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Bay* al-Dayn, Bay‘ al-‘Inah and IPDS in
the Malaysian Islamic Capital Market

Azizi bin Che Seman

Abstrak

Tulisan ini menghuraikan isu-isu yang berkaitan dengan bay* al-‘inah
dan bay‘ al-dayn serta penggunaan kedua-duanya di dalam penerbitan
dan perdagangan sekuriti hutang persendirian Islam (IPDS) terutama
di dalam pasaran modal Islam di Malaysia. Semenjak diperkenalkan
sebagai sebahagian daripada instrumen untuk menggerakkan pasaran
modal Islam Malaysia, ia telah menimbulkan perdebatan hangat di
antara dua aliran fuqaha’, iaitu fugaha’ dari Malaysia dan fuqaha’ dari
Timur Tengah. Isu utama yang dipertikaikan adalah penggunaan
kedua-dua kontrak di atas dalam operasi pasaran modal Islam. Tulisan
ini mengasaskan perbincangannya ke atas kedua-dua kontrak tersebut
dan cuba menganalisa hubungannya dengan IPDS serta peranannya
dalam pensekuritian dan perdagangan sekuriti di negara ini.

Introduction

Malaysian economy has witnessed a tremendous growth in private debt securities
market since the past thirteen years. In 1987 new issues of private debt securities or
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PDS (excluding Cagamas Bonds) totaled up to RM295 million. This figure in-
creased significantly to RM14.367 billion in 1997 before decreasing to RM10.832
billion in 1998.! Islamic bonds market, although initiated just a few years ago,? has
also grown tremendously. This is proven by its significant increase in volume from
RM25 million in 1992 to RM2.35 billion in 1996 (an increase of 9300%).> In 1992,
it is only 1.1 percents out of total issues of private debt securities in Malaysia.
However as the figure indicates, this has expanded to about 20 percents in 1996.
Although Islamic private debt securities (IPDS) have not dominated the bonds
market yet, the figure shows that there is a positive trend and possibility towards
this.

As the economy is recovering after the turndown in 1997-1998 economic cri-
ses, there are crucial needs for more capital. When domestic capital is found inad-
equate to fuel growth, the economy has two options. First, to intensify savings using
forced savings. The other alternative is to attract foreign funds and portfolio capital.
Using private debt securities is a way of doing this. And if we consider the fact that
there are large funds from the Middle-Eastern countries looking for places to invest,
Malaysia — as a Muslim country — has a bright opportunity of being chosen. Saiful
Azhar and Sanusi asserted that the pull-factor will much depend on the nature of
Islamic bond issues while those affecting economic policy and political uncertain-
ties play a secondary role.* However, it is not as simple as that. There are some
factors that slow down the inflows of the funds. Among those factors are the exten-
sive application of bay* al- ‘inah and bay* al-dayn as the basis for the issuance of
IPDS in this country.’

Having said that, it is essential to have both bay* al-dayn and bay* al- ‘inah
contracts in IPDS reviewed and if necessary, new modes of contracts to be intro-
duced as substitutions to the existing ones. This paper will look into the issues sur-
rounding both bay* al-dayn and bay‘ al- ‘inah contracts while analyzing their roles
in the local Islamic capital market.

Problem Statement

Trading on bonds is a new type of trade, which has never been known to the Is-
lamic traditional figh. This kind of transaction is also known as ‘aqd ghayr
musamma (literally means unnominated contracts). Therefore there is no discussion
done on this kind of trading in the traditional figh. However in contemporary stud-
ies, this topic has gained the attention of some scholars, especially when some
countries started to develop their Islamic capital markets. Nevertheless, due to the
fact that this is a new kind of contract already implemented in the Malaysian Is-
lamic financial system, there is still no consensus whcaer bonds trading is permis-
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sible or otherwise, and among the advocates of bonds trading themselves, disagree-
ments exist on how to ‘Islamize’ the existing bonds trading, the contracts underly-
ing the issuance of bonds etc.

In the Malaysian case, the dispute regarding the trade of debt securities or
bonds circles around the permissibility of debt trading or bay* al-dayn and bay* al-
‘inah, which are the main contracts used in Islamic bonds trading here.® The con-
tention is between some Muslim Gulf scholars and the Islamic banks that take their
advice and the Islamic bankers of Malaysia. The Muslim Gulf scholars prohibit debt
trading, describing it as riba, whereas the Malaysians classify it as murabahah or
musharakah or bay* bithaman ajil." Badawi suggested some reasons that contribute
to this disagreement. Among them is the difference in the background of studies of
those scholars. In the Gulf, the shari‘ah authorities are scholars with distinguished
academic or judiciary careers. They however are not involved directly in the bank-
ing sector, except as the ones who receive queries from bankers and seek the an-
swers in the recognized book with occasional help from their ijtihad. In contrast, the
Malaysians are those who are directly involved in the banking and financial sector.
Thus, they start not in the text but the actual practical situation.® In addition, the dif-
ference may be attributed to the differences between the Gulf and the Malaysian
business environment. The Gulf is an exporter of capital with comparatively mod-
erate scope of investment. On the other hand, Malaysia needs vast investment.
Therefore, they have to find sources of capital to ensure a future of their community
in the business life of their country.’

Even the Gulf scholars themselves do not have a unanimous view towards
trading done in bonds. Shubayr describes that there are three views: the majority,
who opposes to any kind of trade done in bonds, regardless of its types; secondly,
the ones whose view permits the trading on this instrument, and another view pro-
posed by those who give separate rulings (hukm) according to different types of
bonds available. '

Contrast to the Malaysian style, financial instruments for project finance in the
Middle East have been largely dominated by al-murabahah and al-ijarah financing.
The al-murabahah project financing however, do not utilize bond instruments, as
doing so will mean applying bay* al- ‘inah for securitization purposes as well. The
process simply involves the usual al-murabahah technique. Al-jjarah financing on
the other hand, involves the issuance of profit certificates called sukuk al-ijarah
bearing the name al-ijarah on which the transaction is based. The securitization
process in this case is valid since the underlying asset as the real ijarah assets from
which cash flows are created from the lease payments.'!
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Another main issue pertinent to IPDS is the concept of Islamic liquidity (al-
suyulah). This is the area where bay* al-dayn comes into the picture. This concept
(Islamic liquidity) is of high importance. Hence, if respectfully submitted, this con-
cept will significantly guide the practitioners to develop the instruments accord-
ingly, i.e. to convert assets into tradable securities and a source for daily liquidity.'?

Since liquidity is one of the principle of financing, it is important for the Is-
lamic bankers and economic policy makers to understand that the currently used
conventional liquidity instrument were developed over the years to meet specific
needs in conventional financial setting. It is the challenge and responsibility of the
Islamic bankers and economic policy makers to:

a) First understand the needs for which such instruments were developed.

b) Then offer solutions and creative ideas to meet the needs of the market in
Islamic setting

¢) Then ‘manufacture’ and market competitive and/or new products (instru-
ments) which meet the market needs, test the product, and solicit the legal
and jurisprudence opinion about its Islamic viability from both the scholars
and the Islamic practitioners.

d) And finally to compare the product to its conventional corresponding pro-
duct substitute in order to identify niches which can be useful in marketing
it or deficiencies to be corrected.

Unfortunately, this is not done most of the time, many Islamic bankers go to
the currently available conventional instruments, render them halal or haram and in
some cases try to force an Islamic dressing onto them to make them look accept-
able. Such dressings are labelled by Islamic jurists as kiyal (or circumvention), and
it has been severely criticized by most scholars; with an entire section of Imam Ibn
Taymiyyah’s Fatwa being dedicated to the condemnation of a variety of those
hiyal. This does not mean that the use of any conventional financial instruments
automatically falls under hiyal. Many financial instruments used by conventional
bankers can be easily modified (as opposed to disguised) to become in accordance
with shari‘ah.?

With this situation in mind, it is pertinent to have a closer look into the issues
that construct the contentions and disputes among the contemporary Muslim schol-
ars, especially between the Middle-Easterns and the Malaysians in the context of Is-
lamic financing, specifically IPDS trading. It is hoped that this could lead to a point
where there is some extent of agreement.
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What matters us about these disputes is the fact that, isn’t there any basis on
which all parties can agree on how an Islamic bonds (or other instruments) could be
operated. If we can overcome this problem, it is easier to attract investors and funds
from Muslim countries, especially the rich Gulf countries.'* To have a genuine Is-
lamic financial system, it is not enough to ‘Islamize’ the existing system by putting
Islamic dress on it. And extending this to the implementation of IPDS, it should not
primarily a product reflecting replacement of interest with profits."®

The next sections will elaborate some aspects regarding bay ‘ al-dayn and bay
al- ‘inah contracts. These include the definitions, types and the most important, the
Islamic rulings concerning both contracts. The sections will also discuss the notion
IPDS in the Malaysian context and the technicalities involved in the issuance of
such securities. The place and roles of bay* al- ‘inah and bay* al-dayn in IPDS op-
erations will also be highlighted.

Bay‘ al- ‘Inah

The BIMB Securities Sdn. Bhd. outlines that the Malaysian Islamic bonds are struc-
tured on the basis of bay* al- ‘inah (refinancing of assets) and subsequently traded
on the basis of bay* al-dayn (debt trading).'S It is clear that bay* al- ‘inah is used as
an underlying contract in the initial process of securitizing debts.

Definition

Bay* al-‘inah is defined as a mode of sale where the seller sells an object to the
buyer in credit and hands it over to the second party. Subsequently, the first person
(the seller) - before he or she takes/obtains (gabad) the price - buys the same object
back, but this time it is in cash, cheaper than the first quoted price. It can also be
the other way around where the seller sells the object in cash and buys it back in
credit with additional amount of price - regardless of whether he or she has ob-
tained the price of the first transaction or not, and regardless of whether this kind of
transaction has became his or her customs/habit or not.!” It is also known in the
Malikis’ and Shafi‘is’ term as bay* al-ajal.'®

Another type of bay* al- ‘inah is where there is a third party involved.!® This
case can be illustrated as a situation where the seller/creditor (A) sells the goods to
the buyer/debtor (B) for RM15 on credit and hands it over to the buyer. B subse-
quently sells the goods to the third party (C) for RM10 and hands it over to him.
Then C sells the goods to A who is the debtor for RM10 and hands it over to him.
A gives C RM10 which is paid by C to B. As a result, B gets RM10 cash while he
owes A RM15. It is like borrowing RM10 from A and paying him RM15.%
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As apparent from the bay’, the term bay* al- ‘inah describes a mode of sale; not
a kind of loan.?! Actually, there are two (or three as in the last example) separate
contracts of sale involved in bay* al- inah, each with its own pillars and conditions.
In the contracts of sale by way of bay* al- ‘inah, the intention is to create a sum
price difference between two normally almost simultaneous sales of the same com-
modity or subject property by the same parties, only alternating in roles as vendor
and purchaser and vice versa. At the end of the second transaction the seller will
obtain the money (price) of what he has previously bought. This is why the sale is
known as bay* al- ‘inah; al-‘inah means money.? In all of these transactions there is
no intention to the parties to posses the goods, since it will immediately return to
the original owner.” It is only used as an object to legitimize the sale, and making
it look like a permissible contract of sale.

The sum difference between the first sale (immediate cash price) and the sec-
ond sale (deferred payment - al-bay* bithaman ajil) is the essence of the transaction,
and it is in the classification or determination of this sum, whether it is a debt or a
loan that the Muslim legal experts and scholars disputed for the last fourteen centu-
ries, right from the death of the Prophet (PBUH), and to this day no solution in the

sense of consensus is in sight.2*

General Conditions on Bay* al-‘Inah®

1)  Ribawi objects which are based on currency/money cannot be traded using
bay* al- ‘inah. This is because in the first transaction, the payment which is
based on currency/money is postponed and the postponement can give rise
to the prohibited riba and make the contract void.

2) The buyer must receive (qabad) the sold object before selling it back to
the original seller.

Fuqaha’ Views
Abi Hanifah said that this contract is void (batil) if it does not involve the third
party who comes between the original seller and buyer. However, Abu Hanifah in
this case seems to contradict his previous judgement in which he concluded that this
kind of sale is sahih.?®

Abu Yusuf who is also from the Hanafite school has a view that this sale is
valid without abhorrence. Muhammad has a slightly different view. He perceives
this sale as valid with abhorrence (sahih ma‘a al-karahah).

Al-Shafi i and Dawid al-Zahiri are on the view that this kind of sale is valid
with abhorrence because it has all its pillars. In other words, it is valid by the exter-
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nal evidence that they were properly concluded. The intention (niyyah) of the con-
tracting parties has no effect on the validity of the sale. The intention is not consid-
ered, since we have no means to know it,”” except - of course - if it is explicitly
expressed. As a conclusion, the Shafi‘is and the Zahiris consider only the external
intention of the contracting parties.?® Therefore, they decide that this sale is valid
based on the meaning of the verse: )b J_>-\ 4 .» They do not consider
the succession of two contracts of sale as enough evidence to prove the existence of

ribawi intention of the parties.*

On the other hand the Malikis and Hanbalis regard this contract as void.’!
According to them the motive of the parties to the contract determines the legality
or illegality of the contracts, and in the sale under consideration the motive of the
parties is illegal and, therefore, the sales are not valid because they constitute a legal
device (hilah) to get a loan with interest which should be averted at all costs ac-
cording to the shari‘ah.*

This view is based on a report narrated regarding a case happened between
Zayd ibn Arqam and ‘A’ishah.®® Those jurists also use analogy on the means/expe-
dients (dhara’i‘) which is prohibited by consensus (ijma°) of the fugaha’. In both
cases, the unlawful intentions are the motives for the contract.>* They concluded
that this kind of sale is a medium or means to legalize riba,* and every thing used
as a means to the prohibited things is also prohibited.*

There are another hadith reported by Ibn ‘Umar that the Prophet (PBUH) said:

“Whenever you do business transactions by way of bay* al-‘inah, and you

follow your cattle and get engrossed with your agricultural pursuit (and
because of that) you neglect your jihad, Allah shall cause ignominy upon
you and that it shall not cease until you return to your religion.”*

Based on the discussion above, we can conclude that the objection to the valid-
ity of bay* al- ‘inah is based on these reasons:
a) It is an uncalled for I_zﬁah (legal device)
b) The presumed wrongful intention to commit riba transaction. This is in
line with the hadith which says, “all actions are judged by intention”*
¢) The reported opinion of ‘A’ishah against Zayd ibn Arqam.
d) The reported hadith sahih narrated by Ibn ‘Umar.
_ However, al-Shafi‘ i has rejected the hadfth regarding Zayd ibn Arqam and
‘A’ishah and he said that the hadtth is not established (thabit).*® Even if it (the

hadith) can be accepted as authentic, the conclusion that it is the proof of the void-
ness of bay* al- ‘inah can be argued - according to al-Shafi‘i - based on:®
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1. ‘A’ishah’s condemnation on this kind of sale is based on the reason that
the price is deferred to an unknown/unspecified period. Sale with this kind
of deferment is not valid.

2. This case happened between two companions and if there are disagree-
‘ments between the companions, al-Shafi‘i’s methodology is to take the
opinion of whom we can use analogy (giyas) with. And in this case it is
Zayd’s side.*! In other words, while it is clear that Zayd acted contrary to
the meaning of the hadith, it does not lead to a conclusion that Zayd’s
action is sinful and a conclusion that such contract cannot be concluded. In
contrary, this does prove that the companions themselves are not on the
same opinion. When this happens, we will have to use analogy (giyas).*

The Effect of Intention on the Validity of Contracts

Since bay* al- ‘inah involves the intention (gasd or niyyah) of the contracting par-
ties, it is pertinent to have a closer look into this issue.

In a nutshell, there are two views regarding the effect of intention in any kind
of contract. The first one is the view of the Hanafis and Shafi‘is who consider only
the external intention and not the internal motive. In other words, all contracts are
considered valid if the external desire of the contracting parties is fulfilled. This
view is based on the fact that if we were to take into account the internal desire or
intention, we would ruin the principle of stability/solidity of transaction (istigrar al-
ta‘amul). This is because the internal desire is concealed or hidden and we have no
means to know it precisely. The desire differs from one person to another. There-
fore it cannot be considered.®

As a result, the motive has no effect on a contract, unless if it is stated explic-
itly. The contract is - on this basis - valid and effective since all the pillars are ful-
filled. Nevertheless, if the intention or motive is unlawful, the contract is considered
abominable or abhorrent (makrih) and prohibited albeit its validity.*

The second view is upholded by the Malikis, Hanbalis, Zahiris and the Shi‘is.
They take into consideration the internal intention or desire. Consequently, they
consider all contracts which contain any unlawful intention or desire to be void,
provided that the second party knows the intention of the other through any
means.* The external desire is not considered if the internal is discovered and it
shows that the two desires are conflicting each other.* In this case, it is clear that
both the buyer and seller in bay* al- ‘inah enter the contract with the intention to use
it as nothing but a legal device or hilah to legalize a ribawi contract. In fact, there
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is no intention by both parties to buy or sell. Therefore, the contract is prohibited on
the basis of blocking the means (sadd al-dhari‘ah).”

Regarding the Shafi‘is and Zahiris view that we can only depend on the exter-
nal form of the contract, the opponents said that this argument cannot be accepted,
since the externals are considered only if there is no presumption or indication that
the intention is of the opposite. In this case (i.e. bay* al- ‘inah), there is clear evi-
dence from the customs that the real intention of the parties is the prohibited one.
Therefore the contract is considered void.®®

In short, the prohibition of bay‘ al- “inah - according to the second opinion - is
based on the reason that the contract is a medium or means to the prohibited riba.”
Other jurists state that all kinds of buyu al-ajal is not permissible, since the real
intention is not the sale but to have ribawi credit facility. The contracts of sale in-
volved are used merely for crediting purpose using hilah.>°

Hilah®* and Exit Mechanism From Riba

Allah says: NV psad @ T, 52 Allah prohibits ribd, and
He blocks the means towards the transaction involving riba directly. Therefore, the
individuals whose contracts involve riba have no other way except to use hilah.>
And the best hilah available is using sale (bay‘) as a camouflage to cover the real
intention. This is because Allah has permitted sale. As a result, we can find many
hilah regarding riba executed through the contract of sale. One of them is in the
form of bay* al-‘inah. Some scholars condemned that the solutions proposed by the
fugaha’ now and then using hildh are dispraised and discreditable.* In Islamic figh,
bay* al-‘inah is regarded as the typical example for the rest hiyal ribawi in which
sale took the external form and riba in the essence.

Conclusion

From the foregoing discussion, we my draw the following conclusion:

1. Itis obvious that bay‘ al-‘inah is a legal device in order to overcome the
prohibition of riba, and is not deemed to be an act of sale (although some
writers defend that it is a sale), as there is clear evidence that such act
amounts, in effect, to a contract of loan. Thus, it is forbidden as it is based
on unjustified enrichment (fadl mal bi la ‘iwad) or ‘receiving a monetary
advantage without giving a counter value’.

2. There is hardly any satisfactory evidence which enables one to say that al-
Shafi‘i has expressly declared that al- ‘inah to be halal. It should be
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pointed out that al-Shafi‘i’s method of determining the validity of any
contract by its formal evidence that they are legally concluded, cannot be
cancelled on account of the intention of the parties, although he had to
recognize such intention as forbidden but the contract remains valid unless
the intention is expressed in the contract. As not every valid contract is a
permissible (halal) contract, al-Shafi‘i may, thus permits contracts because
its legal preconditions are fulfilled, but forbids the transacting act of the
parties when it conflicts with shari ‘ah principle. Conclusively speaking,
one can say that al-Shafi‘i teaching has reached a level which is similar to
the other Muslim schools although the methodology which he adopted
appears to be different. Al-Qaradawi’’ states in relation to this question of
bay* al-‘inah that it is a clear case of usury and the device: why should we
practice transaction which contains elements of devices while we are in
position to have a clear and apparent alternative transaction? Furthermore,
mu ‘amalat which contains elements of device deviates from the true objec-
tive of shari‘ah.

Relating this issue to the Malaysian Islamic capital market with respect to the
application of bay‘ al-‘inah in the securitization process, Saiful Azhar and
Mahmood M. Sanusi asserted that:*®

“The use of legal device is therefore an evidence that the niyyah factor is
undermined or made secondary in the securitization process of Islamic
bonds in Malaysia. It is apparently clear that most underlying assets used
in Malaysian Islamic bond securitization have no direct relation with the
actual project itself. These assets were simply collaterals, that serve as
guarantees to the debt issued. To retain the basic structure of traditional
bonds in Islamic finance, that is providing fixed return to investors,
practitioners and the relevant shari‘ah experts may have wrongly applied
shari‘ah laws, which implies now that the legitimacy of Islamic bonds
issued bay* al- ‘inah is suspect.”

Bay‘ al-Dayn

Securitization of debt in Malaysia is a pre-condition to make effective based on
bay‘ al-dayn or selling of debt. The contract of bay‘ al-dayn is used in initial public
offers (IPO) as well as in secondary trading. In the former, bond issuance is simply
bonds sales to investors and redeemable at par value upon maturity while in the
latter bonds are sold at some discounts.*

As we have mentioned earlier, the trading of Islamic bonds - following the
process of securitization - is done on the basis of bay‘ al-dayn.*® In Malaysia, bay*
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al-dayn is used for liquidity purpose. This section will discuss on the nature of bay*
al-dayn and fugaha’ views regarding the contract. However, the discussion will be
restricted to the application of bay‘ al-dayn in the secondary trading of IPDS.

Definition

In a simple word, dayn means debt and bay‘ means sale. Bay‘ al-dayn therefore,
connotes the sale of debt. If a person has a debt receivable from a person and he
wants to sell it, it is termed as bay* al-dayn.®! However, we will have a deeper look
into the meaning of the term al-dayn.

Dayn in figh terminology has two meanings; one is more general than the
other. The general meaning of the word dayn is “all right that exists upon one’s self
(dhimmah) whether it in the form of property (mal) or rights (huquq)”®* or simply
everything that exists upon one’s self (dhimmah).®® The specific meaning is re-
stricted only to properties. Furthermore, the fugaha’ have two different views re-
garding this specific meaning. The first view is of the Hanafis, which defines dayn
as all property that exist upon one’s dhimmah as a result of exchange, debt or dam-
age. The second view, which is of the majority, defines dayn as all property that
exist upon one’s dhimmah due to any reason.®* The difference is that the former
does not include other obligations resulted from other than the three causes men-
tioned, while the latter comprises all property obligations that exists upon one’s
dhimmah.

Dayn can also be defined as a property stands as an obligation upon one’s
dhimmah as a result of a contract, consumption or loan.®® Other writer defines dayn
as generic, fungible, intangible goods which are often represented by monetary
value alone and particularly by obligation to pay that monetary value, the debt.
Basically dayn is everything that is not ‘ayn (existent or tangible things).®® Origi-
nally it refers to the negative side in the monetary obligation or other similar things.
In other words, it is the obligation of paying a sum of money or other similar things
which fall under the category of al-mal al-mithli.’

Based on the aforementioned definitions of al-dayn, and the literal meaning of
bay‘, one can define bay* al-dayn as the sale of a payable right arising normally
from a transaction, services, and loan to either the debtor himself, or to any third
party.“

Difference Between al-Dayn and al-Qard

Although there is a very close relationship between the terms al-dayn and al-gard,
the two words have different meanings. In fact, cl-dayn is more general than the
term al-qard since al-dayn includes all liabilities, whether it is from rent, sale, pur-
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chase etc.” Al-gard on the other hand, refers to a contract, in which a person lends
money or any items to another person, with the condition that the person (borrower)
will return the value of the money to the lender at a specific time.” Therefore, the
relationship between al-gard and al-dayn can be determined as the relationship be-
tween a general and a specific,”" meaning to say that the concept of al-dayn covers
the right coming from al-gard, as well as the other rights coming from al-bay*, or
al-ijarah or else.”

Types of Bay‘ al-Dayn

There are two situations where bay* al-dayn can be made, i.e. (a) Bay* al-dayn to
the debtor and (b) Bay* al-dayn to the third party. In both cases the debt could be
sold in credit or in cash.

In the first situation where the debt is sold in credit (which is also known as
bay* al-kali’ bi al-kali’ or selling debt with debt), the fugaha’ are unanimous that it
is prohibited because the Prophet (PBUH) has prohibited such sale.”

Regarding the second situation, in which the sale is made in cash, there were
contentions among the fugaha’ regarding the legal rulings pertinent to it. The dis-
cussion is quite lengthy. However, in brief, we can conclude that the majority of
fugaha’ permits the selling of debt to the debtor in cash.

On the other hand, regarding the selling of debt to the third party in cash, there
are three views. The majority prohibits such sale; the second view is proposed by
the Shafi‘is who permit it. The last is of the Malikis who permit the sale with eight
conditions.™

Haqq al-Dayn as Hagq Mali

There are many discussions on the notion of rights (hagg) and the rulings pertinent
to the issue. In this section, we, however, will confine our discussion to the catego-
rization of rights into property rights and non-property rights. In brief, the fugaha’
have divided rights in this perspective into two categories, namely huquq maliyyah
(property rights) and huquq ghayr maliyyah (non-property rights). Huquq maliyyah
are rights which are related to property and its usufruct (manfa ‘ah). This category
includes rights related to things ( ‘ayn), usufructs and debts. On the other hand,
huquq ghayr maliyyah are rights that have no relation with property such as the
rights of a custodian (wali) of the killed person- whether to proceed with gisas or to
forgive the killer.”
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From the categorization mentioned above, it can be seen that debt falls under
the first category i.e. huquq maliyyah. As a consequence, all rulings that apply to
this category also apply to haqq al-dayn. It means that such right can be traded,
inherited, given etc., provided that certain conditions are fulfilled.

Fugaha’ Views

Some jurists claim that the traditional Muslim jurists are unanimous on the point
that bay* al-dayn is not allowed according to the shari‘ah.’® The overwhelming
majority of the contemporary Muslim scholars are of the same view - especially
those from the Middle-Eastern countries. Apart from the arguments discussed
above, this view stands on the premise that the prohibition of bay* al-dayn is a logi-
cal consequence of the prohibition of riba or interest. A debt receivable in monetary
terms corresponds to money, and every transaction where money is exchanged from
the same denomination of money, the price must be at par value. Any increase or
decrease from one side is tantamount to riba and can never be allowed in shari‘ah.
While the proponent of bay‘ al-dayn argue that the permissibility of bay‘ al-dayn is
restricted to the case where the debt is created through a sale of a commodity, re-
sulting that the debt represents the sold commodity and its sale may be taken as a
sale of the commodity, this view is condemned on the basis that, once the commod-
ity is sold, its ownership is passed on to the purchaser and it is no longer commod-
ity of the seller. What the seller owns is nothing other than money, therefore if he
sells the debt, it is no more than a sale of money and it cannot be termed by any
stretch of imagination as the sale of the commodity.”’

In other words, the Middle-Eastern jurists, especially from the Gulf Countries
do not allow bay“ al-dayn with discount, on the ground that the debt arises is not an
asset but in form of monetary liabilities (claims). Accordingly, it cannot be sold or
exchanged except with the same rate (at premium). Those jurists - the Middle-
Easterns - only allow sale with additional profit margin or at discount if it comes
from instruments which preserve the ownership of the assets to the issuers, such as
ijarah or in instruments which consist of a mix between ijarah and other contracts
of exchange in which the ijarah contribution is dominant.”

On the other hand, Malaysian jurists - especially in the supervisory level - have
a view that debts arising via Islamic financing contract such as bay‘ bithaman ajil
or murabahah are assets or commodity and therefore are tradable - either at dis-
count or with additional profit margin.”™

From the discussion above, it is obvious that the contention among the scholars
with respect to bay* al-dayn circles around the issue of selling debt at discount, with
the Middle-Easterns opposing the idea, while the Malaysian jurists at the supervi-
sory level supporting it.
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Going further, Mohd. Daud Bakar asserted that future rights be it in the form
of commodity to be delivered later or cash to be credited later can be considered as
property even though they are yet to materialize. Therefore, future rights may be
‘traded’ to get cash for one reason or another.®® This means is another argument
supporting the selling of debt at discount.

As a concluding remark, the researcher would like to note down what Mohd.
Daud Bakar has said regarding to the issue of bay* al-dayn and securitization:

“As far as the writer is concerned, the Muslim scholars have or might have
eventually agreed on the practice of bay* al-dayn. However, the contention
amongst the scholars with respect to bay‘ al-dayn is whether the debt
could be sold at a discount. That would depend upon whether trade debts
could amount to assets and not a price represented by its monetary worth.
In this respect, trade debts could amount to assets if it could be argued that
the obligation of the trade debtors to pay forms their underlying premise
which thereby renders the sale of debt at a discount permissible. On the
other hand, if these trade debts could not be construed as assets but rather
a price represented by its monetary worth, then the transfer of such debts
could only be effected at their par value. For the writer, this dispute is
ijtiha’di- in character and one may choose one view or the other. Even,
should we were to dispute the legitimacy of sale of debt at a discount,
another solution is always possible which is hiwalah bi ujr i.e. transfer of
debt for fees in the sense that the transferee (the SPV) is entitled to remit
part of the total value of debts as the fees for its services. The same
process would equally apply to the transferee(s) on the secondary
market).”8!

However this view was criticized by Saiful Azhar, who said that bay* al- ‘inah
and bay‘ al-dayn instruments are essentially debt in nature. It follows that if these
two contracts are allowed to flourish without restrictions, Islamic banking and fi-
nance will end in similar fate with their conventional counterpart in the event of
debt driven economic crisis. In fact these instruments are expected to perform far
worse as there is no floating rate option.®

Islamic Private Debt Securities in Malaysia

Introduction

In this section we will look into the technical aspects of the creation of Islamic debt
securities, specifically Islamic bonds in Malaysia. It will also show the role of bay
al-dayn and bay‘ al- ‘inah in the issuance of such securities.
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Since 1992, the Rating Agency of Malaysia (RAM) and Malaysian Rating
Agency Corporation (MRAC) have both rated 20 Islamic private debt securities
(IPDS) issued in Malaysia. RAM undertook most of the rating exercises amounting
to 18 issues while the newly formed MRAC rated the remaining two. In principle,
most of these bonds are issued and traded on the basis of bay* al- inah and bay* al-
dayn. Others, such as Khazanah zero-coupon and promissory notes have also incor-
porated bay’ al-‘inah and bay’ al-dayn as the basis of trading both for liquidity and
closing position when the bonds matures.®

Different Kinds of Financial Assets

Debt securities include such familiar financial claims as bonds, notes and accounts
payable. Legally these financial assets entitle their holder to a priority claim over
the holders of equities to the assets and income of an individual, business firm or
unit of government. Usually that claim is fixed in amount and time (maturity) and
depending on the terms of the indenture (contract) accompanying most debt securi-
ties, may be backed up by the pledge of specific assets as collateral.

Financial analysts usually divide debt securities into two broad classes:

1. negotiable, which can be easily be transferred from holder to holder as
marketable security.

2. non-negotiable, which cannot legally be transferred to another party.®*

Private debt securities (PDS) are defined as IOUs issued by corporations with
a promise to pay fixed periodic payments over a fixed time period and entitle the
holder to payment of the principal amount of value at the end of that period. The
IOUs could be in the form of bonds, notes, commercial papers, etc. There are two
main forms of PDS that are equity-linked debt securities and non-equity linked debt
securities (straight debt securities). The former differs from the latter in the sense
that the former incorporates an equity conversion feature which would enable the
holder of the debt securities to convert them into shares of the corporation issuing
such debt securities. Conversely, the latter type of debt securities is those without an
equity conversion feature. It is under the latter type of debt securities that the notes
are issued which allows the issuer/borrower to tap the funds from the capital mar-
ket by issuing short/medium term marketable promissory notes. The notes are debt
instruments and are traded on the secondary market.®

Basically, Islamic private debt security has the same attributes as the conven-
tional one, except it has to be based on physical goods which have their real intrin-
sic value.%
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Capital Market in Malaysia

The capital market in Malaysia refers to the market in longer-term financial assets,
comprising all public and private debt instruments with maturities exceeding one
year, corporate stocks and shares for which there are no fixed maturity period, and
commodity futures. The main purposes of the capital market in the country are to
assist the process of economic development by mobilizing medium and long-term
funds from a wide cross-section of the population to finance public development
programs and to fund private investment, as well as assist the banking system in
scrutinizing their assets.®’

Primary Markets and Secondary Markets

Financial market can be divided into primary markets and secondary markets. Pri-
mary market is for the trading of new securities never before issued. Its principal
function is the raising of financial capital to support new investment in buildings,
equipment and inventories. On the other hand, secondary market deals in securities
previously issued. Its main function is to provide liquidity to security investors - i.e.
provide an avenue for converting existing bonds, stocks and other securities into
ready cash.

The volume of trading in the secondary market is far larger than trading in the
primary market. However, the secondary market does not support new investment.
Nevertheless, the primary and secondary markets are closely intertwined. A rise in
the interest rates or security prices in the secondary market usually leads to a similar
rise in the prices or rates on primary market securities and vice versa. This happens
because investors frequently switch from one market to another in response to dif-
ferences in prices and yield.®

Securitization

Securitization has been defined in many ways in recent years. A typical conven-
tional definition might be as follows:

The process which takes place when 1) a lending institution’s assets are re-
moved in one way or another from the balance sheet of that lending institution to
that of a vehicle. 2) New assets are originated by the lending institution direct into
a vehicle and such vehicle is funded by investors who purchase negotiable instru-
ments issued by that vehicle. Further cash flow of the assets owned by the vehicle
is then used to service the interest payments and principal repayment obligations of
the issued securities.®
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In other words, securitization is basically a form of financing by converting the
assets, tangible or otherwise without increasing the leverage on the balance sheet by
selling the assets, tangible or otherwise to a special purpose vehicle (SPV) which in
turn issues debt securities to finance the purchase.”

Thus, in a broad sense, securitization involves:

(a) the identification and pooling of assets of the same type, such as housing
loans, to be sold to, or originated by, a special purpose vehicle;

(b) an issue of securities promising returns backed by the payment streams of
that pool of assets; and

(c) obtaining credit and liquidity enhancements (in the form of asset insur-
ance, guarantees, letters of credit, liquidity facilities, over-collateralization,
subordinated debt issues, reserve accounts etc.) to ensure the timely pay-
ment of returns to investors.”!

In Malaysia, Islamic private debt securities, up to date, have adopted the pro-
cess of securitization which is a process of transforming an illiquid asset into a trad-
able security. In brief, securitization is a process that makes debt tradable on the
secondary market.”

IPDS In Malaysia

In Malaysia, the first IPDS was introduced in 1990 when a deferred payment sale
facility under the concept of bay‘ bithaman ajil, amounting to RM125 million was
concluded on a syndicated basis for a multinational company (Shell MDS).”® Under
this facility, the lead manager arranged for a group of financiers who purchased
from the issuer certain assets amounting to RM125 million. These assets are then
resold to the issuer at mark-up price, representing the cost and pre-determined profit
margin from the repurchase of the assets by the issuer. This is where bay* al- ‘inah
takes place. The issuer then issued two types of notes. The primary notes represent
the financiers purchase price of the assets from the issuer while the secondary notes
represent the stream of installments for the profit margin accruing to the financiers.
The notes may be traded in the secondary market under the concept of debt trading
or bay* al-dayn.®*

Another example of Islamic bond issue is the KLIA Project. In January 1996,
Bank Islam Malaysia Berhad (BIMB) lead managed a RM2.2 billion Islamic Bond
Issue on behalf of Kuala Lumpur International Airport Berhad (KLIA). In January
1997 another RM2.2 billion Islamic Bond Issue was raised for KLIA but this time
Bank Islam co-managed the issue with other institutions. The resultant Islamic bond
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is merely the securitization of the Selling Price Installment Schedule of the BBA
transaction, i.e. an IOU of the semi annual installment payable by KLIA to the fin-
anciers. This IOU or Islamic Bond is in the form of a bearer note which states
KLIA promises to pay the bearer of the notes a fixed sum of money at a certain
date. To be more specific a bullet installment schedule was provided for KLIA
where KLIA pays the profit portion of the facility every 6 months and the cons
portion in one lump sum at the end of the facility. The securitization of the cost
portion results in KLLIA primary Notes with face value of RM1.0 million each, and
the securitization of the profit portion results in Secondary Notes maturing every 6
months during the tenor of the facility. These primary and secondary notes are then
apportioned to the original participants of the syndication or the Primary Subscrib-
ers according to their participation in the bought-deal syndication. The Primary
Subscribers can then, if they so wish, sell down the notes on the secondary mar-
ket.”

Contracts Involved in the Issuance of IPDS

IPDS is actually a hybrid® of a number of contracts. These include bay* al- ‘inah,
bay‘ al-dayn, al-bay* bithaman ajil, al-musharakah, al-qard al-hasan, al-
mudarabah, etc.”’

The Three-Steps of Bond Issues

From the example elaborated above, it can be concluded that the issuance of bonds
in Malaysia involves three different steps. Saiful Azhar and Mahmood M. Sanusi
have laid down the three steps which are:*®

A. Securitization - The creation of the bay* al- ‘inah assets.
B. Bond issues - Issuance of debt certificate - Shahadah
al-dayn

C. Trading of debt certificates - Buying and selling of debt certificate in the
secondary market using the contract of bay*
al-dayn.

Conclusion

From the explanation given, we can see that both bay* al- ‘inah and bay* al-dayn
contracts have their roles in the process of bond issuance. The former is used in the
first step, where securitization of the assets takes place. In the bay* al-‘inah asset
securitization, the financier purchases an asset from the issuer and sells it back to
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the same party at a credit price. This buy-back agreement will ensure that the issuer
will receive the money in cash while financier will be paid a prefixed or contracted
amount in a future date. Debt payments will be made by installment through bond
issues. The difference between cash and mark-up price will represent the profit due
to the financier.

We have also shown that, to some extent, there are points of contentions be-
tween Muslim jurists regarding the permissibility of both contracts which, inevita-
bly will affect their judgment regarding the application of the contracts in the trad-
ing activities in the Islamic capital market, especially in Malaysia. It is hoped that
some actions would be taken to reduce the gap exists between those jurists. If this
can be done, the growth of the Islamic capital market in this country and also at the
international level could be enhanced and the overall consequences would benefit
the muslim countries and the Islamic communities all over the world.
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Appendix: The Three-Steps of Bond Issues”

Since 1992, the Rating Agency of Malaysia (RAM) and Malaysian Rating Agency
Corporation (MRAC) have both rated 20 Islamic private debt securities (IPDS) is-
sued in Malaysia. RAM undertook most of the rating exercises amounting to 18 is-
sues while the newly formed MRAC rated the remaining two. In principle, most of
these bonds are issued and traded on the basis of bay’ al-‘inah and bay’ al-dayn.
Others, such as Khazanah zero-coupon and promissory notes have also incorporated
bay’ al-‘inah and bay’ al-dayn as the basis of trading both for liquidity and closing
position when the bonds matures.

To further understand the role of bay’ al-dayn in an Islamic bond market, it is
worthy to look at the three main steps involved in the bond issues, namely:

Step 1: Securitization - The creation of the bay’ al- ‘inah assets
Step 2: Bond isues - Issuance of debt certificate - Shahadah al-dayn

Step 3: Trading of debt certificates - buying and selling of debt certificate in
the secondary market using the contract of bay’ al-dayn.

Step 1: The Creation of a Bay* al-‘Inah Underlying Asset

Asset securitization is the essence of Islamic bond issues as a bond must assume the
role of al-mal or property to qualify as an object of sale. An object of sale in the
Islamic law of contract must be a property of value. When a bond certificate is sup-
ported by an asset as evidenced via the securitization process, it is transformed into
an object of value and therefore qualifies to become an object of trade whereby it
can be purchased and sold in both the primary and secondary market. Investors then
will have to the right to sell (hagq mali) these bonds. In the bay al-‘inah asset
securitization, the financier purchases an asset from the issuer and sells it back to
the same party at a credit price. This buy-back agreement will ensure that the issuer
will receive the money in cash while financier will be paid a prefixed or contracted
amount in a future date. Debt payments will be made by installment through bond
issues. The difference between cash and mark-up price will represent the profit due
to the financier.

The underlying asset is therefore crucial in determining the Islamicity of these
bonds. In the Malaysian experience, these assets include factories, equipment, stock
and inventory and even intangible asset such as a list including building and prop-
erties. Some are given in Table 1.
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Table 1:
Selected Islamic Debt Securities (IPDS) in Malaysia: Underlying Assets

Issuer Instrument Underlying Asset

Hicom Holding Bhd|Guaranteed Murabahah | Mixture of halal shares
Notes Issuance Facility | (including unquoted shares)

Amanah Int. FinanceGuaranteed Murabahah | A list including building
Sdn Bhd. Notes Issuance Facility | and properties

KFC Holding al-Bay‘ Bithaman Ajil Restaurants, breeder, farm
Islamic Debt Securities | and hatchery

Petronas Dagangan [Redeemable Islamic gas processing line and pipeline
Debt Securities

Source: Rating Agency Malaysia 1998

The first stage is critical because it is where the yield or the simple rate of re-
turn is determined. The buy-back arrangement using a deferred sale approach will
show that the yield is a fixed one since there the contract specifies only one selling
price.

Step II: Issuance Of Islamic Debt Certificate (Shahadah al-Dayn)

This usually takes place in the primary market where in settling its debt, the issuing
company will sell debt certificates or bonds to investors. As mention above, debt
certificates issues is vaild only when it is supported by an asset. In otherwords, the
bonds must be securitized. Here the underlying security is the BBA or al-
murabahah asset. The underlying asset need not be BBA or al-murabahah alone. If
the 1st stage involves a contract of ijarah, then the debt certificate is called Sukuk
al-Ijarah. If an Istisna’ contract is used, we can called it Sukik al-istisna’.

Islamic bonds new issues can be categorized into two, namely bonds issues
with coupons and those with none. The former is known as the Islamic coupon
bond while the latter Islamic zero coupon bond.

A. Islamic Coupon Bond

The term “coupon” here denotes the profit portion of the Islamic bond issues in.
both al-murabahah notes issuance facility (MuNif) and al-bay’-bithaman djil Is-
lamic debt securities (ABBA). The difference between MuNif and ABBA is mainly
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on their respective maturities. Long-term issues normally applies the al-bay’-
bithaman ajil - buy-back contract while short-term and medium term issues will use
al-murabahah. Some selected bond issues are given below:

Table 2:
Selected Islamic Debt Securities in Malaysia: Tenure and Maturities
Issuer Instrument Tenure | Issue Date| Maturity
Houlan Corp. al-Bay‘ Bithaman /_ljil 7 years | 03/09/97 | 02/09/04

Islamic Debt Securities
Teledata Sdn Bhd | Guaranteed Murabahah | 5 years | 05/04/96 | 04/04/01
Notes Issuance Facility

Moccis Trading SB| Guaranteed Murabahah | 5 years | 29/03/96 | 28/03/99
Notes Issuance Facility

Source: Rating Agency Malaysia, 1998

In both MuNif and ABBA, two types of debt certificates were issued. Certifi-
cates that represent the capital component are called primary notes while the profit
portion are known as secondary notes or coupon notes. Coupon need not mean in-
terest alone. In the IDS, it also refers to the profit or mark-up portion of the de-
ferred sale. So it is safe to say that the Islamic version of the conventional coupon
bonds are the MuNif and ABBA.

B. Al-Murabahah Notes Issuance Facility (MuNif)

The selling of dayn or debt by the issuer to the financier therefore involves two
types of bond issues. In other words, Shahadah al-dayn (debt certificates) consists
of the primary and secondary notes. The process is shown the following illustration:

Cost of Financing : RM100 million

Annual Profit Rate : 8%

Underlying Asset : Land and building

Issue Date : Sth. February 1999

Maturity : 5th. February 2002

Tenure : 3 years

Total Profit : RM100,000,000 x 8% x 3 = RM24 million
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Selling Price : Cost of financing + profit margin = RM124 million
Number of Primary Notes : 100,000 units

Price per unit : RM100,000,000/100,000 = RM1000

Number of Secondary Notes : 50,000 units

Price per Unit : RM24,000,000/50,000 = RM480

Figure 1: Mode of payments in MuNif

1 6 12 18 24 30 36
® ® ] ® ® ® [ ]

RM4m RM4m RM4m RM4m RM4m RM4m + RM100m

Based on the above calculations and illustration in Figure 1, all primary notes
will mature on the Sth February 2002, which implies that the capital component will
be paid in a lump sum of RM100 million at maturity. Since investors desire to take
out the profit out periodically, secondary notes maturing every six months were
normally issued. In the above case, a 3 year maturity shall imply 6 semiannual
profit redemptions at RM4 million each. The above example shows that MuNif or
BalDS are not zero coupon bonds. The absence of coupon interest payments does
not mean that Islamic bonds are zero coupon. MuNif and BaIDS are coupon bonds
because profit payments are contractual or fixed. Although similar to conventional
coupon payments, issuance of secondary notes issues are said to be valid in Islamic
law since it is based on sale (al-bay’) while the former is based on debt (al-duyun)

C. Islamic Zero Coupon Bonds

Zero coupon bonds are bonds sold at a discount. Although no coupon or interest
payments are made, the implicit interest is the difference between par value and dis-
count value. The Islamic zero coupon bond operates on the same principle but
works on a sale contract (al-bay’) which made it a valid transaction in Islamic law.
The Khazanah benchmark bond will be used to illustrate some pertinent issues.

D. Khazanah Islamic Benchmark Bonds

Unlike MuNif and BaIDS, the Khazanah bonds are government guaranteed. But for
trading purposes, Khazanah bond issues must fulfill the securitization requirement
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which involves assets of Khazanah Nasional Berhal (KNB). The securitization of
Khazanah bonds is similar to other Islamic bonds in which the contract of bay’ al-
‘inah is applied. Securitization creates haq mali, that is the right to sell or purchase
a commodity one owns. To exercise this right shall also imply an ability to derive
usufruct or manfa’at from it, which in essence qualify Khazanah bonds to take the
role of al-mal.

Although the Khazanah Islamic benchmark bonds are sold at a discount, the
discount price is market determined through a bidding process (bay’ al-muzayadah).
The bidding process allows the bond to be priced according to the forces of demand
and supply so as to produce a yield that can be used as a benchmark for the local
bond market..While the buy-back price at par value is set by the issuer, secondary
trading will mean selling rights of debt to the third party. At this point, the contract
of bay’ al-dayn at a discount is intensively applied to create liquidity (al-suyulah)
through secondary trading.

The basic feature of the Khazanah Islamic bond is quite straight forward. Let’s
say that through the bidding process, a RM 1000 bond at par value is sold at
RM 800 per unit. For one million unit issues, the market value of securitized asset
is therefore RM 800 million, while the buy back price is RM 1 billion. The returr to
investors is RM 200 million. The bay’ al- ‘inah element emerges in the
securitization process, involving of some underlying assets, namely Khazanah assets
consisting of physical and financial assets that the Malaysian government owns
such as land, buildings, shares, bonds and reserves in hard currencies.

Step III: Trading of Debt Certificate - Discounted Bay’ al-Dayn

For liquidity purposes, bond trading in the secondary market is crucial. However,
almost all Islamic bonds today were bought for long-term investments. The lack of
secondary market however should not imply that trading issues is no longer signifi-
cant. One of the objective in the Khazanah bond issues is to create a dynamic sec-
ondary market. This calls the need to explain the Islamic view of bond trading in
the secondary market.

As mentioned earlier when a debt certificate is securitised, it now becomes
property (al-mal) which is also an article of trade. As an article of trade, the bonds
can be sold by investors to the issuer or the third party if a secondary market for
Islamic bonds exists. The trading i.e sale and purchase of the debt certificates is
called bay’ al-dayn. In Malaysia, the contract is bay’ al-dayn at a discount is ac-
ceptable while Middle-east Ulama’ considered it invalid even though the debt is
supported by underlying assets. Any profit created from the sale and purchase of a
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debt is riba. As an example Ali holds a bond worth RM1000. His urgent need for
cash makes him sell the bond to Bakar for RM900. For whatever reasons, Bakar
purchases the RM900 bond because he felt the price of bonds may go up. He will
dispose the bond when price exceeds RM950 to make a RM50 which according to
Islamic law is riba.

In the case of an zero coupon Islamic bond, the company issues the bond to
say, Ameen at a discount, say RM900. The bond is redeemable at par value of
RM1000 upon maturity. In other words, when the bond matures, Mr. Ameen sells
the bond to the issuer or another dealer for RM1000. Here trading of debt took
place where Mr. Ameen receive RM100 as profit over a period of 1 year. In the
Malaysian Islamic capital market, the RM100 profit is considered permissible
(halal) while it is not permissible (haram) in the Middle-East countries although the
bond is asset backed. It is therefore not surprising to observe that none of the deals
made in the Arab countries so far has embraced bay’ al-dayn bonds. The mode of
financing applied in these countries were mostly the syndicated murabahah and al-
ijarah.
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