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THE ISLAMIC BONDS MARKET: POSSIBILITIES
AND CHALLENGES

Muhammad al-Bashir Muhammad al-Amine

Bonds are long-term debt obligations that are secured by a specified asset or a promise to pay. In effect, a bo
investor has lent money to the bond issuer. In return, the issuer of that bond promises to pay interest and to rep
the principal on maturity

The certificate itself is evidence of a lender-creditor relationship. It is a “security” because unlike a car loan or
home improvement loan, the debt can be bought and sold on the open market. In fact, a bond is a loan which
intended to be bought and séld.

Itis clear from this definition that in the conventional system of bond issuance and trading the issue of interest is &
the centre of any transaction. In contrast, in the Islamic financial system usury and interest are the first elemen
to be avoided. However, this does not mean that the door of debt financing or, more generally, the possibility o
bonds issuance and trading is closed to Islamic finance. However, it shall be noted that beside the rejection of tf
obvious system of interest in bond trading, the Islamic alternative must also avoid any transaction of debt and crec
on future basis which may result in usury and interest.

Considering the fact that bond issuance and trading are important means of investment in the modern econon
system, Muslim jurists and economists are striving to find the Islamic alternative. However, to meet the various
demands of investors Islamic bonds and certificates should be diversified. We have sorfadahebahor
mugaradahbonds, themusharakahbonds, thdjarah bonds, thdstisna' bonds, thesalambonds and the
murabahahbonds. However, it should be noted that although some of these instruments have been generall
accepted as being in compliance with Islamic principles so that they can be traded in the secondary market, t
negotiability of certain others is still a point of debate and controversy due to their legal acceptability or compliance
with shari‘ah. Therefore, some of these bonds can be traded in the secondary market while the trade of others
limited to the primary market because they can be exchanged only at face value.

In Malaysia for instance, almost all of the domestic Islamic debt papers issued so far have been based on ti
principles ofmurabahahandbay’ bi al-thaman al-ajildespite the controversy surrounding the issuance of
tradable bonds in the secondary market based on the above two contracts. At the same time, there is a percepti
increase in the willingness amongst Malaysian issuers of bonds to explore other Islamic principles of financing
namely the profit-oriented basedusharakahas well as the asset-backed modgjarah. The progress of
developing Islamic securities based on these financing codes, nonetheless, has been painfully slow and, to sol
extent, stalled by the 97 economic recesgidtiowever, the economy is picking up again and it is hoped that the
future issuance of Islamic bonds will focus on the widely accepted bonds sucklzrakalbondsmudarabah

bonds andjarah bonds.

In this paper we will try to investigate the possibilities and challenges of developing an Islamic bonds market free
from usury and interest and capable of making use of the existing financial resources.
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Salam Bonds

Salamis the sale of a specific commaodity, well defined in its quality and quantity which will be delivered to the
purchaser on a fixed date in the future at the price paid at the spot as it is the condition according to the majority ¢
Muslim jurists or three days according to the Maliki school. To illustrate the possibility of issstagaertificate

let us consider the following assumption of a corporation which is in need of funds.

1. Ifacorporation requires for instance, 500 million ringgit, it carsakemcertificates equalling that amount in
small denominations, say 10,000 ringgit each.

2. Each certificate representsalamcontract. The seller is the corporation while the buyer is the holder of that
certificate who paid its nominal value.

3. Each certificate promises that on maturity (one year for example) the corporation will deliver to the holder a
specified quantity of the underlying commaodity, which is described fully on the back of the certificate or in the
prospectus.

4. Once the corporation receives the cash, it can use it for any purpose.

5. On maturity the seller will be delivering the sold goods in kind. For this purpose the corporation will certainly
buy on the open market and deliver to the certificate holder. However, it should be nataththistpossible
only for fungible goods amithli. These are standardised into identical units. For instance, wheat, rice, barley
and other grains are of this type. Qil, iron and copper arerdilth. Similarly, electricity measured in kilowatt
could be consideredraithly. Seats on a aeroplane flight can alsoriihli“.

Later, the corporation floats thesslamcertificates and it will receive immediately the face value of each certifi-
cate in cash according to the majority of Muslim jurists or three or more days later according to the Malikis and
certain contemporary Muslim juriStsThe parties can use this flexibility of paying immediately or some time later.
However, a viablsalambased bonds market will not be possible if the issued bonds cannot be liquidated easily.

Liquidity is one of the most important aspects of short-term investment, second only to profitability. A money
market instrument that is not negotiable will not be very useful. Thus, an investor wilsalaynaertificate if he
expects prices of the underlying commodity to be higher on the maturity date. But if his expectations change befor
that date, he can offload his investment and dispose of his certificate. Furthermore, when an investor knows that
is possible to resell trealamcertificate before maturity in an organised market, more and more people will invest
in this instrument and subscribe to this venture.

However, there is a difference of opinion among Muslim jurists regarding the legality of selling the purchased good:
in asalamcontract prior to taking delivery. Thus, the majdrityaintains that it is illegal to resell the subject matter

in salambefore taking possession, relying on tiaglith of the Prophet (PBUH) “whoever makeslamshall not
exchange it before taking possessibiThey argue that in thisadithit is clear that the buyer should not exchange

the subject matter afalamwith the seller or with another person. However, this is a madkh as pointed out

by Ibn Haja® Therefore, it could be not the basis for any ruling.

Ibn Taymiyyah and his disciple Ibn al-Qayyim maintained that there is no legal problem in exchanging the subjec
matter ofsalambefore taking possession. However, if it is sold to the seller himself it should be at the same price
or a lower price but not a higher price as the case may be. However, if it is sold to a third party it could be at th
same price, a higher price or a lower price. Moreover, Ibn Abbas and Imam Ahmad in one of his opinions have th
same opinion on the issue. This is also the Maliki stand. However, they maintained that it is illegaldalagsell
before taking possession, if it is foodstuff.
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The contemporary position of Muslim scholars is also divergent. Thus, Nazih Hammad for instance, maintains the
itis legal to reselbalambefore taking possession as it is maintained by Ibn Taymiyyah and Ibn al-Qayyim because
there is no text from the Qur’an or sunnigna‘ or giyasto prohibit this. On the contrary the texts as well as the
giyasconvey its legality® This stand has also been backed by other scholars such al-Qataddghihaili'?,

Jasim Ali Salimi®* Hashim Kamalt, Sami Hammo# and Majd al-Din Azzam® On the other hand, Siddiq al-

Darir, Ajil Jasim al-Nashmi and others have maintained that it is illegal to resell anything before taking possession
of it.

However, it seems that it is logical to take into consideration the opinion of those who uphold the legality of reselling
salambefore taking possession since there is no genuine text to prohibit that and as a result thealdea of
based bonds will materialize.

Murabahahis basically the sale of goods at a price covering the purchase price plus a margin of profit agreec
upon by both parties concernigd

The possibility of having legally acceptabnieirabahahbased bonds is only possible in the primary market. How-
ever, the negotiability of these bonds or their trading at the secondary market would be illegal due to the fact the
they constitute debt and it is illegalshari‘ah to trade debt for debt on a deferred basis if it will resulida.
However, their use in the primary market alone has its own benefits.

Suppose the required commoditynmirabahahs too expensive for an individual or a banking institution to buy
alone e.g. 50 million dollars for an oil refinery. This requires the participation of many financiers. The financing of
the project could be mobilized on an understanding with the would-be ultimate owner that the final price of the
refinery would be 70 million dollars to be repaid by installments over five years. The various financiers may share
the 20 million dollarsnurabahalprofit in proportion to their financial contribution to the operatfon.

Despite the fact that treurabahahinstruments are debt instruments, and given the fact that debt cannot be sold
to another debt, it is permissible to sell these instruments if mixed with other assets such as commodities, servic
and cash provided that real assets and services overwhelm debt and cash. In other waoudsh&nahbonds

could be negotiable if they are the smaller part of a package or a portfolio, the larger part of which is constituted c
negotiable instruments such msidarabahbonds,musharakarbonds orljarah bonds°

It is perhaps on such a basis that it has been proposed by Sami Hamoud for instance, at the Second al-Baral
forum, that a company specializingrimurabahahinvestment should be set up as a part of al-Barakah Islamic
Bank in Bahrain and its instruments would be tradable on the grounds that although these instruments are def
based they are just a small part of the total assets of the company. In fact, the idea has been developed and
company has been set up after a ministerial decree, to specialize in such?trading.

In Malaysia, the Islamic benchmark bonds were issued in 1990 and it is believed to be baseduoabthieah
concept. They are one of the most popular forms of Islamic financing methods used in Malaysia today and they al
used as a substitute for the zero-coupon Bérdherefore, it is necessary to look at these bonds in order to
examine their conformity tehari‘ah principles.

The benchmark bond is a non-coupon-paying bond issued on a zero coupon basis to eliminate the coupon effect
yield. Zero coupon bonds are bonds sold at discount.

The Islamic benchmark bonds are issued on the assets backedrayabahahconcept. This concept requires

Khazanah to buy a pool of assets and investments at the behest of Private Debt Securities (PDS) investors for
agreed up-front lump sum cash payment comprising a cost and profit element. Then Khazanah agrees with tt
Private Debt Securities investors to purchase this pool of assets and investment from the investors at an agre
purchase price at the end of the agreed duration e.g. three years. Pending the resale of the pool of assets |
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investments to Khazanah, PDS investors appoint Khazanah as trustee and manager of the pool of assets ¢
investments. Until the resale of the pool of assets and investments any income arising from this pool is accrued:
Khazanah as trustee and management fees. As documentary evidence of the arrangement entered into betw
Khazanah and PDS investors, Khazanah will issue to PDS investors the Islamic benchmark bonds. PDS investc
may hold the benchmark bonds to maturity or sell them at the secondary market. In order to avoid reinvestment ris
from the perspective of PDS investors, and interference with the benchmark yield curve, Khazanah is not given tt
right to early redemption of the benchmark bonds. In this respect, should PDS investors want early exit from th
benchmark bonds, they can do so by disposing of these bonds in the opeff market

However, some objections have been raised against the Islamic benchmark bonds bagetamtbecause
of the structure afmurabahahtself and the possibility that such a transaction will resuiaiyt al inahandbay*
al-dayn bi al-dayrraded at discounthich are generally considered as prohibited transactions by Muslim jurists.

However, Abdul Rashid Hussein for instance, while defending the viabilityicdbahatbonds says: “Questions

have been voiced as to wihyurabahahhas been chosen as the operative concept for the Islamic benchmark
bonds issuance as compared to other Islamic operative concepts sjachhafleasing)mudarabah(profit
sharing)musharakal{joint venture) andjard hassar{benevolent loan}? Abdul Rashid Hussein maintains that
murabahahprovides a sufficiently flexible structure to create, in essence, a choice of action owed by Khazanah
to PDS investors without necessitating payment of coupon.

He further argues that if the financing is structured undetj#rah concept as it is commonly understood,
Khazanah being the lessee to the pool of assets and investments has to pay periodic lease rental which is |
appropriate to the non-coupon structure. In the caseudfirabah concept, Khazanah and PDS investors are
deemed to have entered into a venture to invest in assets and projects and as a result PDS investors have to |
any financial losses arising from such ventures. This is unacceptable to PDS investors from a risk return perspe
tive.

Moreover, according to Abdul Rashid Hussein if the financing is structured underutarakah concept,
Khazanah is required to contribute part of the initial outlay to the joint venture with PDS investors to invest in the
assets and projects that are inappropriate under the circumstances. Moreovenushatakah, PDS investors,

being co-partners to the joint venture, have the right to participate in the management of the assets and proje
which is inappropriate under the circumstances.

Finally, if the concept ofjard al- hasarwere to be used, Abdul Rashid Hussein argues Khazanah would be
deemed to have received the bond subscription proceeds from PDS investors as a benevolent loan. Therefo
Khazanah being the borrower, is only obliged to return to PDS investors the entire principle amount of the benevc
lent loan borrowed and is not obliged to return a guaranteed return either as a gift (hibah) or as a kind of appreci
tion to the PDS investots

To illustrate the basic feature of the Khazanah Islamic bonds, suppose that through the bidding process, a RM10
bond at par value is sold at RM 800 per unit. For one million unit issues, the market value of the securitized asset
therefore RM 800 million while the buy back price is 1billion. The return to investors is 200 rffillitnus, given

the above fact about the involvement on this transactidmayfal-i nah, Abdul Rashid Hussein’s argument in
favour of the above kind of bonds could not be justified fronsha ‘ah point of view.

ljarah Bonds

ljarah is a contract according to which a party purchases and leases out equipment required by the client for
rental fee. The duration of the rental and the fee are agreed in advance and ownership of the asset remains w
the lessor. Hence, the relationship between the parties differs from that of a debtor-creditor relationship since it |
based on buyer-seller of an asset.
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ljarah bonds, on the other hand are securities of equal denomination of each issue, representing physical durak
assets that are tied to garah contract as defined bghari‘ah 7.

The basic feature dfarah bonds is that they represent leased assets, i.e. without relating the bonds holders to any
common organisation, company or institution. For instance, an aircraft leased to an airline can be represented

bonds and owned by a thousand different bondholders, each of them, individually and independently, presenting h
bond (s) to the airline company and collecting the periodic rent without having to have any relation with other
bondholders. In other words, tharah bondholders are not owners of a share in a company that owns the leased

airline, but simply a sharing owner, who only owns one thousandth or more of the plane itself.

In a second example let us assume that a group of investors bought an office building and divided up the ownersh
rights into many certificates of equal face value. The group may rent out the whole building for the next ten years
then sell these certificates to the public. A buyer of a such certificate is acquiring a share in the ownership of th
office building, and an equal share in the net income from it for the term of the lease. Such certificates could b
easily traded in the market. Moreover, their generation of steady rental income renders them even less risky the
common stocks. This is because in common stocks both annual net income and capital gains or losses are varial
whereas in rent sharing certificates part of the future income stream is the contractually fixed rental payments.

There may be multiple forms §&rah bonds depending on the nature of the asset and the method and procedure
of issuance of the bonds. Thus, besides the simple forijerai bonds mentioned above, more sophisticated
forms ofljarah bonds can be considered by including financial intermediaries. Let us suppose that the Ministry of
Defence needs a training field to be used for one of its training programs. A suitable piece of land in a suitabl
location is needed. The Ministry of Defence resorts to an Islamic bank to prepare an Igmaé donds that

allow the Ministry to acquire the needed plot. The Islamic bank buys the plot for 10 million dinars and rents it to the
Ministry of Defence for 900,000 dinars a year. At the same time, the bank issuefjar@l9bonds, each bond
representing 1000of the plot and entitling its owner to 900 dinars per year as rentljara@ contract has a

period of ten years after which the contract will be renewed perpetually for term of ten years. The Islamic bank
has an issuance commission of, say, 5% as premium above the purchase price of the land i.e., the bank sells
bonds at 10500 dinars each. In this fornijarfah bonds, the bondholders own the land that is rented and they are
entitled to the rent at the above-mentioned rate. The issuer of the bonds is the financial intermediary, not th
division of Real Estate Recording, nor the beneficiary of the lease.

In a somewhat different example, let us suppose that in the above mentioned case, the Ministry decides to unde
take the task of issuing the bonds on its own, without resorting to a financial intermediary, and it does not having th
money to buy the land it transfers its ownership to the bondholders. The Ministry of Defence begins with issuing
ljarah bonds for the specific purpose of acquiring the land, whose purchase price is 10dimifiianThe bonds,

now, contain a new clause permitting that the Ministry the will collect the fund from the buyers of the bonds and will
purchase the lot on their behalf, wakalahbasis. In this case, the issuer of the bonds becomes the beneficiary of
theljarah contract, e.g. the user of the asset. Each bondholder has the same right to ownership and to a share
the total rent, which equals one thousandth each (assuming there are 1000 bonds). There will be no premium ps
to a financial intermediary, although the Ministry of Defence may take some contractual compensation for its work
on behalf of the savers/ purchasers of bofids.

Thus, from the above it is clear that the contrat¢jpodh seems to be the most flexible of all nominated contracts
in Islamic law and many forms gjarah bonds, whether short term or long term, could be issued frfm it.

Characteristics of ljarah Bonds

The characteristics dfarah bonds stem from its nature and from the contractual relationship defined in the
ljarah contract governing it. These can summarised as follows;
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1. ljarahbonds are securities representing the ownership of well defined existing and well known assets, that ar
tied up to a lease contract. This meansljheah bonds can be traded in the market at a price determined by
market forces. This includéster alia, the general market conditions in the economy and in the financial
market, the opportunity cost (current and expected return on new financing), prices of real investment asse
and economic trends in the specific market related to securitidfagatiu bonds, etc. Th§arah bonds are
also subject to risks related to the ability and desirability of the lessee to pay the rental instalments. Moreove
these are also subject to real market risks arising from potential changes in asset pricing and in maintenan
and assurance costs.

2. Furthermore, the expected net return on some forijagrah bonds may not be completely fixed and deter-
mined in advance, since there might be some maintenance and insurance expenses that are not perfec
determined in advance. Consequently, in such cases, the amount of rent given in the contractual relationsh
represented by the bond, represents a maximum return subject to deduction of this kind of maintenance ar
insurance expenditure.

3. ljarah bonds are completely negotiable and can be traded in the secondary markets. Subject to market conc
tions, these bonds will offer a high degree of liquidity and therefore, have both the characteristics and neces
sary conditions for functioning as successful securities.

4. ljarah bonds will offer a high degree of flexibility from the point of view of their issuance management and
marketability. The central government, municipalit@sgafor any other asset users, private or public can
issue the bonds. Additionally, they can be issued by financial intermediaries or directly by users of the lease
asset¥. It should be noted th§iarah bondholders as owners bear full responsibility for what happens to
their property. They are also required to maintain it in such a manner that the lessee may derive as muc
usufruct from it as possibfé.

Istisna‘ Bonds

Istisna‘is a contract to sell a manufacturable thing with an undertaking by the seller to present it manufacturec
from his own material, according to specified description and at a determinéé.price

The suitability ofistisna‘for financial intermediation is based on the permissibility for the contraditrsna’to
enter into a paralléstisna’ contract with a subcontractor. Thus, a financial institution may undertake the construc-
tion of a facility for a deferred price, and sub contract the actual construction to a specialised firm.

Suppose, a public authority or a private company financing a project may first define the specifications of the
investment project it wants to establish, and the number of years it requires to repay the price. Bids are invited ©
that basis from investors/ contractors who would undertake to construct the required facilities and sell them to th
public authority or the private company for a price to be paid in instalments.

When the facilities are built and tigtisna‘ contract is consummated, the full ownership of the facility is immedi-
ately transferred to the public authority or the private company against the deferred sale price that would normall
cover not only the construction costs but also profits. These profits could legitimately intduddia, the cost of

tying funds for the duration of the repayment period.

The deferred price that the public authority or the private company will pay may be in the form interest-free DPCs
(deferred price certificates of indebtedness) with the total face value exactly equal to the total deferred price
These certificates have different maturity dates to match the instalment plan that has been agreed upon betwe
the two parties. DPCs represent a public authorities or a private company’stdgbahJrohibition ofriba

(interest) precludes the sale of these debt certificates to a third party at any price other than their face valu
Clearly such certificates which may be cashed only on maturity cannot have a secondary market. For the holde



International Journal of Islamic Financial Services Vol. 3 No.1

of such certificates this non-liquidity is a disadvantage that would have been taken into account in the deferred sa
price they agreed upon.

However, the illiquidity of these certificates may be an advantage whenever it is deemed desirable to reduc
liquidity in the economy. Nonetheless, a limited possibility of liquidation is possible. Although a slednti iah may

not be exchanged at a price different from its face value, it may be transferred at face value to a third party
Suppose in our case that “B” is a holder of a DPC of Hififtamsdue after a year. No one is likely to be
interested in giving “B” 500dirhamsin cash now for the certificate, e.g. no one is likely to extent an interest-free
loan of 5000dirhamsto “B”. But merchants may be willing to sell “B” 50@firhamsworth of merchandise
against this certificate. Thus, although “B” cannot sell the certificate for cash, he can legitimately buy against it
goods or services, whose price is equal to the face value of the certificate.

Likewise, an Islamic bank holding such certificates may acquire against them property or merchandise for ¢
deferred price. Once acquired, such property or merchandise may be disposed of in any manner.

Needless to say, the deferred price of goods acquired against such certificates would be higher than the spot pr
of the same goods. This price differential is clearly tolerateshhyi‘ah as a legitimate facet of trading activities.

The certificate holder acquiring the goods now at higher than the spot price is in fact relinquishing to the seller o
the goods some, (all, or even more) of the price differential which the certificate holder obtained from the public
authority above the construction cost of the project he financed. This would mean that the market forces can ple
a role in encouraging or curtailing the exchange of these certificates foPgoods

The process of transferring the certificate from one holder to another is badsadalacontract in Islamic law,

which generally requires the consent of the debtor who is in our case the public authority or the private compan
which issued the certificates. The public authority may issue fully transferable certificates or, to go to the othel
extreme, and issue non- transferable certifiéates

Muqaradah or Mudarabah Bonds

The termmugaradahhas been taken from the teqirad, which is synonymous withmudarabah which is
commonly used by the Hanafi and Hanbali schools of Islamic law while the Malikis and Shafisadse

Mudarabahor mugaradahmeans an agreement between two parties according to which one of the two parties
provides the capital for the other to work with on the condition that the profit is to be shared between them
according to an agreed ratio. In light of the above definitimmgaradahis regarded as an Islamic way of
financing completely different from thréba mode of financing which is based on a predetermined rate of inter-
esf®. Itis the norm in Islamic financial theory of contract that whatever is permissible for an individual contacting
party is also for a group of people not necessarily identified by their number or specified by their persBnalities.

Mugaradahbonds on the other hand are based on the conclusion of a hawdatabahcontract with the capital
provided by one party and labour by the other, while the shares of profit are determined beforehand by a definit
proportion of the tot&.

It should be noted thatudarabahbond bears close resemblance to revenue bond financing in the conventional
systent® Revenue bonds are generally backed only by revenue generated by the project funded by the bond isst
For example a city wants to build a new airport, believing that the new facility will attract industry to the area. The
local government issues revenue bonds to finance the construction of the airport. The money for the periodi
dividend payment and eventual retirement of the bonds come from airplane lending fees, ticket counter and cor
cession rental, hanger rentals airline fuel surtaxes, and other revenue associated with the facility.
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In other words, only revenue generated by the airport can be used to service the airport revenue bonds. If tf
airport generates enough revenue to pay off the bonds, then bondholders receive their interest and principal in ft
and on time. However, if the airport does not generate enough revenue, bondholders either receive their intere
and principal later or nothing at all. They have no recourse to the local government’s general treasury fund. Th
bondholders are solely dependent on the revenue generated by the project being“inanced.

Similarly, themugaradatbonds give its owner the right to receive his capital at the time the bonds are surrendered,
and an annual proportion of the realised profits as mentioned in the issuance publibatinngaradahbonds

can play a vital role in the process of development financing, because it is related to the profitability of the projects
Financing througmugaradahis more efficient in terms of the allocation of resources compared with financing
based on the interest rate, which does not reflect the profitability of projects.

Features of Mugaradah Bonds

1. Mugaradahbond is a tool for investment to raise funds, which is based on dividiimgradahcapital by
issuing equal value units, which are registered under the bondholder’'s name (recorded bonds), which reflec
the common asset imugaradahcapitat®. In other wordsmnugaradahbonds mean the documents of defi-
nite value issued in the name of their owner against funds they pay to the owner of the project in question
Bonds owners acquire a definite proportion of the project profit, which is being set out in the bond issuance
publication (the prospectusylugaradahbonds neither yield interest nor entitle owners to make claims for
any definite annual interést This shows thamnugaradahbonds are like shares with regard to varying
returns, which are accrued according to the profits made by the ffroject

2. Mugaradahbonds must represent a common ownership and entitle their holder to shares in a specific projec
for which the bonds have been issued to fund. A bondholder is entitled to all rights, which have been deter
mined byshari‘ah upon his ownership of thmugaradahbond in matters of sale, gift, mortgage, succession
and the like. The contract mugaradahbonds is based on the official notice of bonds sale. Subscription in
these bonds is considered as an offer from the investors and approval of the issuer is then regarded
acceptance of the contract. Official notice of sale must contain all the conditions which are required by
shari‘ah in amudarabahcontract and the distribution of profit should also be in conformity slitri‘ah
rules.

3. On the expiry of the specified time period of the subscription, the bondholder is given the right to transfer the
ownership by sale or trade in the securities market at his discretion.

Sale and Disposal of Mugaradah Bonds

0 When the subscription period in thrigaradalcapital is over and the operation of the specific project is still
in the form of cash, the trading of bonds should be based on the exchange of money for money and mu:
satisfy the rules ofarf or currency exchange.

o If such capital is still in the form of debt, it must be based on the principle of Islamic debt trading or exchange
of debt for debt.

o If such capital is in the form of cash, debt and asset, trade must be based on the market price evolved &
mutual consent on the condition that the major part is composed of asset and usufruct. However, if the majc
part is debt or money then the rules of trading of debt and money must be olfserved.

Distribution of Profits

The distribution of profits must follow the rules stated below:
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1. Themudaribor the person who has received the fund is charged with the duty of runnig the affairs of the
specific project or business. Therefore, profit realised from investment mubjaradahbonds will be
distributed between thmudariband the investors according to the agreement.

2. Itis not permissible to guarantee him a fixed lump sum amount of profits. The issuer has the right to purchas
bonds offered for sale by others according to the price declared by the issuer from time to time.

3. Themudaribis considered as the depository of the common fund and the project asset is entrusted to him
Therefore, he should not be held responsible unless due to a legal cause of liability such as being negligent
having committed dishonesty leading to losses.

4. The prospectus should not mention, whether explicitly or implicitly, thantigaribshould guarantee the
capital or a fixed profit. If such a condition is included, it would be considered invalid amditiaeibwould
be given the wage of otherudaribcomparable to hint®

Guarantee of Mugaradah Bonds

Itis permissible for a third party totally different in his person and financial liability, the government for instance, to
promise to compensate for any losses sustained in a specific project. However, this guarantee should be concluc
in a separate contract and not as a part of the main contractgafradahbonds between the issuer and the
investors. Moreover, the validity and execution ofthegaradahbonds contract is not linked to this guarantee.
However, it is not permissible for the issuer to guarantee the capitahafittz@abah

This is the stand endorsed by the Jordanian Ministry of Endowment, the first entity tmisgradahbonds.

The Jordanian government guarantees the full settlement of the nominal value of the bonds on maturity. Howeve
it should be noted that in the case of the Jordaniaaradatbonds, the government considers the amount paid

as a loan on the liability of the Awgaf Ministry that should be repaid as it is stated MuljaradahAct” section

12. This section of the Act, among other issues, has been the point of criticism among the participants in th
Islamic Figh Academy discussion prugaradatand it has been agreed, as it is reflected in the resolution, that the
guarantee should be in the formtalbarru or voluntary commitment and not as a loan. Otherwise, it will trans-
form the whole issue into a loan with interést.

On the other hand, it is permissible for thadariband the investors to agree to put aside a specific amount or
certain profit as reserves to provide protection or to meet any losses arising during the implementation of th
project?

Moreover, the law under which tmeugaradahbonds are issued by the Jordanian Ministry of Endowment has
been criticized for the fact that is does not sanction any right to bond holders with regard to the project ownershig
Rather it holds in trust the amount they have paid which will be returned to them at their value at the time of
redemption. Furthermore, bonds holders get their share of any realised profits. However, they are not bound «
they should have been according to their status as fund providetgjaradahcontract, to any commitment in

the absence of profits, which means that they do not incur losses. In other word, they are entitled to their princip:
(what they have paid) in full under all circumstances.

This undoubtedly is in conflict with th@mudarabahcontract which necessitates that the fund provider should
share profits when realised and should bear losses when incurred whatever the amount is. The essence of
matter is thamudarabahcontract does not permit the burdening of tfwedarib with any responsibility to
guarantee full repayment of the principal to fund provider whatever happen to the project.

In his comment to these criticisms, Abdul Rahman Yousri Ahmed argues that Islamic scholars consider guarar
teeing repayment of the nominal value of bonds as a violatisimaof ah rules for it involves a clear violation to



International Journal of Islamic Financial Services Vol. 3 No.1

themudarabahcontract in which the principal cannot be guaranteed along with the right to share in the realised
profits. Yet, Abdul Rahman Yousri argues that we cannot ignoréathe issued in Jordan allowing such a
guarantee and that Islamic economists have to analyse the implication of these divergent views.

In addition, Yousri Ahmed argues that guaranteeing repayment of the principal value of the bond along with the
payment of profits entails disregarding the principle dftadraj bi al-damar{no gain without risk bearing) but he

said we should also take into consideration that the present-day Islamic societies lack Islamic economic product
They are dominated by the banks that openly deal in interest-based transactions and with stock markets that
replete with interest carrying bonds. In fact, any contemporary Islamic economic activity or any attempt to advo-
cate such activity is strongly opposed from both inside and outside Islamic societies. Therefore, Yousri argues thi
when the government of an Islamic country under such circumstances offers guarantees to any Islamic securi
issued by one of its official bodies, this can only lead to greater acceptance of the “new instrument” by the masse
Let us therefore, Yousri Ahmed says, look at the Jordanian government’s position as a positive one which, despil
all differences, is bound to encourage people to buy an Islamic security probably for the first time ever and mak

them have a positive stand towards abstaining from dealing with interest operating banks and financing institution:
48

However, it seems that there are no grounds to support the opinion on which Yousri Ahmed relied in his argumer
especially after the Islamic Figh Academy’s discussiomuuarabahbonds where some of the prominent
advocates of the Jordanian formulamifidarabahbonds such as Sami Hamoud were present. They have
accepted the resolution that the government could guarantee the repayment of the nominal vahuelafabah

bonds only as a kind ¢dbarru‘ or voluntary commitment and not as a loan which the MinistAnafafshould

repay.

On the other hand, Yousri Ahmed continues his argument by maintaining that although the isauigaratiah

bonds with this incentive may deviate from some Isleshiri‘ah rules, it would be of great educative value in
encouraging people to free themselves from the clutches of usury transactions and associate themselves w
halal ones. Moreover, Yousri Ahmed added, it is true that guaranteeing repayment of the principal value of the
bond along with the payment of profit bonds has not actually succeeded in attracting the passage of Muslin
investors from the former to the latter sphere. The same, however, can be said of some other controversi
techniques carried out by Islamic banks sucmagsbahahsale. In brief, Yousri argues that a long-term view
may tolerate certain secondary deviations for the sake of achieving high priorit§°goals.

Yet, it should be noted that although Yousri Ahmad suggestion that such controversial instruments could have gre
educative value is true to some extent, this cannot be grounds to justify what is illegal. However, his equatior
between guaranteeing repayment of the principal valoeugbradatbond along with the payment of profits, as

itis in the initialmugaradatbhond withmurabahalsale as controversial instruments is unacceptishleabahah

sale is a genuine contract recognized not only by contemporary scholars but also by classical scholars. Yet, ti
implementation of this contract has been sometimes abused by certain Islamic financial institutions but this doe
not make the contract itself controversial but rather the practiceidbahah

To defend his argument, Yousri Ahmed argues that the general public in our contemporary Islamic society hav
become accustomed to dealing with interest. Not only that, but even some of those speaking on behalf of Islam
shari‘ah or issuingfatwa have gone so far as to authorise such interest. The fact is that we are faced with great
difficulty in that there is no incentive for change among great numbers of Muslims today, a difficulty which may be

attributed to the gap which exists between the mainstream of Islamic thought and Islamic economics. At any rate
the Jordanian government according to Yousri has provided a potent incentive to effect a behavioural chang
through the guarantee it offers for the acquisition of Islamic security. From this general outpost which offers a
view of the overall public interest of promoting Islamic economics rather than a partial view of maintaining the

details and the terms of the contract, we find that the benefit of maintaining the guarantee offered by the Jordanie
government exceeds that of ruling it 8ut.
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His last argument does not seems not to address the core of the problem, namely the legal issues raised by th
who objected to the initial Jordaniamugaradatbond, but instead deals with the social and economic dimension

of the problem which may not be the result of the claim that people are accustaihadtd rather due to the

lack of political will in most of the cases.

Besides the Jordanian experiment there are several other certificates or bonds which have been issued by so
Muslim companies undenugaradator mudarabatcontract. Thus, in Pakistan for instance it is reported that 37
mudarabahcompanies have floated their respectmadarabahcertificates of different types and varying
maturities?*.

However, in the case of the Participation Term Certificates of Pakistan due to their similarities to bonds transacte
in the Western markets, doubts have arisen as tosthaii'ah permissibility. Once again the issue of guarantee

for the certificate’s nominal value gives rise to objections on the same grounds mentioned in the previous sectio
on the Jordaniamugaradahbonds. However, the provisions for the guarantee in the Participation Term Certifi-
cates differ from those applicable in the case of the Jordamigiaradahbonds in that they constitute a legal

right of foreclosure on the fixed assets. In the casewatarabahcontract, it is not easy to defend such a
guarantee for it involves treating the certificate holders as if they were “creditors” to the project whereas they
should normally be assumed as the owners of the project and therefore liable to incur any business risks. It may
argued that this arrangement was meant just to provide a guarantee for the certificate holders in case the proje
manager using their fund fails to observe the terms ohtidarabalcontract. However, this is not clearly stated

in the available prospectuses of such certificates. Therefore, renders the issue of guarantee questionable .

Another objection is raised regarding the preference given to participation certificate holders over shareholder
involved in the same project in the case of both profits and losses. What makes them deserve such preference’
is commonly known that in the case of conventional bonds, bonds holders are considered as “creditors” entitled t
periodic returns irrespective of whether profits are realised from the project or not. Also holders of bonds have th
right to claim the value of their bonds even in the case of loss or liquidation. Yeshahiaih justification can be

given for granting holders of Participation Term Certificates the right to profits before the shareholders, or the righ
to be first to avoid losses? Does the nature ofrthgaradahcontract justify granting preference to a temporary
contributor (the Participation Term Certificates holder) over a permanent contributor (the ordinary sharéholder)?

It is obvious that neither thmugaradahcontract nor Islamic participation methods in general provide such a
preference. Therefore, it could be said that the Pakistani Participation Term Certificates are not a genuine Islam
method of investment and a general review should be made to put them in line with Islamic principles.

The Islamic branch of Bank Misr has also issued Islamic Transaction Certificates basedmuuadnabah
contract. These bonds are issued for a nominal value of 1000 Egyptian pounds and multiples thereof. The bond
nominal and issued for a term of five years renewable. The prospectus for these bonds states that they are to
invested in Islamic projects and that the bank is mandated to act on behalf of their holders in determining th
appropriate method of investment, on the basis of unlimiediarabalrules. The prospectus also provides for a
monthly return payable in the same currency in which the bonds have been issued at a rate fixed by the bank unc
the item of profit and loss with the proceeds being payable biannually after computation of the operations result
as they may appear in the financial statements of the Islamic transaction branches. The certificate holder me
recover its value six months after the date of its issue and may also be granted an interest-§ae lbasan

) from the bank for the certificates as collateral.

It is obvious that theses branches are just part of Bamk Masir whidbaskased institution. Therefore, they are

open to doubt and suspicion regarding their Islamic financial transactions. Some hold the view that these branch
are nothing more than fictitious windows opened for the sake of attracting the savings of Muslims not wishing to
deal with interest, and then using these savings, along with other sources that may be accumulated by the bank
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conventional operations. The advocates of this view vindicate it through theoretical proofs based on the nature ¢
their banking activities and their methods of mobilising resources and utilising them in addition to the fact that the
conventional bank in their use of the overall resources cannot separate the amount raised through Islamic mod
and those raised through conventional mgdes

Moreover, it is argued that one of the objectives of an Islamic financial institution is to replace the existing conven:-
tional system with a just and equitable system and this objective might not be possible if the two systems ar
mixed. In addition, if we are really committed to the Islamic alternative, why not open a fully independent Islamic
bank which would be, without any doubt, much more suitable to attract more savings in a country with a Muslim
majority and an established Islamic reputation like Egypt. Finally, such windows may be acceptable to the Muslirr
public as an Islamic alternative if there is a discriminatory law that prohibits the establishment of a full Islamic bank
and therefore, such windows could be accepted as the only possible alternative so far. However, it seems th
there is no such law because of the already existing fully Islamic banks in Egypt.

However, Abdul Rahman Yousri, for instance, tries to defend the idea of Islamic windows or Islamic branches in
Bank Misr in particular arguing that those who are sceptical about the activity of the Islamic branches of conven:
tional banks have failed to provide a single item of evidence in substantiation of their claims. Regarding the banl
Misr branch for Islamic transactions, we have no reason to be sceptical or accusative about the nature of i
activities, especially as the management of the parent bank has never failed to reiterate that the activities of tl
Islamic branches and their accounts are held independently and under the costraliédlasupervisory board.

In addition, BankMisr in particular has an excellent record and long standing experience in the field of direct
investment in Egypt. Therefore, raising doubts about its commitment to Islamic banking methods in the branch se
up for that purpose amounts to challenging the seriousness of a bank that is so dedicated to safeguarding
banking reputation. It may even imply challenging the ability of the Egyptian central bank to keep an eye on
banking activities as such, a matter that would be denied even by those who question the seriousness of the Islar
transactions branches”.

Moreover, Youstri argues that any conventional bank in setting up an Islamic transaction branch provides tangibl
proof of the success achieved by the Islamic movement in penetrating the dominant traditional banking systen
This matter ought to be encouraged rather than subjected to attack and scepticism. Hence, the Islamic certificat
Issued by the Bank Misr branch of Islamic transactions should not be attacked on the basis that they are issued
a conventional bank.

Another institution, which has launched Islamic certificates, baseduolarabahcontract is the Islamic Devel-
opment Bank through its Unit Investment Fund. It was launched in December 1989. It marked the beginning of th
implementation of a major bank policy. This policy was designed to generate additional resources for the bank o
a basis compatible witshari‘ah. The fund is to be managed by the IDB in accordance with the Islamic concept
of mudarabahwith the IDB undertaking the role of mudarib. The fund will be invested in a range of viable
ventures in IDB member countries. All investments of the fund are being made in lease and instalment sal
financing with the bulk of the investments concentrated in lease financing. The IDB unit investment fund is
expected to facilitate the bank’s efforts to mobilise resources by purchasing some of its medium and long-tern
investment, thus providing the bank with resources to invest in other vetitures.

The bank keeps a special ledger for the certificates issued. The ownership of the certificate may be transferre
after recording the new holder’s name in the said ledger and in accordance with the forms approved by the bar
and signed by both the seller and the buyer. The statute also states that dealing in subscription certificates shall
confined to Islamic banks and financial institutions and that the bank shall work for listing subsequent issues in th
stock markets of those countries whose regulations allow their listing and hence their value could be determined t
supply and demand in the market. However, until such a listing is complete, the bank shall declares its readiness
buy back any certificates offered to it, and to sell those in its possession against a basic price equivalent to the r
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nominal value of the certificate. Once the portfolio becomes operative, the IDB will announce the buying and
selling prices of the issued certificates in the light of the financial position of the portfolio, bearing in mind also the
supply and demand conditions prevalent in the market. With regard to the net returns of the portfolio the statut
stipulates that they are to be distributed annually as follows: 5% for the IDBiadaaih 5% to be retained for

the enhancement of the portfolio’s financial position and 90% to the certificate Ralders

Mugaradah Bonds: An lllustration

The elements discussed above could be further understood by the following example. SuppudariheABC

limited, receives a contract worth RM100 million to build an university campus near Kuala Lumpur. The cost of
the project is RM60 million, which the company intends to raise usingaradahbonds. If themugaradah

bonds are issued at RM 1.00 each, then 60 millions units will be issued to the investors. The project profit i
expected to be RM40 million and theudaribintends to take half or 50 per cent which is equivalent to RM20
million. So the profit sharing ratio is 50:50. If the project runs as planned and is handed over to the buyer on time
the value ofab al-malcapital should increase to RM80 million causing the unit value of each bond to increase to
1.33, per unit. Upon selling these bonds torthedaribat 1.33, theab al-mal should make a 33-cent profit.
However, if the project does not go well as expected and only commands a salvage value of say, RM30 million
then the value of themugaradahbond will drop to 50 per cent per unit (RM30, 000,000/60,000,000) where the
rab al-mal will realise a loss of 50 per cent for every ringgit invested. It is apparent in the above that the
mugaradahbonds do not need any form of sercuritisation sincenigaradahbond is a genuine asset. The sale

of mugaradalbonds is also free from any discounting mechanism as the need for discounting no longer exists a
the value of the bond will now depend on the company’s performance rather than the movement in interest rate
Thus, when investors wish to dispose ofrti@jaradahbonds before maturity they will do so on the basis of the
project performance, which implies that it can be sold below or above its face value. For example, if an investo
feels that the project may take longer than required, it may want to sell the bond for less than RM 1.00. Similarly
if the other investors feel that this project is able to provide returns above the market average they may want t
purchase thenugaradahbonds for more than par vattie

Musharakah Bonds

Musharakahbonds based on thausharakahcontract are relatively similar tmugaradahbonds.The only

major difference is that the intermediary-party will be a partner of the group of subscribers represented by a bod
of musharakalibondholders in a way similar to a joint stock company whiheidarabalthe capital is only from

one party. It should be noted that almost all the criteria applietlttarabahbonds are also applicable to the
circulation of musharakatbonds.®’

Severalmusharakahbased bonds have been issued by Sudan and Iran. In Iran for instarstgrakah
certificates were devised and approved by the Money and Credit Council and used to finance the Tehran Munic
pality. In 1994 the Tehraan Municipality embarked upon issuing thefirsharakalbonds in order to finance the
Navab Development Project in south-west Tehran. The project consists of a thoroughfare-construction schem
passing through the Navab district of Tehran, with a number of shopping centers to be built adjacent to the
thoroughfare. Thenusharakatbonds issued by the Municipality have a four-year time- span, with a 20% interim
annual profit rate, guaranteed by the largest commercial bank in Iran. The ex-post profits will be realized and pai
to bonds holders upon complition of the four years project, and it is expected that the ex-post profit rate will excee
the 20% being currently paid to the bond holders on an interim basis. These bonds are transferable through t
Tehran Stock Exchange.

Moreover, in 1998, a law was passed by Parliament in Iran that authorized both the government and the privat
sector to issue these certificates to finance productive projects. Similarly participation papers Masbd@akah
have been floated by Iran with the objective of financing government budget deficits and as instruments of
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monetary policy. Accordingly, a specific plan was formulated which was subsequently approved by the religious
authorities. Based on this scheme, Bank Markazi (Central Bank of Iran) is to issue these certificates, which woul
address government debt to Bank Markazi. The certificate would be traded on inter bank®market.

However, it should be noted that one may have some reservations about the total or full Islamicity of these bonc
when there is no detailed information about the legal aspects of these bonds. Especially if we consider the ne
proposal to issue eurobonds structured along the lines of the national participation certificates floated by th
Tehran municipality and where Bank Markazi will offer a guaranteed minimum return in order to make it attractive
to European and Gulf investdfsin contrast, in principle no minimum return shall be guaranteed in ashals

‘ah compliantmusharakahcontract.

In Sudan alsousharakatbased certificates have been launched. One by the Ministry of Finance based on state
ownership of key profitable and large public enterprises which could be traded in the market; and the othe
launched by the Bank of Sudan (Central Bank) not to raise funds but to be used as a Treasury intervention al
open market management tool to inject or withdraw liquidity into or from the system if and when it is required.

These certificates have also been approved by the International Monetary Fund and encouraged the Fund

discuss similar measures with other Muslim countries who have “Islamized” their banking and financial systems
such as Iran and Pakist&n.

On the other hand, in Turkey spegcialisharakalibonds were issued in 1984, to finance the construction of a toll
bridge in Istanbul costing 200 million dollars. Thasharakatbonds received warm approval from the public and

are making very good profits. They are among the most actively traded securities in the Istanbul market in the la:
ten year$?

Malaysian Government Certificates

This is an experiment by Malaysia to issue Treasury Bills/ Government borstisugiah basis. Conceptually,
Government bonds are certificates showing the borrowing by the government from the country’s financial institu-
tions, etc. Effectively it is a loan taken by the government from his own citizens. The loan is usually required by the
government to finance its recurrent expenditure or development expenditure for public projects.

The Central Bank or Bank Negara Malaysia, on behalf of the government, issues the Malaysian Governmer
Certificates. They are issued under tfa&d al-hasancontract. They are of various maturities: short-term and
long-term. Each certificate carries a face value in multiples of RM 10,000 and is issued at par. It is also redeernr
able on maturity or on demand at bank Negara Malaysia at par.

Al-gard al-hassaiis a benevolent debt-financing contract which is distinct from the pure commercially deferred
contract of exchange. Undgard al-hassarhe borrower is not obliged, but has the option, to reward the lender
for his benevolent deed. The government thus has the absolute discretion whether to reward, and if so by ha
much, the holders of the certificates. It may also vary the rewards for the short-term and the long term certifi-
cates®® The return of dividend rate (if any) declared by the government will be paid to the holders of the certifi-
cates on an annual basis on every anniversary date or on the maturity date. The dividend rate is determined by
Dividend Committee which comprises representatives from the Treasury office, Bank Negara Malaysia, the
Economic Planning Unit and the Islamic bank. The factors that are normally taken into consideration in dividing
rate are the country’'s economic performance, the inflation rate and equivalent returns on the government instrt
ments ete'.

However, it should be noted that if such a reward becomes regular and is known by precedent as so, then, it w
become a kind of loan with interest, because as it is generally agreed by Muslim jurists, any profit attached to
loan is interest. Thus, tax reduction, relaxation of the relevant deadline conditions for tax payment providing
facilities in the sale of certain public goods may be considered as interest if they are a kind of compensation to tr
loan provided. Consequently, attractions for public debt must be designed carefully. Some of these may includ
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appealing to patriotism and religious piéty.

Thus, in some cases, the government may need to raise funds by asking its citizens to lend it money out of a lo
of their country and for their desire to protect and promote their nation’s religious values and principles. As Islam
encourages Muslims to make voluntary contributions in order to perform good deeds, to please Allah and to hel
one attain success in the afterlife, such bonds have a great potential for use in Muslim countries. Since tt
Qur’an calls upon Muslims to sacrifice their wealth and lives in order to support just causes, why should Muslims
not sacrifice their wealth in order to help out their government, especially if such wealth is only sought &s a loan.

Conclusion

From the above discussion, itis clear that the Islamic alternative of resource mobilization through Islamic bonds i
not only possible but also has proven to be practical through the implementation of several successful projec
using Islamic bonds or as tools of monetary management. However, what is more important is that Muslim jurist:
and economists must intensify their efforts to explore the different forms of Islamic bonds based on the acceptab
types of contract in Islamic law for that purpose suclmasharakahmugaradahandijarah. Similarly the
possibility of having negotiable certificates basedalamshould not be excluded totally and a systematic analy-

sis of the possibility of resellirgalambefore taking possession needs to be explored by Muslim jurists especially
at the Islamid=igh Academy level. Especially when the whole issue of prohibiting resale before taking possession
is based on the argument that such a sale may lagthtar or evenriba and to what extent this possibility is
present nowadays.
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