate P8antysaari 2010). The
Main Market issuers are subject to the EU Prospeand Transparency Directive
requirements. Therefore, investors can also ob#aipassport to other European
markets and access to international investors (Kk05). The PSM is outside the
scope of the EU Prospectus and Transparency Diesc{iFerran 2008). The PSM
provides a more flexible alternative solution ftwose issuers seeking to list debt
securities and depositary receipts in London with@ying to re-state their financial
information to International Financial Reportinga&dlards or follow the additional

requirements of an offering to retail investors §.3007).

Most sukuklaunched on the LSE to date have been listed @iidin Market (LSE,
2008). The demand for foreign (mainly Middle Easjecorporate issuers to List
sukukin London is clear. Currently there are giékuklisted in London, including the

first sovereigrsukuklisting in London (from the Central Bank of BahraukuR.
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Table 6.6: Listing Requirements for Sukuk on LSE Meets
Professional Securities Market Main Market
sukuk GDR’ sukuk GDR
Prospectus Not required
Accounting . ,
Standard Listing Particulars LR4 Prospectus
Latest two yearg Latest three Latest two yearg Latest three
of audited years of audited| of audited years of audited
Financial accounts (or accounts (or accounts (or accounts (or
) such shorter such shorter such shorter such shorter
Information . . ! : ! ) : .
period since has period since has period since has period since has
been in been in been in been in
operation) operation) operation) operation)
Exchange’s
Admission and
Disclosure v v v v
Standards
Corporate
Governance n.a \ n.a \
Statement
25% in Public
hands n.a V n.a V

Source: FSA

6.7 THE STRATEGIC POSITIONING OF THE LSE FOR SUKUK

A report by the rating agency Moody’s (2008d) exainy the development of

Islamic finance in relation to France comments lws WK’s national approach to the

development of the industry and consequences foodeu

“UK combines-cleverly, and in a characteristicdgitish way-farsightedness,

opportunism, common sense and liberalism, and leas mdopted on four

fronts: retail banking, wholesale banking, Islanmsurance t@kaful), and

sukuk In every one of its aspects, this strategy puwsclearly identified

objectives and has been employed with clear and opetives, frankly and

without triggering a philosophical debate.”

"Global Depository Receipt.
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The LSE has been recognised as encouraging inooviat has lead to its depth and
breadth as a primary exchange in world marketsgamil2008 and 2007). Its aim to
become the market leader for Islamic finance, h@wnevecognises that there are
challenges and adjustments that may be necessasgéhet al. 2008). In the context
of the LSE’s tradition of ‘competitive innovatioahd flexibility to new ideas, Islamic
Finance products developed in London are being etedkin other countries, even in
the Middle East (Ainley et al. 2008). During thetl&0 years of Islamic experience, it
has developed as markets and skills base well gokaceake advantage of these trends
(Ainley et al. 2008). It is enhancing its abilitg attract furthersukuk structuring
activity and activity related to Islamic finance maogenerally (GB HM Treasury
2007). London has deep and liquid markets and tsbamges are among the most
frequently used venues for listing and tradingnstafinancial instruments globally
(Ainley et al. 2008). The ‘Islamic windows’ of ebtsshed business lines based in the
UK have contributed significantly to the developmeh Islamic finance because of
the institutions’ global experience in the MiddladE and South East Asia in product
development and their access to far greater ressuft@an those available to local
institutions (Ainley et al. 2008).

The LSE has proven to be an attractive drawstdwukissuance. In 2010 there were 5
new listings worth $1.7bn on the LSE’s markets hwat singlesukukin early 2011
worth $0.5bn. This has brought totalkuklistings to 46. Key milestones for the LSE
have included the GE Capiwlikukin 2009, the first listedukukby a USA corporate,
and in 2010 the Kuveyt Turkukuk the first by a European bank. Figure 6.5 depicts
thesukuklistings at the LSE in terms of number of issusd annual amount of issues
(The City UK 2011).
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Figure 6.5: Sukuk Listings at LSE
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Source: LSE

A significant development in the UK in 2010 was fhriet corporatesukukissued in
2010 by International Innovative Technologies. Tdwmmpany, a new technology
development company specialising in design, precisingineering and manufacture
of innovative products, issued it. The £1@ukukwas supposed to be used by the

company as growth capital (The City UK 2011).

The Islamic finance industry in the UK is still keéo see a UK sovereigsukuk
While there is strong cross-party consensus irJikeon the need to develop Islamic
finance, the UK government in January 2011 reigefdhe position of the previous
government: that the issue of a soveresgikukis not judged to provide value for
money at the present time (The City UK 2011).

There are a huge liquidity surpluses and a surggemand for Islamic as well as
conventional assets in the countries of the Guiiore (Ainley et al. 2008). The
capacity of the local financial markets has notwéweer, been able to develop at the
same speed. London is well-established to capatalis such competitor weaknesses
(Ainley et al. 2008). The UK Government’s publiclipg is also favourable with the
objective for Islamic finance being twofold: to msrich London as a global gateway
for Islamic finance; and to ensure that all Britishizens, regardless of their faith,
have access to competitive financial servicesithihancial inclusion for all (Ainley
et al. 2008). This strategy is exemplified furthbrough the UK Government to
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become a sovereign issuer @afkukin the wholesale sterling market rated at AAA,
and consequential aim to establish of a benchmarkhigh quality debt towards
pricing more risky corporate issuances (Wilson 2007 has established the HM
Treasury Islamic Finance Experts Group (IFEG) tsisisthe development of the

industry and its integration into markets.

As discussed earlier, the UK government taxatiolicpas also to develop a level
playing field or tax-neutral system feukukand Islamic finance products (HMR&C
2008). Additionally, the FSA'’s approach is aligneih the government’s objectives
and is able to look across the system as a wholassess IFIs and products given
their varying nature. The FSA single super-regulatad principles-led approach is
being replicated in many other nations with recdiscussion in the Netherlands
looking to replicate the FSA regulatory structunel approach.

The LSE has enabling infrastructure, processespamckdures that are conducive in
attaining the specified goals of the UK governntemtards Islamic Finance. Moody’s
(2008a) states that London has many advantageglaba financial centre: its size;
its international status; a well-established arftieht market in which investors can
put their money into a range of asset classesuimy sukuR, which keeps its
liquidity flowing; unequalled human resources angbegtise in research, analysis,
execution, structuring and preservatietg; and a legal environment that is markedly
more robust than those of most of the emerging atarlCompared to the UK many
markets especially those in the GCC do not curlydmle a legal structure that can
support the securitisation market. Property righisst law and insolvency law, are
often rudimentary or non-existent in the GCC. Tpisvides for more favourable
conditions in the London. The FSA is seeking to hapgbe same principles-led
approach and objectives to this arena, as it doe®riventional instruments. These
sentiments are echoed by Standard & Poors (2008)ein Islamic Finance outlook.
Both rating agencies regard UK developments towardaikas of benefit to the
industry globally.

For sukukestablishment within the UK, requires an infrastuoe with high human

capital and high absorptive capacity from the LB& allows it to compete with other
sukuk markets. Parameters for high absorptive charatiesiare diverse. Besides
asset price competition, asset class diversity, taedpresence of an sophisticated
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investor base, certain general criteria need tediesfied for a viable use of asset
securitisation from a supply and demand side pets@e (i) structural market
imperfection due to fiscal constraints and highrtwing costs; (ii) an adequate and
bankable legal and regulatory framework for bantoyp tax, and corporate
governance issues; and (iii) transparent transactgiructures that ensure
demonstrable and unimpeded control over securitegsbts subject to persistent
monitoring by rating agencies, trustee and guaran{dobst 2007). Absorptive
capacity also needs to consider systemic inhibisush as market fragmentation
(Delorenzo and Mcmillen 2007). Market fragmentatioidentified by several factors
(McMillen 2006). These include countries/underdeped markets within
jurisdictions characterised by illiquidity, currgne/eakness, excessive concentration
of risks and lack of specialisation. Further, diigant inhibitors such as the state of
legal and regulatory development (Securities andkigtcy laws are relatively
rudimentary for securitisations and capital marketsick of scale in the Islamic

finance field is another inhibitor (ibid).

Another inhibiting factor is the scarcity of hum@asources such as qualifisdari‘ah
scholars and experienced financial, legal, accagnéind other professional of all
types. It is widely acknowledged that there is abgl shortage of experienced
professional in the Islamic finance sector. Tharelearly scope for more education
and training in the UK and some positive stepsrane being taken. These include
university degrees and professional training caur3ée shortage of resources also
extends tashari‘ah scholars who have relevant banking experienceaddress this,
some firms have placed less-experienced scholangside experienced ones on their
SSB, thus helping to develop more knowledgeableolach The lack of trained
shari‘ah scholars in the UK is a weakness of the UK infragtire for development of

sukuk

Several Islamic institutions and financial produlctsre already been listed or traded
over the counter at the LSE. Ten major global bagerating in the UK have set up
units to provide Islamic financial services or “@ows’. Islamic banks in the UK
have more than four times the number of banks ioffelslamic Financial Services

than any other country in Western Europe (IFSL 2008
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Market demand has stimulated growth in innovativ@tgage products, new savings
and commercial property finance products. Numefood managers and a number of
accounting and international law firms are als@wiffg Islamic services (IFSL 2008).
Although only a small number of IFls are capable ménaging funds using
murabahahinstruments for inter-bank reserve borrowing agntding in this way on
the London Metal exchange and hence charges wiatevedy high and returns were

low.

AIM is the LSE’s international market specificallesigned for smaller, growing
companies since 1995, combining the benefits ofildip flotation with appropriate
levels of regulation (Coyle 2000 and LSE 2009). @anies are listed through, vetted
by, guided by, and arranged by a Nominated Advistrerwise known as NOMADs
(LSE 2010). The first listed Islamic investment keuon the LSE, Tejoori was
launched on the rapidly growing AIM in 2006 (Tejobimited 2006). This avenue is
likely to be exploited more by Islamic companies giroducts. Conventional UK
institutions have been involved in contributingtihe development of Islamic finance
(Grais and Pellegrini 2006). Barclays Capital pamta DIB for the world’s largest
sukukissuances and Standard Chartered is also invatvdte GCC and South East
Asia. UBS Switzerland is prominent shari‘ah Wealth management and Deutsche
Bank is active irshari‘ah capital funds (Janin and Kahlmeyer 2007; Ahmad0p01

Jamaldeen and Friedman 2012).

The climate in the UK has fostered Islamic Finah8ervices over the last 30 years
permitting a range of IFIs and products that exce#der European markets.
However, there have been sokukoriginations from the UK despite numerous non-
UK domicile listings. There has been a landmsuwkukissuance from the German
state of Saxony-Anhalt in 2004 (July®3Iof 100 million Euros. This is a five-year
jjarah sukukwith a floating return based on the six-month Baorirate plus one
percent. It was rated at-AA by Standard & Pooi&tedl in Luxembourg with a trust

established in Holland.

In comparison with France, which has the highespean population of Muslims,
the UK has a more pragmatic approach to the Isldfmance Industry (Moody’s,
2008a), as the Islamic finance industry in the UWKa good example of more
favourable political economics in relation to Frand®espite French institutions
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setting up Islamic finance products on the Middésttand MENA, France is erecting
barriers to establishing its own market for Islarfitance even while seeking to
attract surplus oil wealth. The French do not hieepolitical will to capitalise on the
notion of ‘Islamic’ finance. Germany also has agtr Muslim population than the
UK, yet it too seems to have lost first mover adage and not established
momentum subsequent to the first Europgakuklaunch in 2004. Hence, there is the
LSE value adds tsukuktrading and issuance in relation to EU. Howeverlsi
(2007) sees the inclusion of Turkey into the EUhdhreat to the UK’s ambitions as
the leading Islamic finance centre in the EU. Elserg, the Australians trying to
incorporate facets of UK Financial Acts into theggulation of Islamic finance

products.
6.8 REVIEW OF UK CONSULTATIONS AND DEVELOPMENTS ON SUKUK

The FSA published a paper titled “Islamic Financethe UK: Regulation and
Challenges” that highlights the UK approachstikkuk(FSA 2007). There have also
been two public consultations. The UK Governmemough HM Treasury (2007)
sought a public consultation in November 2007 reigay sovereign issuance whose
response was published in June 2008. HM Revenuaigioths sought reviews on
corporate issuance sfikukwith the primary focus on taxation (GB HM Rever&ie
Customs 2008). It is not clear to what extent tREG has been involved or what
scope they had regarding these consultations asg@omses. However, both
consultations do not appear to have Bhadri‘ah scholarly input. In future, Islamic
finance interest groups should request the govemhitoeget their input so that there
should not be any conflict of a prospective legistaconcerningukukwith accepted
shari‘ah principles. The UK government is also preparingragtterm strategy paper

for developing Islamic finance in the UK (HM Treag2008).

It is evident from these documents that even bgehestitutions of the establishment,
a form of UK regulatory arbitrage is occurring retjag sukuk The emphasis
contained throughout is to approach the topicswkukas a debt instrument and
treatingsukukfrom a regulatory and taxation perspective as suekpective of the

true nature osukukand the corresponding transactions.
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The HM Treasury consultation (2007) sought viewslan potential for Government
(Sovereign) issuance of wholesale sterling denormdhsukukeither in ‘bond-like’ or
‘bill-like’ form, A ‘bill-like’ sukukwas defined as sukukwith maturities of less than
one year, for example three months to maturitybénd-like’ sukukis considered as a
sukukwith maturities of greater than one year, for egkanfive years to maturity. In
relation to this, the consultation sought accompanyssues to be resolved over,
legislation, asset selection and taxation treatnmenelation to asset transfers and

payments.

There were several grounds provided towardssukukissuance. Such developments
contribute to the wider acceptability stikukas an asset class (GB HM Treasury
2007). There is likely to be increased secondarketdiquidity in thesukukmarket,
with a sovereign issuance acting as a risk-freetmmark to facilitate pricing of other
issues in the Islamic finance market (ibid). TH®w@Wd also enable and support the
development and delivery of retail Islamic finaqpreducts UK based (ibid). The UK
and industry wishes to move away from commodityrabahahas the fixed costs
associated with transacting in commodityurabahalh made investment at short
maturities particularly expensive (ibid). It wouldlow for further active liquidity
management of Islamic banks (UK and non-UK domil)ilerho are subject to the
same regulations for liquidity management as cotiweal banks but lack tradable
instruments beyondnurabahahin the UK(ibid). Sukuk potentially strengthen the
balance sheets of IFIs in the UK by providing anAdrated sterling denominated
asset for Islamic banks, which would qualify undasel Il as a claim on central

government (ibid).

The Government has so far assumed as a defautiomothat anysukukissuance

would be structured usingarah as the underlying contract. This follows an
additionalmudarabahstudy previously conducted. The Government sezksiitinue

to minimise any differences between aukukissuance and bonds and bills whilst
not compromising thehari‘ah compliance of angukukissue. It also seeks for them
to be treated as equivalents to their conventi@oahterparts including any issues
relating to taxation, regulation, listing, registoa and settlement that apply to the

purchase and issuancesoikukin ‘bond-like’ or ‘bill-like’ form.
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In response to the consultation, HM Treasury detimkefavour of an issuance of
‘bill-like’ sukukrather than ‘bond-likesukuk,although it did not rule out potential
issuance of ‘bond-likesukuk(GB HM Treasury 2008). A rolling programme of up t
£2 billion of ‘bill-like’ sukukissuance was thought to be achievable over tirhes T
‘bill-like’ sukukprogramme would be fully integrated with the camv@nal Treasury
bill programme, which currently has issuance at, diiee and six month maturities;
and would use a ‘plain vanillajarah contract to facilitatesukukissuance. Sterling
Treasury bills are currently issued on a competifbasis via tenders, held by the
DMO on the last business day of each week. Treasilisycan also be sold to the
market bilaterally. A small issuance @afkukwas sought as desirable initially and that
sukukissuance should be gradually increased theredtgy.issuance of ‘bill-like’
sukukwould initially be relatively small, with a totafogramme limit of £2 billion.

The advantages and risks for selection of a Ik#-fukukwere thought to be better.
The shorter maturity of ‘bill-like’sukuk would require a lower absolute level of
funding than for ‘bond-like’sukuk maintenance and have a smaller impact on
conventional issuance. ‘Bill-likesukukwere thought to be more likely to be priced at,
or close to, conventional equivalents than ‘bolké:lsukukas well as have a smaller

impact on gilt supply than ‘bond-likesukuk

The disadvantages at present with sovereign ‘biked$ukukissuance were deemed
to be: the requirement of a larger volume of isseamecessary to achieve desirable
levels of liquidity; which would also require a ¢gr size and/or number of assets to
be transferred to the SPV. Issuance of this sisesgractical and other issues; and
given the size of issuance involved, it is moreficdift to achieve a regular
programme for ‘bond-likesukuk While gilts are listed on the LSE, Treasury bdle

not. Amongst other features, listing requires thbligation of a prospectus.
6.92011:-PRE-BUDGET PROPOSALS

The 2011 Budget introduces legislation to limit #wailability of Alternative Finance
reliefs where they are being misused to avoid St&uty Land Tax (SDLT). The
government has announced that it will make reguatito introduce direct tax rules

for shari‘ah-compliant variable loan arrangements and derieatiin 2011. The

289



A CRITICAL ANALYSIS OF THE UK REGULATORY STRATEGY RDS/ASUKUK ISSUANCE: LEGAL,
REGULATIVE AND FINANCIAL ISSUES
Chapter 6

government will formally consult on this measurethis happens, it will be a good

step forward for the growth of Islamic finance iKU
6.10UK AND THE SOVEREIGN BOND-LIKE SUKUK

From the Treasury’s response (2008), the charatit=riof a sovereign bond-like
sukukwere needed to: be perceived as having an eqoivadedit risk to that of gilts;
have a zero capital risk weighting; be eligible tme as collateral for the Bank of
England’s open market operations; be included éensdime Government bond indices
as gilts; have the same market-making support agifts; be strippable; have the
same tax, listing, settlement and clearing treatnasngilts; and be eligible for the
DMO'’s standing and special repo facilities (GB HMeasury 2007). In the absence
of some; or all, of these features, governmmrkukwould be likely to trade at a
discount to gilts (ibid). However, fromshari‘ah perspective it is not permitted for an
instrument to be strippable in the conventionalssethe revenue and the asset must
remain as one (ibid). Further, the issues of ‘repos controversial themselves as
they bring into the equation of the forbidden dalgback agreemenbdy‘ al-‘inah)-
amongst other matters(ibid). Hence, it is perhagsanhievable to have a government

sukukas equivalent to gilt presently.

As eligibility of the sukuk as collateral for the Bank of England’s open marke
operations is a matter for the Bank of England, the Government needs to
coordinate with them (ibid). The Treasury also esged its intention to work with
Euroclear to ensure an appropriate settlementisoléior sukuk which would allow
them to be settled in the CREST system (ibid). Haxeit recognised that any
required systems changes could take a significanog of time (ibid). The FSA is
also currently considering the treatment of sukukfor risk-weighting for capital

adequacy purposes (ibid).

An ijarah basedsukukstructure was selected on the basis of; easerwétgting,
wider shari‘ah acceptability, tested legal documentation, fldkipiin structuring
rental payments, tradability and the ability to ueihase the assets underlying the
structure at face value at maturity which allows fedemption of thesukukat par
(ibid). With the exception of sovereign issuancdmnei, anijarah contract has not

been used, to facilitate short-tesmkukissuance (ibid).
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However, theijarah-basedsukukinvolves the need for frequent transfer of asset
ownership (ibid). This has several consequencesanASPV would have to declare a
trust in favour of investors, before acquiring owaigp, beneficial or otherwise, of the
underlying assets, there is a potential conflicteaghether the SPV could be owned
by the Government. However, it appears that thentdn may not be to give over
full ownership rights to the SPV as the UK Governi&ould only transfer
beneficial title to the underlying assets to thevVSihd that maintenance of the
underlying assets can remain with the UK Governmenthe use of a service agency
agreement (ibid). The proposed use of a purchasertaking issued by the UK
Government to ensure that the assets would revéiet UK Government in the event
of default is controversial and would need to ldiea from ashari‘ah perspective.
This has not apparently been considered (ibid).

It was noted that the issuance of UK soveragkukwould help to integrateukukas
an asset class within the London markets, inclutBading to circumstances in which
the UK Government developed sukukyield curve’ that would provide a pricing
reference for other issuance. This could also atredheed for benchmarking against
an interest-based alternative, such as the LIBAQR.the event that the UK
Government did issue ‘bond-likesukuk the Treasury would approach the relevant
bodies to ask them to examine the case for inausiothe sukukin the relevant
government bond indices. However, research shosvéhere may be difficulties in
having sukuk exactly equivalent to gilts, such indices may bet accurate. The
potential of separate indices may need to be cereud It was highlighted that any
‘bond-like’ sukuk should be designed to be attractive to conventicas well as

Islamic, investors.

Corporatesukuksuccess is linked with the evolution of the somgresukukin the
UK. Were these obstacles removed, unfamiliarity higther transactions costs (legal

fees) may still deter potential issuers.

In December 2008, Treasury jointly with the FSAyriehed a Consultation on the
Legislative Framework for the Regulation of Alteima Finance Investment Bonds
(sukuk) which set out the proposed legislative framewiarkthe regulatory treatment
of “AFIBs”. The order in fact takes into accounspenses received by Treasury to its
consultation, which focused on definition of an BRis similar in characteristics to a
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conventional bond, its regulation as such, mangatsting of AFIBs, and tax
provisions for AFIBs. Respondents to the consultatincluded special interest
groups vis-a-vis., top City law firms, Islamic bani the UK, other major financial

institutions, community organizations and profesals.

The term alternative finance is synonymous witlartst finance, though it actually
encapsulates any form of financing which does rmtfam to western banking
models. The UK Government aims to ensure, as fapossible, neutral taxation
treatment betweesukukand their conventional equivalents. At present RbVenue

& Customs in their consultation document recogiisd UK taxation requirements
are acting as a barrier to the development of lteenative finance industry (GB HM
Revenue and Customs 2008). This is a view echoethdylreasury and Industry
practitioners. For example European Islamic InvestnBank (EIIB) considers the
issue of taxation as the most important inhibitifagtor in the UK for the

development of thesukuk and is currently preventing the issuing sidikuk and

restricting the market. The consultation documeuitds upon the views sought in
respect of the sovereign issuance and seeks tdopesemechanism for relief by
which the barriers to the issuance of a commeariabrporatesukukcan be removed.
To ensure a level tax playing field would involveranor administrative burden in

their opinion.

Building on legislation in the FA 2007 regardisgkukand in light of discussions
with industry, the UK Government announced at Bad§®8, that it would consult

on removing the barrier wukukwith the aim of legislating in FA 2009.

There is some replication of both consultation #$fan terms of questions on market
size appreciation. It is clear that a proper marksearch and analysis is required to

ascertain issues of supply and demand from a gicgberspective for the UK.

The HM Revenue & Customs consultation paper isonganised in the same manner
and appears to display a different level of un@mding of the concept dukukto
that of the consultation document of the Treas#igr. example, section (HMR&C
2008) regarding asset selection proposes shopgnges or hotels as possibilities.

The asset selection of hotels might prove problenes such assets involve the sale
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of alcohol and may not be permissible normal§hari'ah compliance is not

considered within the HMR&C document.

As a result of consultations, the country tookepgtearer to facilitating the issuance
of the first UK corporatesukuk In February 2010, the necessary final legislation
adopted by the House of Commons following the ohidion of The FSMA 2000
(Regulated Activities) (Amendment) Order 2010 to each the FSMA 2000
(Regulated Activities) Order 2001 (S.l. 2001/544y, Treasury to support Islamic
finance and the issuance of corpoai&ukwithin the UK.

According to the Treasury, Order 2010 will helppimvide a level playing field for
corporatesukukwithin the UK and provides clarity on the regulgtdareatment of
corporatesukuk reducing the legal costs for these types of itments and removing
unnecessary obstacles to their issuance.

Both public consultations did not consider the easi forms ofijarah of which at
least five (5) are contained within the AAOIEhari‘ah InvestmentSukukStandard
Seventeen (17) (AAOIFI 2010). Other forms sdikuk albeit acknowledged in a
limited fashion have no plans formulated or apphesacspecified for consideration.
The HMR&C make no reference beyond that ofijaeah sukuknot even to that of a
mudarabahmodel. There is also no explicit acknowledgemerat ttihe range of
subject matter requiring reviewing as a consequearicgukukis not really being
appreciated. The apparent exception to this has bexe Woolf (2007) in his request
for a thorough review of all legislation from thaw Commission concerning Islamic
finance-he identifies current approaches includithgait of the regulatory as

‘piecemeal’.

Whilst the Treasury has been careful in avoidingndey sukukcategorically as a
debt instrument, the HMRevenue and Customs appegatie regulatory treatment of
sukukas a debt instrument within their respective ctiasans. As alternative finance
investment bonds must have a fixed term or matdatg, they are distinguished from
collective investment schemes, where the investosrest in the scheme may
subsist indefinitely. However, controversially thedloes appear to be a suggestion
that the HM Revenue & Customs whilst acknowledgimag thesukukfall within the
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remit of collective investment Schemes of Tax treatts, they will not be regarded

as such.

“Where an alternative finance investment bondested as a loan relationship,
FA1996/S80(5) ensures that profits or losses frbenltond cannot be taxed or
relieved in any other way. But because many, if most,sukukarrangements
involve the creation of a trust, and fail to beatszl as collective investment
schemes under FSMA 2000, the legislation provitlas tax provisions relevant
to trusts or to collective investment schemes doapply.” (GB HM Revenue
and Custom 2008)

There is also no clear intention specified as tetwér or not UK sovereigsukukare
to be asset-based or asset-backed from the HM dmeassponse consultation.
However, due to the proposal of the use of an apamying purchase undertaking
with sukukissuances and other references within the conisulteesponse, it appears
that the government will pursue the issuance dsset-basesukukin line with other
sovereigns. This likely to seriously undermine ghari‘ah legitimacy aspect of the
issuance and may have an impact on prospectiveorogss. There are also no
mechanisms describing within the documentatiorditailed differences in treatment
arising from asset-based and asset-backed issudncdsoth the Treasury and
HMR&C whether or not if an eventual bond-lilseikukwould be listed was not
specified.

6.11REFLECTIONS AND CONCLUSIONS

The UK Government has not yet decided its prefewag to ensure thehari‘ah
compliance okukukissuance. The Treasury view was limited to seekimgyoval for
the sukukto be approved by a recognised boardaifri'ah scholars, in the form of a
fatwa (or opinion). However, the Treasury’s approach wid consider the fact that
shari‘ah boards should be involved for the entire prodifetycle of thesukuk The
expected additional transaction costsokukfor example fronshari‘ah compliance
and legal involvement were also not highlighted fmth sovereign and more
importantly for commercial issuances. The Treassryet to decide how to obtain

shari‘ah compliance.
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There are only a few arguably integrated academmaaches (Adam and Thomas
2004; Jobst 2007). However, they are not contesedlifor the UK financial markets
and bodies. The developments in the Wikkuk market are nascent and requiring
detailed academic enquiry due to the complexitythef issues rather than general
approaches. The lack of expertise in understanidiagic finance, its objectives and
its complete value chain in the UK has been resmghiand analysed through the
public consultations sought on the topic of sterlisovereign and commercial
issuance by HM Treasury (2007) and HM RevenuesGarsioms (2008) respectively
in addition to recent efforts by the FSA (2007 &@D8). A holistic approach to
researchsukukin the UK has been necessary that has requirethtagration of
conventional and more traditional Islamic perspesi This chapter has sought to
address this gap. Contradictions have been higklighnd aspects analysed that are
lacking in current approaches towaslg&kuk Such academic works may help develop
better theoretical and practical frameworks foafinially engineeringukukand their

issuance in the UK.

This chapter has considered the topic of secutitisaand issuance afukukfrom
three perspectives each successive to the othdr widh relevance to the UK
contexts. The first slant being tlsbari‘ah basis, followed by the regulatory aspects
and the market aspects. All facets are interdepgn&eom each has been derived the
concerns, difficulties and risks arising from tremplexities ofsukuk However, the
originator of sukukis the shari’ah element. Summarising these issues, it has been
shown that at each level, the currenkuksecuritisation and issuance is a story of
arbitrage;shari‘ah arbitrage, regulatory arbitrage and market arptaHowever,
what is additionally fascinating is that this arbge has been brought about those

responsible for the governance of the specific eldm

Shari’ah arbitrage orshari‘ah engineering elements have been identified by icerta
scholars El-Gamal (2006a), Usmani (2007 and 2008)Ghowdhury (2008). If there
was to be a perfect case studysbhri‘ah arbitrage it would be thsukukindustry.

8A market arbitrage is the potential for market jggpaints to use a particular market or productdadt

of a competing market or product to exploit reguiptdifferences. Investopedia defines market
arbitrage aspurchasing and selling the same sedprivduct) at the same time in different markets t
take advantage of a price difference between the w®eparate markets (Investopedia at
http://www.investopedia.com/terms/m/marketarbitragp[Accessed 21/03/2012].
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Many issues ofshari‘ah ‘arbitrage’ have close connotations in practice to
justifications of the principle ofdharoorali or necessity within the exploitation
throughshari‘ah engineering. This justification is arguably invited overtime and
this time has arrived. The fundamental natursubdukas being asset-backed with full
ownership presiding on a risk-sharing basis withstikukcertificate holders is being
challenged. Mostsukuk have been asset-based with originators ensurirg th
ownership is not fully transferred to investors.eTuestion of thesukukstructure
being asset-backed or asset-based nature permibédesesearch topic. It is of
paramount importance at all-levels ahari‘ah, regulatory and market levels.
Interestingly, each perspective is realising abasedsukukonly. This is even at
shari‘ah gauge where many scholars permit asset-basedrgeaatiuhe detriment of
asset-backedukuk At a regulatory level, the UK is driving an asbasedsukuk
agenda from its consultation responses and docsemé&he UK regulations should

cover both asset-backed and asset-baskdk

At a market level, sovereigns and corporate origirsado not wish to give over full
ownership rights. This is perhaps strange when eatonal securitisation efforts do
undergo true sale and bankruptcy remote structared issuances. Competitive
advantage could be gained through issuance of-baskédsukuk Admittedly, the
structures and hesitancy or inertia due to the ¢dalegulatory and market desire may

necessitate more development for this to occur.

Moody’s (2008a) expects thahari‘ah-compliant securitisation will expand going
forward, and that therefore asset-backeukuk sponsored by IFls and other
corporations will grow materially in number andesiEor IFls, these structuredkuk

would play the roles of both attractive funding im&gisms and powerful balance-

sheet and risk management tools.

Regulatory arbitrage in the UK has been broughtualibrough the FSA, HM
Treasury, HMR&C essentially confinirspkukto be within the debt market space and
providing tax relief when technically they do natlfwithin this arena and are more
akin to the definition of CISs. HM Treasury (200fdcus and default position on
ijarah sukukas the referenceukukalthough understandable as an evolutionary first
step, it is perhaps limiting in their pursuit obtd’-like’ or ‘bill-like’ sukukissuance.

Regulatory arbitrage is occurring as the reguladeesk to contrive a strategy of fitting
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ijarah sukukinto the ‘debt’ box and in practice following ane-size fits all’ approach
for all sukuk Arguments of economic substance over than legyah fare being cited.
However, both need to be consistently aligned. Nbetess, thajarah sukukis a
welcome first step. However, it is a limited apprio@iven the broader range safkuk
possibilities. Additionally, the evolution of theylhrid sukukis occurring within the
market place, with simultaneously unique featuretuding those that are debt-like
and equity-like creating discussions at all levé&lgatingsukukas a commodity class
on their own right distinct from bonds, shares erivhtives needs to be on the

discussion agenda.

Market arbitrage as per this research is descialsatie process where the value of the
sukukis not being reflected by true fair market pricesd performance of the
underlying assets but through the credit risk ef dhiginator or insurer in most cases
which, in most cases are sovereigns for glahdéduk Market arbitrage is arising as
originators, issuers and investors seek to capéatin the profit motive elements
come what may for example, through the use of dssstdsukuk Pricing efforts are
underdeveloped and distorted through market bebhguviy-to hold sovereign issues
guarantors. The LSE and Financial Times Stock Exgba(FTSE) are also
considering rightly the introduction of sukukindex (Hajdukovic 2008). Sovereign
issuances as risk-free rates would provide a beadhnitowever, it is unlikely that
sukukissuances will have the same profile or same ngia@haracteristics such as
their conventional counterparts’ gilts or treasumjls despite the best of efforts.
Hence, equal treatment ofukuklike bonds and bills may not be possible.
Manipulation is occurring to bring benefit primario benefit to the stakeholders of
the market. There is a captive audience and angibiet of stakeholders at each level
(EI-Gamal 2006a). There is clearly a will, and tkali, will find a way to make

money out osukuk

The origination and issuance sfikukis a conventionally driven practice akin to
bonds, that is primarily profit motivated and neotfifling the loftier objectives of
Islamic finance. The moral appeal and purposesukukis being neglected at all
levels.Sukukappeal to global investors, irrespective of coamstion or not regarding
shari‘ah compliance aspects. Howevsukukstakeholders cannot ignore tigari‘ah
elements. Normally one can use the expression, Uttimate success lies in the
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market-place’. Howeveisukuksuccess originates in tisdari‘ah. Whoever brings to
market a true asset-backed origination will gaimpetitive advantage over others
with accompanying Islamic characteristics as idmatiwithin thesukukvalue chain
proposed below. The UK regulatory approach andereshould be to start off with
this objective of obtaining ahari‘ah acceptable asset-backed origination top-down

and seek to determine how this can be achieved agtaome of its initial valuations.

The sukukcan create competitive advantage and strategicevidr the LSE over
other markets. The value chainsafkukas determined from this research is proposed
within Figure 6.6. This model is unique and the lspect to note from this proposal
is that theshari‘ah is the fundamental starting point for value angrianary activity

for margin creation that must permeate througkel@inents of the process towards
issuance. Thahari‘ah element is currently being considered by most asi@port
activity for example in terms of @atwa being generated and a compliant SSB. The
technological aspects include the settlement systéthe structure design activity
involves the packaging of theukukfor example in terms of any ‘guarantees’ or
promise elements such as insurance equivalentsmbinket placement considers for

example the pricing aspects and the nature of drien

Figure 6.6: Value Chain for Sukuk

» Legal Infrastructure » Shari‘ah
* Regulatory Structure » Asset& Form
« Technological Support Prim ary Selection
Systems Activities Activities » Structure Design
* Human Resources » Market
Placement

(Source: Author’'s own)

Global and emerging markets are shown to be lacthiegabsorptive capacity of the
LSE for sukuk Absorptive capacity amongst other factors, rexpiimstitutional
infrastructure and resources — not just in quanbity also in quality. From an

Institutional legal, regulatory, technological anghrket infrastructure, the LSE is
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perhaps best place globally to capitalise on tHmwever, at ashari‘ah compliance

level, it is lacking in comparison to other centsesh as Malaysia and Dubai.

London is well positioned for European dominancethwits comparative
developments crating competitive advantage andesfiavalue. The UK is, clearly
positioning to ensure that all Europe’s Islamiafioce would have to pass through the
London market. Towards this it can become the Eeaophub for the listing of Euro-
Sukukislamic Eurobonds-in a variety of currencies (Mgsd2008a). This is more
readily achievable through the exploitation of thess-border series passport, which
enables the UK and its financial institutions téeofits products and services across
all EU member states, without a physical presencthé host country. Figure 6.7

below exhibits key parameters for the successikibik.

Figure 6.7: Key Parameters for the Success of Sukuk

Providing breadth and depth and
improve efficiency
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Source Aseambankers (2006)

Further, if Turkey an aspiring EU member joins, the Islamic finance industry will
be well-placed to enter not only Turkish markets {6 million Muslims) but also
Central Asian markets through this avenue (Wils607). UK positioning can be

capitalised upon if it truly originates an assetkml sukuk Asset-basedsukuk
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issuance as its current inclination will undermitee worthy efforts. Malaysia has
realised this and actively participating at varidexels through AAOIFI and IFSB to

makeshari‘ah compliantsukukacceptable on traditional Islamic finance praatice

For the success &fukukto occur, the high demand and supply forecastsngsto
Muslims will need to appeal to non-Muslim (DiVanaad Strategies 2007). Whether
or not, the positioning of Islamic Finance as ethfands might be of benefit needs to
be examined (DiVanna and Strategies 2007). Thissemts fresh regulatory
challenges. The UK is in a unique position with stsvereign issuance to establish
high ratings benchmarkesukukthrough appropriate market-makers. Global capital
markets would find it difficult to overtake firstawer advantage of LSE with its
strategic aim to position itself as the hub foatsic finance. It is currently well —
placed to gain competitive advantage from its auridominance, willingness and
attractiveness to customers (from the Gulf). ltiddanot be forgotten that the LSE is
owned 28% by the Dubai Borse. The developmergubdukwithin the UK markets
will be shown to be perhaps most significant irtisgtthe pace and create value for
all stakeholders aukuk
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CONCLUSION

7.1 SUMMARY OF THE RESEARCH

This research aimed at critically analyssgkukthrough legalshari‘ah and regulative aspects.
In doing so, reference was made to its developngeatyth, issues involved in it and legislative
and regulatory developments feukuk in the UK. It also addresses the issuewsd‘ad
(undertaking) irsukukindustry and compares the conceptvafad with promise and promissory
estoppel in common law. For this case,the relelzam$ are also referred to in this research. The
research supports Islamic financial engineeringeltmments with a focus on addressing the

contemporary issues facing the Islamic financidustry especially with reference to the UK.

This research attempted to peruse through origsmalrces of bothshari‘ah and English
Common law on the application @fa‘ad particularly in the context afukukand derivatives.
The research endeavoured to illustrate the esgndad amplitude of the concept wfa‘'ad in
both classical and contemporary Islamic jurisprugenith general implications in the context of
sukukand derivatives. In addition, the research expldhe issue of enforceability @fa‘ad in
English Common law jurisdiction with reference tguevalent legal concepts of promise and
promissory estoppels in light of relevant case laWwe overall aim is to ascertain the correct
shari'ah position for the validity purposes and the predsgal standpoint for enforceability

purposes in the application of thleari‘ah-compliant products.
7.2REFLECTING ON THE RESEARCH FINDINGS

Sukukis a recent development in Islamic finance which &@a far been successfully performing
in the market since 2001, which, as claimed byrtpeymoters, is not onlghari’ah-compliant
but also ethical and moral. This research is cotedlito determine whether or not claims of

sukuk supporters have some ground or not and for thipgae following seven research
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guestions were developed and this section aimxamie these research questions with the
knowledge developed in the earlier chapters. T®search questions also relates to the UK

experience.
Rq1: Sukuk are shari‘ah compliant;

Rq2: Derivatives may be allowed undshari‘ah. Shari‘ah concerns such as SS, existence of
subject-matter at the time of contract, possessiosubject-matter before conclusion of

contract, debt-sale, speculation may be removed giteful considerations;

Rqys: Sukukas Islamic derivative instruments are as efficietthat of conventional derivative
products and apply the similar securitization pptes. Sukuk represent a process of
securitization and securitization is selling thesesportfolios to investors in the form of

securities. Their growth may be witnessed by expipdevelopment in UK;
Ry4: Wa'ad has the same authority as thataafd (contract);
Rys: Wa'ad can be compared with ‘promise’ and promissory gsgtgpin Common law;
Rye: Use ofwa'ad in equity-basedukukis against thehari‘ah;
Ry7: Usage ofwa'adin derivatives, Forward Options, TRS and SS is jmapriate.
Rge: UK is an attractive country for promoting and grbwef sukuk.

In order to determine that following sub-researabsiions were developed:
Rys(i) In UK sukukhave received positive legislative and regulatesponse on its
securitisation development;
Rys (i) Whether or not desire of AAOIFI thahari‘ah boards should have more operational
powers is welcomed by UK?; and

Rys (iii) Sukukare not treated as debt-instruments.
Rsearch question I: Sukuk are shaah compliant.

As the existing classical knowledge necessitagakukholders should have ownership in real

assets, which is emphasised in the AAGHwa of February 2008. Assets must be acceptable in
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shari‘ah, for example assets in treikukmay be shares of companies that do not confer true
ownership but merely a right to returns. In additieirtually all of thesukukissued guarantee by
indirect means the return of principal to theékukholders at maturity, in exactly the same way as
conventional bonds. Audaribor a partner or an agentsnkuk al-mudarabah, musharakah and
wakalah respectively, cannot commit to repurchase assefsce value or nominal value upon
maturity. But they can undertake to repurchasbenet value or market value of the assets or at
a price that is agreed upon at the time of purchidsgvever, purchasing at the face value can
only occur in cases of negligence or non-compliasicstated conditions. Repurchase does not
allow it to be at the original value, as this woullfler thesukukto be tantamount to aba
contract. In true commercial enterprises, wherestiai‘ah is concerned, the return of investors’
capital cannot be guaranteedshmari‘ah compliant dealings, reward always follows aftekriln

the case o$ukuk alijarah, AAOIFI allow the lessee to agree to purchaseehsed assets when
the sukukare extinguished for their face (nominal) valuevided that the lessee is not also an

investment parthnemudarih or agent.

Sukukissues of Malaysia are mostly based on the cosadpiay al-‘inah of underlying asset
and the concept débarru‘ while their trading in secondary market took plaw®ughbay* al-
daynusing the labelRay‘ Bithaman ‘aji). Malaysian Islamic bonds based loay* al-‘inah and
bay‘ al-dayn principles are not acceptable to mainstream jarispinion and majority of
shari‘ah experts. Therefore, if aukukis issued by observing above formalities, it may be
regarded ashari‘ah compliant but this does not mean it is abbari‘ah based. Though in form
these areshari‘ah compliant and may be allowed but whether or nes¢hare alsshari‘ah
compliant in terms of substance is totally diffarematter. For example in the case of Nakheel
Sukuk the obligors were unable to fulfil their guaraegeand undertakings. Therefoseikuk
holders sought to have recourse to the propertiéshgukukcertificates were representing. But
in reality no true ownership transfer took placefamour of the SPV, which raises concerns
about theShari’ah compliance nature of theukukand manysukukpresent in the market. This
research therefore concludes and accepts the chsgaestion thatukukare shari‘ah compliant

but one has to determine theirari‘ah compliance on individual case basis.

Research question II: Derivatives may be alloweddean shari‘ah. Shari‘ah concerns such as

Short-Selling, existence of subject-matter at then¢ of contract, possession of subject-matter
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before conclusion of contract, debt-sale, specwati may be removed with careful

considerations.

Derivatives are controversial in Islamic finance.id said that derivatives imply speculation
(maysip, uncertainty and ambiguityglarar, jahalg, exploitative zero-sum gameu{m), and
high leverage - interest filja) and these issues are discussed in Chapter 3eah#sis. As
discussed in detail in the previous chapters, dévigs from the point of view of opponents may

be prohibited for the following reasons:

(1) Non-existence of subject matter at the time ofdaation;

(i) Presence of subject-matter at the time of contract;

(i)  Subject-matter must be in a deliverable position;

(iv)  The contract must be enforced immediately with tremsfer of ownership and
delivery of the subject-matter;

(V) Ownership must lie with the seller at the time ohiract otherwise it will amount to
SS, which is prohibited in Islamic law; and

(vi)  Goods must not be sold prior to taking their posises

This study concluded that sinsbari‘ah has forbiddergharar and uncertainty on the existence
of subject-matter at the time of delivery, it istmecessary that the subject-matter be existed at
the time of contract. In all sales immediate transff ownership and delivery should be made
except in the sale glalamandistisna’. In a contract of sale, the parties may agreeetthdefer
payment of sale or delivery of the subject-matier.futures-trading, the delivery in open
contracts is delayed but guaranteed through thénamegm of clearing-houses in the exchanges,
hence, nogharar and uncertainty. In futures trading one acquirabillty when a contract is

concluded and question of possession is immaterial.

A purchaser of an item may not resell it unlessgbts possession over it, but sale in futures
derivatives may be made prior to take possessi@renvtne object of sale is not food-grains like
cotton, rubber and tin. It is further observed aondcluded that futures involNmay* al-daynbut
there is no general consensus on the prohibitiobayf al-daynand in the absence of any

consensus on its prohibition the maxim of permiBgitin things will prevalil if free ofriba and

304



CONCLUSION
Chapter 7

gharar. Bay' al-daynwhich is incurred in futures transactions is ie tiature of the fulfillment

of an obligation and the repayment of a debt bydetator.

Research question Ill: Sukuk as Islamic derivativastruments are as efficient as that of

conventional derivative products and apply the danisecuritization principles.

Sukukrepresent a process of securitization and sezaftiith is selling the asset portfolios to
investors in the form of securities. According tA®@IFI (Shari‘ah InvestmentSukukStandard
17) securitisation “is a process of dividing owrgpsof pooled tangible assets, usufructs or both
into units of equal value and issue securities estpeir value.” Conventionally, it is used
primarily as a means of securitising debt, but gésation is not limited to debt. The Islamic
alternative is mostly the securitisation of reapital assets and property leasehold interests.
Originators sell existing or future revenues fromaatfolio of Islamically acceptable assets to a
SPV, which refinances itself by issuing unsecurecusties to market investors, who are the
capital market corollary to a singular lender itatsic finance. The investors assume the role of
a collective financierSukukin itself are a form of securitisation through tinederlying asset

backing or asset-based mechanism.

Islamic securitization transforms bilateral riskashg between borrowers and lenders in Islamic
finance into the market-based refinancing of one noore underlying Islamic finance
transactions. Therefore, this research concludats|ghamic securitisation offers generally the
same economic benefits conventional structurechtiegurports to generate, such as the active
management of designated asset portfolio due @ereontrol over asset status, as well as the

isolation of certain assets in order to make thelfafsiancing at a fair market rate.
Research question IV: Wa'ad has the same authoasythat of ‘aqd (contract).

Chapter 5 discusses tha'ad wherein it was held that classical jurists aragneement that an
‘aqd is legally binding on the parties. In the casevafad, a promisor is morally bound but he is

not legally liable to fulfill his promise.

On the issue of fulfilment of promise this reseacohcludes that: (i) a group fifgahaheld that
if the harm as a consequence of non-fulfilmentrohpse is unforeseeable, the promisor cannot

be apprehended unless a wilful commission of agoch as negligent misstatement is proved,;
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(i) some of thefugaharegards the fulfilment of sva‘ad aswajib; and (iii) another group of
fugahais of the view that promise is not binding on firemisor but where a promisee incurs

expenses relying on the promise then it is uporptbenisor to execute it.

This research further concludes that present daglas are of the view thatvea'ad becomes
binding where it gives rise to a tort. Therefotee tmplications of this conclusion is promises
may have the binding nature if upon the undertakihthe promisor, a promisee incurs some

expenses or does a similar act detrimental toniésests.

Research question V: Wa‘ad can be compared withoymise’ and promissory estoppels in

Common law.

The discussion presented in Chapter 5 further egplthe research question of the comparability
of wa‘ad with the concept of ‘promise’ and ‘promissory ¢giel’ in Common law. The concept
of promissory estoppel English legal system haslaiities with wa‘ad such as botlwa‘ad and
promissory estoppels are unilateral; and for aflyria of promisor to perform his promise, the
promisee can seek compensation. Promissory estgppal extension of Common law estoppel
through the principles of equity. This research eam the conclusion thatva'ad is not an
enforceable phenomena under English common lawajt however be enforced if it is executed
through a deed poll or there is an element of fardece which can be proved or alternatively a
party can bring action in tort. Therefore, if tigsthe casewa‘'ad can be enforced in English

Courts under Common law.
Research question VI: Use of wa‘'ad in equity-basedkuk is against the shari‘ah.

Purchase undertaking in an equity-baseklukis to guarantee the principal to thekukholders
regardless of the fact that tsekukassets loose their value or gain value. The rekgamoves
the research question that any guarantee of pehap return is against the spirit of equity
financing in Islam. On the contrary usevedi‘ad turns an equity-basestikukinto a fixed return
mode of financing from a variable mode of financifidhis is already understood that any
guaranteed fixed income in commercial transactismi#a, which is impermissible in the eyes

of shari‘ah. Therefore, guaranteeing an income throwghad cannot be allowed.

306



CONCLUSION
Chapter 7

Research question VII: Usage of wa‘ad in derivats/dike FX forward options, TRS and

Short-Selling is inappropriate.

In 1992, the Jeddah-based OIC Figh Academy, irsetgenth session, held that FX forward
transactions, without regard to the fact that tlaeg helpful in speculation or hedging, are
impermissible. The reason for such an impermiggibitas due to its violation afarf principle
that it must be on the spot. According to this aeske by usage ofva‘ad (unilateral promise),
one can promise to buy and sell currencies on ate @&hd delivery to be made on another date.
As per the ruling of the OIC Figh Academy, unilalgpromises in commercial transactions are

binding with certain conditions.

This research further concluded that in TRS bygisine set of doubl@a‘'ad and in SS structure
by using two sets of doublea‘ad, TRS and SS structures, the usage@hd is not appropriate.

It is inappropriate both in form and substance.
Research question VIII: UK is an attractive countfgr promotion and growth of sukuk

Rge(i) In UK sukuk have received positive legislativand regulatory response on its

securitisation development

There are inherent conflicts withari‘ah requirements and western legal systems. There is
a need for legal certainty particularly fehari‘ah compliant product development and
dispute resolution involving such products. UK Hias capability in terms of infrastructure
to become a leader in Islamic finance. Current leggty regime of FSA has to incorporate
various shari‘ah requirements for devising variossikuk structures. The discussion and
analysis thus concludes that FSA has sufficienslative and regulative infrastructure to

entertainshari‘ah compliant products such askukin the future.

Rqee (i) Whether or not desire of AAOIFI that shari‘ahboards should have more

operational powers is welcomed by UK?

UK Treasury so far is impartial in the debate strari‘ah compliance approval process of
products. Whether or not there should be an appdir8SB, an independeshari‘ah

authority, an independent board of scholars omsrmational body to regulate this matter,
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is still debated in UK. However response to cordidhs suggests for the appointment of
shari‘ah scholars by the government in any board formedrafevising a mechanism in

either a secular jurisdiction or otherwise.

Reg (iii) Sukuk are not treated as debt-instruments

It is important to definesukukin terms of regulations whether these are treatedebt-
instruments or CIS or Asset-backed instrumentss Thiimportant for tax consequences.
There is Confusion between FSMA and FSA abositikukare CIS or not

This study came with an extensive research and/sethlgrowth osukukand its structures in
UK with legislative and regulatory developments andcludes UK is place where development
of sukukis phenomenal for the role of LSE. Though not msamkukare being issued in UK but
it is a place where most of tkekukare listed. The result shows the popularity ofittstrument

in the UK market.

7.3CONTRIBUTIONS OF THE STUDY

This study will help in determining the key legeggulatory andsharia’h compliance issues to
the Islamic financial industry in UK with speciadus on derivativess@kuR, in particular, and
to the Islamic financial industry as a whole in geh. After highlighting the issues, solutions to
the problems will be suggested by gathering suggestrom the professionals and a model will
be presented through this research which will trymatch the customer’s requirements in

accordance with the injunctions of the Qur'an andnah

From a strategic perspective it is clear thatghkukmarket will influence and be affected by
political, economic, social and technological facElence, a strategic review analysisokuk
issuance and relevant capital market developmesbaght by this research would assist in the
establishment of a sovereigukuk market to determine where competitive strengthsalnd
where value can be created in its quest to be Itfislghub of Islamic Finance. HM Treasury
proposals to undertake a review (2008) are welcoalthough the scope should be
comprehensive.
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7.4RECOMMENDATIONS

It is important that the UK is involved and seeks&tdress the need of standardisation to achieve
its goals realising value and advantage over itmpaditors in the field of Islamic finance.
However, to expedite and provide a robust foundatibe UK should seek official involvement
with the IFSB and AAOIFI. Anticipated developmentscurring externally identify the need for

the UK to keep abreast with glolsalkukdevelopments such as the concept of a univeusalk

The relationship betweeshari‘ah compliance and regulatory stipulations in non#sta
jurisdictions are key to the success of Islamiaficial instruments. The selection and issues of
shari‘ah compliance for its own sovereign issuances mayqbieker fed through a global
representative body. However, the immediatenessraledance of scholars in the UK with
experience of UK financial markets may well be mappropriate. It is recommended that the
IFIs in the UK establish such shari‘ah reference point for industry that could help works

towards standardisation and homogenisatioshafi‘ah elements.

Most sukukissuances governing law and jurisdictions of dispresolution are contractually
defined for the more established Law courts of Bndl However, as it is clear from the analysis
presented in the earlier chapters that the FSA72Q8, 16) and the UK Treasury (amongst
many others) wish to avoid being a participanthi@ tiebate oshari‘ah towards compliance of
products such asukukand advocating a particular position. The FSA doetregulate nor
provide any formal guidance on the governance @d8sSShe role of the SSBs does need to be
clearly identified to the FSA (2007:13) includiniget extent to which thshari‘ah board is
involved in the running of the board. The rulingstbe AAOIFI (2008) clearly call for a more
operational involvement on part of these boardss pbtential conflict requires to be managed.
There are additional requirements to resolve ghari‘ah stipulations for Islamic financial

products and those of the UK legal system and @i@dupolicies and avoid legal uncertainties.

It is appreciated a starting point is required amgecessary evolutionary path occurs on a gradual
basis. However, UK efforts towards Islamic Finaattough laudable are as Lord Woolf (2007)
states piecemeal requiring legal developments libyba scope for regulatory authorities. If
political economics or Islamophobia dictates ti&t term Islamic cannot be employed. Then an

alternative finance structure needs to be permfnemstituted at different regulatory and
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institutional levels. With the current trend, tHeEIG can become de factoestablishment in

practice.

The development of Islamic Finance in the UK isdditigally driven debate based on sound
economic principles. The political direction shol the UK government sends a signal to the
Muslim world regarding its attractiveness for inweent. The development stikukwithin the

UK markets is perhaps the most significant keylitam first-mover advantage of the LSE with
its strategic aim to position itself as a globabffor Islamic Finance. Global capital markets
would find it difficult to overtake this. It is ctently well-placed to gain competitive advantage
from its current dominance, political direction aatfactiveness to customers both conventional
and from the Gulf having surpluses from oil revenaad cash due to illiquidity in their own
markets. The FSA approach is commendable, asskeging to apply the same principles-led
approach and objectives to this arena as conveitifimance, and thereby encouraging the
development of thesukuk industry. The UK establishment is beginning toogrise the
complexity and breadth of the machinationswkuksecuritisation and issuance. The benefits of
sukukneed to be identified to the UK market-place tiglopromoting and increasing awareness

of thesukukconcept to market stakeholders as per the FSASgs.

Taxation has been found to be the single most mhgofactor for originating commercial or
corporatesukukin the UK. The taxation policy in the UK has bemodified to accommodate
Islamic financial products includingukukto provide a level playing field for their equieak
products. It has been shown that regulatory admtia occurring to a degree through applying
debt instrument taxation gukukwhen they are recognised to be more appropriatagsified as
ClSs.

A critical mass is needed to be developed of volofrteading for both bill-likesukukand bond-
like sukukfor there to be an effective pricing benchmarke Tevelopments of the Treasury bill-
like sukukwill be fascinating for monitoring and analytigalirposes globally. The experiences

of conventional instruments, both bonds and hitiay well be relevant fasukukin the UK.

Opportunities for example from spill-over effectancbe exploited. Spill-overs arising from

sukukare likely to occur in a variety of forms. For exale, controversial credit enhancements
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from a shari‘ah perspective could be met byakaful (or Islamically acceptable mutual

insurance).

Increasing international network externalities glavith the blurring of institutional boundaries
and increasing product complexities require reguaadjustments and flexibility. Theukuk
capital markets are not waiting for scholars tovpte legitimacy for their activities, ahari‘ah
compliance throughout the product life cycle ioaist a prevailing decision-making influence.

Sukukand securitisation are clearly against the tradéi fundamental debt like nature of current
markets. The use of asset-bacleetkukin dis-intermediated finance develops real ecoeemi
Securitisation creates net gains as almost eveyybaths something from the process. Islamic
institutions, promote direct asset financing, ratthan lending funds to entities and individuals.
Securitisation througsukukenables Islamic institutions to by-pass convertionterest-based
instruments and shortcomings by engaging directity whe assets to be financed, and with
investors in an Islamically acceptable fashion. Shlkeukphenomenon and Islamic finance could
offset issues such as the credit crunch and SSigeacthat are causing mass volatility to markets
on a regular basis due to the nature of financiatkets being remote from real industry. As
sukukis an instrument that could bridge such gaps glolaal basis with its true potential yet to

be realised on an ever increasing converged sgigbal integrated interdependent economy.

Sukukin the market are characterised by a compressegadpenvironment, shortage of
investment assets and abundant global liquidityMMen (2006) highlights that market depth is
a prerequisite to the development of strong seasatibn capability and related secondary
markets. Programme issuers are a critical componamntl those issuers must generate
considerable volumes on a constant basis. The lpresa of sovereign guarantees has made
asset risk incidental to counterparty risk and itredpport mechanisms sponsored by sovereign
goodwill, hampering market maturity and investoplsistication. Despite this, ‘buy-and-hold’
investor philosophy predominates. Hence, for the@i¢ernment to have a program philosophy

towards issuance sukukwill help develop secondary markets.

When Islamic finance is truly Islamic, rather thamofit-driven shari‘ah arbitrage, it should be
good finance at a good price (El-Gamal 2006a). Madais seeing benefits accruing from the

excess Gulf liquidity and elsewhere from avenueserehit did not have such investors

311



CONCLUSION
Chapter 7

previously due to dubioushari‘ah arrangements. The loftier objectives of Islamitafice are
not being realised. Increased inequality is beiegns with the concentration of the wealth of
Islamic finance in the hands of a few in contradits to the aspirations of Islamic economics.
Sukukhave taken off in terms of quantity, but the engihanow needs to shift to quality. In
financial terms, the currestukukofferings simply mirror their conventional equigats. More
financial engineering and imagination are cleamdeded if new products are to be developed,
with distinctive risk characteristics that will aggd to Muslims, and indeed non-Muslims seeking
to diversify their risk portfolios. Complementargtizities to securitisation from Islamic fund

management would be mutually-enforcing vehicleddtamic finance promotion.

The key element of pricingukukshould be reflective of the traditional attributédsvalue; time,
cash, flow and risk. The nascesukukindices of Dow Jones and HSBC/DIFX are a mechanism
to progress pricing scenarios that should develogrtone. However, they are currently not
accurate representations of benchmark performaacauise of the low volume stikukmeeting
criteria the indices are not reflective of the vas underlying forms o$ukuk The LSE and

FTSE are also considering rightly the introductidra sukukindex.
7.5LIMITATIONS OF THE RESEARCH

Similar to any other study, this research has &tsdations too in terms of methodology,

strategy and analysis. However, whilst one canmetaut limitations in research, one should not
overlook the specific advantages of the researclthaods which have been painstakingly
selected. Moreover, since this is a qualitativeeaesh, then criticisms of being too subjective,
difficulty of replicating, problems of generalisais and an alleged lack of transparency will
always be raised (Bryman, 2004). This researchredstlnat these limitations are at least dealt

with adequately.

As for limitations of legal research methodologitts&e main criticism of ‘black-letter law’ by
advocates of ‘law in context’ is focused on pre@ation with doctrine and as such it is thought
to be rigid. However, the proponents of the formantend that adopting ‘socio-legal’ methods
“dissolves the unity of law as a distinct discigliby fragmenting both the sources and
methodology of legal analysis” (Twinning 1990). Téfere, a combination of the two

methodologies should balance out the limitations.
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The research strategy is also not completely freenflimitations. Case studies have been
criticised for lack of statistical generalisabilitgnd non-representativeness (Cornford and
Smithson 1996). Nonetheless, they are of use uttsiing and refining generalizable concepts

and through multiple studies they can result irppsitional generalisations (Pettigrew 1985).

Discourse and textual and textual analysis alséesdfom being “limited to understanding
particular [discourse and text] and cannot develapore general theory of what's going on”
(Maxwell 1996:78). This criticism is actually leled at all ‘contextualising strategies’ of which
discourse and textual analysis are an integral. péotvever, this limitation can be reduced
sharply in legal research by recourse to the pteshomentioned rules interpretation which are
specifically designed for this purpose. There arehsrules forshari‘ah law texts and English

Common law texts respectively.

In terms of the study itself, the main limitatiooutd be the lack of genuine case studies through
particularsukukissued in different regions (the EU, the GCC arel Mualaysia regions). This

could have provided further legitimacy for makirgngralisations.
7.6 EPILOGUE

This research aimed at critically examining $ari‘ah, legal and regulative aspectssofkukin

the first place and then examining this in the caS¢he UK. As the foundational chapters
provide the base through which such a critical ararg can be made, it can be concluded that
this study completed its task in the short-runjraghe long-run furthesukukdevelopment is

expected.

313



APPENDIX: LIST OF LIVE INSTRUMENTS

APPENDIX

Admission Instrument Mo.ney
Issuer Name Market | Segment| Sector Raised
Date Name .
£(million)
Adcb Islamic .
. CERTS Main
20111123 F!ngnce (Cayman) 52111/2016 Market CWNR NIOW 311.25
Limited
Adib Sukuk TRST CERTS Main
20101104 Company Ltd 04/11/15 Market CWNR NIDW 469.1
Adib Sukuk TST CERTS Main
20111130 Company Ltd 30/11/16 Market CWTR uiDW 323.83
AlmanaSukuk2011 | TST CERTS
20110729 Limited 28/07/16 PSM CWNU EICU 133.38
2.947% TST Main
20120523 | BsSukukLtd CERTS 22/05/17 Market CWNR EIDW 474.14
Cbb International 6.273% TST Main
20111125 | Sukuk Company CERTS 22/11/18 CWNR | NIOW 4745
Market
(No.3) (Spc) $
Cbb International TRUST Main
20080320 | Sukuk Company CERTIFICATES Market CWNR | NIOW 176.38
(Spc) 18/03/13 $
Cbb International .
4 TRUST CERTS Main
20090618 | Sukuk Company NoZ 17/06/14 $ Market CWNR | NIOW 458.76
(Spc)
Dana Gas Sukuk TRUST CERT
20071102 Limited 31/10/12 $ PSM CWNU NIOU 487.9
Dar Al-Arkan CERTS Main
20100219 | International Sukuk | 18/02/2015 CWNR | NIOW 289.29
; Market
Company li (REG S)
Dar Al-Arkan CERTS Main
20100219 | International Sukuk | 18/02/2015 CWNR NIOW 0
; Market
Company li (144A)
TST CERTS .
20070703 Bfn}i‘é%”d Sukuk 1 0010717 M'\fr‘l':;t CWNR | NIOW | 751.04
(REGS) $
TST CERTS .
20070703 | PP World Sukuk 02/07/17 (144p)| MaN | cwNr | NIow 0
Limited $ Market
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Admission Instrument LAIEREY
Issuer Name Market | Segment| Sector Raised
Date Name -
£(million)
Dubai Dof Sukuk 6.396% TST Main
20091103 Limited CERTS 03/11/14 Market CWNR | NIDW 745.78
Dubai Dof Sukuk FLTG RTE TST Main
20091103 Limited CERTS 03/11/14 Market CWNR | NIDW 406.08
Eib Sukuk Company| TRST CERTS Main
20120118 Ltd 18/01/2017 Market CWNR | NIDW 326.22
Emaar Sukuk TST CERTS Main
20110204 Limited 03/08/16 Market CWNR | NIDW 311.12
Fgb Sukuk Company TRUST CERTS Main
20110802 || imited 02/08/2016 Market | CWNR | NIDW | 395.98
Fgb Sukuk Company TRST CERTS Main
20120118 Limited 18/01/2017 Market CWNR | NIDW 766.35
. TST CERTS Main
20091130 | Ge Capital Sukuk L1d26/11/14$ Market CWNR | NIOW 302.16
FLTG RTE Main
20070726 | Gfh Sukuk Limited | SUKUK CERTS CWNR | NIDW 100.37
Market
26/07/12
3.575% TST .
20110602 ggmeasnu"t’i':mte 4 | CERTS M'V(',fr‘l'(r;t CWNR | NIDW | 303.69
pany 02/06/2016
Idb Trust Services 3.172% TRUST| Main
20030916 Limited CERTS 16/09/14 Market CWTR UibW 1.85
Idb Trust Services TRUST CERTS| Main
20110825 | | imited 25/05/2016 Market | CWTR | UIDW | 463.11
Idb Trust Services TST CERTS| Main
20101027 Limited 27/10/15 Market CWTR UIDW 319.08
. . . TRUST CERTS
20070608 | lig Funding Limited 10/07/12 $ PSM CWNU EIOU 100.76
. TRUST CERT| Main
20071128 | Jafz Sukuk Limited 27/11/12 AED Market CWNR | NIOW 996.49
20111101 | KtSukukVarlyk | cepra1/10m6 | MM | cwnr | Niow | 219.38
Kiralama A.b. Market
Kt Turkey sukuk TRUST CERTS| Main
20100825 | | imited 24/08/13 ($) Market | CWNR | NIOW | 64.16
5.85% TST Main
20120208 | Maf Sukuk Ltd. CERTS Market CWNR | NIDW 252.96
07/02/2017
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Admission Instrument Mo_ney
Issuer Name Market | Segment| Sector Raised
Date Name -
£(million)
. TRUST CERTS| Main
20070816 | Nig Sukuk Ltd 16/08/12 Market CWNR | NIDW 232.12
Qatar Alagaria sukuk TRUST CERT| Main
20070803 Company 02/08/12 $ Market CWNR | NIOW 146.6
Qib Sukuk Funding | 3.856% CRTS Main
20101008 Limited 07/10/15 $ Market CWNR | NIOW 474.53
Saudi Electricity .
2.655% CERTS Main
20120404 | Global Sukuk 03/04/17 USD Market CWNR | NIOW 315.78
Company
Saudi Electricity .
4.211% CERTS Main
20120404 | Global Sukuk 03/04/2022 USD| Market CWNR | NIOW 789.44
Company
: TRUST .
20110526 | > SUkUComPaNY| cepripicaTES | MAR | cwNR | NIOW | 246.99
DUE 25/05/2016
Sukuk Funding TRUST CERTS| Main
20080618 (No.2) Limited 17/06/13 AED Market CWNR | NIOW 520.91
: - 4.949% CERTY Main
20091021 | Tdic Sukuk Limited 21/10/14 Market CWNR | NIDW 602.23

Source: LSE (website)
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‘Aam: General text. A general word or textual evidensaliatinguished from a specific workh@s3g

Ahadith: (singular hadith): Speech, conversation. Tech: Speech, actiontshalnid events of the Prophet's life
codified by his companions and enlarged and revisetater Muslims. There is a large collection diafith,
the most authentic of which have been recordelérsix books

‘ahd: Generally, a unilateral promise or an undertakatipough sometimes it also covers a bilateral alikop.
'ajalin: See'ajal.

ajam: non-Arab.

"akl al-mal bil-batil: Devouring the property of others illegally.

al-asl fi al-ashya’-i-ibahah The phrase meaning that ‘the norm for things enigsibility’.

al-kharaj bi al-daman:One can claim profit only if one is ready to tdiadbility - to bear the business risk, if any.

Allah: The name for God in Islam. It is used by Arabicaqas of all Abrahamic faiths, including Christiagnsd
Jews. The concept of Allah, is the only real sugrdiming, all-powerful and all knowing Creator, Sirsér,
Ordainer, and Judge of the universe. There is n@plmasculine or feminine form of this word inabic. This
denotes the One True God, the Almighty Creator, \lghteither male nor female. Islam puts a greatrersis
on the conceptualisation of God as strictly sing{iawvhid). God is uniquewahid and inherently oneafiad,
all-merciful and omnipotent. Islam teaches thatalllis the same God worshiped by the members of othe
Abrahamic religions such as Christianity and Judais

al-Nisa'/Sura al-Nisa’ Literal meaning oNisa’,is women andura al-Nisa'is the fourth chapter of the
Qur'an, with 176 verses.

‘aqd: Lexically, conjunction or to tie; legally, synonwpms with the word "contract” in modern lavAgd is
a central term in Islamic financial law and it mag divided into three types with reference to tiofie
completion: (i) promptdl-‘aqd al-munajjaz, which is effected straight away; (ii) contingéat-‘aqd
al-mu‘allag), is contingent to a condition attached; and (digferred &l-‘aqd al-mudaf i.e., a
deferment to a future date.

‘aqd al-mu‘allag: seeal-‘aqd

‘aqdal-mu’'awadhah A contract of exchange in which compensation igegi against the goods or services
received.

‘aqd al-mudaf seeal-‘aqd

‘aqd al-munajjaz seeal-‘aqd

"ajal: Period; duration for which delivery is delayed.

Awgaf. Plural ofwagf meaning charitable trust or testamentary trukto Aeevaqf
a'yan: Plural ofal- ‘ayn.

‘ayn: The corpus or substance of a thing. A thing preasmdistinguished from one that is absent at the tf the
contract. In Hanafi terminology, it is a thing thiatto be determined through weight or measurendud
transaction of sale. It also refers to currencgeady money.ayn is often contrasted wittayn

‘ayn al-hadirah: seeal- ‘ayn

batil: Literally it means nullity or void. Irfigh, it is a juristic expression about something tisatinlawful in
substance as well as in descriptiovagf). The Hanafi jurists distinguish betweébatil and fasid, the latter
stands for vitiated; irregular; or unenforceable. denotes something which is not inherently void bas
conditions or characteristics which make it void.fasid contract can become valid only if the offending
condition is removed from the contract. Other jigrido not distinguish betwedatil andfasid
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bay: Comprehensive term that applies to sale as weathasy other transactions that are not strictly reféto as
sales in positive law; bilateral contract; exchange

bay* al-"ajal: Seebay’ al-mu‘ajjal.

bay' al-‘ayn: Sale of tangible objects such as goods (as oppossale of services or rights).

bay' al-‘ayn bi’l-‘ayn: In a sale immediate delivery of both the countdues.

bay‘ al-‘ayn bi’l-dayn: A sale in which the payment of price is deferred bacomes a debt on the buyer.

bay' al-dayn Sale of debt or debt instruments.

bay‘ al-dayn bi'l-dayn Sale of a debt for a debt or debt clearance sale.

bay' al-fuduli: An agreement of sale concluded by someone on thgepy of another without the permission of
the latter.

bay' al-ghdib: Sale of absent or concealed goods (without knowieg features/specifications).

bay' al-‘inah: Double sale by which the borrower and the lend#rasel then resell an object between them, once
for cash and then for a higher price on credithlite net result of a loan with interest.

bay* al-istisna’ Seeistisnd

bay' al-kali’ bil-kali’ : Sale of one debt for another.
bay' al-ma‘dum Sale of non-existent objects.
bay* al-maghsub Sale of a usurped object.

bay* al-majhul: Sale of the unknown.

bay‘ al-mu‘ajjal: Literally, a credit sale. Technically, a financitgchnique adopted by Islamic banks. It is a
contract in which the seller allows the buyer ty gze price of a commodity at a future date in luson or in
instalments. The price fixed for the commodity irtls a transaction can be the same as the spotquridigher
or lower than the spot price. The concept is tieesasbay* bithamart ‘ajil .

bay ‘ al-mu’atat Seebai‘ al-ta‘ati’.

bay' al-mulamasah A form of sale prevalent in the days of the Praghewhich the buyer or the seller used to
touch a piece of cloth and this very act of tougtfinalised the deal.

bay' al- munabadhah A contract of sale prevalent in the days of thepRet in which the seller or the buyer would
throw a piece of cloth towards the other and thkig/\act of throwing finalised the deal.

bay' al-murabahah Sale at cost price plus a mutually agreed prdrgaining on profit margin on the cost price.
See Murabahah.

bay' al-musawamabhLiterally: haggling, bargaining. Technically it éssale of goods at a price on which the buyer
and seller agree after haggling without mentioniimgycost to the seller.

bay' al-salam A contract in which advance payment is made foelayled delivery of goods.
bay* al-sarf Sale of gold, silver or other monetary units othtsides.
bay* al-sifah: Sale of goods by description.

bay* al-ta‘ati’: A sales contract whereby the buyer picks up thedgand the seller accepts the price without any
explicit bargain. It is also termed bai‘ al-mu‘atat

bay‘ bithaman ‘ajil: This contract refers to the sale of goods on arded payment basis; a deferred payment sale.
bay' mugayadah Seemugayadah

bay' al-‘urbun: A sale of downpayment with the condition thatié tbouyer takes the commodity, the downpayment
will become part of teh selling price and if he sla®t purchase the commodity, the advance mondybwil
forfeited.
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buyu’: Plural of bay. See bay

daman Literally; responsibility; guarantee; warrantyrsty. Surety against and responsibility for allureble risks
as well as uncertainty. Thehar‘ah has made the responsibility of the entreprenegpter all these risks since
he is the one who is entitled to the profit. Theamnot accrue any lawful profit to someone who sefuto
accept these risks.

dayn Literally, debt; liability. Technically it is a liglity created by a contract, expenditure or déiitdayn has a
definite term fixed for repayment as distinguisiiesin gard, which does not have a fixed term for maturity.

daynin: Seedayn.

daman Guarantee, security. Taking responsibility - cahte guarantee; responsibility of entrepreneur/aggn ofa
business.

dharoorah Necessity; overriding necessity. Adopting a ruliagen one that may contravenshari‘ah rule, when
one is compelled by extreme necessity, usually difedeath (usually used for the “Doctrine of Nedgss
whereby something otherwise prohibited becomes oeanity permissible).

dhimmah Personal responsibility or obligation.

fa'idah: Utility; benefit.

fagih: (pluralfuahg: Jurist who gives rulings on various juristicuss in the light of the Qur’an and tBennah
fasid: Seebatil.

fass Dice.

fatwa: A decree by a competenhari‘ah scholar qualified to issue decre@suft) on a matter giving an opinion
about the position of a matter in the light of #fri‘ah rules and principles.

figh: Islamic jurisprudence. The science of #ari‘ah. It is an important source of Islamic economicd finance.

fuduli: A person who is neither guardian nor agent, dreifis agent, he transgresses the limits preschipetie
principal in respect of a contract. Sesy* al-fuduli

fugaha: Plural offaqih. Seefaqgih.
ghabn Misappropriation or defrauding others in respectpécifications of the goods and their prices.
ghalib: Winner.

gharar: Literally: hazard, chance or risk. Technicallysitsale of a thing that is not present at handhersale of a
thing whose consequence or outcome is not know sale involving risk or hazard in which one does
know whether it will come to be or not, or if therformance of obligations under an agreement isliional
on the occurrence or non-occurrence of a certaente(fall in currency exchange rate etc). Scholesge
indicated following levels ofgharar in a contract: (a) trifinggharar (al-gharar al-yasi), element of
uncertainty is low and that is acceptable formpbat of view ofshari‘ah; (b) averagegharar (al-gharar al-
mutawassijt, the contract can be valid if certain conditiare met; and (c) excessigharar (al-gharar al-
kathir), the presence of which invalidates the contract.

gharar al-kathir: seegharar.
gharar al-yasir. Seegharar.
gharm: Liability.

ghubn: The sale of the commodity with higher price thas gice in excessive and overcharging, or buy the
commodity lesser than its price.

habal al-habalah A type of sale practiced by the Arabs during tlahiliyyah in which the essence of the
agreement between the two transacting parties,ndiejpleon a pregnant she-camel giving birth to a fercalf
which would subsequently become pregnant itsele Adbal al-habalahtransaction was prohibited by the
Prophet, according to several well-known reporsseiosibly because of the extreme uncertainty gbeear) in
the essence of the contract, given that neitheéh@fcontractual parties can be even remotely cettwt a
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pregnant she-camel would successfully give birthriother she-camel, which would subsequently mande
become pregnant itself.

habsInalienable property, the yield of which is devotecpious purposes; religious bequest. An alterteata used
for iswaqf, mostly in North Africa. See alseaqf

hadith: Seeahadith
haqiqi: Original; real; true; genuine.
hassan Hasanmeans gootiadith but not on level o§ahihonly due to minor reasons.

hawalah Literally: Bill of exchange, promissory note, clueq draft. Technically a debtor passes on the
responsibility of payment of his debt to a thirdtga contract of assignment of debt.

hibah: Literally: Gift, donation. Transfer of a determiagroperty ihal) without any material consideration.
Hidayah: The famous of book by Al-Marghinani of Hanafi schoo

hila: (plural hiyal):Literally it means legal device. Technically & used in transactinos to circumvent the basic
prohibitions.

hukm: (plural ahkan): In Figh, the sharfah ruling (e. g. obligatory, recommendable, neutrahrehensible, or
forbidden) associated with any action.

'ibahah: Literally: permissibilityibahah refers to the rule that every economic transadganubah(permissible)
unless expressly and specifically forbidden byshari‘ah

ibra’ al-dayn: Release of debt.

‘idah: Promise

‘idat: (pluralidah): See‘idah.

ijama’: Consensus of the jurists of Islanfigh (mujtahidur) on a certain question in a certain age.

ijarah: Literally, letting on lease. Technically, saledgffined usufruct of any asset for a defined peoelxchange
of definite rent; only those assets can be ledseddrpus of which is not consumed with use oifdhe/shape
of which is not entirely changed with use..Commaidgd for wages, it also refers to a contract odl lease at
a fixed rent payable in cash. It is contrary to Adtah" when rent is fixed as a certain percentdgthe
produce of land.

ijarahmawsufah fi al-dhimmah Forward leasing contract.

ijarah muntahiah bi-tamleek Lease ijarah) contracts that end up with transfer of ownersififeased assets to the
lessee.

ijarahsukuk: A financial instrument issued in garah financing arrangement.

jjarah wa igtina: A mode of financing by way of hire-purchase, a@opby Islamci banks but different from
conventional hire-purchase.

ijtihad: Independent or innovative legal reasoning or intEgiion by qualified Islamic legal scholars torfodate a
ruling on a given issue on the basis of evidencadan Islamic sources.

‘illah : The attributer of an exchange or event that engajsrticular Divine ruling cases possessing tttabate-
cause of prohibition of specific exchange contraciéah is the basis for applying analogy for determining
permissibility or otherwise of any transaction.

iltizam al-wa‘ad Binding promise.
imam: Leader; guide or ruler. Head of a religious comityun

‘inah: A sale in which a purchaser buys merchandise fia@eller for a stipulated price on a deferred mynbasis
and then sells the same merchandise back to thimalrseller for a price lower than the originaicpr

irshad: Moral guidance.
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istihsan Relating to the sources of Islamic law, it is aid&@n, on a certain issue, from the rule of a pdamnt to
another rule for a more relevant legal reasonrtéires such deviation.

istisna”. Contract of sale of specified goods that have d¢ontanufactured before delivery is possible. Literal
meaning is to manufacture or build. It is a coritraf sale of a specified goods that can be soldreef
manufactured product comes into existence; an doderanufacture (for purchase) allowing the bugepay
the price progressively in accordance with the prsg of a job or project or against delivery irgeta takes the
form of progressive financing.

‘iwadh: Recompense or equivalent counter value in an exgghan

ja’'ihah: Literally, calamity, ruin, epidemic, crop damagey calamity or accident beyond human control that
causes loss to life or property.

jahalah: Ignorance, lack of knowledge; indefiniteness irpatract, non-clarity about the parties or theihtggand
obligatinos, the goods/subject matter or the primegideration-leading tgharar.

jahalah al-fahishah Excessive ignorance of something.

jahl: Segahalah

Jumhur ulama’: In accordance with opinion of the majority of sdsl
juzafan: As a lump sum.

ka'b or ka‘bah Dice.

kafil: Guarantor.

karahiyyah Abomination; distaste for something.

kash Effort.

khaas Specific or special.

khiyar: Literally option. A term used to express an optiorrescind a contract of sales by either party wvitn
certain period after the conclusion of a bargammiain types are: (&hiyar al-shart conditional option, where
one of the parties stipulates certain conditioasing to meet which would grant a right to thestating party
an option to rescind the contact; @)iyar al-‘aib, the option to rescind the contract on discovédrg defect in
the subject of sale; (djhiyar al-ru’yah, option of rejecting the thing purchased afterirsgd.; (d) Khiyar al-
t‘ayin, where a person having purchased two or threg@shiri the same kind, stipulates a period to make hi
selection; (eXhiyar al-majlis the condition of withdrawing from the contractilghthe two parties are still at
the place of transaction; (Rhiyar al-nagd where the seller has the option to cancel theraonif the buyer
does not pay cash up to a certain agreed dat&hfgar al-ghubn the option of the buyer to cancel the contract
if the seller has sold it at a price higher tharatvin independent evaluator evaluatesKmyar kashf al-hal
the buyer’s option to cancel the contract on kngwapecifications of the product where a producsakl
without specifications; (iKhiyar al-qabu) the option to accept or reject a proposal, iom@tract of sale, before
the proposal is accepted, the option is surrendbyediving acceptance to the proposal; andKfjjyar al-
taghrir, option to rescind the contract if the seller pérates a fraud causing loss to the buyer.

khiyar al-ru’yah: Seekhiyar
kifalah: Contract of surety; guarantee; bail; and postibgrad.

madhab Juristic or theological school. fighi school or orientation characterized by differenicethe methods or
approaches by which certain source-texts are uttdetsnd therefore differences in gteari'ah rulings which
are deduced from them. There are four well knowrosts of Islamic jurisprudence of religious lawSainni
Islam associated with the classical jurists whanfted them (Hanabali, Hanafi, Maliki and Shafi').

madhahibh Seemadhhab.
maghlub Loser

majazi Metaphorical.
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Malikis: One of the four well-known schools of thought itataic Jurisprudence or religious law engaged in the
interpretation of the Qur'an an8unnah Founded by one of the classical jurists, Imamikéin Anas ibn
Malik ibn Abi ‘Amir al-Asbahi (d. 795 AD), followers are known Bkalikis. Others are Hanbalis (Ahmad bin
Muhammad bin Hanbal AbtAbd Allah al-Shaybani (d. 855 AD), Hanafis (foundagNu‘man ibn Thabit ibn
Zuta ibn Marzuban d. 767 AD) and Shafis (founded by AAbdillah Muhammad ibn Idris al-Shafi‘i, d.
820 AD). Zahiri is another known school developgddaud ibn Khalaf (d. 883 AD). The Jafri Shia' bcanof
Islamic school in Islamic jurisprudence was devebbpy Imam Ja'far al-Sadiq (d. 765) at about timeesame
its legalfigh counterparts of Sunni branch of Islam were bedjfeed. It was distinguished from Sunni law on
matters regarding inheritance, religious taxes,roence, and personal status.

magasah Clearance of mutual debts.

magasid al-shari‘ah Literally: objectives of thehari‘ah. It refers to the protection of life, religion,ason (aql),
progeny and property. These objectives also déf@séc needs in an Islamic economy.

magqdur al-Taslim Able to be delivered.

maslahah (plural: Masalih)It refers to unrestricted publitérest (welfare) invoked to prohibit or permit sething
on the basis of whether or not it serves the pistiienefit or welfare.

mawquf Suspended, Stopped for a while.

maysir. An ancient Arabian game of chance played with asromithout heads and feathering, for stakes of
slaughtered and quartered camels. It refers tdyp#ts of hazard and gambling - acquisition of wedly
chance/easily (without paying an equivalent compgaos (iwad) for it or without working for it, or without
undertaking any liability against it). The wordaysir derives fromyasira means ‘to be easy’, anghssara
means an easy success over something of valueutiing labour.

mi‘ad: Promise
mu’amalat mu’ajjalah: Deferred transactions
mu’awadat Exchange.

mudarabah A form of business partnership in which one padgtributes capital and the other personal effidre
financier is known asabb al-maland the worker or entrepreneurrasdarih

Mudarabah al-mugayyadah Literally: Conditional mudarabah A contract of mudarabahin which certain
conditions like place, season, commodities, cradd techniques of trade are stipulated by the gesvof the
capital ¢abb al-mal).

mudarabah al-mutlagah Literally: Unconditionalmudarabah.A contact ofmudarabahthat does not bind the
entrepreneur about the place; time; season; contimsidiredit or techniques of trade. These matszdeft to
the option of the entrepreneur. Timeidarabahcontract defines merely the profit-sharing ratio.

mudarabah certificate A financial instrument devised by Islamic investineompanies to mobilize funds for
investment based anudarabahcontract.

mudarib: The partner imudarabahproviding entrepreneurship and management totagraproviding the capital.
mudayanah Deferred liability contracts.

mukhataraht A wagering contract or a risky contract. It appltesall those contracts which may bring a reward
without any human effort or to contracts that imeohon-business risks.

mungqati‘: Broken.
mugamarah Gambling.
mugayadah Selling a commodity for another commodity. Bartecteange. Also known dsy‘ al- mugayadah.

murabahah Literally it means a sale on mutually agreed prdfechnically, it is a contract of sale in whidfet
seller declares his cost and the profit. See yhurabahah.

mursal: [of a hadith] disconnected.
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musamah Cost price.

musawamah A general kind of sale in which the price of th@ronodity to be traded is bargained between teh
seller and teh purchaser without any referencentptéce paid or cost incurred by the former. [88g al-
musawamah

musharakah Literally: partnership; participation. It is a paership between two parties, who both provide eapit
towards the financing of a project. Both partiearshprofits on a pre-agreed ratio, but losses lzaeesl on the
basis of equity participation. Management of thejgut is carried out by both parties. however, phetners
also have a right to forego the right of managefmenk in favour of any specific partner or persdrere are
two main forms ofnusharakahPermanenMusharakahand DiminishingMusharakah.

musharakah mutanagisah Form of partnership in which one of the partnemsngpses wa'ad)to buy the equity
share of other partner gradually until teh titldetf equity is completely transferred to him.

musharakah sukuk Sukukissued on the basis ofusharakaltontract. For the definition afukukseesukuk.
musharik: Partner in anusharakatpartnership.

musnad hadithwith a continuous chain of narrators.

mustahab In figh what is recommended, but not obligatory.

muwafig al-giyyas In accordance with norms.

muwatta” The Muwatta’ is the first written collection dfdith comprising the subjects of Muslim law, compiled
and edited by Imam Malik ibn Anas.

muzayadabh Literally, a public sale through auction in whidfetdeal is struck with the highest bidder. TecHhica
a form of sale of a merchandise in which more thiaa seller is interested, and before the deahadified some
of the prospective customers start bidding up tfigepwithout the intention of buying it. Also knovasbay*
al-muzayadah

nahi: Prohibition.
nass An Arabic word meaning clear texts of tigari‘ahi.e., the Qur'an andunnah.
nifadh: Effectiveness.

al-Nisa'/Sura al-Nisa’ Literal meaning oNisa’,is women andura al-Nisa’is the fourth chapter of the
Qur'an, with 176 verses.

niyyah: Intent or intention while doing a job or action.

nudum pactum Literally: a Latin phrase meaning "Bare or NakedrRise". In law it is a promise which is not
legally binding for want of consideration.

nusus gat‘iyyah Decicive injunctions.

paradeigma:Greek, argument created by a list of examples|¢zals to a probable generalised idea.
pari passu:At an equal pace; side by side.

gabd Possession.

gabd al-hagigi Actual possession.

gard-e-hasan Literally: a virtuous loan. A loan with the stiadion to return the principal sum in the futureheitt
any increase; in Islami law, all loans have to bigus, as seeking any benefit from loaning ametmtiba.

gawa'id al-kulliyyah al-fighiyyah Salient legal maxims dfgh.
gayd al-hisabi Account records.

gimar: Literal meaning is gambling or game of chance. fexdily it is an agreement in which possession of a
property is contingent upon the occurrence of arertain event. By implication it applies to thoggeements
in which there is a definite loss for one party aedinite gain for the other without specifying whiparty will
gain and which party will lose.
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giyyas Literally it means to measure or compare for analdgchncically, it means as derivation of the lawthe
analogy of an existing law ifthe basisligh) of the two is the same. It is one of the primapurces of
Islamiclaw.

gur'ah: Throwing of lots.

Qur'an: The sacred book of Islam. The literal meaninglie 'tecitation”. Muslims believe the Qur'an is Gdisl
message to all of mankind. The Qur'an is a bookctvl@mphasises deed rather than idea. The rulesdavd
in The Qur'an are universal and not restrictedre ethnic group or a specific area or time.

Qur’anic: Related toQur’'an. See Qur'an
rabb al- mal investor; beneficial owner; sleeping partner. peeson who invests the capital iskirkah.

riba: Literally it means an excess or increase. Techlyidals an increase which in a loan transactiooraes to the
lender over time without giving an equivalent carntalue or recompenstéxad) in return to the borrower.

riba al-nasi'ah: Increment on the principal of a loan payable by ltorrower. It refers to the practice of lending
money for any length of time on the understandhrg the borrower would return to the lender atehd of
this period the amount originally lent togethertwén increment in consideration of the lender hgugranted
him time to pay. The increment is knownrdm al-nasi'ah

ribawi: Goods subject tfighrules onriba in sales — monetary units and items sold by wedgit/or by measure,
including gold, silverpaper currencies, edible golbikke wheat, rice, barley dates, salt, etc.

rihan: Literally it means pledge. Another meaningibfn is betting.

rukn: Literally it means pillar (plural. Arkan). Ifigh, an integral part of an act, such as a transgotithout which
the act can not be said to have been performed.

sabab (plural,asbal) casue; means of obtaining something.
sadd al-dhara‘i‘ Blocking the means to something.
sahih: valid: authentic.

sakk (plural: sukuR. Literally it is an order of payment. Technically is certificate of equal value representing
undivided share in ownership of tangible assetpauficular projects or specific investment actiyitsgufruct
and services.

salaf. Predecessors.

salam A contract in which advance payment is made foelay®ed delivery of goods.
sarf: Contract in which both exchange items are golggesibr any monetary units.
sarf: seebay" al-sarf.

sha’n al-nuzul Occasion of revelation.

Shafi‘is: SeeMalikis

shari‘ah: Literally: the way. Technically, divine guidance given by the Quran and tlsinnahof the Prophet;
embodies all aspects of the Islamic faith, inclgdieliefs and practice. It is generally spoken teamthe
Islamic law.

shart al-nafadh Condition of effectiveness.
shart al-sihhah Conddition of validity.

shirkah: Partnership; a contract between two or more psradmo launch a business or financial enterprish thié
purpose of making a profit. See atsoisharakah

shirkah al-‘aqd Literally: contractual partnership. Technically,avor more persons may continue to carry on
business on the condition that capital and praifitlve shared among them. This is distinguishednfshirkah
al-milk, which is partnership in joint property.
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shirkah al-milk: Literally: proprietary partnership. Technicallypeoprietary partnership occurs when two persons
inherit or purchase something together. Neithethefn is permitted to dispose off the other’s portexcept
with the other's permission. Each of them is coesd a stranger in regard to the other’s portidrthé
property is divisible and the partners still dectdestick together, the partnership is ternshitkah milk al-
ikhtiyariyah However, if it is indivisible and the partnersaonstrained to stay together, the partnership is
termed ashirkah milk al-jabariyah

subhanahu wa ta‘alaglorious and exalted is He, placed after the nafvidlah.
sukuk Seesakk

sukukal-ijarah: sukukissued in afjarah financing arrangement.

sukuk al-istisna® sukukissued in aristisnafinancing arrangement.

sukukal-istithmar. Istithmar means “investment”. sukuk al-istithmaistructure involvegarah contracts (and the
relevant underlying assetsinurabahah receivables, and/oistisnd receivables (each generated by the
originator), as well as shares andéoikukcertifcates to be packaged together and sold asvastment. The
income generated by such investment can then litktaseake payments to the investors undestheik

sukuk al-mudarabah sukukissued in anudarabahfinancing arrangemengukuk al-mudarabaim form can also
be referred teukuk al-mugharadah

sukuk al-mugharadah Seesukuk al-mudarabah.

sukuk al-murabahah sukukissued in anurabahaHinancing arrangement.
sukuk al-musharakah sukukissued in anusharakalinancing arrangement.
sukukal-salam sukukissued in aalamfinancing arrangement.

sukuk al-wakalah sukukissued in avakalahfinancing arrangement.

sulh: Reconciliation; amicable settlement.

Sunan Abu Dawud Collection ofahadith by Abu Dawud Sulayman ibn al-Asith al-Azdi as-Sijistani (d. 889
AD).

sunnah Literally: custom, habit or way of life. Technicgllthe sayings and living example of the Prophet
Muhammad (peace be upon him) as recorded in thkshofhadith Sunnahis a legislative source along with
the Qur'anand th@ur'an cannot be understood without the applicatioSafinah

ta‘abbudi: Devotional.
ta‘am: Foodstuffs.
ta‘am al-mu’ayyan Specified tangible foodstuffs.

tabarru‘: Literally: gift, donation. Technically, benefitsvgin by a person to another without getting anything
exchange. Any voluntary provision of funds upon walitconsent of the parties. Voluntary payment t® th
lender in addition to the amount of the principalade of the debtor's own accord, is also referedd
tabarru'.

tabarru‘at: (plural: tabarru').
tadayantum Reciprocal deferred liability exchange.
tahrim: A complete ban; prohibited.

takaful: Literally: mutual or joint responsibility; solid#y; mutual agreement. Technically it is an alteiveof the
contemporary insurance in the Islamic frameworkeldasn the principle ofa‘awun (mutual assistance). It
provides for mutual assistance in cases of lodgepassets and property and offers joint riskrsitain the
event of a loss incurred by one of the pool members

takhliyah: Evacuation.

tamyiz Identification.
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tagabud Literally: to possess. Technicaliggabudis to take delivery of the object of sale and tg ftg price in an
agreement of sale.

tawa‘ud: Exchange of promises.

tawarrug: A sales contract in which the buyer obtains merdismon credit and then sells it at a loss to tigiral
seller for cash. The purpose of such a transa@itmget cash and not to do business. It is comeemas a trick
to give or to get an interest-bearing loan.

tawliyah: Sale at cost price.

ta'yin: Identification.

ulama: Scholars, Muslim scholars trained in Islam andniétaaw.
‘uqud: (plural:‘agqd). See'aqd..

‘urbun: A non-refundable down payment or deposit paid byiger for the right to purchase goods at a cettaia
and certain price in future; if the right is exeml, it becomes part of the purchase price. Ibther does not
complete the purchase or backs out for any redlerseller has the option to forfeit the deposit.

‘urf; Custom; usage.
usul: Principle.
usul al-figh: Roots of Islamic legal theory.

wa'‘ad: Promise; undertaking. A promise, such as is founpurchase and sale undertakings used in certamits
finance transactions; a promise to buy or sellaterjoods in a certain quantity at a certain timéuture at a
certain price. It does not create contractual sgirtd obligationsé may be binding or unbinding.

wa’az Warning; kindly admonition.
wadi‘ah: Sale at lesser price than its cost.
wajib: Obligatory; compulsory; mandatory.

wakalah Literally: representation, agency. Technicallyisita contract of agency in which a person deleghaites
business to another and substitutes the othersimwin place. The latter is called thakil, or agent, and the
former is callednuwakki| or principal.

wakil: Seewakalah

wagqf. Literally: retention. Technicallwagf represents retention of a property in perpetuity the benefit of a
charitable or humanitarian objective, or for a $fpet group of people such as members of the darfarhily.
Thewagfproperty can neither be sold nor inherited or dea#o anyone.

yad-e-amanah Trustee custody i.e. a trustee as a custodiantystbund to safeguard the property held in trust.
yasir. Slight; insignificant; immaterial.

yasira Seemaysir.

yassara Seemaysir.

zahir: The apparent or literal meaning.

zakah The compulsory levy on wealth for the poor impoaedh right of Allah.

zulm: Injustice, oppression, exploitation, encroachingrugghe rights of anyone or usurping other's rigimst
giving proper recompense in an exchange by wayypileegal act or coercion.
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