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ISLAMIC BENCHMARK BOND

RESOLUTION

The SAC discussed this in a series of meetings and, at its 8th meeting on
9 June 1997, agreed to the structuring of the Islamic benchmark bond, also
known as the Khazanah Bond. This bond is structured based on murabahah
principles.

INTRODUCTION

The main function of the Khazanah Bond is not to raise capital or to finance
a certain project but is created specifically as a benchmark for corporate
bonds to be issued.

The murabahah principle is used in structuring the Islamic benchmark bond.
This principle can be applied as it fulfils the features of a benchmark bond.
Several main features205 are essential for an Islamic benchmark bond to be
issued:

(a) The bond is liquid, that is, it can be traded actively in a secondary
market;

(b) The bond will be issued in series and frequently;

(c) The returns from the bond must be made known; and

205 It is not a Shariah criteria.
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(d) The returns from the bond are determined by the market.

In this context, the Khazanah Nasional Bhd (KNB) was found to be a suitable
corporate institution for issuing the bonds. It is a government corporation
that manages the assets of the Malaysian government.

Under this concept, KNB will sell its Shariah-compliant assets to investors for
cash, and buy them back at a higher price on a deferred basis.

What is interesting about the Islamic benchmark bond is that the asset buy-
back price through the murabahah way is predetermined by KNB but the
cash price or selling price (cost to the investor) will only be known through a
tender process by bidding using the bai` muzayadah principle (bidding or
bargaining). After the bidding is carried out, the cash selling price and buy-
back price through murabahah for trading the KNB assets are agreed upon
by both parties. This agreement is called ittifaq dhimni. The cash selling price
is lower than the buying-back price as the latter has already included profits
to the investor. For example, if the cash selling price for the investor is RM90
million and the buy-back price from the investor five years later is RM100
million, this means that the investor receives a profit of RM10 million. This
trading is then structured into securities to enable it to be a capital market
instrument.

ARGUMENTS THAT SUPPORT THE PERMISSIBILITY OF AN
ISLAMIC BENCHMARK BOND

An Islamic benchmark bond is regarded permissible based on the following
arguments:

Siyasah Iqtisodiyyah Principle

The SAC resolved that a benchmark used as a guide in price determination
does not contradict Shariah based on siyasah iqtisodiyyah which is an
economic ruling. It acts as a reference for determining the price level in a
more systematic way and consistent with prevailing market conditions. An
appropriate price level is an important feature of an Islamic market as
underlined by the principle of istiqrar ta`amul. In general, this principle
emphasises the importance of a market that operates smoothly based on
the mutual agreement of buyers and sellers, resulting from a system that is
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transparent, fair and efficient, and with market integrity. Hence, participating
individuals will not be ignorant of the market and will be able to facilitate
trading activities to fulfil their needs.206 To achieve this, Islam defined the
principle of ghalat207 and prevented the occurrence of gharar. With the
establishment of benchmark, the uncertainty of pricing is minimised and
the market is made more transparent and efficient.

The Murabahah Principle

The principle involves an `aqd for buying and selling assets whereby the
price which includes a profit margin is agreed upon by both parties (the
buyer and seller). This concept is appropriate in structuring an Islamic
benchmark bond as the profit in selling the asset has been predetermined.
The price of the issued bond and yield to be earned will be determined
based on the total assets transacted and the murabahah profit.

The Bai` Dayn Principle

After the buying and selling of assets have been concluded according to
murabahah, the Islamic debt securities can be structured and sold in a
secondary market according to the principle of bai` dayn. The SAC, at its 2nd
meeting on 21 August 1996, agreed to accept the principle of bai` dayn as
an instrument for the Islamic capital market.208

In the context of the Islamic benchmark bond, the KNB will sell its assets in
cash to a principle dealer (PD)209 and buys them back on murabahah. The
murabahah price which is paid in instalments is a right to the debt for the
PD. This right is haq maliy or the right on an asset that can be traded.210 The
right to the debt which is in the form of syahadah dayn (debt certificate) can
be used to obtain cash by redeeming it from the debtor upon maturity. This
syahadah dayn complies with mal according to a majority of Islamic jurists211

and can be traded.

206 Al-Zarqa’, Al-Madkhal al-Fiqhi, vol. 1, pp. 378–379.
207 Ghalat outlines the mistakes that should not happen to parties that have performed `aqd to build

confidence in the market.
208 See resolution on bai` dayn for further details.
209 Principal dealer is a financial institution authorised by the central bank to deal in debt securities, such as

government and private debt securities.
210 Al-Khafif, Ahkam al-Muamalat, p. 30.
211 Zaydan, Madkhal li Dirasah al-Syariah al-Islamiyyah, p. 183.
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According to the Syafi`i Mazhab, a debt that is to be sold to a third party
must comply with several basic regulations as follows:

(a) The debt must be the result of trading activities permissible in Islam
and the `aqd must be legal according to Shariah; and

(b) The debt to be sold must be a debt of quality, i.e. guaranteed to be
safe and has a low risk of default. This is in the interests of the
investor.212

In this context, the Islamic benchmark bond that is issued through the KNB,
fulfils both criteria above. This is because the KNB has a sound credit rating
supported and guaranteed by the Malaysian government.

The Bai` Muzayadah Principle

The Islamic benchmark bond is also intended to be a benchmark for the
current value of an asset and also the profit level. In this context, the principle
of bai` muzayadah can be applied. It refers to the action of the seller offering
his products in the market followed by the demand of several buyers
competing to offer a higher price, which results in the seller selling the product
to the highest bidder. The SAC resolved that bai` muzayadah is permissible
(please refer to the resolution regarding bai` muzayadah). This is based on a
practice of the Prophet s.a.w. himself. Imam Bukhari has dedicated a specific
topic that explains the permissibility of such trading.

This principle allows the market player to obtain the true market value of the
assets sold. As many financial institutions are willing to buy the assets in
cash, KNB will open tenders for the purchase of the assets. KNB will choose
the best price offered at the lowest cost and with high liquidity.

The Ittifaq Dhimniy Principle

Ittifaq dhimniy refers to a tacit understanding that exists before a contract is
sealed. The seller and buyer have made a prior agreement to sell the asset at
a certain price and to buy it back at a certain price. In this context, the PD
who has succeeded in securing the tender will buy the assets that have been

212 Al-Syirazi, Al-Muhazzab, vol. 1, pp. 262–263.
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bidden on. This refers to the tacit understanding in a sale and purchase
transaction, in accordance with muzayadah trading. It is likely that in the
context of forming an Islamic benchmark bond, there is more than one PD
successfully buying the assets. Therefore, several PDs will be partners in buying
the assets according to their allotment.




