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Abstract

Shari'ah legitimacy of sukiuk has been a subject of intense debate and discussion among
the religious scholars. Their major objection on it is that the real ownership is missing
and it heavily relies on hiyal i.e. stratagems to legalize riba, which frustrate the higher
objectives of the Shari‘ah. The purpose of the research is to scrutinize the Shari'ah
compliance and legal analysis of sukitk. The dissertation is divided into four chapters.
Chapter-I introduces the study by exploring the background and elaborating the structure
of sukitk as given by AAOIFIL. Chapter-II deals with the critical analysis of sukiik.
Chapter-III addresses the historical development of law of sukiik in Pakistan. It critically
evaluates the “Issue of Sukitk Regulations 2015 and scrutinizes the Shari'ah compliance
of WAPDA and GOP sukuk. The last chapter contains the result and recommendations of
the study by suggesting a new model to serve the purpose of fund raising by complying
Shari'ah requirements. The Instant research is crucial in nature because it will aid in
improving th'e sukik structure and endow with an alternative for it, which will be
beneficial for public at large. The main conclusion drawn from the study indicates that
there are several elements which are rendering sukik un-Islamic and a stratagem to
legalize riba. It is suggested that the removal of these un-Islamic elements can render

sukitk truly Islamic.
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INTRODUCTION

Sukiik being a revolutionary product is not only popular among the Muslim countries but
it has gained momentum in other countries as well. In contrast to conventional interest
bearing bonds, they were offered as an Islamic instrument to mobilize funds. They were
issued as the strongest element of Islamic finance till 2007 but after criticism by Taqi
Usmani, its issuance had decreased. From 1997 till 2007, two countries were leading in
the number, and two countries were leading in the volume of issuances. Malaysia had 267
issuances an(i Bahrain had 150 issuances, adding together 69.97 percent. By volume,
Malaysia and United Arab Emirates were leading. Gambia was Third in numbecr and
Saudi Arabia was third in volume. It is categorized that the issuance of sukiik by the
government sector was 33.1% of all issuance but 8.3% of total volume, in which sukik
al-ijarah was comprised of the largest portion. During 2007-2009 there was downfall of
issuance of sukitk but-in late 2011, US$63 billion sukiik were issued globally. The
government sector issued 66% sukik in end year of 2011." The first quarter of 2012
depicts the:strongest sukitk market in which there was increase of 55% issuance of sukiik
as compared to 2011. Malaysia was leading in issuing the sukitk, whereas, Saudi Arabia
was second and Indonesia was ranked as third. On the other hand, Pakistan, Qatar, Unitcd

Arab Emirates, Kuwait etc also contributed to escalation of sukitk.

The sukiik market is a viable option to raise funds and is the important' segment of
the capital market. The number of countries has made laws, rules and regulations to

regulate the sukitk market. Recently, Pakistan has formulated the “Issue of Sukuk

'Michael J.T.McMillen, “Sukik and the Islamic Capital Markets” in Contemporary Islamic
Finance, 2ed. Karen Hunt Ahmed (New Jersey and Canada: John Wiley and Sons, Inc, 2013), 172.- '
Ibid., 173.
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Regulations, 2015” to. have well-regulated sukitk market. The formulation of regulations
is a great step by the government of Pakistan. 1t will flourish the economy of the country.
However, the existing model of sukiak itself involves several issues that need to be
addressed before devising the law and regulations for it. Taqi Usmani has criticized the
sukiik by rendering 85% of the sukitk un-Islamic and against maqgasid al-SharT'ah.” In this
scenario, the need of hour is to appraise the existing model of sukiik in the light Shari’ah.
For this purpose many questions may be raised, out of which following questions are

most crucial:

1. Whether the existing model of sukiik is genuinely free from riba?

2. Whether sukiik is a hilah to legalize conventional bonds?

The first chapter discusses the historical background of sukik and its development, It
further explains the kinds of sukitk as defined by AAOIFI with its models. It also
elaborates the steps involved in the issuance of sukitk along with the role of the concerned
parties in ’it. At last, th(; classification of sukitk is discussed in detail. The chapter detail

out a guide towards understanding sukitk.

In the second chapter, the paradox of ownership in sukik is briefed. Moreover, sale
and lease back in ijarah sukik, the creation of SPV (Special purpose vehicle), Purchase
undertaking, kway' al waﬁ, bay' al inah and other gravest Shar1'ah issues are disc‘ussed in
detai'l. The most crucial area of sukik is its Shari'ah compatibility. Being issued under
the notion of Islamic financial instrument, the Shari‘ah compliance should be a vital

purpose. The above-mentioned issues have a domino effect i.e. they are connected with

*Muhammad Taqi Usmani, “Sukitk and Their Contemporary Applications,” (Paper, Accounting
And Auditing Organization For Islamic Financial Institutions, 2007), 13.




&)

1

other vital issues. This chapter tries to brief all the Shari’ah issues in sukiik. Lastly, the
sukitk are compared to‘conventional bonds. Consequently, they are found to be a mere

hilah to legalize riba.

In the third chapter, the legal analysis of issuance of sukitk in Pakistan has been
discussed. It gives the background and development of law of sukiik in Pakistan. It
critically analyzes the “Issue of Sukiik Regulations, 2015”. The role of regulatory
authorities in regulating sukik in Pakistan is elaborated. Moreover, it briefs and critically
analyzes the WAPDA and GOP sukik issued in Pakistan. It is analyzed that the sukik
issued in Pakistan were not Shari'ah compliant. The scrutiny of the issues lifted the veil
of sukik and 'depicted the true picture of it. It gives rise the most significant question that

whether there is need of an alternative model to sukitk?

The last chapter resolved the above-discussed question by giving a new model for the
mobilization of funds in the Islamic capital market. It is concluded that through sukiik, the
Islamic capital market has gained popularity worldwide. In contrast to bonds, sukiik were
issued as Islamic products. The AAOIFI rulings of sukitk were the consequence of great
efforts by the scholars. Unfortunately, there are several elements which are fendering it
un-Islamic and a stratagem to legalize riba. The removal of these un-Islamic elements
can render sukik truly Islamic. Sukik can be considered Islamic as long as it truly
complies with the principles of Islam. Otherwise, non-compliance can shape it a worse

form of bond. At the end of the dissertation, the recommendations are given.

i




Thesis Statement

The current “Issue of Sukiik Regulations, 2015” like the Shari‘ah standard of sukik laid

down by AAOIFI is a cover-up for interest bearing bonds,
The Research Problem

Now a days sukik is burning issue globally as Islamic bonds but it involves various
profound issues which are not in line with Shari'ah so, it is a crucial area of research.
This research primarily focuses on the challenging the sukiik in line of Shari'ah as well as

critical analysis of “Issue of Sukiik Regulations, 2015” in Pakistan.

Significance of Research

The Instant research is crucial in its nature. The appraisal of “Issue of Sukiik Regulations,
2015~ exposes the Shari'ah issues involved in the existing model of sukitk. Shari'ah
compliance of sukiik will be useful for investors as well as for scholars to appreciate that
the whole arrangement of sukiik is a hilah and parallel to conventional bonds. The laws,
rules and regulations are disguise for underlying sukiik. The proposed model in- instant
research can be used as sculpt for improving the sukiik structure and will endow with an

alternative for it which will be functional for public at large.
Hypothesis

The instant dissertation focused on testing the sukiik in line with Islamic law, that its
arrangement is not Islamic thus, it should be scraped out. It was challenged in this

dissertation with counter arguments by different groups of scholars.
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Framing of the Issucs

Following are some of the important issues which were analyzed in this dissertation:
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1. Whether oerfg?s?)ip in asset-based sukiik tantamount to a complete and legal
ownership or merely a bay' al wafa , bay' al inah and bay' al istighlal?

2. Is there violation of al kharaj bi al-daman®?

3. Whether “Issue of Sukiik Regulations, 2015” addresses the issues of practice of
tanazul® and the stipulation of ibra clause in sukik?

4. Whether tradability of the sukitk at the secondary market under “Issue of Sukik
Regulations, 2015 is Shari'ah compliant?

5. Whether purchase undertaking (wa’ad) and recourse to the underlying assets in
sukiik is Shari'ah compliant or not?

6. Whether the existing model of sukiik is genuinely free from riba?

7. Whether rating of sukiik is Shar?'ah compliant?

8. Whether sukiik is a hilah to legalize conventional bonds?

9. Whether the sukik regulations of 2015 provide a comprehensive tool to regulate
such sukik, without causing Shari'ah compliance risk?

10. Is “Issue of Sukiik Regulations, 2015 is a cover-up for interest bearing bonds?

11. Whether there is need of an alternative model to sukiik?

4 Imam Hafiz Abd ‘Eisda Mohammad Ibn “Eisé at- Tirmidht, Jami‘ al Tirmidhi (Riyadh: Maktaba
Dar-us-Salam,2007), hadith No, 1286, 90. Available at
https:/futureislam.files.wordpress.com/2013/06/jami-at-tirmidhi-vol-3-ahadith-1205-1896.pdf, “Last
accessed, 18" April, 2016”. '

STanazul is typically applied where the right to share some portion of the profits is given to
another party, http://ifikr.isra.my/if-knowledge
base?p_p_id=1008_WAR _ifikrkbcontentportlet&p_p_lifecycle=1&p_p_state=normal&p_p_mode=view&
p_p_col_id=columnl&p_p_col_pos=1&p_p_col_count=2&_1008_WAR_ifikrkbcontentportlet_catcode=F
P06& 1008 WAR ifikrkbcontentportlet javax.portlet.action=viewCategoryByCode, “Last accessed 25
May, 2015”.
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Literature Review
Here it will critically evaluate the work of some great scholars who worked on sukik.

Shahida Nazar in her unpublished work “Shar?‘ah Appraisal of Sukik” has discussed
sukiik kinds and its tradability according to AAOIFI. At that time there was no specific
law for issuance of sukiik in Pakistan, sukik were issued under section 120 of companies
ordinance, 1984 by considering them TFCs. The core area which she left is ownership

and other controversial issues in sukitk which necessitates the instant research.’

[}

Another unpublished work is done by Muhammad Israr under the name of
“Applicability of Sukizk in Pakistan (Case study of WAPDA and Motorway)” in 2012. He
focused on case study of WAPDA and Motorway sukik in Pakistan. Sukik defaults and
some of the Shari'ah issues i.e. ownership, ibra clause, riba, gharar, hilah etc were
unaddressed, which necessitates instant research. The dissertation focuses on the critical

issues in sukitk along with analysis of “Issue of Sukik Regulations, 201 57

Muhammad Taqi Usmani in his book An Introduction to Islamic Finance (2002) has
discussed the musharakah, salam, istisnd and other Islamic instruments then he
elaborated ijarah sukik funds, its basic rules, bay' al dain and Islamic investment funds
in detail. The work is appreciated to the extent of understanding of Islamic instruments

and investment funds but he has left the area i.e. sukiik structure in detail and its basic

SShahida Nazar, Shari'ah Appraisal of Sukiik,” (LLM diss,. International Islamic University

Islamabad, 2010).
"Muhammad Israr, “The Application Of Sukitk In Pakistan (Case Study Of WAPDA And
Motorway),” (LLM diss,. International Islamic University Islamabad, 2012).

6
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Shari'ah rulings. Later on some issues were highlighted in his paper in 2007.% The
profound investigation of vital issues in sukiik issued in Pakistan necessitates the instant

research.

Nathif J. Adam and Abdulkader S. Thomas in book Islamic Bonds: Your Guide to
Issuing, Structuring and Investing in Sukiik (2004) has contributed in understanding the
structure of sukitk by explaining its kinds and role of SPV in market. After scrutiny, they
said that Islamic instruments adapt well to the modern western capital market system.
They pin pointed some international issues as well. Their work and the recommendation
that there is need for more alternative and increased infrastructure are acknowledged
here. There are untouched areas in their work concerning various aspects of sukitk

necessitate further research.’

Salman Syed Ali in paper “Islamic Capital Market Products, Developments and
Challenges” (2005) has discussed Islamic capital market briefly. The paper clarified the
structure of ijarah sukiik in detail. It also pointed the issues in jjarah sukiik that aided in
the instant research. The work is appreciated to the extent that some major Shari'ah
issues are hiéhlighted but the gaps lie regarding vital Shari'ah issues and the regulatory
law of Pakistan.'® Therefore, the instant research in dissertation is crucial in the field of

research.

8Muhammad Taqi Usmani, An Introduction To Islamic Finance (The Netherland: Kluwer Law
International, 2002).

®Nathif J. Adam And Abdulkader S. Thomas, Islamic Bonds: Your Guide To Issuing, Structuring
And Investing in Sukiik (United Kingom: Euromoney Books, 2004).

%Salman Syed Ali, “Islamic Capital Market Products, Developments and Challenges,”
(Occasional paper No.9, Islamic Research and Training Institute,2005).Available at
http://www.isdb.org/irj/go/km/docs/documents/IDB Developments/Internet/English/IDB/CM/Publications/
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Muhammad Tagi Usmani in paper “Sukik and their Contemporary Applications,”
(2007) criticized the practice of Islamic banking and shed light on the mechanisms of use
of sukiik. He investigated the sukik that the extent to which these complies with the
precepts of Islamic jurisprudence, its principles and higher purposes. The issuers of these
sukiik have expended a great deal of effort to make them competitive with the
conventional bonds prevalent in today's capital markets. By endowing these sukiik with
the same characteristics of bonds, they have attempted to facilitate their acceptance in
both Islamic .and conventional markets. Taqi Usmani highlighted issues regarding sukik
that are not in compliance with Shar?'ah, which needs to be scrubbed out. Therefore, his
research is playing core role in Islamic finance in evaluation of sukitk."" The dissertation
filled the gaps of the article by investigating the critical and legal analysis of sukiik in

Pakistan.

Muhammad Ayub in his book Understanding Islamic Finance (2007) provided a
guide to understand Islamic finance. It elucidated the Islamic economic system and the
basis of Shari'ah rulings to trade in contemporary commercial law. It elaborated the
concept of sukitk comprehensively along with its tradability and Shari'ah issues. It also
spotlights criticism oﬁ Islamic banking and finance. The work is appreciated to the extent
that it explains the roots of Islamic finance comprehensively. The structures of sukiik are

well elaborated but gap lies in the core area of issues in sukitk. Although, it shed light on

Occasional%ZOPapers/Islamic%20Banking%20and%20Finance/Islamic_Capital_Méer_%ZODevelopment
_Products.pdf, “Last accessed 25 June,2015”.
""Usmani,“Sukizk and their Contemporary Applications,” 2007.
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critical side of sukitk but still it needs thoughtful research. The dissertation focuses on the

law of sukiik in Pakistan and the annexed issues.'?

Natalie Schoon in her book Islamic Banking and Finance (2010) aided in
understanding the structure of different kinds of sukiik as well as the risks involved in it.
The core area left by her is the Shariah appraisal of sukiik, which necessitates the instant
research.'® The principles of Islamic banking and finance were detailed in book. The gaps

in her work are filled by the instant research by having a profound investigation of sukiik.

Assoc. Prof. Dr. Asyraf Wajdi Dusuki and Shabnam Mokhtar in their paper “Critical
Appraisal of ;S”harz' ‘ah Issues on Ownership in Asset-Based Sukitk as Implemented in the
Islamic Debt Market” (2010) has drawn a distinction between asset based and asset
backed sukiik. The concept of ownership in Islamic law is well defined in their paper.
Moreover, it focused on ownership rights in the asset based sukiik by case study of sukiik
issued in Malaysia. Their work aided in understanding the core concept of ownership in
sukitk. The gaps in the paper exists that it focused only on ownership issues in the sukik
issued in Malaysia. However, the instant dissertation focuses on the critical analysis of

law of sukiik in Pakistan and the annexed issues.'

Abu Umar Faruq Ahmad in his book Theory and Practice of Modern Islamic
Finance: The Case Analysis from Australia (2010) has discussed the practice of ijarah

and salam sukiik by giving prevailing examples but the flaw in his work is that he do not

“Muhammad Ayub, Understanding Islamic Finance, (England: John Wiley & Sons Ltd, 2007).

Natalie Schoon, Islamic Banking and Finance (Great Britain: Good News Digital Books Ltd,
2010).

" Assoc. Prof. Dr. Asyraf Wajdi Dusuki and Shabnam Mokhtar, “Critical Appraisal of Shari ‘ah
Issues an Ownership in Asset-Based Sukiik as Implemented in The Islamic Debt Market,” (Paper,
International Shari'‘ah Research Academy for Islamic Finance, 2010).
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go into the details of issues in sukitk.'> That gap was eradicated by having a profound
research in the dissertation. The instant research focuses on the Shari'ah appraisal of

sukiik and critical analysis of the “Issue of Sukitk Regulations, 2015.”

Dr. Muhammad Tahir Mansoori in paber “Use of Hiyal in Islamic Finance and its
Shari'ah Legitimacy” (2011) has checked the Shari'ah compliance of Islamic financial
products. It is an informative piece of paper in understanding the concept of hjyal. It has
also elaborated the sale and lease back sukitk by criticizing the WAPDA and Motorway
sukitk in Pakistan. His focus was on the compliance with magdsid al Shari'ah. His work
is appreciated to the extent that it has aided in understanding the core issues in Islamic
finance. The other profound issues in sukitk require research that is the m;in objective of

the instant dissertation.'®

David Eisenberg in book Islamic Finance: Law and Practice (2012) elaborated the
difference between sukitk and bonds, its models and the issuance of Highway sukiik in
Pakistan. Its global impact as well as international legislation was also briefed. Moreover,
the controversy in modern sukiik structure is discussed but, not in detail. So, there is a
need to shed light on Shari'ah aspects of sukitk which the writer has not addressed.'” The
instant research focuses on the Shari'ah appraisal of sukitk and critical analysis of the

“Issue of Sukitk Regulations, 2015.”

'Abu Umar Faruq Ahmad, Theory and Practice of Modern Islamic Finance: The Case Analysis
Jfrom Australia (USA: Brown Walker Press, 2010).

'*Dr. Muhammad Tahir Mansoori, “Use of Hiyal in Islamic Finance and its Shari'ah
Legitimacy”, Journal of Islamic Business and Management Vol.l (2011), 70-92. Available at
http://www . jibm.org/sites/default/files/files/Muhammad%20Tahir%20Mansoori_Use%200{%20 Hiyal%20i
n%20Islamic%20Finance%20and%20its%20Shar7 ‘ah%20legitimacy JIBM_ %20vol 1%201ssue%201 Jul
y-Dec%202011.pdf, “Last accessed, 20 June, 2016”.

' David Eisenberg, Islamic Finance: Law and Practice (UK: Oxford University Press, 2012).
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Slim Mseddi and Nader Naifar in their paper “Rating Methodology and
Evaluating the Issuer of Sukik,” (2012) have discussed the methods of rating sukik
nationally anc.i internationally. They discussed AAOIFI guidelines that sukiik are not debt
certificates bﬁt a trust certificates and different from bonds. They also pin pointed Taqi
Usmani paper regarding flaws in sukak with respect to non compliance with Shari'ah.
The main focus of authors was rating sukitk with fiduciary risk. They explained it well
but the core area left is the Shari'ah appraisal of sukizk.'® The instant research focuses on
the Shari'ah appraisal of sukiak and critical analysis of the “Issue of Sukitk Regulations,

2015”.

Muhammad al-Bashir Muhammad al-Amine in his book Global Sukiak and
Islamic Securitization Market: Financial Engineering and product innovation (2012)
briefly enlighten the development, Shari‘ah issues, risk factors and rating in sukiik.
Moreover, he shed light on the global issuance of sukitk. The work is appreciated in the
field of Islamic finance. It will complement instant research to explore the sukiik issued
globally as well as Shari‘ah appraisal of sukik in true sense. The area left in his work
pertains to law of sukiik i.e. “Issue of Sukiik Regulations, 2015” in Pakistan. Hence, the

instant research explores the issues in sukiik in light of sukik regulations.'?

Mohamed Ariff, Munawar Igbal and Shamsher Mohamad in book The Islamic Debt
Market for Sukiik Securities: The Theory and Practice of profit sharing investments

(2012) gave views that an imbalance was created in beginning of 21* century between

"®Slim-Mseddi and Nader Naifar, “Rating Methodology and Evaluating the Issuer of Sukitk,”
(paper, Al Imam Muhammad Ibn Saud Islamic University, 2012).

"Muhammad Al-Bashir Muhammad Al-Amine, Global Sukitk and Islamic Securitization Market:
Financial Engineering and Product Innovation (The Netherlands: Koninklijke Brill NV, 2012).
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idealistic and pragmatic approach relating to sukiik, they elaborated its structure, critics
by Taqi Usmani. on contemporary applications of these structures and the resolution of
AAOIFI in 2008. Their work aided in the instant research, hence acknowledged.m The
core area which is un-addressed by the writers is relating to issuance of sukiik in Pakistan

is analyze in the instant research.

Muhd Ramadhan Fitri Ellias,Muhamad Nasir Haron and Mohd Faysal Mohammed in
their paper “Shari‘ah Issues in Sukitk ,” (2013) gave elaboration on the Shari'ah issues
relating to sukitk structures which covers issue on beneficial ownership, recourse to the
underlying assets in sukiik, purchase undertaking, foregoing of one’s right, rebate etc. The
paper discussed and analyzed most of the issues, however, are neither conclusive nor
exhaustive but have a major contribution in Islamic law.?' The crucial area as regard to
law of sukitk and its application in Pakistan is left by the writers which is analyze in the

research.

Muha;nmad Akram Khan in book What is Wrong With Islamic Economics?
Analyzing The Present State and Future Analysis (2013) has discussed the sukiak and its
variations; he said intrinsically sukiik is quite similar to conventional bonds, splitting into
three segments making it comply with Shari'ah. In theory and practice, there is totally
another picture of sukiik is available. Original asset is substituted by another, pre
determined fixed profit, and return on ijarah sukik is linked to LIBOR. He overall

accessed the sukiik. He contributed somehow enumerating some issues but still he ignores

®Mohamed Ariff, Munawar Iqbal And Shamsher Mohamad, The fslamic Debt Marke! For Sukiik
Securities: The Theory and Practice of Profit Sharing investments (UK: Edward Elgar Publishing Limited,
2012).

*'Muhd Ramadhan Fitri Ellias,Muhamad Nasir Haron and Mohd Faysal Mohammed, “Shari'ah
Issues in Sukik,”(Paper, KIiff Shart‘ah Forum, Kuala Lumpur,23 September 2013).
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the major Shari'ah issues in structure of sukik itself which necessitates further research

on it.?

Meysam Safari, Mohamed Ariff and Shamsher Mohamad in book Sukitk
Securities: New Ways of Debt Contracting (2014) introduced the sukik market and
elaborated their kinds. The rationale to prefer sukitk over bonds ’is also highlighted.
Moreover, the challenges to sukitk are also discussed. The un-addressed area in the book
is ownership and other issues, which necessitate further research. The instant research

focuses on the Shari‘ah issues and legal analysis of sukiik in detail. >

Mohammad Hashim Kamali and A.K. Abdullah in book (i.e. collection of essays)
Islamic Finance: Issues in Sukitk and Proposals for Reform (2014) added number of

articles in his collection highlighted three main relevant issues in sukitk:

e The core issue is the issue of ownership in sukitk. Whether the beneficial
ownership comply with the sale contract in Islam and lack of due diligence
amount to Jahalah and gharar or not?

e Practice of providing loans by obligor to investor in case of shortfalls of profits is
another issue.

e Third issue is methodological and procedural approaches adopted by some
scholars involved in sukitk structuring and their implications on the market

confidence and transparency.

Muhammad Akram Khan, What is Wrong with Islamic Economics?: Analyzing the Present State
and Future Analysis (USA: Edward Elgar Publishing Limited, 2013).

23Meysam Safari, Mohamed Ariff and Shamsher Mohamad , Sukiik Securities: New Ways of Debt
Contracting (Singapore: John Wiley and Sons, 2014).
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He stated that true sale is the first step in structuring a sukiik transaction. True sale is the
parameter for asset backed sukiik and differentiates it’s from asset based sukik. He
highlighted the purchase undertaking in ijdrah sukik and loans in mushdrakah and
mudarabah sukik. He discussed the sukiik litigation and the English courts for the
protection of sukitk holders. Consequently, he concluded that there is a room for
improvement in the different aspects of industry in sukik, in particular in Shari'ah aspect

of sukiik structuring which necessities instant research on this matter.*

Methodology

This is a qualitative research. For conducting this research a few notable public and
educational institutions, libraries of Islamabad were visited to collect concerned data. The
holy Qur’an, translations of Hadith literature, books, encyclopedias and articles were
used as main sources. An important aspect of the present research was the core issue of
ownership in sukuk, for analyzing it Arabic literature was also used as a source. Web

resources were also form part of it for gathering information.

“Mohammad Hashim Kamali and A.K. Abdullah, ed. Islamic Finance: Issues in Sukiik and
Proposals for Reform (United Kingdom: International Institute of Advance Islamic studies and the Islamic
foundations, 2014).
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Chapter 1

SUKUK: HISTORICAL BACKGROUND AND ITS MODELS

1.1 Introduction to Sukik
Sukiik is a plural of Sakk, meaning “certificate” or “order of payment”.” It is an Arabic
name for a financial certificate but it can be seen as an Islamic equivalent of the
conventional bonds.”® Sukik were used as a financial obligation in transactions in pre-
modern period of Muslims. In earlier, theoretical official works the writteh mechanism
of credit were found in genizah document.”” The ciocuments of Cairo genizah evidence
the trade by sakk in 12" century CE.?® They were extensively used by Muslims in the
middle Ages as papers representing financial obligations originating from trade and other
commercial activities. These papers were issued in compliance with verse 282 of surah
al- bagarah of Holy Qur’an which encourages bringing the future financial transactions
to be in black and white.?’ As a consequence, sukitk were transported all over the world.*
The concept of sukik was then transmitted to Europe by Jewish merchants. These

sukitk has the similar characteristics to modern day cheque. In fact, the check appears to

®Muhammad Akram Khan, Islamic Economics and Finance: A glossary (London:
Routledge,2003),163; Selim Cakir and Faezeh Raei, Sukitk Vs. Eurobonds: Is There a Difference in Value-
at-Risk? (Washington, DC: International Monetary Fund, 2007), 3.

*In bonds there is no representation of ownership on part of bond holder, interest bearing as
percentage of capital, fixed interest and guarantee of return of principle at maturity. Usmani,“Suktk and
their Contemporary Applications,” 6.

“'Genizah is the storage place in mosque for a precious text on which name of Allah is written.
Meysam Safari, Mohamed Ariff, Shamsher Mohamad, Sukiik Securities: New Ways of Debt Contracting
(Singapore: John Wiley & Sons, 2014), 41.

®Ibid., 41.

L atham & Watkins LLP, The United States of America, The Sukik Handbook: A Guide to
Structurin(g Sukiik (Saudi Arabia, Latham & Watkins LLP, 2015), 1.

*Safari, Ariff and Mohammad, 42.
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be derived fr;>m the Arabic word sakk.”! Therefore, in the classical period, a sakk was
used to be issued for establishing financial obligation.”” However, the present structure of
sukuk are different from the sukak originally used and are akin to the conventional
concept of securitization, a process in which ownership of the underlying assets is
transferred to a large number of investors through certificates representing a
proportionate value of the relevant assets. Today, the sukiik have the distinctive features.
Firstly sukitk were defined by the OIC in 1998, which dealt with mudarabah sukiik.> In
2000, numerous foundations started issuing sukitk, which needed standardization. Hence,

AAOQIFI issued Shari'ah standard on investment sukuk in 2003.

Sukﬁk‘ were defined by the accounting and Auditing organization for Islamic
Financial Institutions (AAOIFI) as: “Certificates of equal value representing undivided
shares in the ownership of tangible assets, usufructs and services or (in the ownership of)
the assets of particular projects or special investment activity ”.>* AAOIFI has identified
at least 14 types of permissible sukitk, ranging from instruments with equity-like
characteristics to asset-backed securities. However, only several of the allowed sukik
structures are commonly used. They are murabahah, an arrangement where goods are
sold at a mark-hp and then payment is spread over a period of time; salam, an
arrangement where the buyer prepays for an asset to be delivered in the future; ijarah, a
lease arrangement where the use of an asset is leased out in return for regular payments;
istisnd, an arrangement used to finance the sale of an asset that is currently under

construction or not yet built; mudarahbah, a partnership arrangement where one partner

*'Ibid., 43.

*’Latham & Watkins LLP, 1.

*The Council of the Islamic Figh Academy, Resolutions and Recommendations of the Council of
Islamic Figh Academy, 1985-2000 (Jeddah, Saudi Arabia: Islamic Development Bank, 2000), 61-62.

** Section 2, Shar‘ah Standards No.17, AAOIFI.
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invests capital and the other offers expertise; and mushdrakah, a joint venture
arrangement where both parties provide capital.”® The detail of kinds of sukiik along with

its operational structure will be discussed in the later section of the chapter.

Sukitk are securities in Islamic finance known as the Islamic bonds. There is an
immense discrepancy with the idealistic approach and pragmatic approach towards sukiik.
The idealistic approach means how sukitk should be structured in accordance with the
Shari'ah whereas pragmatic approach means the practical approach of sukitk. The
contemporary literature on Islamic finance highlights fault line in idealistic and pragmatic
approach. For analyzing this discrepancy, the roots of Shari‘ah foundations must be

considered relating to sukitk and Islamic finance.*®

Islamic law is based on the ruling described in Qur’an and Sunnah. Figh (Islamic
Jurisprudence) literélly means to know or to understand®’.Technically figh means the
knowledge of the rules of Shari'ah obtained by particular sources.*® Figh is further
divided into two kinds: figh —al-ibadar®® and figh-al-muaamlaat.*® All the banking and
financial activities forming the part of economic activities fall within the scope of figh-al-

muaamlaat.’!

Shttp://www.islamicfinance.com/2014/12/introduction-to-sukiik/,“Last accessed 22 may 2015

%See, A. Saced and O. Salah, “Development of Sukitk: Pragmatic and ldealist Approaches to
Sukiik Structures” Journal of International Banking Law and Regulation 1 (2014), 41-52.

Imran Ahsan Khan Nyazee, Outlines of Islamic Jurisprudence (Islamabad: Advance Legal
Studies Institute, 2010), 54.

%Qur’an, Sunnah and ijma are the primary sources of Islamic law, whereas, giyds, istihsab and
istihsan are the secondary sources of Islamic law. Ibid., 56 and 157.

®Figh al ibadat means the Islamic law that regulates the relationship between human being and
Allah SWT. For Instance; fasting, prayer etc Ibid.157.

“Figh al muamlaah means the Islamic law that regulates the relationship among human beings.
For Instance; contracts, financial transactions etc. Ibid., 157.

“'Saeed and Salah, 41-52.
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1.2 Sukak an Outcome of Pragmatic Approach

Ijtihad is the secondary source of Islamic law but in strict terms, we cannot consider it as
a source of law. It is a method by which the mujtahid’® exercises his reasoning and
interprets the text of Qur’an and Sunnah. Moreover, he deduces the ruling from the
sources of Islamic law.** When the jjtihad is afterward supported by ijma, it will achieve
authority in Islamic law. Sukik are not referred in Qur’an and Sunnah but these are in
practice by the consequence of ijtihad.** Through ijtihad the existing scholars along with
lawyers and bankers build up sukiik as Shart'ah compliant models.*® It is argued that the
Islamic bankers have opted pragmatic approach*® in Islamic finance that is in contrast
with an idealistic approach. Here is a huge question on this so-called Islamic banking.

Sukik is an outcome of eclectic ijtihad: the pragmatic approach.?’
1.3 Key Players and Their Role in Sukik

For issuance of sukiik, key players have a significant role. The parties involved in sukitk
are discussed in detail in the following pages. Moreover, the kinds of sukitk are discussed

comprehensively. The key players in sukik are:

“Mujtahid is one who by exercising efforts, derive the law from the sources of Islamic law.
Nyazee, Outlines of Islamic Jurisprudence, 58.

“Ibid.

* Saeed and Salah, 41-52

“Ibid.

“Currently, there are three approaches to the Islamic banking. Idealistic Approach intact with the
classical view emphasizes on maintaining the original version of the Islamic banking literature of (1950-
1960). They are sustaining all the instruments and contracts which are developed in the classical period.
The liberal approach is of view that there is no need of Islamic banking. They allow interest in the modern
time period by giving justification that riba is different from the interest and riba doesn’t include modern
day interest. They allow interest by giving various arguments such as on the basis of the law of necessity it
should be allowed and the prohibition is of riba not of simple interest. Pragmatic approach subsists in
between idealistic and liberal approach seems more practical. Ibid., 45.

“'Ibid., 45.
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The Originator/ Issuer: The Originator (which in many cases are banking and
non-banking financial institutions) are in need of funds therefore sells assets to
SPV and uses the grasped funds.

The SPV: SPV is aﬁ entity which is specifically set up for the management of
sukﬁk..48 It is also termed as a trust; the rationale for its establishment is mitigation
of legal issues. Moreover, its purpose is to purchase the assets from the originator.
In the procedure, SPV issues sukik certificates to investors and then buys the
assets from money generated through the sale of certificates. In ijarah sukak, SPV
then lease back the assets to the originator for fixed time period. During ijarah,
sukitk holders receive rentals from the lesser i.e. the originator. At maturity of
sukiik, SPV sells back the assets to the originator as already agreed in purchase
undertaking.*’

Investment Banks: In sukik, the investment banks (syndicates of IBs and some
multinational banks having Shari'ah window) are performing the functions, of
issuing agents for accounts, qnderwritingso and lead management services. For
these %unctions they charge fee or commission.

Subscribers: Subscribers (that can be Individuals, Islamic banks etc) are the

subscriber of the sukiik issued by SPV.”!

“®Ayub, 393.
“Ibid., 394-395.
%% The process of placing a new issue with investors. Underwriting involves the issuing company

using one or (usually) more companies who are each responsible for placing a certain amount of the new
issue. The underwriting firms contact potential investors to gauge interest and sell the issue. Underwriters
guarantee the price for a certain number of shares of the new issue. Available at http:/financial-
dictionary.thefreedictionary.com/Underwriting, “Last accessed, 8" September, 2016”.

S'Ibid., 393.
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The above-mentioned key players have a significant role in issuance of sukiik. However,

the process of general securitization may include some other parties as well:

The Obligor: The obligor is one who is intact by a legal obligation to another. The words
of promisor, creditor, debtor etc can be used for him.*? Here specifically the obligor

means a contractual debtor to originator who pays money generating out of securitization.

The Lead Manager: These are the managers giving services for managing the issues. It

may be a company, trust or mutual fund etc

The Service: It is providing the services of collecting rent from obligor as well as

maintaining and monitoring of assets.

The Cash Administrator: The cash administrator is performing the functions of
collecting and managing the cash (i.e. inflow and outflow) moreover, examines and

obtain cash collateral.

The Credit and Enhancement Provider: Here the reassurance is provided by way of

takaful, guarantee etc.

The Credit Rating Agency: These provide a rating on the basis of structure, partics,
legal and tax aspect. The methods to rate sukik is an important segment of Shari‘ah

criticism. Its analysis will be discussed in next chapter.

The Auditor: It is responsible for auditing, therefore, has to apply due diligence for this

purpose.

52http://www.merriam-webster.com/dictionary/obligor, “Last accessed 19 May 2016,
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The Custodian/R & T Agents: It grasps asset as agent and is mainly responsible for

registering and transferring of securities.”
1.4 Kinds of Sukiak

AAOIFI in its Shari‘ah standard defined the kinds of sukiik and elaborated rules to trade
in them. 10 kinds of sukik are discussed in the following:

1.4.1 Sukiik Al-Ijarah™

Ijarah sukiik are the latest product in the market that is gradually increasing its roots in
society. They. are used by the governments and corporate entities for mobilizing funds.>

AAOIFI defined ijarah certificates as:

“These are certificates of equal value issued either by the owner of leased asset
or a tangible asset to be-leased by promise; or they are issued by a financial
intermediary acting on behalf of the owner with the aim of selling the asset and
recovering its value through subscription so that the holders of the certificates

become owners of the assets”.*

The certificates can be issued in ownership of usufruct of existing assets, ascertained
future assets, services of the specified party and ascertained future assets. The structure

originates with a party who is in need of financing, here known as the originator.

3 Ayub, 393.

*The ‘term ijarah begin from Arabic word meaning remuneration for service rendered by an
individual. It is defined as the money paid in utilization of definite assets for a period of time. See, Dr.
Habib ur Rehmian, Islamic Financial Instruments (Peshawar Cantt: Sardar Khan Welfare Trust, 2003), 185.
Iigrah can be for specific, general, financial and operating lease. See Further, Dr. Muhammad Tahir
Mansoori, Islamic Law of Contract and Business Transaction (Islamabad: Shari'ah Academy, 2003), 230-
236.

3Syed Ali, “Islamic Capital Market Products, Developments and Challenges,” 28.

%3/1, Shari‘ah Standard No. 17, AAOIFI.
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» The originator will set up an SPV, a separate legal body with the exclusive
rationale of facilitating this transaction.

> Next, the SPV buy definite concrete assets from the originator at an agreed pre-
determined purchase price, which will be equal to the principal amount of the
sukiik.

» In order to finance the purchase of the assets, the SPV issues sukiik to sukik
holders. These sukitk holders are investors looking for Shari‘ah compliant
secqrities.

» The SPV uses the sukiik funds to pay the originator as purchase price of the
tangible assets.

» The SPV will also assert a trust over the tangible assets and grab the assets as a
trustee for the sukik holders, who are the beneficiaries.

> Next, the originator and the SPV will enter into a lease agreement for a fixed
period of time. Under this lease.agreement, the SPV (lessor) leases the assets back
to the originator (lessee).”’

» Consequently, the SPV receives periodic payment (i.¢. rentals) from the originator
for the use of the underlying tangible assets.

» The SPV uses these amounts to pay the periodic return to the sukiik holders, since
they are entitled to these payments as the beneficial owners of the tangible assets.

» These rentals arc received by sukitk holders through SPV till maturity date.

McMillen, 177.
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Ijarah sukiik is subjected to gravest criticism over the world. Numerous issues are

~, .
il
) prevalent in it. The Shari'ah compliance of jjarah sukik will discuss in the 2" chapter of
the dissertation. In Pakistan ijjarah sukitk were issued by WAPDA,” the detail of
WAPDA sukiitk will be provided and analyzed on Shari'ah parameters in later section of
dissertation. Similarly sukak al ijarah by national highway authority worth 500 was
launched in 2005 in which the asset was the M-2 Motorway and Pakistan international
sukak company limited performed the functions of SPV, wholly owned by GOP, here on
completion of contract GOP bought it on agreed price.60
1.4.2 Sukik Al- Musharakah
In Musharakah®' the capital is contributed by two or more partners where profit is
i shared in pre-agreed proportion. AAOIFI defined musharakah certificates as:
o
A form of partnership between the Islamic bank and its clients whereby each
party contributes to the capital of the partnership in equal or varying degrees to
establish a new project or share in an existing one, and whereby each of the
parties becomes an owner of the capital on a permanent or declining basis and
shall have his due share of profits.®
Any excess over profit is kept in a reserve account for maintaining profits in case of
loss.® Mushdarakah Sukitk significance is based on the principle of profit and loss
5 Akram Khan, What Is Wrong with Islamic Economics?: Analyzing the Present State and Future
Analysis,358.
- “http://www.financeasia.com/search/~/News/29226,pakistan-flushed-with-success-of-pis-
_{a" bonds.aspx,“Last accessed 18 may 2015”,

®'The term mushdrakah is derived from word sharikah means mixing of two properties in a
manner that can be inseparable. See details, Dr. Wahbah Al-Zuhaylt’s, Financial Transactions in Fslamic
Jurisprudence (Damascus: Dar al-Fikr, 2001), 445-521.

$23/6 , Shart'ah Standard No. 17, AAOIFI.

$Latham & Watkins LLP, 19.
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sharing.%* In sukiik, sharikat al aqd necessitates an agreement for a contribution of assets
< whereas, sharikat al milk consequences in joint ownership of an asset. In the initial time
period of is§uance of sukitk, sukitk al mushdrakah was popular and prevalent in the
market but later on restriction on purchase undertakingsg at par value consequence in the

decline of its fame.

In Pakistan, 5-years TFCs issued by Sitara Chemical Industries, in June 2002 and
CMCs and GMCs issued in Sudan; all three have secondary market.*® Still musharakah
sukiik is no longer away from the Shari'ah criticism that will be discussed in later section

of dissertation.

#Sohail Jaffer, Islamic Asset Management (United Kingdom: Euro Money Books, 2004), 174.
$AAOIFI laid restriction on purchase undertaking in musharakah sukiik because it is just like
fixing the“oroﬁt.without bearing any risk of loss. It is guaranteeing the capital. 2008 Resolution, AAOIFI.
http://www.islamicbanker.com/education/sukiik-al-musha ‘raka, “Last accessed 20 May, 2015”.
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1.4.3 Sukiik Al-Murabaha

Murabaha is mainly the sale of the goods, with the disclosure of the actual price and
markup to the buyer. The buyer is in need of goods, he comes to the seller for its
purchase. Thc? seller purchases the goods for him and discloses the actual price and profit
over it. It is a trust sale, the buyer trust on the integrity of the purchaser of goods. The
chief purpose of the murabaha sale is to protect the innocent buyer from tactics of
traders.” AAOIFI defined the murabaha certificates as “These are the certificates of
equal value issued for the purpose of financing the purchase of goods through murabaha
so that the certificate holders become the .owner of the murdbaha commodity”.%® These

certificates are popular in Malaysia owing to the liberal interpretation of sale of debt.®’
1.4.4 Sukiak Al- Wakalah

Wakalah is an agreement of agency where one party acts on behalf of another. One is the
principle while other is wakil or an agent (who has expertise in a particular field).Here the
investment is' made by the principle through an agent for buying particular assets. As
mentioned above that the wakil has expertise in the relevant field, he by using his skills
and knowledge manages the investment or assets in order to generate handsome amount
of profits. In sukiik al wakalah usually SPV is acting as the principle, it will distribute the
profits periodically to the investors. Any amount over and above the profit will be paid to

agent as an encouragement. At time of maturity, the sukik will be liquidated in which all

67Mansoori, Islamic Laws of Contract and Business Transactions, 214-215.

€83/5, Shari'ah Standard No. 17, AAOIFI.

“https:/ifresource.com/2010/04/27/how-sukiik-works-introduction-structuring-and-application-of-
sukitk-bonds/, “Last accessed 18 May, 2015, )
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the proceeds are paid to the principle to fund the dissolution amounts payable to the

investors by the issuer. ”°

1.4.5 Sukiak Al-Istithmar

Here the word investment is used for istithmar. Under a sukitk al-istithmar structure,
rights under Islamic contracts (including rights under ijarah contracts and murdabaha or
istisna’a receivables) can be packaged together and sold to form the underlying assets for

a sukiik issuance. The earnings of such project will be distributed among investors.”'

1.4.6 Sukik Al-Mudarabah

It is a partnership in which one party is giving capital (i.e. rabb ul maal) while other party
is providing his expertise (i.e. mudarib). Under agreement they agree to share the profits

accordingly.” The model of mudarabah sukitk is explaining the steps involve in it.

Latham & Watkins LLP, 12.
"bid., 22.
723/6/2, Shari'ah Standard No.17; AAOIFL; Latham & Watkins LLP, 14,
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1.4.7 Sukiak Al- Istisna

The word istisnd means manufacturing.” AAOIFI defined istisna certificates as * These
are certificates of equal value issued with the aim of mobilizing funds to be cmployed for
the production of goods so that the goods produced come to be owned by the certificates
holders.”” The funds from the sukiik holder are transferred to the buyer in full on the
issue date, but only paid to the manufacturer in accordance with the schedule agreed in
the contract.”” The banks can contract with the subcontractors for completion of the
project, by \;vay of parallel istisnd.’® Once the funds transferred to the buyer, the

following steps have been taken place:

1. SPV issues sukiik certificates to raise funds for the project.

2. Issue proceeds are used to pay the contractor/builder under the istisna’ contract to
build and deliver the future project.

3. Title to assets is transferred to the SPV.

4. Completed property/project is leased or sold to the end buyer. Here the SPV
becomes the lessor and under lease agreement, the property is transferred. The

end buyer pays monthly installments to SPV.

PIn istisna, the subject matter should be of a nature that needs manufacturing and its specification
needs to be in clear terms. The buyer specifies the goods for construction. Full advance payment is not a
prerequisite to enter into a contract but it can be made at anytime, can be in installments. On delivery, the
buyer has right to inspect the goods, if found goods contradictory to specifications or defective, the buyer
can reject them. Mansuri, Islamic Law of Contract and Business Transactions, 207-210.

73/ 4, Shart'ah Standard No.17, AAOIFL.

Schoon, Islamic Banking and Finance, 50.

"An istisna contract in which the buyer (manufacture orderer, or almustasni’) doesn't set a
condition in the contract obliging the seller (al-sani’) to undertake manufacturing the subject matter
(commodity, asset, item, etc) by himself. In this sense, the seller is legally or contractually allowed to fulfill
his contractual obligations by entering into a second istisna contract with a third party seller, in which he
becomes a buyer. The second contract is referred to as parallel istisna. Available at http://www.investment-
and-finance.net/islamic-finance/p/parallel-istisna'a.html, “Last accessed 20" September, 2016; Ayub, 404.
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5. The returns are distributed among the sukitk holders.”’
Shari'ah restricts trading of these debt certificates other than face value, in the secondary
market i.e. to any third party.”® The structure of istisnd sukiik is explained in figure no.4.

Following are the risks to the sukiik holder:

e Asset not delivered by the manufacturer then, in this case, the lease agreement
will cease to exist. In case of insolvency of the manufacturer the claim will be on
administrator and in any other situation, the funds paid to the manufacturer will be
reclaimed.

o Lessee cannot pay rental then the sukiak holder has a right to proceeds of the sale
of an asset.

e An asset becomes impaired then the lessee is no longer liable for payment of
rentals.

o Lessee cannot buy back the asset then SPV will sell it into the market which will
definitely be in lesser price and ultimately the loss will be caused to the investor.””

A combination of ijarah istisna and ijarah Mawsufah fi al dhimmah (or forward leasing
contracts) sukitk were issued by Tabreed’s five-year global corporate sukitk.*’

1.4.8 Sukiik Al-Salam

In salam, advance payment is made and goods are delivered on a specified future date.!

AAOIFI defined salam certificates as “purchase of a commodity for deferred delivery in

"http://www.mifc.com/?ch=ch_kc_definitions&pg=pg_kcdf Sukiik&ac=236, “Last accessed 18
may 2015”.

8 Ayub, 405,

Schoon ,52.

% http://ifresource.com/2010/04/27/how-sukiik-works-introduction-structuring-and-application-of-
sukiik-bonds/ , “Last accessed 16 may 2015”.

$'Mansoori, Islamic Law of Contracts and Business Transactions, 203.
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exchange for immediate payment according to specified conditions or sale of a
commodity for deferred delivery in exchange for immediate payment” 82 Trading in them

before maturity is not permissible.®?

1.4.9 Muzara‘a Sukiik
The owner of the land can issue these sukitk to mobilize funds over the agricultural land.
The sukiik holders here will share the portion of the produce of land as stipulated in an

agreement.®
1.4.10 Mugarasa Sukiik

Mugarasa sukiik are issued on the basis of mugarasa contract in which the funds are used
for plantation and fulfilling the expenses of the work. The sukik holders here entitle to

share the ownership of land as well as of plantation.®®

1

1.5 Sukiik Classifications

1.5.1 Asset-Backed and Asset-Based Sukiik

For a profound Shari‘ah analysis of sukik, it is indispensable to understand the
classification of sukik. The classification of sukiik is based on the underlying contracts,
the nature, and type of asset characterized in sukitk as AAOIFI has identified 14 types of
sukitk on the’l basis of underlying Shari'ah contracts such as musharakah, mudarabahh,

ijarah etc. The diagram represents the classification of sukiik in detail:*

821 atham & Watkins LLP,34.

85/2/14, Shart'ah Standard No.17, AAOIFL.
843/7, Shari‘ah Standard No. 17, AAOIFI.
839, Shari'ah Standard No.17, AAOIFI.
#pysuki and Mokhtar, 5.
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Adequacy Requiremént for Sukiik, Securitizations and Real Estate Investment, was
issued. Under which other issues were discussed such as the capital adequacy
requirement for non-asset-backed securities and it also provides a guideline for asset de-
recognition criteria foxfl;asset securities.’’ IFSB differentiated between three types of sukitk
structures i.e. an asset-backed sukik and two non asset-backed sukiik. In asset-backed
sukitk the sukitk holder has right to recourse to an asset or it can be said that there is full
transfer of ownership of an asset to the investor. In cases of destruction of an asset, he
will bear losses. Two types of asset-based sukiik categorized by IFSB are:

1) Sukiik with the purpose, to use a purchase undertaking from the originator.

2) Sukitk with a guarantee from the issuer in case the originator defaults.
Moody’s®® draw a distinction between asset-based and asset-backed sukitk by defining
that in asset-backed investors enjoy a right of lien over the assets and havc preferential
position over the unsecured creditors but in asset-based originators takes the purchase
undertaking to buy the assets on maturity irrelevant of market price. Here the investors
enjoy no special rights over the assets and have no preferential position over the
creditors.® .
1.5.2 Asset-Backed Sukiik and Securitization
After discussing asset-based and asset- backed sukitk, the asset-backed sukik are
compared with the conventional securitization for a purpose of Shari‘ah scrutiny. In the
securitization, the originator who is in need of financing sells assets in the market and

gets cash. The assets will no longer remain in the books of the originator. One of most

¥Dusuki and Mokhtar, 6.

%¥Moody’s is an international rating agency and vital unit of global capital market that provides
credit rating , research, tool and analysis that contribute to transparent and integrated financial markets.
Available at, https://www.moodys.com/Pages/atc.aspx, “Lat accessed, 29 June 2016,

®Dusuki and Mokhtar, 8.
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important element of securitization is the ‘true sale’. The assets will no longer belong to
originator, The sale requires all the legal and accounting requisites to remove the assets
from the originator books. From the scrutiny, it is therefore considered that in the case of
bankruptcy, the creditor of the originator cannot get access to investor’s asset. The rating
agencies deem investors owner of assets. In the same way, the asset-backed sukitk also
involves the true sale of asset; therefore the investors are the owners of asset. The real
performance of asset determines the return to sukik holder. They are also liable for the
loss of an asset because they are owner. In case of bankruptcy of ori ginator, the investor’s
asset is no longer liable. Therefore, his assets are protected. Sukiik holder is open to the
elements of market and credit risk.” It involves risk of loss and other issues.

To summarize, sukiik can be divided into two types: asset-based sukiik and asset-

;
backed sukitk. Both of the kinds of sukitk are already discussed in detail. Asset-based
sukik is further categorized in secured asset-based sukitk and unsecured asset-based
sukik. Holder of the secured asset-based sukiik has collateral over the asset of the
originator whereas the holder of unsecured asset-based sukitk doesn’t possess collateral
over the asset of originator.”!

The Chapter has discussed the historical development of sukik briefly, AAOIFI
Shari'ah standard and its kinds in details. Hence, the structure and application of sukitk
are clear, to analyze the critical evaluation of it in light of Islamic law. Further division of

asset-based and backed sukitk cleared the picture more in understanding sukitk. The

®Credit risk is defined as the the danger that a bank’s extension of credit will not pay out as

promised, feducing the bank’s profitability and threatening its survival.
http://bangllcersreview‘weebly.com/credit-risk.html, “Last accessed 26™ September, 2016
Ibid,, 5.
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Chapter 2

THE PARADOX OF OWNERSHIP IN SUKUK

Sukitk being a revolutionary product in Islamic finance has underlying assets, involving
the issue of ownership. “The Issue of Sukitk Regulations, 2015” is a current development
in the history of sukik in Pakistan. Before appraising these regulations, there is a need to
comprehend the issues in the existing model of sukik. There are many issues in current
model and the major issue arises when there is a gap between real ownership and
beneficial ownership in swkitk. The chapter will analyze the Shari‘ah definition of
ownership, the rights originating from it, as well as the real and beneficial ownership. It
will also focus on the co-ownership, as in sukitk: the sukitk holders have an undivided
share in the ownership. Subsequently, it will evaluate the annexed issues related to
ownership in sukiik, by piercing the veil of sukitk. For Shari'ah analysis of ownership in
sukuk, it is mandatory to comprehend the concept of ownership in Islam

comprehensively. The chapter will explicitly explain the Shari‘ah issues in sukiik.

Is ownership a complicated issue or became complex in sukiik? The principles of
Islam lay great importance on ownership rights. In Arabic, the word “milklyyah“ or
“milk*®® is used for ownership meaning holding a thing and ability to exploit it.
Technically,.‘ownership is defined in a wider horizon.”® Four eminent schools of thought

have defined it in various ways. Hanafi scholars laid emphasis on the right of disposal in

Munir Ba‘albaki, A/-Mawrid (Beirut, Lebanon: Dar El-Iim Lil-Malayén, 1980), 647.

®Nik Abdul Rahim bin Nik Abdul Ghani, Muhammad Yusuf Saleem & Ahcene Lahsasna,
“Beneficial Ownership: To What Extent It Complies with Shari‘ah?,” Canadian Center of Science and
Education 11 (2015): 1-13.
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ownership and declared it essential unless, there is any legal barrier.”® Some Hanafis
described it as exercising the right of exclusive freedom over property including right to
put a restriction on others.”> Whereas Al-Qarafi, an eminent scholar of Malikis, described
it as an authority to get the benefit over an asset and to accept any compensation for it.%
Al-Subki also defined it m terms of getting usufruct over asset.”” Some Shafis such as
Abu Shuja’ has defined it as a legal exclusivity over a useable item. Ibn Taymiyyah

defined it as “a legal ability justifying the right of disposal of the asset”.”

By analyzing all the above-mentioned definitions it is evident that ownership
requires the right to use and right of disposal. The Profound analysis shows that
ownership is linked with the right to possess, use, sell, donate and to givci it as a gift. If
there is any legal obstruction then only these rights can be delayed. Otherwise, the owner
has and can exercise all of these rights. It is also obvious that right to use and disposal is

the primary purpose of ownership. These rights will later on be analyzed in sukiik.*®

Ownership can be of Private p-rE)perty100 as well as public property'®' which can

be acquired by buying, inheriting, accepting as a gift and through work or by

*Ibn al-Humam, Fath Al-Qadir Sharh Al-Hidayat (Beirut: Daar Sadir, 1900), 74; 1bn Nujaym and
Zayn al-Din bin Ibrahim, A/-Ashbah Wa Al-Naza'ir (Beirut: Dar al-Kutub al-Iimiyyah, 1968), 449.

**Ubaydillah bin Mas'ud Sadr al-Shari ‘ah, Sharh Al-Wigayah Fi Masa'il Al-Hidayah, Vol 2, 196.
quoted in Ghani, Saleem and Lahsana, “Beneficial Ownership: To What Extent It Complies with Shari'ah,”
Canadian Center of Science and Education 11 (2015): 155-167.

*Abu al-Abbas Ahmad ibn Idris Al-Qarafi, Al-Furug (Beirut: Dar al-Kutub al-Ilmiyyah, 1998),
208.

’Abd al-Wahab ibn Ali Taj al-Din al-Subki, Al-Ashbah Wa Al-Naza'ir, 1¥ ed. (Beirut: Dar Al-
Kutub Al-Ilmiyyah, 1991), 76.

* Ahmad bin Abd al-Halim Ibn Taymiyyah, A/-Qawa'id Al-Nuraniyyah Al-Fighiyyah (Riyad:
Maktabat Al-Tawbah, 2002), 334.

®Ghani, Saleem and Lahsana, 155-167.

'®Private property is that property which is owned by the people such as land, building etc,
http://dictionary.cambridge.org/dictionary/english/private-property, “Last accessed 13 April, 2016,

"Public Property is that property which is owned by the government on behalf of the people for
providing the services to the public such as electricity, water, administration of justice etc, Ibid.
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manufacturing.'®? In Islam, the word milkiyah is used for ownership and the word gabd is
used for the possession.'® QOwnership and possession are different in spirit. It is possible
that someone has possession but not ownership,'® which will be discussed in later
section in detail. Transfer of ownership is germane in every sale contract.'® 1t is essential
for buyer to acquire posééssion (gabz) of sale object although it can be an actual or

constructive possession.' %

The Sale is an ordinary way of transfer of ownership recognized in Shari’ah. Sale
of valuable thing requires recording as a deed and registering in public documents as per
law. A valid sale requires the transfer of ownership of an asset to the buyer. After transfer
of the ownership, the seller cannot claim the asset. Shari‘ah recognizes only;_“reél sale” in
which all the-rights in an asset should be transferred from the seller to the buyer. These
rights also include a right to sell the property to the third party. In real sale the buyer

becomes the legal owner of asset sold.

The controversial issue here is beneficial ownership which is originated from the
common law,107 is practiced now a day. It is also known as “a sale that falls short of a
real salc:,”108 In beneficial ownership, some of the rights are not transferred from the
seller to buyer such as, the right to get revenue, right to get possession, right to sale etc.

Right of sale to the third party which is attached to the ownership of property will be

12Abdul Karim Abdullah, “Legal and Beneficial Ownership,” Economic, Finance, Zakat &
Awgaf: 1-4. Available+ at www.iais.org.my/.../266_413f30fc2c00d64e7ec4cc25ca3ce9fd.html, “Lasi
accessed 20 April, 2016”.

"%bid.

'“For instance children are possessing thing but their parents are legal owner. See, Ibid.

1%Islamic Scholars of all madhaib are agreeing on transfer of ownership. Ghani, Saleem and
Lahsana, 155-167.

'%Ibid.

""Common law is defined as the English law, derived from the customs and precedents,
http://www.oxforddictionaries.com/definition/english/common-law, “Last accessed 5 May, 2016”.

1% Abdullah, “Legal and Beneficial Ownership,”1-4.
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profoundly scrutinized here. “A sale that falls short of a real sale” is defeating the
primary purpose of law i.e. the transfer of ownership. It could be used for the fraudulent
purpose i.e. ;he buyer understands himself as an owner which in fact, is not a legal
owner."o9 From a long time, it is criticized that Islamic banking replicates conventional
banking.''” The focus of criticism is often on beneficial ownership in financial products.
The criticism emphasize that in sukitk, Shari'ah concept of ownership is violated and

consequence in contradicting magdasid-al-Shart'ah.'"!

Beneficial ownership restricts the right of disposal of an asset. Is it complying with

Shartah?

The issue will be invéstigated by Figh analysis. By takyif fighi''* of transfe'r,:)f moveable
property, it is observed that beneficial ownership is allowed in rahn.'" On the other
hand, some Hanafis allows it as bay' al wafa whereas, others don’t allow it. There is a
difference of opinion on al-shurut al-tagyidiyyah,'"* three different views' '% are observed.

The majority of fugaha disapprove al-shurut al-taqyidiyyah on the ground that prophet

"®Ibid.

”°Ayub, 463; Thorsten Beck,Asli Demirgiic-Kunt and Ouarda Merrouche, “Islamic vs.
Conventional Banking Business Model, Efficiency and Stability,” (Paper, The World Bank Development
Research Group Finance and Private Sector Development Team, October 2010), 3. Available at
http://wwwwds.worldbank.org/external/default/ WDSContentServer/WDSP/IB/2010/10/18/000158349 201
01018092550/Rendered/PDF/WPS5446.pdf. “Last accessed 10 May, 2016™.

"MAl-Amine, Global Sukitk and Islamic Securitization Market: Financial Engineering and
Product Innovations,

"¢ is defined as a figh analysis of new transaction to check its permissibility in Islam.
http://investment-and-finance.net/islamic-finance/t/takyif-fighi.html, “Last accessed 22 July, 2016”.

"Rahn is defined as to pledge a tangible property against debt; in case of default, the creditor has
right to recover the debt by selling the property. http://www.islamic-banking.com/glossary_r.aspx, “Last
accessed 24July, 2016”.

"M Al-shurut al-taqyidiyyah means impositions such as restriction on ownership Ghani, Saleem and
Lahsana, 155-167.

"> Malikis and Ibn tamiyyah allows minor restrictions with a condition that it shouldn’t be harmful
to buyer. On the other hand Ibn Shubrumah allows all forms of conditions on basis of Addith that “Muslims
are bound by their stipulations”. Ibn Shubrumah view shouldn’t be views in restricted terms but it should be
taken in issues of maslaha only. Ibid.
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(PBUH) disapprove sale with a condition and it is not in line with original repercussion

of contract of sale i.e. mugtada al-aqd.

By takyif fighi of transfer of immoveable property, it is found that the core theory
revolves around the bossession (gabd).""® In moveable property, possession is efficient
when buyer takes goods by hand (i.e. tanawul bi al-yad in figh) but in immoveable
property it is effective when he can access and use the assets, devoid of restrictions (i.e.
takhliyyah wa tamkin). Here in immovable property, the concept of a beneficial
ownership is observed in trust. Whereas, in Islamic finance it is recommended that it
should be observed by case to case in designing Islamic financial products i.e. by deeply
investigating every contract and issue.''” Therefore, the instant research will%focus deeply

on investigating the issue in line of Shari‘ah.

Not only real sale but beneficial sale is also exercised in sukik. In asset-backed

sukitk there is real sale whereas in assét-based sukitk there is a beneficial ownership.''®

~,

IFSB explain that in asset-backed sukitk, the sukiik holders have a right of recourse to the
asset in event of default and have to bear the losses in case of destruction of the asset.
The legal ownership of the assets exists in asset-backed sukitk in which the originator has

119

no right of recourse to asset.” ~ All of three conditions i.e. Profit and loss structure, real

sale requirement and rcal ownership, are prevalent in asset-backed sukitk. Therefore,

"'*Possession (gabd) is further classified into gabd hagiqi and qabd manwi. Nyazee, Outlines of
Islamic Jurisprudence, 240.

"Ghani, Saleem and Lahsana, 155-167.

"®Abdullah, “Legal and Beneficial Ownership,” 1-4.

"""Shabana M. Hasan, “Asset- Backed & Asset-Based Sukik: An Introduction” [nternational
Shari'ah ‘Research Academy (2013): 1-4. Available at http:/ifikr.isra.my/documents/10180/16168/isra-
bloomberg-oct-2013-fatwa.pdf, “Last accessed 1* May,2016”
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120 Whereas, high transaction costs, legal and

these are considered as Shari'ah complaint.
regulatory challenges, lack of suitable asset classes, lack of trained and skilled personnel

in structuring are some of the issues faced by financial institutions in asset-backed sukiik.

Nomura Sukitk Ltd issued ijarah sukiik for the period of 2 years, worth of USD
100 million involving the physical asset of two aircrafts. The case study shows that there
was transfer of real ownership of the asset to sukiak holders which renders it Shari'ah
compliant. On the other hand, sukitk issued in Pakistan lacked the transfer of ownership
to sukitk holders (details of case study will be explained in next chapter). Asset-backed
sukiik also attract little criticism upon it that there is no direct transfer of ownership to
investors but these are transferred indirectly as contrast to securitization. Here the assets

¥

are considercd as the mere receivables (also known as debts) in Shari‘ah principles. So,
there is mere trading in debts instead of assets which consequence in exploitation of
asset. Here the recourse lies to SPV and its assets rather than originator. At this point, it is

recommended that measures should be taken to implement AAOIFI standard in real

sense. 121

On lh;: other hand, in asset-based sukiik, the sukitk holders have recourse to the
originator or to the issuer not asset and have no real ownership of asset. The dividend is
measured by the ratio of investment rather than the ratio of profits attained. Hence asset-
based sikitk are replicating the conventional bonds on the above-mentioned grounds as
well as from the viewpoint of taxation in law. Still the investors do prefer the asset-based

sukik for the reason that it is easy to understand the structurc of assct-based sukitk.

201bid.
"?'Kamali and Abdullah, ed. Islamic Finance: Issues in Sukiik and Proposals for Reform, 18.
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Lastly, these are well-known to investors than asset-backed sukitk. Shari'ah scholars
criticizes asset-based sukitk as there is no interest of sukik holders in underlying asset,
restriction lies on disposal of asset and suwkitk holders have no right to exercise due
diligence on the asset.'?? Scholars are of view that asset-based sukitk are in fact a
duplicate of conventional bond because rights of investor are not. protected in it.'?

“ instead of the asset which can

Moreover, the investors are getting the cash flow'
generate the cash flow. AAOIFI resolution in 2008 was against the asset-based sukik.'*

The transaction is not through underlying assets then the money which is generated here

is simply against money. Some issues are raised in relation to real sale vs. beneficial sale:

* A transaction in which the asset termed as “sold” remains intact with seller. Can it
be termed as “sale”?

e  Whether the c;bjective of sale is the transfer of ownership from buyer to seller?

e If ownership is not transferred to buyer, can one claim with realistic degree of

authority that sale has taken place? T~

o If sale is not done in real then what is the rationale to come in this transaction in

the first step?'%

The current study analyzes these issues in the light of juristic approaches. As discussed
above the SharT'ah analysis depict that the sukik holders should deal freely with the asset

including the right of disposal. Hanafis scholars and lbn Tammiyyah specifically

2Hasan, 1-4.

1BK amali and Abdullah, 169.

'#Cash flow is incomings and outgoings of cash, representing the operating activities of an
organization. Available at, http://www.businessdictionary.com/definition/cash-flow.html,*“Last accessed 1*
May,2016.

'*bid., 11.

126Abdullah, “Legal and Beneficial Ownership,” 1-4.

~
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mentioned the right to disposal in defining the ownership. So, sukitk should transfer all
the rights of ownership. Restricting the right of disposal doesn’t comply with Shari‘ah.
After criticism of Sheikh Taqi Usmani on ownership, AAOIFI held resolution in 2008 in
which it is recommended that all of the rights of ownership (including right to use and
sell) necessitate in sukitk to be transferred.'’’ The documentations should also be
maintained and the manager shouldn’t keep it as his own assets in harmony with Articles

(2) and (5/1/2) of the AAOIFI Shari'ah Standard (17) on Investment sukiik.'**

One of the objectives of Shari‘ah'® is the protection and preservation of
property. Islam recognizes all the rights attached to the ownership of property and adopts
all the means for preservation of property.'® All the crimes relating to property are
punishat;le under Shari‘ah such as theft”! (Punishable with hadd).'* Islam recognizes
the right of people to own property. The Property is enjoyed as a convenience of life. It
brings facility and ease (taysir). Property and its protection is one of the‘ objectives
(magqasid) of the Shari'ah. Applying the real rights of ownership on ijjarah sukuk, it is
illustrated that the ijarah sukitk involves real sale of the asset rather than generating mere
fictitious right to get rents. Risk also transfers with ownership complying with hadith “al-

kharaj bi al- daman”. 1t is further explained that in case of any destruction the loss is

"hitp://www.kantakji.com/media/7760/f173.pdf, “Last accessed 10 May 2016

' Articles (2) and (5/1/2), Shari'ah Standard (17), AAOIFI,

'PThere are five objectives of Shari‘ah: 1) protection of deen 2) protection of life 3) protection of
Nasl 4)Protection of Intellect 5) Protection of wealth See, Imran Ahsan Khan Nyazee, Islamic
Jurisprudence (Islamabad : International Institute of Islamic Thoughts and Islamic Research Institute
Islamabad, 2000), 195.

'*Abdullah, 1.

Blproperty stolen without permission of other see, Nyazee, Qutlines of Islamic Jurisprudence,
443,

mMaqlana Muhammad Ali, The Religion of Islam (USA: Ahmdiyaah Anjuman Ishaat Islam ,
2011), 524 ; Imran Ahsan Khan Nyazee, Outline of Islamic Jurisprudence ( Islamabad : Advance Legal
Studies Institute, 2010), 443.
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equally divided in co-owners up to their share in ownership. If it is truly used by the

market players then the profit and loss ensure compliance with Shari‘ah.'*?

As in beneficial ownership, there is certain restriction including the right to sell
the asset to the third party. It has gravest implications to the buyer in case of bankruptcy
of originator. The buyer will have no recourse to asset in such case. Investor faces this
issue in asset-based sukitk unlike asset-backed sukik.'** Moreover, it generates the issuc

135 that makes the instrument less

of liquidity. The buyer is unable to liquidate the asset
tradable in market, hence lacking investor’s confidence to invest in it. Global financial
crisis in which number of sukik defaulted gave evidence that number of people were not
aware of the fact that they were not the legal owners. In fact, they were beneficial owner.
Moreover, they couldn’t differentiate between legal and beneficial ownership. Therefore,

investor’s protection was vague.'*

2.1 Musha‘ and Sharikat Al Milk

The ownership is further linked with co-ownership. Therefore, it is necessary to
understand the rules of co-ownership in light of sukiik. Modern scholars linked the
ordinary shares with the concept of musha ‘ (means undivided share in thejoiﬁt property).
By analogy,lthey allowed the sale of shares in corporation because each co-owner is
stranger with respect4of other; hence, they can sell their shares. In co-ownership each

owner is holding each and every particle of property jointly. The khalf or mixing of

B hitp://www.kantakji.com/media/7760/f173.pdf, “Last accessed 10 May 2016”
P4Abdullah, “Legal and Beneficial Ownership,” 1- 4.

1bid.

'%Kamali and Abdullah, 169.
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capital is prerequisite in every form of partnership. Moreover, all rights go back to your

old way in sharikah al milk when partnership comes to an end or becomes fasid.'”’

Co-ownership is categorized into ayn'*® and dayn.'® The jurists agree with
respect to ayn but disagreement exists with respect to dayn. The proponent including
Hanafis permits dayn on the ground that gift is permitted in it whereas the opponents are
of view that there is metaphorical partnership because in reality, it is abandonment of
right to claim. The Hanafis view is preferred mostly."*® The only kind of this type of
sharikah is khalt or where there is mixing of two ayns or two dayns. This mixing can
happen by the act of owner or by the act of others. If it is done by the act of other then it
cannot be arevoked leading to mandatory co-ownership. The first case involves ownership
by choice (sharikah al ikhtiyar) but later involves mandatory co-ownership (sharikah al

Jjabr). Following are the necessary conditions for co-ownership:

1. Each co-owner can only use and dispose of his own share. He is stranger with
respect of other co-owner and cannot use and dispose of the share of co-owner.

The only exception is house which can be used by both.

"Imran Ahsan Khan Nyazee, Islamic Law of Business Organization Corporations (Islamabad:
The International Institute of Islamic Thought and Islamic Research Institute, 1998), 36.

18 gyn is defined as the corpus or substance of a thing. Hanafis renders it things measurable during
sale transaction. See, Ibid., 192.Majallah elaborated the co-ownership of ayn as “the joint and exclusive
ownership of two or more persons resulting from one of the causes of ownership, like purchase, gift,
acceptance of a bequest, inheritance, or by the mixing (khalf) or their property in a manner that doesn’t
accept distinction or separation.” See, Ibid., 36.

"Dayn is defined as receivables. The term doesn’t apply on gard. See,Nyazee, 193. Majallah
elaborated the co ownership of dayn occur “when two or more persons are owed a debt attached to a
dhimmah (liability) of another person, and that has arisen from a single cause. This is common debt and is
held in co-ownership between them. If the cause is not common, the debt is not a co-ownership.”See, Ibid,,
37.

"“UIbid., 36.

47




LS

2. In case of khalt where the capital is mixed the co-owner cannot sell his own joint
share without the permission of other. If the share is not mingled properly then the

co-owner can sell his own joint share without the permission of other.

The logic behind this condition is that ownership is undivided (musha ‘) and every co-
owner owns property in each and every particle. This opinion is held by Majallah

whereas modern scholars permit selling of such shares without partition.'*!

3. The rules of wadiah (deposit) are applicable here in co-ownership.'* In wadiah,
the one who is holding the trust property is liable only if the property is destroyed
by him by negligence.'* The same rules will be applied here in co-ownership, if
one co-owner deposits the property to any third person without obtaining or
seeking the permission of co-owner then liébility is borne in case of destruction of
property.

4, Joint receipt of revenue amounts to sharikdat-al-milk in such revenue.

5. If son;eone has taken debt then the co-ownc;s can demand it jointly or severally.

6. Rules of sharikat-al-milk are applicable to an ayn if the debt is possessed by one

partner. Moreover, period of debt cannot be postponed without the permission of

CO-OWNCer.

In law, sharikat-al-milk is referred as co-ownership. The Law doesn’t categorize it under

partnership but clearly, differentiate in both of them. From the point of view of Islamic

law, the following distinction is drawn between co-ownership (sharikat-al-milk) and

partnership (sharikat-al-aqd).

"Ibid., 37.
"“’Ibid,, 38.
3Qhahid Ashraf, Judicial Culture in Islam (New Delhi, India: Anmol Publication, 2006), 271.

-
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2. When the property under sharikat-al-milk is ascertained then the sharing of profit
is not necessary. On the other hand, the basic purpose of establishing partnership
is sharing of profits.

3. Al-Kasani says that there is consensus of ijma on fact that the division of proceeds
will be according to ratio of shares in sharikat-al-milk but in sharikat-al-aqd
Hanafis and Hanbali jurists says that the division of revenue can be changed.

4, In general, every co-owner is stranger with respect to the share of other in
sharikat-al-milk but if they establish any contract of agency then they have to pay
wages for it rather than profits. On the other hand, partnership itself establishes
the contract of agency and necessitates the division of profits.

5. The co-owner can sell his share without the permission of other only if his share
is ascertained and apportioned but partnership always requires permission from

the other.'"’

The rules of sharikat-al-milk are very germane to understand because on sharikat-al-milk

joint ownership is created which is relevant to sukik.
2.2 Criticism on Corporation

According to Arab scholars, corporationI48 is formed under a contract or sharikah. It is
criticized that at the time of sale of share they used the rules of co-owner that the co-

owner can sell their share without the permission of other if their share is ascertained.

'“"Nyazee, Islamic Law of Business Organization Corporations, 39.

"8Corporation is defined as a joint stock company where the liability of the members is different
from the company. In Pakistan the term of corporation is associated with the companies sponsored by state
through ordinances such as Companies Ordinance, 1984. See, Ibid, 113. Guthman and Dougal defines
corporation as “The formation of an association of persons into an autonomous legal unit with a distinct
legal personality that enables it to carry on business, own property and contract debts through its agents and
officers”. Guthman and Doughal, Corporate Financial Policy (New York: Prentice Hall.1952), 9.
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They do not apply the rules of partnership. It is argued that there is no joint ownership in

capital of corporation. It is only owned by the legal person i.e. the corporation.

Modem scholars firstly rendered corporation as legal person'*® but later on overlooked
the rules of legal personality and renders it contract of sharikah. In event of sale of share,
they ignored the ruling of sharikah and allowed it on ground of concept of musha* (co-

ownership). All this logic is capricious.]50
2.3 Critical Analysis of Sukiak

Despite gravest criticism on ownership in asset-based sukik focusing on ijarah sukiik, the
sukuk (particularly ijjarah sukik) is further criticized on other vital issues which are

discussed below:

2.3.1 Guarantee in Sukiik

The issue arises when the guarantee is given by the originator against any shortfall."”'
AAOIFI Shari‘ah standard depicted that the third party guarantee is allowed'> but it

should be given without any consideration. Following issues arises in guarantee in sukiik

that are analyzed in dissertation:

o What if the guarantee is given by public unit for sake of encouragement of

investments in a country? Is it allowed?

'9The word person communicates with the word mukallaf but mukallaf is used for human being.
An additional attribute personality (Shakhsiyah) is given by law. Here fictitious personality is given to the
corporation. See Further, Imran Ahsan khan Nyazee, Theories of Islamic Law, chapter on legal capacity
and its defects.

150Nyazee, Islamic Law of Business Organization Corporations, 40.

*'Muhammad Al-Bashir Muhammad Al-Amine, “Sukiik Market: Innovation and Challenges”,
Islamic Economic Studies, Vol. 15, No. 2. (2008), 4.

152Gee, Clause 5/1/8/7, Shari'ah Standards No.17 on Investment Sukijk, and Clause 7/6, Shari'ah
Standards No. 5 on Guarantees, AAOIFI.
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Whether guaranteeing the capital amounts to riba?
There are two opinions by contemporary Muslim scholars on this issue:

1) The first group is of view that in sukiik al ijarah, sukik al mudarabah and sukiik al
musharakah, guarantee the principal amount paves the road to riba. As it is also
against the mudarabah contract where guaranteeing is prohibited by all schools of
thoughts.

e As for as guarantee by government is scrutinized, the group is of view that such
guaranteeing is impermissible because the property of government belongs to
community and is trust in hands of government. It shouldn’t be open to financial
risks for some entities.

Q, e Moreover, from practical point of view, benevolent guarantee by any individual
or entity is impossible because no one will give guarantee without any specific
interest or consideration.'*

2) The other group argues that the guarantee by the third party is permissible. They
gave the following arguments in this regard:

e As Islamic law prescribes everything is permissible except prohibited. So,

| guaranteeing by the third party is not prohibited in the text. Moreover, they argue
that as long as the third party possesses independent personality to contracting
party he can guarantee the capital. If this guarantee is from partner of mudarabah

then it is not allowed.

Tw

Two global sukitk models are practically observed in ascertaining the instant issue.

133 Al-Amine, “Sukitk Market: Innovation and Challenges”, 5.
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o Trust certificates issued by Solidarity Trust Services Limited (SPV) which is
wholly owned and subsidiary of IDB (originator here).

e Malaysia Global (SPV) wholly owned by Ministry of finance, Malaysia issued
sukik al ijarah where the originator was the Government of Malaysia. (Here IDB

and government of Malaysia are guarantors).

Here the proponents argue that the in both of these cases SPV are autonomous legal
entities in terms of financial liability from guarantors. Therefore such guarantee by a third
party is permissible whereas the opponents stated that it is r7iba a/-duyun on basis of

following arguments:

o By this guarantee the money which is invested in the trust certificate will be fully
redeemed on date of maturity.
» Moreover, the certificates holders are getting here fixed periodic returns regarding

trust certificates.

The proponents argue that all such transactions are interest based where the guarantee is
given by the issuer or any interested party and sukiik holders are getting fixed periodic
returns. In both of these cases the gﬁarantors are not mere third parties and -haven’t given
the gratuitous guarantee but they have vested interests in issuance of these sukitk. From
the consequences of this ‘guarantee the fund is collected for purchase of sukitk which

otherwise will not be achievable.'>*

5Ibid,, 6.
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Ii. Sale by Lessor

Lessor can sell the asset to any third party, in that case, the sale will be valid and the
ijarah may carry on. It necessitates the ownership should be transferred, a mere right to
receive rental.s is not allowed because in that case the money is sold for money. The new
lessor can fully exercise all the rights attached to asset and has to bear the liability. It

ensures the secondary market on basis of ijarah.

The market risk is involved in ijarah sukiik i.e. price, maintenance of asset and
Takaful costs, ability of lessee to pay the rent etc. The risk is borne here by the lessor for

the reason that ownership requires it.

II1. Destruction of Assets

3

In case of overall destruction of assets, the sukitk holders are bound to bear the-losses as
per share in the ownershi‘p of assets. Hence, ijarah sukitk may generate a quasi-fixed
return since there might be default or some unexpected expenses that could not be
envisaged in advance. As such, the amount of rent given in the contractual relationship
represented by ijarah sukiik represents a maximum return subject to deduction on account

of unexpected expenscs.'*®

As AAOIFI allowed sale and lease back in sukik al ijarah.””’ Here following

controversial issues will bé determined:

o It will be analyzed that whether such sale and leaseback amounts to bay' al wafa,

bay’ al inah and bay' al- istighlal or not?

15641,
Tbid., 325.
" AAOIFI 2008. Resolution available at http://www.kantakji.com/media/7760/f173.pdf, *“Last
accessed 10 May 2016”
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e  Whether it amounts to ribg? or not?

The opponents labeled it another form of bay' al- wafa, bay' al inah and bay’ al-

istighlal.
2.3.3 Bay ' al wafa

Bay' al wafa is defined as the seller sells the property with the condition to buy back the
property in case of payment.'*® Here in ijarah sukik, the seller is in need of cash, for cash
he sell out his property and when he is able to returns the cash he will buyback the
property from the buyer. The asset is leased to the seller and the rent is collected as
installments ends into ownership giving effect similar to jjarah muntahiya bi al- tamleek

(in which lease contract ends into ownership) is analogous to bay' al wafa.'" Bay' al

I/, "v"f-
h»“

LR ¢

wafa is considered as a defective sale by Hanbali, Malikis, early Shafis and Hanafis
jurists. They gave the rationale that in such sale legal modes are used as a cover-up to
indulge in forbidden practices in Shari'ah. Moreover, they argue that the apparent sale is
= just like the loan and the use of property is interest (¥iba) collected over the loan hence
prohibited. Incredibly this structure is again enforced in sukizk where money is generated

over the usufruct by leasing back the asset to the seller but the modern scholars allowed

it.

Generélly in Islamic jurisprudence, there is no objection to selling the property to

1the person from whom he has bought but it shouldn’t be in single contract.'®® The reason

& 158 Al-Amine, “Sukiik Market: Innovation and Challenges”, 7.
15971,
Ibid.
'“Mahmoud A. El —Gamal, Islamic Finance Law, Economics and Practice (New York:
Cambridge University Press, 2006), 74. Available at,
https://books.google.com.pk/books?id=2EIRUvoVRxXY C& printsec=frontcover#v=onepage& q& f=false,
“Last accessed 1% June, 2016™.
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recommendations. It demonstrates the mind set of people that they do prefer asset-based
sukik.'"”" Purchase undertaking is an irrevocable promise in the contract to buy to assets
from SPV at maturity. It is normally on par value which is, in fact, guaranteeing the
returns of principal replicating conventional bonds. When any asset is buy back at par
value then thé risk associated with asset is not actually borne by the buyer i.e. the risk of
loss to the capital. Therefore, it secures the capital against the risk.'”> The legal
presumption with sukiik is that there can be no guarantee that capital will be returned to
investors. Instead, they have a right to the real value of the sukiik assets, regardless of
whether their value exceeds that of their face value or not. Modern day sukik, however,

guarantee by indirect means sukiik holders principal.

The practice of Issuer granting such purchase undertaking has been heavily
criticized by the scholars and perhaps the most notable one is by Taqi Usmani.'” He
criticized that it is not allowed to buy assets at par value but can be allowed at market
value or money agreed at time of re purchase. Ther justification for the ruling of
"unlawful" with regard to the binding promise by one of the partners to purchase the
assets of the partnership at face value is that this is the same as a capital guarantee, which

4
1'7

is unlawfu AAOIFT stated in 2008 that repurchase can be on market value. This rule

was made to eliminate the element of “price fixing”.'”

The institutions having Islamic windows for operation of Islamic finance (here for

transacting in swukik) have mindset of bond market. They do not want to bear risk

"'1bid,, 12-13.

"Ibid., 20.

'Ellias,Haron and Mohammed, “Shari'ah issues in Sukik,” 8.
""*Usmani, “Sukiik and their Contemporary Applications,” 15.
1Ellias,Haron and Mohammed, “Shari'ah issues in Sukiik,” 8.
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fact, these sukitk were issued under section 120 of company ordinance 1984 as TFC.2”

By considering the sukiik as a redeemable capital, the sukiik were issued by circulating

and publishing the prospectus under section 57 of Companies Ordinance, 1984.

3.2 Regulatory Authorities

Sukak are the significant instrument of Islamic capital market. It needs regulatory bodies;

there are two regulatory authorities in Pakistan to regulate the Islamic capital market.

1. State i3ank of Pakistan

2. SECP

The state bank is actively performing the functions to make rules and regulations to
regulate Islamic capital market.>'® It has promoted the Islamic banking by making

21 As GOP has issued jjarah sukik in past therefore state bank has

encouraging policies.
formulated the rules through circular no 13 in 2008 named as “GOP Jjarah Sukik Rules
2008”2'% The rationale behind making rules only for ijarah sukik is that it is most

popular sukik among all over the Muslim world.>"> However, the instant dissertation

specifically focuses on the recently issued “Issue of Sukitk Regulations, 2015”.

The govemment has established SECP through Securities and Exchange Commission

of Pakistan Act, 1997 for legal and regulatory purpose in the field of corporate

2gibhatullah Ahsan “Sukitk and Its Regulatory Framework in Pakistan” (Islamabad: August 27,
2008), 42, Available at,
http://www.alhudacibe.com/images/Presentations%200n%201slamic%20Banking%20and%20Finance/Sukii
k/Sukiak%20Regulations%20in%20Pakistan%20by%20Sabghatullah%20.ppt. “Last accessed 10 May
2016”.

'http://www.sbp.org.pk/l_frame/index2.asp, “Last accessed 10 May 2016”.

2”Afaq Khan, “Sukiik the way Forward” Dawn, September 11 2007, Islamic Banking.

2 2http://www.sbp.org.pk/fscd/2008/Annex-A-C13.pdf, “Last accessed 10 May 2016™.

3 Afaq Khan, “Sukiik the way Forward” Dawn, September 11 2007, Islamic Banking.
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necessitate in sukiik to be transferred. The documentations should also be maintained and

the manager shouldn’t hold it as his own assets.?”!

As discussed earlier there is no real sale then this whole arrangement is merely a
hilah to legaiize conventional bonds.>”> The documentation of agreement of WAPDA
Sukak depicts that in the original contract WAPDA agrees to execute purchase
undertaking.™ Here purchase undertaking is simply guarantying the capital as well as, it
puts a clear restriction on disposing of the underlying assets by the sukuk holders.
Guaranteeing the capital means here the instant financial transaction is based on ribat™

The sukik holders cannot sell it in the market freely; he is bound here to sell it to the

originator on maturity which involves a serious liquidity issue.

The s.ukﬁk holders have no recourse to underlying assets in case of default
because ownership is not transferred here?”” but the documentation further highlights that
MCB and GﬁOP gave unconditional and irrevocable guarantee for return and ensure
principle amount. It is argued by some of the scholars that the property of the government
belongs to community and is trust in hands of the government. It shouldn’t be open to
financial risks for some entities.”” The guarantee by the GOP is a controversial issue

discussed in the previous chapter.

In WAPDA sukiik, there are some other notorious features in it such as: the major

maintenance of the leased property is carried out by the lessee that means that the risk is

7 Articles (2) and (5/1/2) , Shari‘ah Standard No.17, AAOIFI.

71dea- Inferred, Sweder van Wijnbergen and Sajjad Zaheer, “Sukik Defaults: On Distress
Resolution in Islamic Finance,” (Paper, Duisenberg school of finance and Tinbergen Institute, Amsterdam
School of Economics, University of Amsterdam, July 2013),9.

2.':’Israr, 43.

2"Idea Inferred, Dusuki and Mokhtar, 22.

5Sajjad Zaheer, 11.

28 Al-Amine, “Sukiik Market: Innovation and Challenges”, 5.
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not borne by the sukiik ;holders.277 As the rulings in ijarah contract requires that the lessor
is liable to borne major maintenance of the property on the gr'ound that risk lies with the
ownership. The lessee is liable to bear day to day minor; expenses278 but here, the

1

Shari'ah rulings have been violated. Moreover, it is observed in WAPDA sukitk that as in
the event of dissolutionf of jjarah, the lessee is bound to re-purchase the property though
the leased property ha;s, destroyed. It proves that the risk is borne by the lessee here
instead of lessor.” By analysis, it is evident that it is truly a violation of “A/ kharaj bi al-

l
daman”.

On the other hand, the returns on the principal are guaranteed by concluding
binding promise by the issuer to repurchase the asset at par value. This attribute in

b

WAPDA sukitk is analogous to conventional bonds.?*

t
Another objectionable feature is bay’ al wafa; criticized by the Sharl’ah

scholars.2®! In this stricture, there is bay' al wafd which is prohibited and declared
invalid by the International Islamic Figh Academy. It is depicted that the gove.rnment has
given the undertaking to take the assets on maturity at par'value which is in fact, an
arrangement of bay' al wafa. The amount drawn from these transactions is riba.”** Is
another issue scrutiny' of the legality of lease back and periodic returns? It is scrutinized

below:

“"Mansoori, “Use of Hiyal in Islamic Finance and its Shari'ah Legitimacy”, 70-92.

*Mansoori, Islamic Law of Contracts and Business Transactions, 234.

;:)Mansoori, “Use of Hiyal in Islamic Finance and its Shari'ah Legitimacy”, 70-92.
Ibid..

21gved Ali, “Islamic Capital Market Products, Developments and Challenges,” 52-53.

“2Mansoori, “Use of Hiyal in Islamic Finance and its Shari‘ah Legitimacy,” 70-92.
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The returns in WAPDA sukiik is determined on 6 month KIBOR plus 35 basis
points. The price has no connection with the actual underlying'ability, risk of loss, returns
and profits. For Instan‘ce, if the rate offered by the WAPDA is more than the actual
activity or actual returns of WAPDA then who is going to bear the price?”®® The
documentation provides that the GOP is the guarantor’ which means that the
government is liable to pay in that case. That exceeded amount is negative growth for

WAPDA.

In the wider perspective, it is fatal to the economy of the country because the
government is bearing‘the “negative value addition”. It also leads to misallocation of
resources because sometimes loss is covered by taxing WAPDA consumers or taxpayers.
Although, it is allowed )for sukitk holders to get floating returns but here it is fatal for the
economy because there is the element of misallocation of resources as discussed abo;'e.
This system is overall resulting in irregularity. The investors are investing in these types
of sukiik because they are getting specified returns from which they are satisfied. On the
other hand, t};e firms who are in need of funds are offering handsome returns to investors
though they are not ger}erating it from the underlying asset. Deeply criticizing here, it is

!
to be said that the role of the underlying asset is nothing but a “dummy” is introduced

here for rendering it Shari‘ah compliant.*® There is explicit guaranteeing the returns to
¥

sukitk holders.?%

|3

Salman Syed Ali, ed. Islamic Capital Market Products, Regulations & Development,
Proceedings of International Conference (Saudi Arabia: Islamic Research & Training Institute, 2008), 76.
284 ;
Israr, 46.
*5Syed Ali, Islamic Capital Market Products, Regulations & Development, Proceedings of
International Conference, 76.
*Shttp://prr.hec.gov.pk/Chapters/714S-4.pdf, “Last accessed 10 May, 2016”.
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Now let suppose another situation that if the WAPDA' is generating more than 6
months KIBOR plus 35 basis points from underlying assets. Aren’t the sukik holders
here are liable to get more if they are sharing commerce risk, on the basis of their share in
the capital? The answer is yes they are liable to get returns on the basis of their share in
the capital. Here in case of ijarah retﬁms in WAPDA sukik, the sukiak holder will get
previously agreed price and the surplus will. go in hands of shareholders which in
consequence raise GDP. and GNP. At this juncture, the point to ponder is that the right of

investor is infringed because he is not getting the equitable share.

The price (returns) in the sukik should be based on the actual activity of
4

underlying assets or act‘ual returns of the firms but at present it is based on fixed income
in the market. Fixed returns result in misallocation of resources and fatal to the national
economy.?’ In practice, the sukiik holders have recourse to the cash flow instead of the
revenue generating out of assets. Some scholars render the KIBOR rate used here in
WAPDA sukiik to ribé.!288

To the extent of compliance with magasid al-Shari'ah, it is clear that the purpose
of WAPDA ;ukﬁk is only to enter into ijarah agreement, without this aspect the whole
arrangement resembling conventional bonds. The documentation of WAPDA sukik

further lay down that the compliance will be made with all SBP/SECP/ GOP

regulations.?® Moreover, the structure should comply with rulings of Shari'ah and

*'Syed Ali, Islamic Capital Market Products, Regulations & Development, Proceedings of
International Conference, 77.

“http://www.bashaoorpakistan.com/articles/pakistan-islamic-banking-hypocrisy/, “Last accessed
22 May, 2016”

289Israr, 44,
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requires approval for this regard.zq0 Here it is clear that the Shari'ah rulings regarding
ownership and other issues are not followed. The recent regulations “Issue of Sukik
Regulations, 2015”**! is just a regulatory law, it is not highlighting the basic Shari'ah

issues, hence a cover up to legalize conventional bonds.
3.6.2 GOP ljarah Sukiik: Shari'ah Compliance

GOP Sukitk was issued by the GOP during last some years. These sukitk were issued by
the GOP under Public Debt Act, 1944 worth of Rs 100,000 for the period of 3 years. No
certificates were issued to the sukitk holders; it was only on the books of state bank. 2”2
These sukitk were issued to the Islamic Banking Institutions (IBI) with the underlying

% The procedure of issuance of

contract of ijarah. The IBls were the sukuk holders.
sukitk is through the auction where uniform based system is followed in which every
single one of the bids is accepted by the government and the same rate of profit is agreed

to them. The payment in these sukik is linked to floating rate of benchmark which is paid

semi-annually.”**

Figure3.2  GOP Sukik

*pbid., 45.

PlSee, Issue of Sukirk Regulations, 2015.

P hitp://www.sbp.org.pk/dmmd/Guidelines/Sukiik.pdf,“Last accessed 9™ July 2016”.
JIBM, 181-194.

hitp://www.sbp.org.pk/dmmd/Guidelines/Sukiak.pdf,“Last accessed 9™ July 2016”.
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The income tax is deducted here under existing law i.e. Income Tax Ordinance, 2001

whereas, tax is not deducted at source in sukiik.
I. Investment Process

The prerequisite to have the investment in GOI; sukik is to open IPS account with banks
or dealers. Through banks, the investor will buy the sukik from the secondary market .As
these sukik holders are redeemable at maturity but till that date can be traded in
secondary market. The international investors can also invest by opening SCRA with the

dealers in Pak rupee. Afterward, the same procedure will be followed. >

II. Ownership in GOP Sukik

The Shari‘ah issues are considered in GOP jjarah sukik which was scrutinized in
WAPDA sukiik. Firstly, the real ownership does not pass here to the sukik holders. The
beneficial ownership exists here whereby the right to dispose of the asset is restricted.
Therefore, AAOIFI recommendations with respect to the real transfer of ownership don’t

comply in GOP sukiik.
IIL. Liquidity

Secondly, the liquidity of these sukiik is only limited up to the date of maturity of sukitk
as the GOP will buy it back on maturity. It is diséussed in the previous chapter that buy

back arrangement is un-Islamic.

IV. Rentals

“Shitp://www.sbp.org.pk/dmmd/Guidelines/Sukitk.pdf,“Last accessed 9™ July 2016”.
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Thirdly, the rentals through ijarah received are linked to benchmark and returns are not
subjected to the productivity of underlying asset is the violation of al kharaj bi al-daman.

Hence, it resembles bonds. These sukik are the stratagem to legalize riba.

V Sukik in Disguise
Lastly, the GOP jjarah sukiik is not only confined to these issues but it is sukik in
disguise. It is like two sides of a picture, one seems Islamic whereas other un-Islamic that

will be depicted in the given research.

The rulings for the ijarah sukiik required that it can be traded in the secondary market at
the market price.?® Till the maturity date the existing sukitk cannot be renewed and new
sukiik cannot be issued.”®” The issue lies in the GOP sukitk was that in practice there was
little trading in secondary markets. In order to regulate the liquidity of bank, the

practitioners gave the way out in this regard.
VI. Way Out in GOP Sukiak

In this GOP jjarah sukitk, a way out was suggested to Shari'ah board of SBP under
which sukiik would be sold to the SBP before maturity for the period of one year on the
credit basis. It will be done in such a way that seller bank would add one year T-bills
related rate to face value. The rentals received in that time period. For this stcp, they have
obtained fatawa that ihey can sell ijarah sukitk on the credit basis (Bai Mujjal) for one

year.2

According to this procedure, there are two pivotal issues:

%65/2/4, Shari ‘ah Standard No. 17, AAOIFI.
2731BM, 181-194.
2B1bid.
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VII. Shari‘ah Issues in Bay Muajjal of Sukiik

1

1) SBP in their circular hasn’t mentioned any particular course of action for the
bidding and pricing for that purpose. It is verbally explained that it is credit sale
on mutually agreed price between SPB and IBI.

2) As far as the sale of GOP sukiik is considered, it may or may not be financial
tawarrug. 1t is claimed that the fawarrug is allowed by the IBD Circular no 2 of
2008.>° No Shari‘ah clarification is given regarding certainty of the subject
matter of sale, pricing of sukik by adding one year return, the maturity of sukik

and the termination of lease.
VIIL. Shari‘ah Appraisal of GOP Sukiak

On the basis of following reasons the product is not Shari'ah complaint neither in
spirit nor in letter:
a) The ruling for sale or exchange of aayan (exchange of goods) is different

from the rulings for sale and exchange of athman (money exchange).’'

For money exchange, the rulings are:

For homogeneous exchange, the exchange should be on spot and equality. For
heterogeneous exchange, there should be non equality and spot exchange.*”* On

the basis of this ground, the instant product is not Islamic.

b) Another ruling for trade or sale contract is that the subject matter should be
t

&

fully disclosed and precisely determined.*® .

3%See, Circular no 2 (2008), IBD. 1
5IBM, 181-194. X
3%Mansoori, Islamic Law of Contracts and Business Transactions, 42.
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In the Instant case, the jjarah contract ceases to exist on maturity date may be one or two
-~ days after the deal, Therefore the sale before the maturity on the basis of bay muajjal for

the period of one year is challenging in Islamic law.

c) The subject matter of the ijjarah sukitk characterizes that the assets were
bought from the GOP through Special purpose vehicle and then taken on lease
from the GOP till 31 Dec, 2015.For Instance, on the date of maturity: the
subject matter will convert into receivable and the asset will be sold back to
GOP.

d) At maturity, the asset of jjarah sukitk should be redeemed and cannot be sold
before and after maturity date because these are the receivable and the holder
has to get cash.

1. Shari'ah rulings prohibited the trading of receivable or the debt’ instruments.>®

AAOIFI resolution in 2008 also highlighted that sukizk which are tradable must

not characterize any debt or receivable and must be dealt under AAOIFI Shari’ah

Standard (21) on Financial Papers.’® By considering the point raised by AAOIFI,

it is comprehensible that the rationale is the real ownership. The sukitk holders

‘ shouldn’t be in the row of creditors.’® The sukiik are receivable, therefore these
‘ are not tradable after maturity. In the instant case of GOP sukiik, it is obvious that
at maturity the lease will be terminated results in no right to obtain rentals.

Accordingly, it doesn’t have any right to add the rentals for the duration

subsequently.

1bid., 42.

3 Al-Zuhayl’s, 79.

3%Gee, Shari‘ah Standard No. 21 on Financial Papers, AAOIFI.
3%http://www.kantakji.com/media/7760/f173.pdf, “Last accessed 10 May 2016”
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e) Sale of debt is only allowed in an exception that is hawalah.’®" In the instant

iy

case, the rent is charged expressly by knowing that the time period of lease is
terminated and without any ownership of the assets.

f) By considering above-mentioned instances it is exposed that the Islamic banks
are selling the asset before maturity on credit basis and getting the rentals for
the specified time period even after maturity and termination of the lease.
Here the sale before maturity cannot be considered as a valid sale if rentals of

the credit period are added to the credit price.
IX. Rationale of Non-Shari‘ah Compliance of GOP Sukiik ifn Spirit

Hadith

eipabie Jopsduallpaal Spn (45 M adueVLi) " du yale o Jua 4lys
”L't

“The Prophets saying, “Actions are by Intentions”.**® Thereiis agreement amongst the
: t

Muslims on the greatness of this Hadith.””
¢ In Islam, the contracts require fulfilling the purpose of objectives of Shari'ah. The
purpose should not be against the fundamental principles of Islamic law. Here the
objective is against the Islamic law. The underlying purpose is to continue earning

on liquidity even after the expiry of jjGrah and maturity of sukiik. Hence it is riba.

mar ¥
’Q 7 Hawalah is defined as the assignment of debt from the liability of original debtor to the liability
of another person. Mansoori, Islamic Law of Contracts and Business Transactions, 316: Al-Zuhayli’s, 80.
*%Pr. Muhammad Muhsin Khan, The Translation of the Meanings of Sahih Al-Bukhari (Riyadh-
Saudi Arabia: Darussalam, 1997), Vol 1, hadith No. 1, 45.
3%https://alchishti.wordpress.com/2006/02/20/actions-are-judged-by-intentions-imam-nawawis-
arbain-1/, “Last accessed 20 April, 2016.”
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It is not Shari'ah-compliant because there is roll over murabaha®'® in it. Roll over
murabaha is not allowed as per State Bank of Pakistan instructions.>'" 1t is a
designed contract to circum vent the prohibition of riba. It is hilah fil dayn to

avoid Shari ah requirement of the prohibition of interest.

[lustration

If I have contracted the ijarah and I know that it will come to an end on 31* Dec, 2015

and [ will not be able to get the return after the time of maturity of the contract. I found a

way out that I will sell it on credit any time before the maturity and will take the rent
3

during that period, so that my cash remains investéd for that time interval. Here the

obvious purpose is to get return on the money. Getting return over money is prohibited in

i

Islamic law and amounts to riba. It reflects that it is no more but riba and renders the

return haram.

312.

1

There is an issue that whether it amounts to tawarrug or not? It is argued
occasionally that it is not tawarruq but it is a trick for the investment of cash. It
includes the element of riba in it. As tawarruq is allowed by the IBD Circular
No.2 of 2008 wit.h requires approval for each specific-matter but SBP’s Shari'ah

board” didn’t explicitly approved financial tawarrqu. Moreover, Makkah and

Jeddah based ﬁqh councils prohibited financial tawbrruq. ’

30/t §s  defined as  charging extra money ‘over period of  time.

https://www.islamicbanker.com/education/roll-over-murabahah, “Last accessed 22 July, 2016”.

JNSBP declared that the murdbahah contract cannot be roll over for another period of time by

charging extra money. The bank can extend the time period without charging extra money.
www. sbp.org.pk, “Last accessed 22 July, 2016”.

2)1BM, 181-194.
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X. Use of the Product by the IBIs in Pakistan

SBP circulated that the product is used by all the Islamic banks in Pakistan for last one
year. All the IBIs got permission from their Shari‘ah board that SBP has approved it. If
anybody in the meeting of Shari'ah board expresses different opinion then the plea is
taken that the SBP Shari‘ah Boapd has approved, therefore, it should be approved by the
all. It has become a mujtahid feh sﬁbject. The members of the committee do not consider

its repercussions that it is amounting to riba and they are legalizing by hilah fil dayn.
XI. Repercussions of the Product in Pakistan and at Global Level

1. Shari'ah scholar Taqi Usmani in past years renders 85% of the sukiik un-Islamic

on the ground of various Shari'ah issues such as purchase undertaking,

g guaranteeing the principal etc. Here the instant product‘ has intense issues of:
a) Earning money over money
b) Trading in mc;ney
‘ They are trading in money without any contract of ijarah. They are basically trading in
money and financial papers. These facts render it un-Islamic. '

2. After 40 years of Islamic banking, it is argued that such hilas cannot be allowed in
case of plain need .Islamic banking has integrity and these products are injurious
to the uprightness of Islamic banks in Pakistan as well as abroad. The core
prerequisite in Islam is Shari‘ah compliance which cannot be comprised.

f;' 3. This product _isvproviding ti\e relief for the period of one year while the need is of

the permanent solution to this issue. The issue can be resolved by changing the
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mindset to do real sector business and to facilitate the other sectors of the
economy in the country such as micro, agriculture and SME etc.

4. This product is only practiced in Pakistan and not in other countries. If it will
practiée in other countries, there will be the major loss to the integrity of Islamic

banks because it involves riba and earning of money over money.
3.6.3 Views of Scholars on GOP Ijarah Sukiik

The GOP ijarah sukiik is criticized widely by the scholars. Here the dissertation will
explore the views of eminent scholars (Dr. Salman Syed Ali, Prof.Dr. Sayyid Tahir and

Mr. Muhammad Zeeshan Farrukh) and their Shari‘ah analysis on GOP sukiik.
I. Analysis by Dr. Salman Syed Ali

Dr. Salman discussed.;fhat why bay muajjal is permissible in{ ijarah sukiik and why it is
not Shari'ah -compliant in GOP sukitk. Firstly he discusses that let’s assume the initial
structure of sukiik is Shari'ah compliant i.e. it complies with all the conditions of ijarah
sukik given by OIC and AAOIFI. Sukitk can .be traded in the secondary market as long as
the asset is not destroyed in which the payment can be made on the spot as well as
deferred. Here the word deferred can be interpreted as the payment can be made even
after the matl‘Jrity. On -the other hand, in GOP sukiik it is criticized that it is not Shari’ah -
compliant. Let’s assume that the date of maturity of sukiik is near which means on near
date the sukitk will be liquidated. The sukik here is “near money” on which the rule of

sarf will apply. If this “near money” is sold on deferred price then it violates rules of
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The analysis of the law of sukiik iﬁ Pakistan and the case study of sukik
concluded that there are loopholes in the structure of sukik. The regulatory law is not
enough to meet the real needs of Islamic finance. Unfortunately, the analysis depicts that
the principles of Shari‘ah are ignored in Pakistan. The advertisement of sukiik is offered
through the religious notion which generates the assumption that the process will follow
transparency in near future issuance. For that reason, the documentation for the issuance
of sukiik has Shari‘ah provisions. In actual, sukiik is in disguise. As sukitk are based on
the real assets, therefore, the investor should expose to the risk of capital loss, market
fluctuations and rentals generated by assets but practically, the sukitk replicates
conventional bonds. The GOP ijarah sukik case study shows the sukik a worse form of
the bond and a stratagem to legalize riba. Therefore, the next chapter will focus on

providing the alternative to sukitk based on principles of Islamic law.
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Chapter 4

SUKUK: NEED OF A NEW MODEL

Islamic capital market is the backbone of the economy. The vital issue is the assessment
of Islamic capital market, whether it replicates the conventional market or not?*'” Sukitk,
an innovative model is developed to raise the Islamic capital market by considering
principles of Islam. They were issued over the globe and currently it became a popular
source of economy of Islamic capital market.*'® In fact, it has changed the dynamics of
the Islamic finance.’'® Considering facts and figures, it is considered as the fastest
growing instrument in the Islamic capital market. In Pakistan, Shar?'ah compliant funds
have exceeded over 50% of the total market capitalization. For that reason, this expansion
necessitates Islamic banking. Even though; the popu]arity is not only common in the
Islamic banks but also in the commercial and International banks.>®® Moreover, the
current “Issue of Sukiik Regulations, 2015” is a great step towards the development of
sukiik market. On the other hand, the capital market is govemgd by the issuance of bonds,
shares and other investments. In Islam, trading in bonds is prohibited due to interest

(riba) in it*?' which renders its income haram %

Sukitk as an alternative to conventional bond has brought revolution in Islamic

finance in past few years. They were advertised through the religious notions provides the

*"McMiillen, 165.

318 Adam and Thomas, 3.

hitp://www.psp-ltd.com/JFAMM _10_2_2014.pdf, “Last accessed 30 March 2016".

*Mondher Bellala and Omar Masood ed. Islamic banking and Finance (United Kingdom:
Cambridge Scholar Publishing, 2013), xiii. '

?'International Monetary Fund, The Government of United States, Finance and Development
(Washington DC: IMF, 2010), 44.

3224 dam and Thomas, 5.
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Firstly, riba in, prohibited in all transactions on the ground that it involves
exploitation and injustice to society.*” The severity of prohibition of riba is understood
by a verse of holy Qur’an in which Allah SWT declared it war against HIM and HIS

prophet Saw.*?® Hence, all the contracts in form and spirit must prohibit riba.

Secondly, the contracts should free from gharar. The word gharar expresses the

meaning of uncertainty and risk, which may consequence in disputes.

Thirdly, gimar and maysir are prohibited. Qimar includes all the money obtained
from games of luck and chance. It also includes the money earn at the cost of others.
Maysir means earning the money without working hard for it. Gambling is one of the

examples of maysir. The Qur’an has explicitly prohibited this practice.*?’

Fourthly, It is prohibited to involve in haram activities i.e. all those activities that
can harm the society. Holy Qur’an prohibits eating carrion, gambling, drinking alcohol

etc.

Fifthly, all forms of fraud and deception are prohibited in holy Qur’an and
Sunnah. Numerous practices fall within the ambit of fraud such as false bidding and short

weight etc.’?®

Sixtly, a number of ahadith prohibited the two mutually inconsistent contracts.

Abu Hurayrah narrated that holy prophet (P.B.U.H.) has prohibited to sales in one sale.

*Intemnational Monetary Fund, 44.

3263, 275-280, Qur’an.

2;:5:90, Qur’an ; Mansoori, Islamic Law of Contracts and Business Transactions, 7-9.
Ibid.
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Seventhly, all the transactions should observe the principles of magqasid -al-Shari
‘ah. These principles include the protection and preservation of din,nafs, nasl, agl and
mal.

Lastly, all commercial transaction should comply with: the principle of liability to

loss and entitlement to profit.*?®

4.2 The Aim of New Model of Sukik

In the light of this study in the previous chapters, the design of the new model is driven

by the following goals:

e That the principles of sarfand prohibitions of riba are to be applied on new model.

e That tl{e principle of al kharaj bi al-daman is to be observed.

o That the spirit as well as form should be Islamic in the new model.

o That the Qur’anic verdicts should b followed.

e The two contracts should not be joined in a single one violating hddith of joining
two contracts into one.

e That the magqasid al Shari'ah should be followed comprehensively.

o That the true sense of ownership is to be applied in the new model.

e The ne;Jv model should avoid the gharar.

e Bay'al wafa and Bay' al inah are to be avoided.

e Conventional credit rating is to be avoided in the new model.

o The model will be based on the principle of profit and loss sharing i.e. risk sharing.

2[bid., 9-13.
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4.3 Existing Structure

In existing structure of sukik al-ijarah, the originator issues the sukiik through SPV to
the sukiik ilolders. The detail of the structure is already discussed in former chaptérs.
The criticism on the structure is very harsh and critical Shar?'ah evaluation pinpoints
numerous Shari‘ah issues. Summing up the issues, from the creation of SPV to
maturity of sukik the whole thing is disapproved. The new model will try to discard

these issues through Shari‘'ah compliance.
4.4 New Structure

(Before presenting the model it is submitted that it is proposed model. It is not
developed through financial engineering. It is only an effort to present a model free
from riba and other prohibitions. Hence, there is need to reframe the sukiik model
through the process of Islamic financial engineering to provide a halal source of
funding and investments). The structure commences with the originator i.é. let’s
assume the government who is in need of finances. It is the necessity of the
government to raise the funds; in this rgfgard the l;lamic capital market is a major
sector. For raising funds, the originator i.e. the government issues sukitk al-ijarah. As
discussed, sukiik is the certificate of an undivided share of ownersl]ip in assets or
usufructs etc. While it is difficult to transfer the ownership of assets belonging to the
government to the public, therefore the originator must issue the sukitk over an asset
which it is planning to privatize in near future. The rationale behind it is to avoid the
issues of ownership in near future. For this purpose, there is no need to create an SPV.

The issuance of sukik is to be solely done by the originator. The originator after
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issuance of sukiik transfers its ownership to sukik holders in the real sense so that the
risk may pass with the ownership. The transfer of ownership should not only confine
to transfer in books of accounts but actual transfer of ownership. In this sense, AAOIF]

recommendations regarding the transfer of ownership will be observed in true spirit.

After transfer of ownership, the originator can take it back on the lease from the
sukiik holders. In Islamic law, the sale and lease back is only allowed in dire cases.
Here it is allowed on the ground that raising funds on the halal way to avoid riba is the
necessity of originator, so it can be considered a dire need. In the instant ijjarah
agreement, all the rules of ijarah should be observed comprehensively. The rentals
should not be variable and must originate out of the underlying asset. The major
maintenance of property should be done by lesser whereas the minor and day to day
maintenance is to be held by the lessee. As when in an Islamic instrument more than
one principle is tiéd up, there is factor of un-Islamic elements. So, the instrument
should be. observed profoundly. The rentals shouldn’t be tied to conventional

)
benchmarking but based on fixed rental by following the jurisdiction, nature of the
asset and its usufruct. During this period, the asset risk is to be borne by the owner. At
end of the lease, the asset should be transferred back to the sukitk holders. If the
originators further want the usufruct of the assets, by making a fresh ijarah agreement

can take asset on the lease. However, at termination, the sukik holders should take

possession of asset back from the lessee.

Sukitk holders are free to trade the asset in the market. As sukitk mostly issue to
more than one person, the rulings of musha‘ must be observed to trade in the market.

Sukik holders should be restricted to sells the asset back to the originator by making a
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prior re-purchase agreement, in order to avoid bay' al wafa, bay' al Tnah and a
stratagem to ribd-based model. However, it can be traded freely in the market. For
credit rating of sukitk, an alternative Islamic credit rating agency should be established.
The purpose of establishment of an Islamic credit rating agency is to rate and
instrument on basis of principles of Islam along with other necessary rating

methodologies.
Iustration

The new model is illustrated by giving practical example and possibility. Here let’s
assume the government of Pakistan is need of financing. The government has assets i.e.
metro buses and wants to privatize them as it is already running on the subsidy but it
needs its usﬁfruct for a time period. Here the government can issue t};e sukiik over the
asset to sukitk holders and take it back on lease for a pefibd of time (The Islamic
principles of the lease as discussed above should observe here). Consequently, the funds
}
will rise through Islamic capital market i.e. sukﬁk without cFontradicting any Sharl'ah
principles. The Islamic capital market and the economy will b:oost up. At the end of the
lease period, 'the possession of asset should be transferred back to the lessor/owner. The
sukiik holders by observing the rules of co-ownership can tradTe freely in the market. The
government will be restricted here to buy the asset back by r}mking a -prior re-purchase
agreement, in order to, avoid bay' al wafa, bay' al tnah and a stratagem to riba-based

!
model. . t

i
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4.5 General Advantages of New Model

The new model will act as a new blood in the field of Islamic finance. It will serve the
purpose of fund raising by complying Shari'ah requirements concerning contracts and
transactions. It will eliminate the element of riba in the transaction. As a consequence,

the Islamic capital market will flourish.
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CONCLUSION AND RECOMMENDATIONS

Conclusion

In the light of the instant research, it is therefore concluded that sukitk being an
innovative instrument has brought revolution in Islamic capital market. Through this
instrument, the Islamic capital market has gained popularity worldwide. Keeping in view
the facts and figures, it is considered as the fastest growing iﬁstrument in the Islamic
éapital market. In contrast to bonds, sukiik were issued as Islamic products. The AAOIFI
rulings of sukiik were the consequence of great efforts by the scholars. Unfortunately,
there are several elements which are rendering it un-Islamic and a stratagem to legalize
riba as discussed in the dissertation. The removal of these un-Islamic elements can render
sukitk truly Islamic. Sukiik can be considered Islamic as long as it truly complies with the
principles of Islam. Otherwise, non-compliance can shape it a worse form of bond. Dr.
Tahir Mansoori also recommended that issues in sukitk should be addressed to free it
from a mere replication of conventional bonds. He further criticized that in the present
form sovereign sukitk are stratagem to legalize riba.>'

On the basis of discussed facts and figures, most of the sukitk were issued by the
government sector i.e. jjdrah sukik. Unluckily, jarah sukik is specifically criticized i.e.
the whole arrangement in it is hilah to permit riba. To resolve the un-Islamic elements in
ijarah sukiik, the new model is given in the dissertation. The new model, if truly
followed, will aid in the escalation of the Islamic capital market. Being an innovative

Islamic model, it will mobilize the funds in all the sectors. There should be Islamic credit

3'Mansoori, “Use of Hiyal in Islamic Finance and its Shari‘ah Ligitimacy”, 69-92.
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rating agency to rate the instrument by accessing the instrument on the principles of

Islam.

By analyzing the law of ;sukﬁk in Pakistan, it is concluded that the” Issue of Sukiik
Regulations 2015” is a great step taken by the government of Pakistan but the need of an
hour is to formulate a uniform and consolidated law for the government and private
sector. In this regard, the recommendations of the instant research should be considered.

Recommendations

1. The sukik based on already existing assets and future projects must be
distinguished for the real transfer of ownership. Shari‘ah perception of sale and
ownership should be used in sukitk rather than concepts of common laws.

2. Sukik should be issued on the assets which the government is going to privatize inA
near future. In this way, the funds will be raised by the government and there be
the real transfer of ownership to the sukik holders. Such privatization through
sukitk will also boost the economic activity in the state.

3. The neW advised model of sukik al-ijarah: an outcome of the dissertation should
be considered by the relevant authorities for the issuance of sukiik.

4. The prospectus must contain the real transfer of ownership rights to swukitk
holders. Furthermore, the transfer should also pursue in book accounts.

5. Bay' al wafa and bay' al inah should be avoided by adopting new recommended
structure of sukitk.

6. “GOP.Jjarah Sukiik Rules 2008” should be amended as par the recommendations.

7. To mitigate risk in sukik, takaful can be made a part of sukiik transaction.
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