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				Introduction

				The years 2008 and 2009 weren’t exactly auspicious for many banks, brokerages, and other financial firms around the globe. (How’s that for an understatement?) In the United States, large financial institutions such as Lehman Brothers and Bear Stearns collapsed after getting entangled in the mortgage-backed securities market. Other large financial firms required government support to stay alive. The severity of the global financial crisis that followed has been described as second only to the Great Depression. Yet from 2008 to 2009, the assets of the 500 top Islamic financial institutions grew — from $639 billion to $820 billion.

				For people like you and me, who earn a living (or plan to earn a living) within the financial sector, a statistic like that provokes questions. What sets apart the Islamic finance industry from the rest of the financial world? And how have its differences helped this sector thrive when the rest of the global financial market struggles to regain its balance?

				I wrote this book because so many people like you — bankers, investment advisors, fund managers, and other financial professionals (or students with an eye on becoming the next generation of these professionals) — are hearing  from their peers that Islamic financial products are the next big thing. But other than knowing that a market exists for products that adhere to the tenets of Islam, many financial industry students and professionals don’t know what the term “Islamic finance” really means.

				As you find out in this book, I’m bullish on Islamic finance; I’m a firm believer in the market potential of this industry. I’m also a firm believer in the benefits of Westerners understanding the concepts that lie behind the Islamic financial products — knowing why a separate industry exists and why many conventional products don’t work for Muslims. As I explain in these pages, the concepts supporting Islamic finance are crucial to Muslims and can’t be compromised. This enormous — and quickly growing — market sector is actively seeking financial products and investment opportunities that adhere to Islamic principles. By recognizing and meeting these needs, conventional banks and other financial institutions can tap into a rich and thriving global market.

				About This Book

				For all its potential, the Islamic finance industry is a bit distant and removed from the conventional commercial finance sector. In the West, the general public and even many financial professionals know absolutely nothing about Islamic finance. Those who’ve at least heard of it may assume that they can’t understand or participate in it because they aren’t Muslim and don’t speak Arabic. (As I show you in this book, you absolutely can participate in the Islamic finance industry — as a professional or as an investor — even if you aren’t Muslim and don’t know Arabic.) Western women may assume that they aren’t allowed to participate in the Islamic finance industry because of misconceptions about Islamic law. (Women can and do fully participate in Islamic finance — as professionals and as investors.)

				Islamophobia is a prejudice against Islam or Muslims that has unfortunately become more commonplace and more intense in the West since the attacks on the United States on September 11, 2001. Some people simply don’t want anything to do with an industry that’s affiliated with Islam. Until now, searching  for a book to help you navigate the subject of Islamic finance wasn’t very rewarding. That’s because Islamic finance has been the topic of textbooks but not many nonacademic titles.

				I wrote this book to bridge the gap between people who need and want to know about Islamic finance and an industry that needs and wants their participation. If I’ve done my job well, you won’t feel intimidated by the information in this book; instead, you’ll be comforted in knowing that Islamic finance and conventional finance share a lot of basic features. And you’ll find out that you don’t need to learn a new language to work in Islamic finance, that you don’t need to change your personal religious views, and that job prospects are strong for both men and women with conventional banking and finance skills who are open to learning about new products and a new way of conducting business.

				As with any For Dummies book, this volume is a reference book. That means I don’t necessarily expect you to sit down and read it cover to cover. (Of course, if you choose to do so, I won’t argue a bit.) Instead, I assume that you’ll jump in and out and around the book, reading the sections and chapters that are most relevant to you. Therefore, I’ve written each chapter so it makes sense on its own; I don’t assume that you’ve read the preceding chapters.

				Conventions Used in This Book

				To help you navigate this text, I use the following conventions:

				[image: check.png] When I introduce a new term, it appears in italics, and I provide a definition or explanation nearby.

				[image: check.png] I use bold text to highlight the active steps you take in a process and the keywords of bulleted lists.

				[image: check.png] All website addresses appear in monofont so they’re easy to pick out if you need to go back and find them. Keep in mind that when this book was printed, some web addresses may have needed to break across two lines of text. If that happened, rest assured that I haven’t put in any extra characters (such as hyphens) to indicate the break. So, when using one of these web addresses, just type in exactly what you see in this book, pretending as though the line break doesn’t exist.

				[image: check.png] Sharia, the Islamic law that all Islamic financial products must adhere to, goes by many different spellings throughout the world. I use the spelling sharia for general references throughout this book, but other spellings you may see elsewhere include sharia’a, shariah, and shari’ah (and sometimes references are capitalized). I use such alternative spellings here only in the names of specific banks, funds, and so on that utilize them.

				[image: check.png] Similarly, many Arabic terms that end in -a have alternative spellings that end in -ah. I use the -a spellings for such terms, but know that this spelling discrepancy doesn’t affect the meaning. So if you read an article somewhere about mudarabah contracts, for example, rest assured that they’re the same mudaraba I discuss in this book.

				One final convention note: In Islam, the respectful acronym pbuh (peace be upon him) customarily follows all references to prophets, including the Prophet Muhammad (pbuh), and I adhere to that convention here.

				What You’re Not to Read

				I happen to believe that every word in this book has value. (Perhaps I’m a touch biased?) But if you’re looking for just the essentials, you can skip the sidebars (the gray boxes) in the book, which offer supplemental information. You can also skip over paragraphs that are accompanied by a Technical Stuff icon because they contain information that may be more detailed than you need.

				Foolish Assumptions

				I wrote this book assuming that you have a strong interest in the financial industry already. Maybe you’re a banker, a mutual fund manager, an investment consultant, or an insurance agent. Perhaps you have Muslim clients asking you to consider adding sharia-compliant products to your roster of offerings, or your boss mentioned in passing that Islamic finance has been growing like crazy in recent years and your company should find out how to tap into the market. Maybe you’re a college student focusing your studies on finance, and you’ve read that job prospects are good for people with specific knowledge about Islamic finance.

				Whatever your background, you’ve heard that Islamic financial products exist, and you need to know more about them to supplement your industry knowledge.

				Although I don’t assume that you know every in and out of every aspect of finance, I do assume that you bring some fundamental knowledge to the table. I don’t bother defining in detail what a mutual fund is, for example, or how conventional insurance products work. But I do refresh your memory about slightly more technical topics such as financial reports. Don’t worry though; this text isn’t an accounting book. I focus on drawing connections and distinctions between Islamic financial products and the conventional products you likely already understand.

				I absolutely do not assume that you’re Muslim or plan to convert to Islam. And I don’t assume that you know Arabic. I share with you some essential Arabic terms related to the Islamic finance industry, but I don’t expect you to become fluent in the language.

				How This Book Is Organized

				I’ve divided this book into seven parts for easy navigation. As I note earlier in this Introduction, you can pick and choose your way through these sections as you need. Here, I explain what you find in each part.

				Part I: The Basics of Islamic Finance

				I begin the book by covering the fundamentals of the Islamic finance industry, including the key principles behind it. If you’re looking to gain a big-picture understanding of the subject, Chapter 1 is definitely the place to start.

				Obviously, the principles supporting the Islamic finance industry derive from Islam. Chapter 2 is your very brief introduction to both the religion and to the sharia code of conduct that Muslims are called to follow.

				To add some perspective to the importance of the industry, Chapter 3 quickly runs through the centuries-old history of Islamic finance (while focusing primarily on events since the 1970s). And in Chapter 4, I outline the current state of the industry by explaining the variety of institutions that are in business, considering how the global credit crises have affected them, using my crystal ball to predict their growth, and pointing out some challenges that they face.

				Part II: Introducing Islamic  Commercial Law

				For some people in the West, the word sharia has negative connotations. News stories that highlight extreme punishments for going against sharia law cast a harsh light on the word and what it stands for.

				But for a Muslim, sharia is a positive word. Sharia is Allah’s (God’s) law (though not every Muslim agrees about what it says), and it’s a set of ethical  guidelines that help Muslims know how to behave in all circumstances, including business dealings.

				Part II contains two chapters that explain sharia ethics as they apply to the business world. Chapter 5 defines Islamic ethics as they relate to commercial pursuits. Chapter 6 illustrates how sharia compliance influences the development of all Islamic commercial contracts and the many financial products based on such contracts.

				Part III: Eyeing Islamic  Banking Operations

				Conventional and Islamic commercial banks have a lot in common. For starters, both provide products and services that their customers and communities absolutely rely on. (Imagine how different your town or city would be if all the banks shut down. Where would you and your neighbors put your money for safekeeping? Where would you turn if you needed help buying a home or a car or starting a new business?) But conventional and Islamic commercial banks differ in some significant ways. In Chapter 7, I outline differences in function, structure, supervision, and concept, and I describe how each type of bank relates to its customers.

				Neither banking industry functions in a vacuum, and Chapter 8 looks at ways in which Islamic and conventional banks — including the central banks of various countries and regions — cooperate in order to achieve their goals and meet their customers’ needs.

				To round out the coverage of Islamic banking, Chapter 9 paints a big picture of how Islamic banks receive and use their funds. Then Chapter 10 goes into detail about how Islamic banks use their funds to generate income and provide crucial financial instruments to their customers.

				Part IV: Islamic Investment  Markets: Equity and Bonds

				Islam discourages the hoarding of wealth and instead encourages people who accumulate surplus funds to find ways to invest their wealth for the betterment of the entire community. However, Islam forbids supporting any business that promotes gambling or pornography, participates in the construction of weapons of mass destruction, produces pork or tobacco products, or engages in other prohibited activities. What’s a Muslim investor to do?

				In Chapter 11, I explain the fairly recent development of Islamic capital markets that feature sharia-compliant equity products. In Chapter 12, I explain the screening processes that ensure the assets traded on Islamic markets are indeed compliant with sharia.

				In Chapter 13, I focus on nonequity investment products called sukuk, which are commonly called Islamic bonds but differ fairly significantly from conventional bonds. A wide variety of sukuk products are available, and the market for them is substantial. I offer a thorough introduction here.

				Part V: Reporting, Corporate  Governance, and Supervision

				Chances are you didn’t focus your studies or career on finance in order to spend day and night thinking about financial reports. If that were your cup of tea, you’d probably be an accountant or auditor instead. However, financial reporting is part and parcel of the finance industry, including the Islamic finance industry. And Islamic institutions, like their conventional counterparts, must meet reporting requirements established by regulatory authorities and auditing standards boards. In Chapter 14, I explain what those requirements look like and who is setting them in the Islamic sector.

				Chapter 15 considers the governance typically found at Islamic financial institutions and how it likely differs from the governance of a conventional firm. The existence of a supervisory sharia board is the most visible difference, and Chapter 16 explains who may sit on such a board and what its responsibilities are.

				Strong leadership is a key component of managing risk, and Islamic finance institutions face a few risks that their conventional counterparts don’t. In Chapter 17, I explain those risks, which are related to sharia compliance, and how they’re most often mitigated in the Islamic system.

				Part VI: Islamic Insurance: Takaful

				Functioning in Western society without buying insurance is tough. Almost every state in the United States requires some minimum level of auto insurance, for example, and you’re running a huge risk if you own a home and don’t insure it and its contents. But what do you do if you’re Muslim and your religion prohibits your purchase of conventional insurance products because they involve prohibited elements of risk, speculation, and gambling?

				The Muslim alternative to conventional insurance is called takaful, and in this part, I explain what this product is and how it differs from conventional insurance. I describe specific takaful products, as well as retakaful, the Islamic equivalent of reinsurance or company-to-company insurance.

				Part VII: The Part of Tens

				In this part, I give you two short chapters featuring quick pieces of information. First up are the ten reasons I think Westerners should become informed about the Islamic finance industry. (Globalization and industry growth are just two of the most obvious.) Then I spotlight ten economic benefits of adhering to sharia.

				Because many of the product and contract names I discuss in this book are Arabic words, I provide a thorough glossary immediately after The Part of Tens. If you get stuck on the difference between murabaha and musharaka, for example, don’t despair; just turn to this appendix for help.

				Icons Used in This Book

				Throughout the book, I place icons in the margins that call your attention to certain types of text. Here’s what each icon means:

				[image: controversy_religion.eps]	When it comes to religion and the code of ethics derived from it, you can bet that some disagreements exist. This icon points out current or ongoing points of contention in the Islamic finance industry.

				[image: tip.eps]	This icon denotes paragraphs that contain useful how-to’s for better understanding the Islamic finance market and perhaps positioning yourself for a career in it.

				[image: remember.eps]	When you see this icon, pay close attention. The point I’m making is something that’s worth recalling long after you read the words.

				[image: technicalstuff.eps]	If you’re looking for just the essentials and don’t want to get bogged down in the nitty gritty details and historical background of certain topics, feel free to skip past paragraphs with this icon attached. If you do read them, keep in mind that they likely contain information that’s a bit more technical than the rest.

				[image: realworldexample.eps]	This icon flags descriptions of what is actually happening in the Islamic finance industry: real-world situations and products that illustrate the topic at hand.

				Where to Go from Here

				The great thing about this book is you can start anywhere you want. If you know absolutely nothing about Islamic finance, I encourage you to read Chapter 1 first because it sets the stage for understanding the whole subject. Beyond that, feel free to use the table of contents or index to pinpoint subjects of particular interest.

				If you’re a banker, Part III may be your most logical starting point. If you’re an equities broker, Chapter 11 may hold the most interest for you. Are bonds your thing? Flip to Chapter 13. Is insurance your specialty? Part VI on takaful should be a good read.

				Feel free to skip around and glean the information that’s most useful to your career or your studies. And if you get tripped up at any point by the terms I’m using, don’t hesitate to dog-ear the glossary at the end of the book so you can keep your definitions straight.

			

		

	
		
			
				
				
					Part I

					The Basics of Islamic Finance
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					In this part . . .

					In Chapter 1, you discover the fundamentals of the Islamic finance industry, including the key principles that support it. These principles derive from Islam, so I devote Chapter 2 to introducing the religion and its code of conduct, called sharia.

					Next, I take you on a brief tour of the history of the Islamic finance industry so you can appreciate its roots. Finally, I outline what’s happening in the industry today by introducing the types of institutions that are in business, noting how global credit crises have affected them, attempting to predict their growth in the near future, and highlighting crucial challenges they face.

				

			

		

	
		
			
				Chapter 1

				Easing into Islamic Finance

				In This Chapter

				[image: arrow] Examining the core ideas of the Islamic finance industry

				[image: arrow] Getting to know industry products and institutions

				[image: arrow] Recognizing current and potential demand for Islamic financial products

				Islamic finance has become an especially hot topic since 2007, when the global financial crises started doing serious damage. Nearly everyone felt the pinch of these crises. Now, academics, businesspeople, politicians, and religious leaders — in Muslim and non-Muslim nations, in the East, Middle East, and West — are talking about the significance of the Islamic finance industry. In part, that’s because the Islamic system has survived these crises with less stress and better performance than many nations’ conventional industries. People are curious to find out why that’s the case and how Islamic finance differs from its conventional counterpart.

				In this chapter, I offer a broad overview of the Islamic finance industry to help you get a handle on the concepts behind it, the principles that define it, the products that support it, the people who participate in it, and more. I then touch on the industry’s current level of demand and project how much (and how quickly) it’s likely to grow — topics that receive much more attention later in the book.

				Defining the Concepts and Principles  of Islamic Finance

				Islamic finance is a financial system that operates according to Islamic law (which is called sharia) and is, therefore, sharia-compliant. Just like conventional financial systems, Islamic finance features banks, capital markets, fund managers, investment firms, and insurance companies. However, these entities are governed both by Islamic law and the finance industry rules and regulations that apply to their conventional counterparts.

				Although the Islamic finance industry itself is quite young, Islamic theories of economics have existed for more than a millennium; by the mid-12th century, in fact, many Muslims scholars had presented key concepts of Islamic economics that are still relevant today. But political and social turmoil put the brakes on Islamic finance for a very long time; only in the 20th century did Muslim scholars and academics seriously begin to revisit these topics (and, in doing so, set the stage for the modern Islamic finance industry to emerge in the 1970s). Chapter 3 offers some details about the history of the Islamic finance industry, starting in the 6th century and including the explosion of activity that occurred in the late 20th century.

				In this section, I introduce the concepts that support the Islamic finance system and the principles that every institution within it must apply.

				Searching for balance

				As I explain in detail in Chapter 2, Islam is more than a religion; it’s also a code of life that deals with social, economic, and political matters. A person who follows Islam is a Muslim, and every Muslim is expected to live according to the Islamic code, which is sharia (Islamic law). Each issue addressed by sharia is entwined with all other issues; therefore, economic matters are related to religion, culture, ethics, politics, and so on. (Contrast this perspective with the economics of Adam Smith or Karl Marx, for example, whose philosophies exist independent of religious principles, beliefs, and culture.)

				Islamic economics is based on core concepts of balance, which help ensure that the motives and objectives driving the Islamic finance industry are beneficial to society. I explore these core concepts here.

				Balancing material pursuits and spiritual needs

				Islam encourages spirituality in all pursuits. That doesn’t mean that Muslims are ordered to avoid economic activities or the pursuit of wealth. Instead, a Muslim’s economic activities and pursuit of wealth should correlate with the spiritual aspects of life. For example, someone shouldn’t focus on business success so much that he neglects worship.

				[image: remember.eps]	The sources of Islam (which I describe in Chapter 2) teach Muslims that economic activity conducted according to sharia is, itself, an act of worship. That is, Muslims will be granted rewards or merits for sharia-compliant economic activities just as they’re rewarded for worshipping Allah (God). But the key to achieving such rewards is to find balance between economic activities and spirituality, as I explain in Chapter 5.

				Balancing individual and social needs

				Islamic economics is also framed on the balance between the individual’s needs and those of other people. A Muslim is expected to consider society in general when enjoying the bounties granted to her by Allah. These considerations include promoting justice in all economic activities, remembering that all people have mutual responsibility for all others, and using the earth’s resources wisely. I devote Chapter 5 to Islamic commercial ethics, which include these topics and more.

				If you’ve studied conventional economics, you may be wondering how Islamic economics deals with supply and demand. From a conventional perspective (such as capitalist or socialist), the question is, “How does an economy satisfy unlimited wants with limited resources?” The way a given economy answers this question influences what is produced, how it’s produced, and for whom it’s produced.

				[image: remember.eps]	According to Islam, the economic problem at the heart of this debate can’t arise because Islam doesn’t accept that all human wants must be fulfilled. In other words, the religion establishes limits on demand based on guidance from Allah.

				Islam promotes moderate consumption and prohibits extravagant spending. That word extravagant applies both to spending too much on acceptable products and activities and to spending any money at all on prohibited ones. For example, people are involved in extravagant spending when they use consumable resources (especially food and drink) in an irresponsible manner but also when they drink alcohol, gamble, hire a prostitute, purchase pornography, or promote the production of weapons of mass destruction — all prohibited activities according to Islamic law.

				So even though the supply of resources in this world is limited, Muslims believe that Allah has provided everything that humans need (and in an appropriate quantity). Islam ensures that humans use resources wisely by placing limits on demand through the directive to be moderate in consumption. While nations with conventional economic theories struggle with how to handle the push and pull between supply and demand, Islamic nations find the solution within the religion itself.

				Believing that Allah is the  owner of all wealth

				Capitalistic societies are based on a concept of private ownership of property: Individuals hold different kinds and levels of wealth, and the government intervenes only when public interest demands it. Socialist theory is based on collective ownership, wherein wealth belongs to the state or the public; no individual ownership exists, and individual efforts don’t result in a greater or diminished accumulation of wealth.

				[image: remember.eps]	A core concept of Islam is that Allah is the owner of all wealth in the world, and humans are merely its trustees. Therefore, humans need to manage wealth according to Allah’s commands, which promote justice and prohibit certain activities. At the same time, Muslims have the right to enjoy whatever wealth they acquire and spend in sharia-compliant ways; they don’t need to feel shame about being wealthy as long as their behavior aligns with Islam.

				To promote justice related to the distribution of wealth, Islam imposes a property tax called zakat (which is one of the obligations of Muslims; see Chapter 2). Every Muslim who meets certain criteria regarding the accumulation of wealth must pay zakat, which is distributed to people in need. In other words, zakat is a mechanism that promotes a just distribution of wealth among people. Islam also encourages charitable activities in addition to zakat according to an individual’s preferences.

				So how can a Muslim acquire wealth in a sharia-compliant way? Answering that question is one purpose of this book; I devote a lot of this text to explaining the types of financial products that support sharia-compliant economic activities. Basically, a Muslim may either inherit wealth or acquire wealth through business activities or projects that are based on contracts that exist within Islamic commercial law. In Chapter 6, you can find an overview of Islamic commercial contracts that support sharia-compliant business activities.

				Promoting a responsible  free-market economy

				As the previous sections suggest, Islam defines certain limits on economic activities. A Muslim believes that Islam doesn’t restrict economic activity but instead directs it toward responsible activity that benefits other people, protects the earth, and honors Allah. In other words, Islam allows for a free-market economy where supply and demand are decided in the market — not dictated by a government. But at the same time, Islam directs the function of the market mechanism by imposing specific laws and ethics, which I describe in Chapter 5.

				A key purpose for imposing these laws and ethics is to promote social justice; Islam and social justice are inseparable. Therefore, social justice is a key  concept of the Islamic finance industry.

				[image: remember.eps]	What does social justice mean? As I mention in the section “Believing that Allah is the owner of all wealth,” Islam doesn’t allow for a society in which a small number of people enjoy most of the wealth while many people have very little. Economically speaking, social justice is the distribution of wealth in a way that helps correct such an imbalance.

				Islam tries to achieve social justice in the economy in many ways:

				[image: check.png] Promoting adherence to Islam: As I explain in Chapter 2, a Muslim is expected to adhere to certain core beliefs and perform certain obligatory acts. By reminding Muslims of their obligations, Islam seeks to promote stronger relationships between each person and Allah, between people and the earth, and among individuals. Islam affirms that when humans believe in Allah and follow his commandments, they create harmony on earth by behaving responsibly. Striving for social justice is the key to this harmony.

				[image: check.png] Requiring zakat: By taxing the property of people who acquire wealth and distributing that tax to people in need, Islam promotes the socially responsible distribution of wealth. Zakat management is part of the Islamic finance field, and zakat calculation is a separate (specialized) field of study. I discuss zakat in Chapter 2 and in Chapter 14, where I describe financial statements that are required from Islamic financial firms.

				[image: check.png] Defining the state’s obligations: Per Islam, the state (meaning a nation’s or city’s leaders or government) is also responsible for ensuring that social justice exists. Islamic scholars argue that the state should collect zakat and guide wealth distribution to make sure that everyone’s basic needs are provided for. In addition, scholars generally agree that states should protect the real value of money by implementing sound fiscal policy.

				[image: check.png] Prohibiting usury (interest): As I explain in the next section, Islam prohibits interest-based transactions. It does so for the sake of social justice. No individual or business entity should hoard money in order to earn interest; instead, people and businesses should use money (keep it in circulation) to support productive economic activities — those that create investment, trading, and jobs. The returns of successful economic activities are then distributed to the different parties involved; wealth is shared.

				[image: check.png] Encouraging shared risk: Islam also promotes social justice by encouraging risk-sharing in economic transactions. When a risk is shared among two or more parties involved in an economic activity, the burden of the risk faced by each party is reduced.

						For example, in a type of Islamic contract called musharaka, two or more parties participate in a joint venture by each providing capital, expertise, and effort. All parties share the risk, as well as any profits, related to the project. (I write more about musharaka contracts in “Products based on equity participation [profit and loss sharing]” later in this chapter.)

						Compare this with an economic activity supported by an interest-based loan from a conventional bank to an entrepreneur. If the venture fails, only the entrepreneur suffers; he must still pay back the capital to the bank as well as interest. But the entrepreneur takes this risk because he alone benefits from the profits if the activity is successful. He owes the bank no more than the capital borrowed plus the agreed-upon interest.

				Citing key principles that  Islamic firms follow

				Based on the core concepts of Islamic economics, Islamic finance institutions adhere to certain principles that distinguish them from conventional finance. Here, I discuss four major principles that every Islamic financial firm must follow. (Note: If a company doesn’t adhere to these principles, it can’t call itself Islamic.)

				Prohibiting interest (riba)

				Interest is the hub of the conventional finance industry wheel, which is one of the main reasons that Muslim scholars in the 20th century began to think seriously about the need for an alternative financial system (see Chapter 3). Western economics defines interest as the excess premium paid by a borrower to a lender over a period of time based on the principal amount that was loaned. The Arabic word riba refers to interest in the Islamic finance industry. Riba means to increase, grow, or multiply into more than what is due.

				[image: remember.eps]	Riba is prohibited in Islamic law because it creates injustice in society and, as I note earlier in the chapter, Islam and social justice are inseparable. In a riba-based transaction, the owner of the wealth gets return without making any effort. The person receiving the loan, on the other hand, assumes all the risk related to the success or failure of the underlying economic activity and bears the responsibility of returning to the lender both the capital and the riba no matter what the outcome of the economic activity. From the Islamic point of view, in a riba-based transaction, the lender uses the misfortune of the borrower in order to acquire wealth, which is unjust. For these reasons, such a transaction can’t be sharia-compliant.

				The prohibition against riba-based transactions means that Muslims should not take out loans from conventional banks, invest in interest-based products (such as conventional certificates of deposit, savings accounts, and bonds), or invest in funds that purchase the equity of firms that promote interest-based products (such as conventional banks). The birth of the Islamic finance industry in the second half of the 20th century provided modern Muslims with their first access to financial products that respect such prohibitions.

				Muslim scholars divide riba into two types:

				[image: technicalstuff.eps]	[image: check.png] Riba al-nasiah: This riba is based on money lending; the lender and borrower agree upfront on a fixed amount of money to be paid as a reward for the money lent.

				[image: check.png] Riba al-fadl: This riba is the excess that arises during an exchange of homogenous commodities in unequal quantities or qualities. If you have low-quality gold, for example, and you want to purchase high-quality gold, you can’t exchange the two and pay the other party cash to make up the difference in value.

				Steering clear of uncertainty-based transactions (gharar)

				The Arabic word gharar means uncertainty or to cheat or delude. Islam requires Muslims to avoid transactions based on gharar because these transactions are uncertain or ambiguous; not everyone involved knows what to expect and can make an informed decision. Gharar can exist in these situations:

				[image: check.png] When two parties enter a contract and one party lacks complete information: For example, a party purposely withholds some information in order to wield greater control over the transaction.

				[image: check.png] When both parties lack control over the underlying transaction: They enter the contract aware that they don’t have complete information because of the nature of the transaction itself.

				Here’s an example of the first situation: Mrs. Jones wants to buy a house and Mrs. Smith wants to sell her a house. If Mrs. Smith doesn’t disclose complete information about the house she’s selling (such as the fact that it flooded a few years ago or that it has foundation damage), Mrs. Jones can’t make a fully informed decision. If the two parties enter a contract without complete disclosure being made, the contract is based on gharar and therefore prohibited under sharia law.

				Likewise, the first situation may exist if two parties enter a contract for the sale and purchase of an item that hasn’t yet been constructed, such as a new home. Unless the buyer and seller set out all the specifics in the contract (including the date on which the product will be complete), gharar comes into play, and the buyer may not ultimately receive exactly what he expected.

				The second situation in which gharar exists occurs when, for example, two parties enter a contract related to the sale of fish that haven’t yet been caught. Both parties lack control over that transaction because outside forces (such as weather or overfishing) may prevent the delivery of all the fish expected per the contract.

				[image: remember.eps]	The underlying issue with transactions that involve gharar is injustice; when uncertainty exists, the transaction can easily become unjust to one or both parties.

				Avoiding gambling (maysir or qimar)

				Two Arabic words — maysir and qimar — refer to transactions that involve gambling:

				[image: check.png] Maysir: The acquisition of wealth by chance (not by effort)

				[image: check.png] Qimar: In modern gambling, any game of chance

				Both types of transactions are prohibited because they’re based on gharar (uncertainty); no one can know with certainty how a gamble will pay off. When you also consider the core concepts supporting Islamic finance (described earlier in the chapter), you can see that in a maysir transaction, no sharia-compliant economic activity exists to justify the acquisition of wealth, making a maysir transaction unjust. And in qimar, only one party can gain; the other will suffer a loss and, therefore, an injustice.

				[image: remember.eps]	The Islamic prohibition against transactions that involve gambling prevents Muslims from purchasing conventional insurance products because conventional insurance is a gamble. When a policyholder pays premiums, she doesn’t know whether she’ll get that money back (and perhaps much more money) in the future as the result of a qualifying event or whether the insurer will forever keep that money because no such event occurs. If a policyholder makes small payments and then receives a large sum because a misfortune occurs, that’s unjust. If she makes small payments but never receives anything in exchange for them (because no misfortune occurs), that’s unjust, too.

				Instead, Islamic insurance, called takaful, is based on a very different model of risk management that involves shared risk and mutual responsibility; I describe the takaful industry in Chapters 18 and 19.

				Avoiding investment in prohibited industries

				Islam prohibits industries that it considers harmful to society and a threat to social responsibility. Earlier in the chapter, I mention the prohibitions against alcohol, prostitution, and pornography as well as weapons of mass destruction. Other prohibited products include pork, tobacco, and illegal drugs. Islam also prohibits activities that are based on interest (riba), gambling, or cloning (a prohibition that, obviously, has emerged only recently). Sharia scholars constantly debate new issues that arise as technology changes.

				By prohibiting certain industries, Islam also prohibits profiting from them in any way. Therefore, an Islamic financial institution can’t finance a project or asset that is prohibited. Also, a Muslim investor cannot put money into a mutual fund or other equity product that funnels money to a company that participates in a prohibited industry. In Chapter 12, I describe how an Islamic investment company filters stocks to determine which are sharia-compliant (and can be included in an Islamic investment product) and which aren’t (and must be excluded).

				Identifying Types of Islamic  Financial Products

				Islamic financial products are based on Islamic economic core concepts and principles, which I outline earlier in the chapter. Islamic financial companies have developed many different products to meet customer needs and provide sharia-compliant alternatives to widely available conventional options. All Islamic financial products are based on Islamic contracts — a topic that I detail in Chapter 6.

				In this section, I link descriptions of some common categories of Islamic financial products with economic concepts and principles. Keep in mind that, in practice, a product can be developed to serve many purposes — not only to satisfy social justice demands. However, no matter the motivation for creating a product (such as to meet market demand), every Islamic financial product must exist under the framework of sharia law.

				Products based on equity participation (profit and loss sharing)

				To establish social justice, Islam requires that both investors and entrepreneurs share involvement in economic activities that result in profit and loss. The conventional concept of one party moving or transferring risk to another party is eliminated in the Islamic system. Here are two broad categories of well-known, widely used equity products that support the sharing of profit and loss:

				[image: check.png] Mudaraba products: These are the most common products in Islamic financial institutions. In a mudaraba contract, a financier provides capital to an entrepreneur who manages an economic activity such as property construction, a business, or a joint venture. When this economic activity returns a profit, both parties share the proceeds; when a loss occurs, only the financier bears the financial loss. (The entrepreneur loses his effort and time.) However, if the loss is due to the misconduct of the entrepreneur, then he must suffer the financial loss as well.

				[image: check.png] Musharaka products: In a musharaka contract, both parties become involved in a joint venture project or property by investing capital and entrepreneurship. Both parties share any profit or bear any loss generated by the activity.

				[image: tip.eps]	For more information about mudaraba and musharaka products, check out Chapter 6 on Islamic contracts, Chapter 10 on Islamic banking products, and Chapter 13 on sukuk (the Islamic alternative to bonds).

				Ultimately, the goal of these products is to help society — to promote social justice — by transferring money from one party to another in a way that benefits everyone involved (and even the larger community in some cases). In contrast, comparable conventional products are interest-based bank loans in which a bank transfers all risk of loss to the entrepreneur. In the end, the conventional bank benefits from this transaction much more than the entrepreneur does.

				Products based on investment financing (sale and lease contracts)

				In Islamic economics, debt-based transactions (interest-based lending and borrowing) are prohibited. If you’ve grown up in a society where every home, car, and other major purchase is financed by debt, you may wonder how people and businesses can function without it. But doing so is, indeed, possible!

				As part of the Islamic finance system, contract products are available to facilitate the sale or lease of a property (a home or car, for example). You may see these contracts referred to as debt-based; but in reality, debt isn’t created. Instead, an economic activity occurs that involves buying and selling a productive property or asset. Therefore, these types of transactions are more accurately called asset-based transactions.

				[image: remember.eps]	Islamic law is clear: only real assets can be transacted with Islamic sale and lease contracts, and such assets must be owned by the lessee or seller — not by a third party. These conditions make it impossible to sell debt in a capital market and create imaginary assets, which enable transactions of a speculative nature.

				Investment financing contracts in the Islamic system promote social justice because the seller or lessee shares the risk of the property or other asset (as well as the risk of credit default by the customer) while also enjoying a return on the investment. In other words, the customer isn’t accepting a disproportionate amount of risk in this setup.

				[image: realworldexample.eps]	For example, if an Islamic bank purchases a home and sells it on an installment basis to a buyer, the bank is the owner of the home until the final payment is made. The bank earns a fee from the buyer but may also be responsible for repairs on the home for the duration of its ownership period if stated in the agreement.

				Products based on investment financing include the following:

				[image: check.png] Murabaha products: An asset is sold to the customer at cost plus markup. The sale amount is agreed upon by both parties in advance, and the purchase may occur over time in deferred installments or via a one-time payment.

				[image: check.png] Ijara products: These are leasing products; a financier buys an asset that a customer needs and leases the asset to the customer.

				[image: check.png] Salam products: In a salam contract, payment is made in full, upfront, for an asset to be delivered on a specific date in the future.

				[image: check.png] Istisna products: Similar to salam products, istisna contracts are used for project financing; the financier pays for the project to be delivered in the future, and when the product is done, it’s delivered to the financier.

				[image: remember.eps]	Istisna and salam products are different because istisna contracts always relate to manufacturing, while salam can be related to any type of asset. Also, in salam, the full price must be paid in full upfront, which isn’t necessary in istisna contracts.

				As with equity participation products (check out the earlier section “Products based on equity participation [profit and loss sharing]”), Islamic investment financing products promote social justice by ensuring that both parties in the transaction share risks and receive rewards. In contrast, when a conventional bank offers a debt product to a customer (a home mortgage or auto loan, for example), the bank has little risk; if the customer defaults, the bank keeps the entire asset plus any payments that have been made to date. The conventional bank also stands to reap additional rewards, such as interest on the full amount due.

				You can find much more information about Islamic investment financing products in Chapter 10.

				Products for social development

				The Islamic finance industry has developed a product based purely on the goal of lifting up society in general: Qard hasan are interest-free loans given by Islamic financial institutions to people who need them. This loan is the only type of loan that Islamic banks offer. No interest or fee is assigned to the loan; banks require only the principal to be repaid. See Chapter 9 for the details on qard hasan loans.

				Islamic funds

				Islamic funds are investment products (such as mutual funds and unit trusts) that are based on equities that are screened, or filtered, to ensure sharia compliance. (I describe the various types of Islamic investment products available in the capital markets in Chapter 11.)

				The word screened is key here. As I explain in Chapter 12, screening refers to the process of checking the sharia compliance of every entity included in an equity fund. The first step in the screening process is to filter out any company whose business involves industries or types of transactions that are prohibited by Islamic law; sharia doesn’t allow for investment in economic activity that may harm society. A second step in the process involves looking closely at each company’s financial ratios; a company must meet certain financial benchmarks to assure Islamic investors that it isn’t engaged in prohibited speculative transactions (involving uncertainty or gambling), which are likely leveraged with debt.

				An alternative to bonds: Sukuk

				Sukuk are often referred to as “Islamic bonds,” but they’re very different from conventional bonds, which benefit one party more than another and, therefore, can’t promote social justice.

				As I explain in the earlier section “Products based on investment financing (sale and lease contracts),” the Islamic finance industry avoids the creation of debt by offering asset-based contracts as an alternative to conventional loan products. For this reason, sukuk are asset-based securities; they’re certificates (sold to investors) that represent ownership in a tangible asset, service, project, business, or joint venture. Every asset that supports a sukuk must be sharia-compliant, meaning that if an asset is an economic activity such as a joint venture, that activity must be based on the types of Islamic contracts I describe in Chapter 6.

				Check out Chapter 13 for a thorough look at sukuk, including when they were first issued, how they’re structured, how investors profit from them, and what types of sukuk are available in the Islamic capital market.

				Islamic insurance

				Islamic insurance, called takaful, differs significantly from conventional insurance. As I explain in the earlier section “Not participating in gambling (maysir or qimar),” sharia-compliant Muslims can’t purchase conventional insurance because it’s based on transactions that are rife with uncertainty.

				A wide variety of takaful products exist; they can insure a car, a business, a person’s health, a family’s education or retirement savings, and so on. Yet all are based on the concepts of cooperative risk sharing, mutual responsibility, mutual protection, and solidarity among takaful fund participants. In conventional insurance, risk is transferred from one party to another; but in Islamic insurance, risk is shared among the members in a collective manner. Head over to Chapters 18 and 19 to dive into takaful and retakaful (the Islamic reinsurance industry).

				Introducing Islamic Financial Institutions

				The Islamic finance industry is composed of many institutions that create and/or trade the types of products I outline in “Identifying Types of Islamic Financial Products.” Although these institutions may have very different structures, types of customers, and goals, they all share one key element: To qualify as Islamic financial institutions, they must comply with Islamic law (sharia).

				Here, I briefly describe the types of Islamic financial institutions that serve Muslim and non-Muslim populations throughout the world:

				[image: check.png] Islamic banks: Banks are the backbone of the Islamic finance industry, and Islamic banks were the first type of institution to enter the industry in the late 1960s and early 1970s (see Chapter 3). As I detail in Part III of this book, Islamic banks have many functions that mirror those of their conventional counterparts, but they must fulfill those functions in sharia-compliant ways. Therefore, the products available at an Islamic bank look very different from those available at a conventional commercial bank. And the ways in which an Islamic bank invests its funds differ significantly as well.

				[image: check.png] Islamic capital market participants: As I explain in Chapter 11, the Islamic capital market is where sharia-compliant financial assets are transacted. The individuals and institutions involved in the Islamic capital market work parallel to those in the conventional capital market, and they help investors find sharia-compliant investment opportunities. The Islamic capital market is open to any investors, including non-Muslim customers.

						Products that are bought and sold in the Islamic capital market include Islamic funds (see Chapters 11 and 12), sukuk (see Chapter 13), and Islamic interbank money market funds (which are quite new and just now developing). Therefore, capital market participants include Islamic investment fund managers, sukuk issuers (including governments and major corporations), high net worth individuals who need sharia-compliant products in which to invest their money, and any other individual or entity that seeks sharia-compliant and/or socially responsible investment  vehicles. Because this capital market is very young, I expect that it will grow and include more types of investment products as the Islamic finance industry itself matures.

				[image: check.png] Islamic index providers: When Islamic investment funds were first being developed, their investment performance was benchmarked against well-known conventional indexes (such as the S&P 500). But that comparison was flawed because Islamic funds can’t invest in so many of the industries represented by those indexes. As a result, Islamic indexes emerged that now serve as more appropriate benchmarks for examining the performance of Islamic investment funds. Key index providers who offer Islamic indexes include Dow Jones Indexes, S&P, FTSE, and MSCI. I cover the importance of these indexes in Chapter 12.

				[image: check.png] Islamic insurance (takaful) providers: As I detail in Chapter 18, takaful policyholders funnel funds into each takaful product to make it functional; stockholders supply the necessary upfront operating capital; and a takaful operator manages the whole process. This type of financial firm is very new, but it meets a huge need in the lives of Muslims who previously couldn’t purchase insurance products because no sharia-compliant options existed.

				Realizing Why Islamic Finance  Is in Demand — and Growing

				The growth of the modern Islamic finance industry is impressive because it proves that the industry is supplying products and services that are meeting  a previously pent-up demand. Not surprisingly, the greatest demand for Islamic financial products comes from Muslim customers, who previously lacked sharia-compliant investment options, insurance products, and even bank accounts. And though current demand among Muslims is strong, the rapid projected growth of the Muslim population in the near future means that the Islamic finance industry is poised for significant expansion. (The current Muslim population worldwide is about 1.6 billion; by 2030, projections put it at about 2.2 billion.)

				Existing demand for Islamic finance is mostly concentrated in the Middle East and Southeast Asia, where many high net worth Muslims have cash they want to invest and Muslim-run businesses seek sharia-compliant means of financing projects such as acquisitions and property construction. However, not everyone who seeks out Islamic financial products is Muslim.

				[image: remember.eps]	I see two primary reasons that non-Muslims are becoming increasingly interested in what the Islamic finance industry offers:

				[image: check.png] Social responsibility: The level of social responsibility offered by Islamic products (which I explain earlier in this chapter) attracts investors who make decisions based heavily on moral and ethical guidelines.

				[image: check.png] Increased investment stability: When the global financial crises began in late 2007, investors became acutely aware of the risks involved in trading debt-backed securities (such as mortgage securities). Because Islamic finance doesn’t allow for selling debt (see the earlier section “Products based on investment financing [sale and lease contracts]”), its products were largely protected from the subprime mortgage crisis that threatened so many conventional portfolios.

						To be clear, the Islamic finance industry has been shaken by the global financial crises; it couldn’t possibly be immune. But it has suffered comparatively small losses (see Chapter 4), which has piqued interest in the types of products it promotes. Even if someone doesn’t have a vested interest in the types of industry screening done by Islamic investment funds, he may be attracted by the funds’ stringent financial screening  (which weeds out companies with overly risky financial ratios; see Chapter 12).

				The Islamic finance industry is estimated to be worth $1 trillion at this point; in the past two decades, it’s averaged (tremendous!) growth of 14 percent per year. Although the Islamic sector currently represents only 1 to 2 percent of the total global finance industry, that percentage seems certain to increase.

				As Islamic financial professionals continue to develop innovative products that meet diverse customer needs while maintaining sharia compliance, I’m confident that the size and reach of the Islamic finance industry will expand significantly. As I outline in Chapter 20, Western nations have very good reasons to pay attention to what’s happening in Islamic finance today because it will undoubtedly influence what happens in their own financial markets in the near future.

			

		

	
		
			
				Chapter 2

				Getting to Know Islam  and the Role of Sharia

				In This Chapter

				[image: arrow] Touching on the history, beliefs, and pillars of Islam

				[image: arrow] Understanding why Muslims rely on sharia to guide their conduct

				[image: arrow] Recognizing the objectives and sources of sharia

				Your study of Islamic finance can’t progress very far without a familiarity with at least the basics of Islam because some of the religion’s tenets are the cornerstone of the industry. So I’ll start with the basics: Islam is a monotheistic religion and a way of life based on the holy scripture called the Quran and the teachings of Prophet Muhammad (pbuh).

				[image: remember.eps]	Note that pbuh stands for peace be upon him. Islamic tradition calls for this phrase to follow each reference to the name of a prophet, including the Prophet Abraham, the Prophet Moses, and Prophet Jesus (pbuh to all).

				In this chapter, I introduce you to some core information about the religion, such as its followers, origins, sources, and basic beliefs. I also explain where Muslims go for guidance on how to best uphold Islamic law.

				[image: tip.eps]	If, after reading this brief introduction to Islam, you want to find out more, a wealth of resources is available in print and online. Consider picking up a copy of Islam For Dummies by Malcolm Clark (Wiley) or visiting a website such as islamonline.com or www.islam-guide.com.

				Introducing the People of Islam

				The word Islam is Arabic, and it literally means submission or surrender. The religion’s name can be translated as submission to the will of God. The followers of Islam are Muslims, so the word Muslim means someone who has submitted her or his will to the will of God. (Muslims generally use the word Allah to refer to God, for reasons that I discuss in the later section “The basic beliefs of Islam.”)

				Muslim people live in communities throughout the world — from the Asia-Pacific region to the United States. Muslims are the majority population in more than 50 nations, including Afghanistan, Bahrain, Egypt, Indonesia, Iran, Iraq, Jordan, Kuwait, Nigeria, Pakistan, Saudi Arabia, Sudan, Turkey, and United Arab Emirates.

				A 2011 report indicated that the world’s Muslim population is expected to increase to 2.2 billion by 2030. If these projections play out, more than 25 percent of the world’s population in 2030 will be Muslim. This rapid growth means Islam will surpass Christianity as the world’s most popular religion as soon as the next few decades.

				For reasons I explain throughout this chapter — and, really, this entire book —  the emergence of this vast population with specific financial product needs means that the Islamic financial industry has a captive market that represents tremendous growth potential for all the parties involved. Understanding their beliefs and why they can’t use conventional financial products can only improve your participation and work in the global financial system.

				[image: tip.eps]	For many people, the first instinct when learning about a system or religion that’s not their own is to compare and contrast it with what they know. I encourage you to hold back on comparing Islam to Christianity or Judaism, even though these three monotheistic religions share common origins. That is, all three descend from Abraham, and Abraham is considered equally important in all three religions. Moreover, several biblical prophets, including Moses, Isaac, Noah, Joseph, and Jesus (pbuh to all) are frequently mentioned in the Quran.

				Yet Muslims consider Islam to be a complete way of life; its concepts govern all aspects of life, including social, economic, and political affairs. See the later section “Adhering to a Code of Conduct: Sharia” for a thorough explanation of Muslims’ holistic approach to religious principles.

				A Brief History of the Islamic Religion

				After the fall of the Roman Empire, when the Western world was experiencing the Dark Ages, Islam was a beacon of light. The Muslim community that flourished during the early days of Islam — the period known as Islam’s golden age — saw breakthroughs in science, medicine, mathematics, architecture, and literature. But how exactly did Islam begin, and when? In this section, I describe the revelations that provide the foundation of this religion and the evolution of Islam throughout the life of the Prophet Muhammad (pbuh).

				Revelations to the Prophet  Muhammad (pbuh)

				Although Islam is often associated with the life of the Prophet Muhammad (pbuh) in the early seventh century, Muslims believe that Islam is the only religion revealed by God and that it has been in existence since the beginning of time. That is, Muslims believe that Islam was revealed to mankind through various prophets, starting with Adam — the father of mankind — and including Abraham, Moses, Jesus, and many more (pbuh to all). Each prophet lived in a different location and shared revelations with different societies; the last prophet of Islam was the Prophet Muhammad (pbuh).

				[image: remember.eps]	To be clear, no human founded or established Islam. Rather, Islam was revealed in different periods to different chosen prophets, and its final version was revealed to the Prophet Muhammad (pbuh) by Allah over a period of 23 years that began when the Prophet (pbuh) was about 40 years old.

				Muhammad (pbuh) was born in the present-day Saudi Arabian city of Mecca (Makkah) around the year 570, a time when the Arabian Peninsula was ruled by various tribes with differing beliefs. Some tribes worshipped idols and participated in uncivilized practices such as burying female children alive (because of gender discrimination) and engaging in prolonged battles in the name of the tribal owner. Jews and Christians also lived in parts of the region.

				Prophet Muhammad (pbuh) lost both parents by the time he was about 5 years old. The boy was cared for by his grandfather and later by his uncle. Muhammad (pbuh) became a trader at a young age; at the age of 25, he married his trading partner, Khadija.

				As he got older, Prophet Muhammad (pbuh) began preferring isolation and therefore spending a lot of time alone in the cave of Hera, which was close to the city of Mecca. In this location, around the year 610 (when he was about 40), Prophet Muhammad (pbuh) received his first revelation of God through the Angel Gabriel. Muhammad (pbuh) was told that he was a prophet and should call the people to Islam. This revelation was the first of many that the Prophet Muhammad (pbuh) would receive over the course of 23 years until his death.

				Migration to Medina

				Initially, Prophet Muhammad (pbuh) shared God’s message only among his family and friends. Later, the circle expanded to include other people in his community. As the group grew, its members began to be persecuted in Mecca because the revelations countered existing pagan practices and idol worship. When the persecution became too strong and threats against the Prophet’s life emerged, Muhammad (pbuh) and his followers fled to the present-day Saudi Arabian city of Medina (Madinah) in 622. This migration from Mecca to Medina is today called Hijra, and 622 is considered the first year of the Islamic (Hijri) calendar.

				The people of Medina generously welcomed the Prophet (pbuh) and his companions. Many people in Medina converted to Islam, and soon after this first migration, the main tribes and families in Medina signed a treaty with the non-Muslim communities of the region. The treaty is popularly known as the Constitution of Medina, and it established the world’s first charter of human rights. Medina soon after became the first Islamic state. But that doesn’t mean the Prophet Muhammad (pbuh) and his followers had no further struggles.

				While the Prophet (pbuh) and his companions were in Medina, these early Muslims fought a number of armed conflicts with the ruling tribe of Mecca and even with some groups in Medina who wanted to destroy the Prophet (pbuh), his companions, and the Islamic religion. But in 630, Mecca surrendered to the Prophet (pbuh), and the city’s holy mosque was cleansed of pagan idols and imagery. Prophet Muhammad (pbuh) declared Mecca to be Islam’s holiest site.

				Compiling the Quran

				The Prophet Muhammad (pbuh) died around 632, at which time (Muslims believe) God’s revelation was complete. Shortly after his death, the revelations given to Muhammad (pbuh) over the course of 23 years were compiled into the holy Quran — the scripture that Muslims still believe is the true word of God.

				The Quran was already written down completely during the lifetime of the Prophet (pbuh), but not in book format. Instead, its verses were written on a variety of materials, including flat pieces of bone, date palms, stone, and wood. The Prophet Muhammad (pbuh) and his companions memorized the whole Quran and shared its verses orally.

				After the Prophet’s death, the compilation of the Quran was ordered by Abu Bakr, the first of the caliphs —Muslim religious and civil rulers who were the successors of Prophet Muhammad (pbuh). Subsequently, the third Muslim caliph, Uthman, spread the complete and compiled version of the Quran across the Muslim communities.

				The Quran was written in the Arabic language and exists that way today — the same way that Muslims believe God (Allah) revealed it. But the Quran has also been translated into many major languages. For example, multiple Quran translations into English are available, including the English Pickthall version (translated in the early 20th century by the Islamic scholar M. Pickthall) and the more recent Hilali-Khan version (translated by Dr. Muhammad Taqi-ud-Din al-Hilali and Dr. Muhammed Muhsin Khan).

				[image: remember.eps]	Keep in mind that a translation of the Quran into any language is not considered to be the Quran itself. A translation is, by its nature, a human work. Only the original Quran in Arabic is considered by Muslims to come directly from Allah.

				When you read the Quran translated into your native language, most of it is clear and easy to understand. However, sometimes Muslims need help to understand certain verses more deeply. They often turn to commentaries given by the Prophet Muhammad (pbuh) and his companions as well as by Islamic scholars. If you’re interested in more information on the Quran, check out The Koran For Dummies by Sohaib Sultan (Wiley).

				Composing sunnah and hadith

				The Arabic word sunnah means habit or usual practice. In the context of Islam, it refers to the behavior that was modeled by the Prophet Muhammad (pbuh), which includes his statements, his own deeds, and his silent or tacit approval of certain deeds done by others.

				During the Prophet’s lifetime, people observed his actions and discussed them. For example, if a companion of his observed Muhammad’s (pbuh) way of worship or observed any of his business dealings, the companion would share what he saw and heard with other people. Also, people would often ask the Prophet (pbuh) for rulings regarding family affairs, trade, political matters, and so on and then model their actions based on his judgments.

				The golden age of Islam

				If you want to understand how Islam has contributed to the development of human civilization, you need to know a bit about the golden age of Islam, which spanned from the 7th century to the 13th century, when the Islamic empire stretched from North Africa and Spain to the Arabian Peninsula and western India. During this period, Muslims created major developments in the arts, agriculture, astronomy, science, economics, business, industry, law, navigation, technology, mathematics, medicine, and philosophy. They sought new innovations while protecting their own traditions. Following are some of the important fields developed by Muslim scholars during the golden age of Islam:

				[image: check.png] Mathematics: Algebra, induction, and irrational numbers are products of Islam’s golden age. Important mathematicians during the time include Omar Khayyam, Al-Biruni, and Ibn Khaldun.

				[image: check.png] Medicine: Muslim scholars made significant contributions to the medical profession, affecting many specialties, including anatomy, pathology, pharmacology,  physiology, ophthalmology, and surgery. For example, Al Razi (Rhazes) discovered measles and smallpox, and Abul Al Qasim (Abulcasis) laid the foundation for modern surgery. The philosopher Ibn Sina (Avicenna) has been praised for laying the foundation for the development of modern medicine.

				[image: check.png] Agriculture: Muslims developed new agricultural techniques, including sugar refineries, cash cropping, and crop rotation, during this period.

				[image: check.png] Economics: A free-market economy was developed during the Islamic golden age with the introduction of common currency. Early Islamic financial contracts were used at this time, including murabaha, musharaka, and sakk.

				[image: check.png] Technology: Muslim scientists during this period isolated previously undiscovered chemicals and invented many technologies, including mechanized water clocks and valves.



				The companions of the Prophet Muhammad (pbuh) wrote down his commands, actions, and speech, which are compiled into works known as hadith. Six of these compilations are unanimously considered to be the most authentic: Sahih al-Bukhari, Sahih al-Muslim, Sunan Abu Dawud, Sunan al-Tirmidhi, Sunanal-Nasa`I, and Sunan Ibn Majah.

				The words sunnah and hadith are often used interchangeably, but the two terms differ:

				[image: check.png] Sunnah: This term refers to the overall tradition of the Prophet Muhammad (pbuh) — his every teaching, including his lifestyle and mannerisms.

				[image: check.png] Hadith: This term refers more specifically to the Prophet’s (pbuh)  documented speech, actions, and commands.

				[image: remember.eps]	Muslims consider the example of the Prophet (pbuh), as espoused in hadith and sunnah, to be the greatest example of Islamic principles and law in action. 

				Exploring the framework of sharia

				With the Quran and sunnah in hand, the caliphs worked to establish the basic framework of sharia (or Islamic law, which I describe in detail later in this chapter). As Muslims grew in numbers and the circle of Muslim influence widened, Muslim jurists and scholars worked toward expanding the implications of existing Islamic law. As a result, the scope of sharia expanded greatly in the centuries after the Prophet Muhammad’s death (pbuh), and the Islamic legal teachings turned into a complete judicial system.

				By the year 900 C.E., the sharia framework was almost fully developed, and specialized books began to be produced. But as I explain in Chapter 3, the golden age of Islam, in terms of its political power, began to diminish around the 12th century, and the later colonization of Muslim nations by European powers severely impacted Islamic civilization. Even after the 12th century, however, Islamic legal discourse continued to be a dominant element of Islamic scholarship.

				The Core Beliefs of Islam

				As with all major religious and cultural movements, the followers of Islam share a set of beliefs that are essential to their faith. Every Muslim is expected to know and act upon these six core beliefs that serve as the foundation for their daily conduct:

				[image: check.png] Belief in Allah (God): The Arabic word Allah refers to the one true God. The word doesn’t have any gender or a plural form; that’s why Muslims who speak languages other than Arabic still use the word Allah to refer to God. Islam is based on absolute monotheism, which strictly says there is only one God; no superior, lower, or equal gods exist. Muslims believe that Allah is a being and not created by anyone; Allah is the creator of everything in the universe. Allah has no parents, partners, or children.

				[image: check.png] Belief in Allah’s angels: Muslims believe that Allah creates angels, who worship and serve Allah. The angels are given commands and responsibilities by Allah. For example, the Angel Gabriel is responsible for sending messages to the prophets.

				[image: check.png] Belief in Allah’s revealed books: Muslims believe that Allah revealed the scriptures to guide mankind, starting when mankind was created. The Quran mentions the following scriptures that were revealed to the prophets:

					•	The Old Testament (Torah) revealed to Moses (pbuh)

					•	The Psalms (Zabur) revealed to David (pbuh)

					•	The New Testament (Injil) revealed to Jesus (pbuh)

					•	The holy Quran revealed to Muhammad (pbuh)

				[image: remember.eps]		Also, Muslims believe that all the previous scriptures before the Quran have been distorted, and some were lost. Therefore, the Quran is the only scripture remaining with its pure, original form.

				[image: check.png] Belief in the prophets of Allah: Muslims believe that the prophets were created as human beings and sent to humankind to reveal Allah’s message that people must pray to only one God. And although the prophets are the most noble representatives of mankind, they don’t have any divine qualities; therefore, Muslims aren’t permitted to pray to the prophets or seek help from them.

						The Quran mentions many prophets who lived before the last prophet, Muhammad (pbuh), including Adam, Noah, Abraham, Ishmael, Isaac, Jacob, Joseph, Moses, David, and Jesus (pbuh to all). However, Muslims believe that many other prophets lived prior to Muhammad (pbuh) as well. In brief, Muslims acknowledge almost all the Biblical prophets as their own.

				[image: check.png] Belief in the Day of Judgment: Muslims believe that on the Day of Judgment, the body and soul of every human — from the first human  created to the last human born — will be resurrected to Allah’s judgment for his actions during his lifetime, and Allah will determine his final  destination (heaven or hell).

				[image: check.png] Belief in Allah’s divine will (al qadr): Muslims believe in divine predestination. Allah knows the past, present, and future because Allah is timeless. Predestination does not mean that human beings have no free will. Rather, Allah gives humans free will so that we can choose right or wrong and be responsible for our choices.

				The Pillars of Islam

				Although the six core beliefs of Islam are crucial, Muslims are also compelled to put their beliefs into practice. Muslims must practice five important obligations — the pillars of Islam — in order to lead responsible lives. No matter how strongly a Muslim holds to the six core beliefs outlined in the preceding section, he or she must also put those beliefs into action by performing these five obligations.

				Islamophobia and Islamic finance

				Islamophobia refers to the irrational fear  of — and bias, hatred, or hostility toward —  individual Muslims, communities of Muslims, or the followers of Islam as a whole. The term came into existence sometime around the late 1980s but became part of the Western vernacular after the events of September 11, 2001.

				As Islamic finance expands in the Western world, Islamophobia challenges its acceptance. Because Islamic finance is based on sharia (Islamic law), some people assume that Islamic finance operations are linked to financing terrorists. Another assumption is that Muslims want Islamic law to be implemented in every country.

				Although Islamophobia is certainly an issue that affects Muslims in the West, the relatively small size of the Islamic finance industry in the United States (compared with other Western nations, such as the United Kingdom) isn’t the result of this irrational fear. Instead, the industry’s small size is due primarily to complicated regulatory challenges that make establishing Islamic banks difficult. Nevertheless, the industry has made important inroads in America, including the establishment of the world’s first Islamic investment fund in 1986 (see Chapter 11) and the 2011 issuance of sukuk (the Islamic alternative to bonds) by financial giant Goldman Sachs.



				Here, I describe the pillars just briefly, offering the core concepts:

				[image: check.png] Testimony of faith (shahadah): The basic statement of faith in Islam is declaring La illaha ill Allah, Muhammadur Rasul Allah. The English translation is “There is no god except Allah, and Muhammad (peace be upon him) is the messenger of Allah.”

				[image: remember.eps]		By making this declaration sincerely and willingly, a person can become a Muslim. This statement confirms that the person reciting it believes that only one God (Allah) exists and that Muhammad (pbuh) is the messenger of God, and it indicates that the person will conduct his or her life according to Islamic principles.

				[image: check.png] Daily prayers (salah): Muslims are obliged to pray to Allah five times daily: at dawn (before the sun rises), at midday (after the sun passes its highest point in the sky), later in the afternoon, at sunset (soon after the sun sets), and at night. The Arabic word salah means “connection,” and the daily prayers are a formal way of helping Muslims connect with and think about Allah. Practicing Muslims around the world adhere to this obligation. These prayers are quite ritualized.

				[image: check.png] Obligatory charity (zakat): All wealthy Muslims must pay a kind of tax in the form of charity to the needy from a portion of their wealth. To be clear, zakat isn’t a voluntary charitable donation given by Muslims to the needy; instead, it’s an obligation imposed on the rich.

				[image: remember.eps]		Zakat management is part of modern Islamic finance and is a separate field of study. Most Islamic firms take zakat from their investors’ profits and from their own profits and set aside these amounts for charity. (In a Muslim country, the firm’s zakat fund is turned over to a regulatory body for distribution). The rates of zakat calculation are different according to the type and amount of wealth accumulated. For cash and gold held in an individual’s savings, for example, 2.5 percent must be given as zakat. I describe zakat in Chapter 14, where I explain Islamic financial reporting requirements.

				[image: check.png] Fasting (sawm): With some exceptions, Muslims are required to fast each day during the Islamic month of Ramadan, which is the ninth month of the Islamic (Hijri) calendar. Each day during that month, Muslims fast from dawn until sunset. During the fasting time, Muslims aren’t allowed to indulge in sexual relationships or consume any food or drink from dawn to dusk.

						People excepted from Ramadan fasting obligations are children under 12, people who are mentally and/or physically unwell, breastfeeding mothers, pregnant and menstruating women, and people who are traveling on long journeys.

				[image: check.png] Pilgrimage to Mecca (Hajj): Every Muslim who is financially, mentally, and physically able must perform Hajj once in a lifetime. Hajj is a pilgrimage to the holy city of Mecca — the first place ever built to worship Allah and also the birthplace of the Prophet Muhammad (pbuh) — that involves a series of specific rituals. This pilgrimage takes place during the month of Hajj on the Islamic calendar, and an increasing number of Muslims are performing this obligation each year. For example, more than 3 million people performed Hajj in 2011. 

				Adhering to a Code of Conduct: Sharia

				The core beliefs and pillars of Islam guide the lives of all Muslims. In addition, Muslims abide by a code of conduct — a rulebook, if you will — called sharia, which connects Islamic principles to all aspects of daily life. Sharia influences everything from how a family conducts its affairs to how leaders and businesspeople conduct political and economic situations.

				[image: tip.eps]	You’ve undoubtedly heard of various systems of law, such as Roman law and English law. Well, sharia is the system of Islamic law (what a Muslim considers to be divine law), which has been developed from the birth of Islam until today. If you plan to pursue a career that relates to Islamic commercial law, I encourage you to become familiar with the objectives of Islamic law (in Arabic, maqasid al-sharia) and how they relate to Islamic finance.

				In this section, I introduce you to sharia by first dispelling the notion that all Islamic law is radical. I then briefly touch on the objectives of Islamic law and explain how sharia governs a Muslim’s life choices.

				Being wary of radicalism

				Outside the Muslim communities, sharia has garnered tremendous criticism in recent years — largely because of narrow understanding (rather, misunderstanding) of what sharia is and why Muslims adhere to it. When you study Islamic finance, for instance, and come across frequent mentions of the need for sharia compliance, you may wonder what that means. Islam addresses every aspect of Muslims’ lives; it’s by no means limited to dictating a particular dress code or doling out punishments, as wrongly perceived by many people with no firsthand experience with the Islamic legal system. Rather, for the vast majority of Muslims, sharia is a means of promoting human rights by preventing harm to individuals and to society.

				[image: remember.eps]	Perceptions of sharia in the West are largely influenced by interpretations and actions that most Muslims deem radical. The majority of Muslims are as horrified by the notion of someone being stoned to death for adultery as you are. Unfortunately, stories that involve such applications of Islamic law are much juicier attention-grabbers than stories about Muslims who adhere to sharia when deciding what to eat or how to resolve a financial conflict with a neighbor whose tree fell onto their house.

				Think of it this way: When you read a story about a preacher in Florida burning the Quran or an anti-gay church in Kansas picketing military funerals with signs such as “Thank God for 9/11,” do you think that someone in the Muslim community reading those stories assumes all members of that religion hold the same beliefs as that preacher or those church members? Or do you hope that people in other countries recognize radical religious positions and separate them from the moderate beliefs of most people in the West?

				Sharia is a code of conduct that is intended to guide Muslims toward positive decisions related to their social, spiritual, political, and financial affairs. In this book, I write frequently about the role sharia plays in promoting transparency in the financial industry, for example, so that investors are always aware of how their money is being used — and so they (and the capital markets in general) aren’t harmed by fund mismanagement.

				Respecting Muslim beliefs about  the purpose of sharia

				Muslims believe that Allah (God) is their creator and that Allah’s law is divine (and divinely revealed through the prophets). Why did Allah reveal law to humankind? As the creator, Allah knows (better than humans do) how to organize the lives of creation.

				Islamic scholars, such as those who sit on sharia boards of financial firms (see Chapter 16), state that Islamic law exists to establish justice in the world — to benefit all people, support their well-being, and promote their happiness. Therefore, every tenet of sharia is founded in reason; implementing the law helps humans achieve something positive that promotes justice.

				Many of the sources of Islamic law (which I identify in the later section “Citing the sources of Islamic law”) explain the reasoning behind specific rules so believers understand why they’re asked to behave a certain way. For example, the Quran prohibits consuming alcohol. Verse 91 (from the A. Yusuf Ali English translation) reads this way:

				Satan’s plan is (but) to excite enmity and hatred between you, with intoxicants and gambling, and hinder you from the remembrance of Allah, and from prayer: will ye not then abstain.

				Therefore, Muslims are told to avoid alcohol in order to avoid conflict and remember Allah. Alcohol creates unnecessary problems for society; the reasoning is pretty clear.

				Considering the objectives of Islamic law

				The objectives of Islamic law (maqasid al-sharia) are studied and interpreted as part of a separate branch of Islamic knowledge. Maqasid theory explains the different models or paradigms for the objectives of Islamic law and describes the thoughts of various scholars, the evolution of Islamic law, and so on. For the sake of simplicity, here I explain some basic modern thoughts about maqasid theory based on the work of contemporary researchers.

				Keep in mind that the primary goal of sharia is to bring well-being to humankind through justice. The objectives of Islamic law can be grouped into three categories based on their level of prioritization. They are essential objectives, complementary objectives, and embellishments.

				Essential objectives

				The five essentials, according to sharia, are faith (or religion), life, intellect, lineage, and wealth. These requirements are the most important ones for the well-being and survival of humankind. Islamic law works to protect and advance these essential objectives because their destruction would diminish the normal order of society and undermine humankind as a whole. Here is a bit of insight into each of these five essentials:

				[image: check.png] Faith (or religion): Islam considers faith to be essential to a strong society,  so sharia law advocates necessary steps for protecting faith in a person’s heart. These steps include clearly defining principles and core values and establishing knowledge with proof.

				[image: check.png] Life: Yes, life itself comes second on the list of essential objectives; faith takes the top position. To protect and advance life, sharia prohibits  suicide, advances punishment for killing, and so on.

				[image: check.png] Intellect: Per sharia, the intellectual growth objective is necessary for the existence of humankind and society. Without intellect, justice and well-being are unreachable goals. Islamic law protects human intellect by imposing rules such as the prohibition of alcohol and other intoxicants.

				[image: check.png] Lineage: This word refers to the continuation of humankind on earth. Islamic law protects lineage by encouraging family life: by promoting marriage, for example, and by fostering love among family members.

				[image: check.png] Wealth or property: You may be surprised to see this item on the list of essentials, but sharia considers wealth (the accumulation of property and its protection) essential for promoting justice and the well-being of humankind. Yes, you’re allowed to be wealthy if you’re Muslim. That’s true because all earthly things are creations of, and gifts from, Allah. To acquire property means to share Allah’s gifts. To live without wealth or property indicates that Allah is testing an individual’s patience; the person will be rewarded if she demonstrates true commitment to Allah and to Islam.

				[image: remember.eps]		This doesn’t mean that a person without wealth must live without provisions. As the earlier section “The pillars of Islam” indicates, zakat — the sharing of property with the less fortunate — is an obligation that all wealthy Muslims must fulfill. In other words, although the accumulation of wealth is acceptable, Muslims are obligated to distribute Allah’s gifts to people who most need them.

						Sharia offers many prescriptions for the management of wealth, and Islamic economics and finance are subject to the principles laid out for achieving this essential objective. I explain the fulfillment of corporate zakat in Chapter 14.

				Complementary objectives

				Complementary objectives exist for the sake of protecting and implementing the essential objectives; they play a supporting role. Although humankind can continue to exist in the absence of complementary objectives, people would experience greater hardship and disorder without them.

				[image: realworldexample.eps]	Consider just two examples:

				[image: check.png] Earlier in the chapter, I explain that one pillar of Islam is to fast during the month of Ramadan. This obligation supports the essential objective of maintaining one’s faith or religion. I also note that exceptions exist. The exceptions — the concessions — are complementary objectives. Without them, humans may experience some difficulties, but humankind would manage to survive.

				[image: check.png] Some people live in areas that have very long days or nights. (Think of a Muslim living in Alaska, for example.) This circumstance makes praying according to schedule or fasting — when daytime is especially long — difficult for these Muslims. Many Islamic scholars agree that exceptions can be made in these cases; for example, Alaskan Muslims can follow the schedule observed by Muslims in another region with a more average division of day and night.

				Embellishments

				These objectives help bring the essentials to completion, but they aren’t (of themselves) essential. The embellishments promote the highest standards of conduct so that humankind is supported in its efforts to achieve the essential objectives.

				The presence of an embellishment is more preferable than its absence; these objectives make life richer and more beautiful. For example, one embellishment is neatness and cleanliness in personal appearance. Other examples are developing moral values such as moderate consumption, encouraging charitable giving beyond the obligated zakat, and simply displaying kindness and good manners.

				Noting the areas of life governed by sharia

				This section could be very short. Simply stating that sharia encompasses every aspect of human life covers the issue, but I’ll offer just a bit more detail than that! Islamic law governs Muslim religious practices, lifestyle choices, justice systems, and money matters. I’m hard-pressed to find a topic that doesn’t fit somewhere into these four broad categories.

				Religious practices

				Sharia guides and governs how humans relate to Allah (God). Without Islamic law offering this guidance and governance, people would likely create their own rituals and prayers, and the religion of Islam would falter and eventually disappear. As I explain in the “Essential objectives” section, the preservation of faith (religion) is the first essential goal of sharia, so this area is a biggie.

				To ensure the continued strength of Islam, sharia describes laws, rules, and practices regarding, for example, the types of prayers Muslims should offer, how and when they should fast, how they should fulfill their obligation of zakat (charitable giving), and what rituals they should conduct during the Hajj pilgrimage. (Flip to the earlier section “The pillars of Islam” for an explanation of these Muslim obligations.)

				Lifestyle choices

				The word lifestyle here refers to how individuals, families, groups, and entire communities live. Islamic law guides lifestyle choices for the sake of fulfilling the five essential objectives outlined earlier in the chapter. Sharia has much to say about marriage, clothing, diet, leisure, and entertainment.

				Sometimes Islamic law offers choices to its adherents, and sometimes it imposes rules. For example, sharia encourages marriage for the sake of human survival (lineage); however, an individual can choose whether or not to get married. But Islamic law absolutely prohibits adultery and prostitution, which are harmful to a moral society.

				Matters of justice

				The very basic purpose of Islamic law is to promote justice for all humanity, so the fact that Islamic law has a great deal to say about crime and punishment isn’t surprising. Sharia spells out what constitutes a crime — from murder and adultery to theft and blasphemy — and indicates the appropriate punishment for each crime as revealed in the Quran or other source of Islamic law.

				Money matters

				Money is an essential part of human life, and Islamic law gives money matters appropriate attention. In the interests of promoting justice and well-being, sharia addresses issues related to trade, charity, inheritance, and more.

				[image: remember.eps]	The Islamic finance industry is governed by sharia guidelines and rules that fall into this category. In Chapter 1, I outline the major ones, including the prohibition of riba (interest), gharar (speculation), and maysir (gambling).

				Citing the sources of Islamic law

				Laws don’t emerge in a vacuum, and Islamic law is framed based on a set of specific sources. All Islamic scholars agree that the Quran and sunnah are the primary sources of sharia. However, they don’t always agree on the secondary and minor sources of sharia. The following list is generally accepted:

				[image: check.png] Primary sources: As mentioned, the most important sources of sharia are the Quran and the sunnah.

					•	Quran: The Quran is the first source of sharia. As I explain earlier  in the chapter, the holy Quran was revealed by Allah to the Prophet Muhammad (pbuh) through the Angel Gabriel. The Quran talks about law, history, science, beliefs, morals, ethics, and more.

					•	Sunnah: The sunnah is the second source of sharia. It consists of the orders and practices (the words and deeds) of the Prophet Muhammad (pbuh), which Muslims consider to be the best examples of sharia in action.

				[image: check.png] Secondary sources: Ijma and qiyas are considered important, but not primary, sources of sharia. I describe these secondary sources in more detail in Chapter 6.

					•	Ijma: The third source of Islamic law is ijma, which is general agreement among Islamic scholars about religious matters as they’re currently interpreted.

					•	Qiyas: The word qiyas means “analogy,” and it represents the fourth most important source of sharia. Qiyas means that qualified sharia scholars consider the established rulings of previous cases and apply them to new cases that share the same basic components of the established rulings.

				[image: check.png] Minor sources: Other sources of Islamic law include ijtihad (legal inference), istihsan (juristic preference), istishab (presumption of continuity), and urf (common practice), which I describe in Chapter 6.

			

		

	
		
			
				Chapter 3

				The History of Islamic Finance

				In This Chapter

				[image: arrow] Establishing the core concepts of Islamic finance

				[image: arrow] Developing an alternative to conventional banking

				[image: arrow] Watching the Islamic banking industry bloom

				Islamic finance has been one of the most discussed phenomena in the financial industry in the early 21st century, in part because the global financial crises that rocked investors starting in late 2007 underscored the importance of alternatives to the status quo.

				In response to growing demand for alternative investment and banking options among Muslims and non-Muslims alike, many conventional banks, including those in the West, have opened Islamic branches or Islamic windows (which I discuss in Chapter 4). In Muslim countries, full-fledged Islamic financial institutions have emerged to provide viable sharia-compliant financial products ranging from bank accounts and mutual funds to takaful (Islamic insurance) and a form of bonds. 

				Since the 1970s, when the modern history of the Islamic finance industry began, more than 500 Islamic financial institutions have been established worldwide. (In Chapter 4, I offer details about the current state of the Islamic finance industry as well as projections for future growth.)

				[image: remember.eps]	Although the modern system of Islamic finance is young, the true history of Islamic economics dates back about 1,400 years to the time of the Prophet Muhammad (pbuh) and the birth of Islam. (Note: When Muslims refer to the name of a prophet, they follow it with the words peace be upon him or pbuh.)

				In this chapter, I divide information into three parts. In the first, I briefly describe key events during the 6th through 12th centuries, when certain core concepts of Islamic law were established. I then point out some developments in the early 20th century that laid the groundwork for what has become the modern Islamic financial industry. I finish with a quick tour of events that have occurred since the 1970s, when the modern industry was born.

				Looking Way Back: The  Golden Age of Islam

				Muslims practiced a version of Islamic finance during the early days of Islam — the period extending from the 6th century through the 12th century. Although the modern Islamic financial industry features products and structures quite different from those used so long ago (largely because the modern industry has to compete with conventional financial instruments), the core concepts are quite similar. In this section, I point out a few of those early concepts and explain how they played out in real-life transactions. I also touch on the decline of this era starting around the 13th century.

				[image: remember.eps]	My descriptions here are representative of what was occurring during these time periods and are by no means comprehensive. If you choose to read more about the history of Islamic finance, you’ll discover that many concepts and products were developed during these early centuries that resemble those being used in the Islamic finance industry today.

				The sixth century: Pioneering  venture capital (mudaraba)

				In the modern Islamic finance world, mudaraba contracts are used to structure many products, such as bank savings and investment accounts, Islamic bonds (called sukuk, which I discuss in Chapter 13), mutual funds, and Islamic insurance (takaful, which is the focus of the chapters in Part VI). To be clear: Not every Islamic savings account, investment account, bond, or insurance product is based on the mudaraba contract, but you can find products in all these categories that use the mudaraba structure.

				[image: remember.eps]	As I explain in more detail in later chapters (such as Chapter 10), a mudaraba contract creates a financial partnership in which one party (an investor) gives money to another (a fund manager) for the purpose of investing it in a business or economic activity. The investor puts up all the capital, and the fund manager provides expertise and knowledge to help the activity succeed. Both parties share the profits based on an agreed-upon ratio, but only the investor can lose the initial capital if the activity is a flop.

				The basics of mudaraba contracts have existed at least since the sixth century. (In fact, some records from the pre-Islamic period indicate that Arab merchants used similar contracts to support their caravan trade.) History supports this timeline; the Prophet Muhammad (pbuh) was born in the sixth century (some sources say in 570), and records of his life indicate that he participated in mudaraba contracts, acting as the agent for capital that was provided by his wife and others.

				Records also indicate that two companions of the Prophet Muhammad (pbuh), Umar and Uthman — who became caliphs (leaders) of Islam after the Prophet’s death — used mudaraba contracts to invest funds belonging to orphans. Merchants (who usually traded between Iraq and the city of Medina, in what is now Saudi Arabia) acted as the fund managers.

				The seventh through ninth centuries: Developing commercial instruments

				In the centuries immediately following the death of the Prophet Muhammad (pbuh) in 632, Muslim merchants who traded between the Islamic world and East Asia began to use a financial instrument called sakk. (As I explain in Chapter 13, the Arabic word sakk is translated as “certificate” or “written  document,” and its plural form is sukuk — the term used for the modern Islamic equivalent of bonds.) The sakk used during the seventh through ninth centuries were certificates of payment obligation that could be exchanged. (Some scholars argue that the sakk concept was later adopted by Europeans to become the modern cheque, or check.)

				Here’s how this instrument worked: Merchants didn’t want to carry substantial amounts of currency on a long journey. (The chances of being robbed or losing the money were too great.) Therefore, merchants would give their money to an agent in an economic center such as (in the late eighth century) Baghdad, Iraq. In exchange, the merchant would receive written documents that he would take with him on his journey to, say, China. When he arrived at his destination, he would present the certificates to a representative of the agent and receive the associated currency.

				[image: remember.eps]	The modern Islamic financial industry uses the concept of the ancient sakk as the basis for Islamic bonds. Modern sukuk are certificates that represent a financial obligation that’s linked directly to the performance of an asset.

				According to researchers, governments in major trading cities during this same time period established a banking system called diwan al-jahabidhah that didn’t involve the use of interest. As early as the ninth century, the diwan al-jahabidhah managed deposits and fund transfers (including sakk). These financial centers gave loans to caliphs (leaders of the Islamic empire), high-ranking officers such as ministers, and courthouse officials. They also collected taxes for the government. The people who managed the centers were called jahbadh; they acted as government cashiers, money changers, money collectors, financial clerks, and treasury receivers. Jahbadh were appointed by the governors and responsible for preparing monthly and yearly accounting statements.

				The 11th century: Applying the  mudaraba concept in Europe

				Historians point out that the mudaraba (financial partnership) contract was used in Europe from the 11th century through the 13th century. (Shelomo Dov Goitein, a 20th-century historian, documented the use of mudaraba contracts as far back as the 11th century by studying Cairo Geniza archives: a vast collection of Jewish manuscripts discovered in a synagogue in Cairo.)

				Although earlier Muslim merchants had limited their partnerships to just a few partners, Europeans adapted the mudaraba concept so they could involve many partners in a single contract. In doing so, they were able to channel smaller amounts of capital to support larger enterprises. Even though no sharia restriction exists to limit the number of partners in a mudaraba partnership, the innovation to involve many partners in a single contract seems to have been limited to Europe. No historical evidence demonstrates that Muslim merchants expanded mudaraba contracts to include multiple parties contributing to larger scale projects.

				The 13th century: Slowing the  progress of Islamic finance

				The period between the 6th and 12th centuries is considered the golden age of Islam in the Arabian Peninsula, northern Africa, India, and points beyond. You can think of it as the golden age of the Islamic economy as well. But by the 13th century, that age was in decline for many reasons. Central governments were breaking down, rulers were deviating from Islamic principles, government bureaucracy was thriving, and various religious sects were emerging. As a result, the importance of the Islamic banking system (diwan al-jahabidhah) declined in the 13th century, and many financial centers became mere money changers.

				To be clear, Islamic financial instruments were still used in the Islamic empire after the golden age of Islam came to an end and a more secular system took root in Muslim states; the Islamic products were just no longer a central element of financial activity. For example, according to some scholars, multiple mudaraba (financial partnership) contracts were used in Asia in the 15th century to support the shipping industry on the Indian Ocean. Shipping had become very important to traders, but traders couldn’t always afford to buy ships, so a captain and his crew members could enter a mudaraba contract with merchants. The merchants helped the captain and crew purchase a ship, and the captain and crew shared the profits of their trade activities with the merchants.

				Historical documents indicate that Islamic contracts such as mudaraba were used as late as the end of the 17th century. But from the 13th century on, the Islamic financial systems that thrived in the golden age of Islam were a shadow of what they had been.

				Recognizing Developments in  Early 20th-Century Thought

				The modern Islamic financial industry didn’t just emerge — primed and ready for commercial success — in the 1970s. Rather, a change in economic perspective had to occur within the Muslim community to prepare for the development of the modern industry. In this section, I describe how that change unfolded in the early 20th century and what Islamic scholars envisioned for the future of the financial system.

				Writing the future: Muslim  economists in the 1900s

				For many centuries, Muslims have written and expressed ideas about economics from the Islamic perspective. For example, from the 8th through the 15th centuries, Muslim economists including Ibn Sina (Avicenna) (980–1037), Al-Ghazali (1058–1111), Nasir al-Din al-Tusi (1201–1274), Ibn Khaldun (1332–1406), and Asaad Davani (b. 1444) shared thoughts about division of labor, resource allocation, international trade, and monetary theory. What distinguished 20th-century Muslim economists from their predecessors? In a word: colonialism.

				Responding to Western control

				The 15th through the early 20th centuries saw (mostly) European countries colonizing much of the world, including Muslim nations. By the end of the 19th century, Europe controlled 60 to 70 percent of the land in the entire world, and colonization continued for several more decades. Every aspect of society, from education to economics, was colonized. Western economic and banking systems were imposed on colonized lands, so capitalism (and its interest-based transactions) took hold.

				[image: remember.eps]	Modern conventional banking can be traced back to 17th-century London. Europe’s Industrial Revolution created a need for banks to support the transfer of funds for investments in manufacturing and trade. As the conventional banking system emerged, so did other conventional financial institutions. When conventional finance was forced upon the Muslim world, Muslims  basically had two choices:

				[image: check.png] Accept it by justifying that the interest-based transactions occurring in modern commercial banking weren’t the same as the interest mentioned in (and forbidden by) the Holy Quran (see Chapter 2).

				[image: check.png] Reject the conventional institutions and develop an alternative, interest-free system.

				The majority of Muslims preferred the second choice because it supported their religious principles. But how could they create such institutions while under Western control?

				[image: remember.eps]	Most 20th-century Muslim economists were thinking, speaking, and writing in direct response to this question. They were compelled to discuss alternatives to conventional Western economics because their religious law prohibited the interest-based transactions being practiced in their countries. Islamic scholars in the early and mid-20th century criticized capitalism at the academic level and tried to research and develop an economic system that didn’t rely on interest. Some of the scholars who took on this challenge were Egypt-based Ahmed Al-Najjar, India-based Mohamed Nejatullah Siddiqi, and Pakistan-based Maulana Syed Abul Ala Maududi.

				The Muslim economists wrote in English, Arabic, and Urdu, and they criticized not only the Western economic system but also socialism. They wrote of an alternative Islamic economic system that encouraged social justice and resource allocation in an ethical manner, and some scholars discussed early Islamic contracts and how they helped the Muslim economy during the 6th through 12th centuries.

				Taking action in the aftermath of colonialism

				Throughout the early decades of the 20th century, but especially after World War II, colonialism began to lose its grip; nations that had previously been colonized became independent countries able to manage their own affairs. With this climate of independence came a newfound ability for Muslim nations to move away from Western systems and toward financial institutions that represented the values promoted by Islam.

				Therefore, starting in about 1960, the scholarly discussion about how to revolutionize the banking system began to move into more practical applications. Muslim economists were joined by investors and bankers who developed a banking model based on Islamic contracts (see Chapter 6).

				[image: remember.eps]	An important point to keep in mind: Muslim states at that time showed  relatively little interest in developing Islamic banking models, so the banking system reforms occurred because of private institution initiatives, not  government leadership.

				Developing basic financial models and products

				The very basic financial models proposed by Muslim scholars in the 1950s and 1960s were based on early Islamic mudaraba contracts (see “The sixth century: Pioneering venture capital [mudaraba]” earlier in the chapter). Very simply, the idea was that an Islamic bank would act as a financial intermediary by borrowing money from the depositor and using the funds as instruments for investment. The bank and the depositors would share the risks and the profits from such activities.

				The earliest Islamic banks (which I cover in the following section) did use this basic model but later added other services so they could better compete with conventional banks. For example, conventional banking was attractive because it offered protected products such as fixed-term deposits. Therefore, Islamic scholars explored contracts that allowed Islamic banks to offer competitive, protected investment products.

				In the 1970s, they came up with murabaha (cost plus profit) contracts, which enable the sale of goods or assets for an agreed-upon cost and profit margin. The murabaha contract is the basis for crucial Islamic bank instruments, including mortgages. Additional Islamic financial products based on various contract models emerged later in the 1970s. These offerings, some based on salam (advanced payment) and istisna (deferred delivery) contracts, further opened the Islamic banking market. And in the 1980s, more contracts, including ijara (lease or rental), were brought into play to develop even more banking products. (Check out Chapter 6 for more on these Islamic contracts.)

				Getting the ball rolling: The Mit Ghamr Savings Bank and Tabung Haji

				In the first half of the 20th century, several efforts were made in different regions in the Muslim world (including Pakistan, India, and Malaysia) to establish a functional interest-free banking system. However, the two initiatives I describe here are considered the real forerunners to the modern Islamic banking system.

				Mit Ghamr

				The Mit Ghamr Savings Bank, established in Egypt in 1963, is considered the first modern Islamic bank on record. The Mit Ghamr district was rural, and its population was quite religious and didn’t want to participate in interest-based banking institutions. The bank incorporated Islamic values with the operating structure of a German savings bank. It offered savings accounts, loan accounts, and zakat accounts that enabled direct investment with community services. (As I explain in Chapter 2, zakat is a giving of alms that’s one of the Five Pillars, or obligations, of Islam.)

				In its first year of operation, the bank had 17,560 depositors. By its third year, the number of depositors had grown to 251,152. In mid-1967, for political reasons, the bank was taken over by the Central Bank of Egypt and the National Bank of Egypt as the country moved toward a more socialist structure. This was a setback for the first modern model Islamic bank, but Mit Ghamr undoubtedly helped the Islamic banking concept to develop further.

				Pilgrims Saving Corporation/Lembaga Tabung Haji

				In the same year that Mit Ghamr Savings Bank was established in Egypt (1963), the Pilgrims Saving Corporation of Malaysia began to incorporate basic Islamic banking concepts. Though not a bank, the corporation’s use of modern Islamic banking principles in its savings project was significant.

				As I note in Chapter 2, performing Hajj (pilgrimage) in the holy city of Mecca is one of the five obligations of Muslims. Muslims in Malaysia weren’t happy about needing to save money for Hajj by depositing funds into non-sharia-compliant, interest-based banking institutions. To satisfy the need for a savings option that supported Islamic law, the Pilgrims Saving Corporation developed a savings plan that provided welfare services and protection to the pilgrims and a way to invest in sharia-compliant ways.

				Basically, the savings project operated as a bank, collecting deposits from its branches and through designated agents such as local post offices. The project started with 1,281 depositors in 1963 and grew steadily. In 1969, Pilgrims Saving Corporation was incorporated as the Pilgrims Management and Fund Board, and in 1985, the institution’s 65 branches across Malaysia had an estimated combined 867,220 depositors.

				In the mid-1990s, the Pilgrims Management and Fund Board was renamed Lembaga Tabung Haji (TH). To this day, the core activities of TH are accepting deposits and providing investment and Hajj management services for Malaysian Muslim pilgrims. You can find out more at www.tabunghaji.gov.my/th/TH/English/coreactivities-investment.html.

				Moving into the Modern Industry

				Although the Mit Ghamr Savings Bank and Pilgrims Saving Corporation of Malaysia (see the preceding sections) were crucial forerunners to modern Islamic finance, the opening of several Islamic commercial banks in the 1970s truly signaled the emergence of a new global industry. In this section, I explain how and when the Islamic banking industry got its footing, and I touch on subsequent developments that helped shape the industry into its current form.

				Establishing the Islamic  Development Bank

				An important milestone in the history of the Islamic finance industry was the establishment of the Islamic Development Bank (IDB) based in Jeddah, Saudi Arabia. The Conference of Finance Ministers of Muslim Countries issued a declaration in 1973 that such a bank would be established, and it opened for business in 1975. The establishment of the IDB gave the Islamic finance industry its first international presence and paved the way for similar banks to open in other nations.

				According to the IDB website (www.isdb.org), the bank’s purpose is

				[T]o foster the economic development and social progress of member countries and Muslim communities individually as well as jointly in accordance with the principles of Sharia’a i.e., Islamic Law.

				The IDB is still going strong. (As I write these words, I’m just 500 meters away from this towering building.) Currently, 56 countries are IDB members, and its major shareholders are Saudi Arabia, Libya, Iran, Nigeria, Qatar, Egypt, Turkey, United Arab Emirates, and Kuwait.

				Opening other Islamic banks

				Islamic banking was the first sector of the Islamic finance industry to develop (and, as I show in Chapter 4, it still has a starring role in the industry as a whole). Even before the Islamic Development Bank opened its doors in 1975, a presidential decree established the Nasser Social Bank (NSB) in Egypt in 1972 with the objective of providing social assistance. The bank offered many loans on a profit-sharing basis and assisted students with interest-free loans. NSB is still in operation. Because of its nature as a socialized bank, it can’t be considered a true commercial bank, but it certainly was the first Islamic bank developed at the state level.

				In the same time period, oil exploration and development in the Persian Gulf region created many wealthy individuals and governments who wanted to make investments in a sharia-compliant manner. To accommodate this demand, businesspeople initiated the Dubai Islamic Bank, a true Islamic commercial bank, in United Arab Emirates in 1975. Three other commercial banks opened in 1977: Faisal Islamic Bank of Egypt, Faisal Islamic Bank of Sudan, and Kuwait Finance House.

				In 1978, the Jordan Islamic Bank joined this collection of Islamic banks, and 1979 saw the establishment of the Bahrain Islamic Bank. Although many additional Islamic banks joined the scene during the 1980s and 1990s, I’ll point out just one additional major player in Islamic finance: Bank Islam Malaysia Berhad, which emerged in Malaysia in 1983.

				[image: remember.eps]	The growth of the Islamic commercial banking industry jumped substantially when, in 1985, the Islamic Fiqh Academy (which promotes the advanced study of Islam) met in Jeddah, Saudi Arabia, and issued a formal request for state-level support for the development of Islamic banks. The academy also issued a statement that restricted Muslims’ use of conventional banks in areas where Islamic banks exist. For statistics on the current Islamic banking industry, be sure to check out Chapter 4.

				Creating additional industry sectors

				Today, the commercial Islamic finance industry isn’t populated solely by banks. Although banking came first, it spurred the development of related fields, such as the Islamic capital markets (including the sukuk or Islamic bond industry) and the takaful (Islamic insurance) industry.

				Islamic capital markets feature Islamic asset-based securities (both equity funds and sukuk). For the backstory on how these capital markets developed, turn to the opening pages of Chapter 11 and final pages of Chapter 13. 

				The takaful (and retakaful, or reinsurance) industry emerged for the same reasons Islamic banking developed: because Islamic scholars criticized conventional insurance (like conventional banking) for involving elements that violate sharia. And just as scholarly efforts paved the way for the cultivation of Islamic banks (see the earlier section “Writing the future: Muslim economists in the 1900s”), scholars researched and developed models for Islamic contracts based on principles of mutual assistance, mutual responsibility, and shared risk that would become the foundation for an Islamic insurance industry. The first Islamic insurance company was established in Sudan in 1979. Want to find out more? Turn to the final pages of Chapter 18 for a timeline of takaful-related developments as well as some thoughts about the industry’s growth potential.

				Setting accounting and auditing  standards with the AAOIFI

				Islamic financial institutions differ significantly from their conventional counterparts, so their accounting procedures and auditing processes differ, too. But within the Islamic industry, financial institutions must use universally applied standards or else risk creating confusion and losing investor confidence.

				For that reason, the establishment of the independent, international Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) in 1990 was another milestone in the history of Islamic finance. The development of accounting and auditing standards for the Islamic financial industry eased interaction and communication among Islamic financial institutions, which opened doors to new collaboration opportunities. The standards also set the bar regarding the governance of Islamic financial institutions, their ethical practices, and sharia compliance.

				[image: remember.eps]	The role of the AAOIFI (www.aaoifi.com) in the Islamic finance industry is similar to that of the Financial Accounting Standards Board, which establishes generally accepted accounting principles (GAAP) for conventional finance in the United States. (In Chapter 14, I explain how AAOIFI standards influence financial reporting in the Islamic finance industry.)

				The AAOIFI started in Algiers, Algeria, with an agreement among participating Islamic financial instructions. In 1991, the AAOIFI was registered in Bahrain. Approximately 200 institutional members (including central banks and other financial institutions) representing 45 countries support the organization as of this writing. To date, institutions in Bahrain, Dubai, Jordan, Lebanon, Qatar, Sudan, and Syria have adopted AAOIFI standards. In addition, these standards have influenced financial guidelines in countries such as Australia, Malaysia, Pakistan, and South Africa.

				Using Islamic banking  concepts in the West

				International recognition of the Islamic finance industry increased when prominent Western banks began to offer Islamic banking services. Citibank was the first Western bank to do so; in 1996, it established the Citi Islamic Investment Bank in Bahrain. Other Western banks followed suit, including HSBC (which opened HSBC Amanah) and Standard Chartered (which opened Standard Chartered Saadiq). In addition, some Western banks took the route of opening Islamic windows: separate, sharia-compliant units operating inside the conventional banks.

				The first Islamic commercial bank established outside the Muslim world was the Islamic Bank of Britain, which opened in 2004. Since the 1990s, the United Kingdom had been home to multiple Islamic finance operations. At the beginning of the 21st century, the British government embraced the importance of the Islamic finance system and announced its intention to make the United Kingdom the hub of Islamic finance in Europe. The Islamic Bank of Britain was a crucial step toward this goal.

				Introducing international Islamic indexes

				In 1999, the Dow Jones Index introduced the Dow Jones Islamic Market Index (DJIMI), which helped the Islamic finance industry gain international recognition and trust. Associating Islamic funds with one of the leading capital market financial institutions made potential investors (both Muslim and non-Muslim) more comfortable with this new kind of investment product.

				[image: remember.eps]	Because Islamic investment funds must screen equities for sharia compliance (a detailed process that I outline in Chapter 12), indexes such as the DJIMI (which conduct their own screening) serve a special purpose. For Islamic equity fund managers, these indexes may reduce the need for independent confirmation of sharia compliance, which means fewer hours (and dollars) devoted to screening research. In other words, if the Islamic scholars governing an equity fund agree in principle with the screening procedures employed by the indexer, the fund may use that indexer’s research when making decisions about which companies’ stocks to include in the fund mix. I explain the importance of Islamic indexes in Chapter 12, where I also profile the Dow Jones Islamic indexes and some other key indexes.

				Setting up the Islamic Financial  Services Board

				The Islamic Financial Services Board (IFSB) started in 2002 in Kuala Lumpur, Malaysia, as an international standard-setting body for Islamic financial institutions. The IFSB promotes transparency and prudence by adopting standards according to sharia principles.

				[image: remember.eps]	The IFSB wasn’t designed to compete with the AAOIFI. Although the AAOIFI sets best practices for handling the financial reporting requirements of Islamic financial institutions, IFSB standards are mainly concerned with the identification, management, and disclosure of risk related to Islamic financial products. The agencies are similar in their goals of encouraging transparency and good governance within Islamic financial institutions.

				The IFSB coordinates its efforts with the Bank for International Settlements (BIS), an international financial organization based in Geneva, Switzerland, that serves as the central bank of banks.

			

		

	
		
			
				Chapter 4

				Touring the Islamic  Finance Industry

				In This Chapter

				[image: arrow] Meeting existing Islamic financial institutions

				[image: arrow] Seeing the impact of global credit crises on the industry

				[image: arrow] Predicting future growth

				[image: arrow] Anticipating industry challenges

				In this chapter, I take you on a quick tour of the Islamic finance industry as it exists today. I first introduce you to the key participants in the industry: the institutions that offer financial products to businesses and individuals. Then I share some thoughts about how a changing global financial landscape — epitomized by a seemingly never-ending string of credit crises — is influencing the Islamic finance industry.

				I firmly believe that this industry is poised for substantial growth in the near future, and I explain why I feel that way in this chapter. I also list some challenges that inevitably accompany growth as Islamic financial institutions search for new products, employees, and clients — all while upholding a commitment to the principles that define the industry (see Chapter 1).

				Looking at Current Islamic  Financial Institutions

				Many types of Islamic financial institutions exist, which isn’t surprising if you consider how many types of financial institutions you depend on to manage the business of your life. For example, chances are you have a bank account with an institution that has both a headquarters (which you never visit) and local branches (which you may visit frequently, even if only to coax some cash out of an ATM). And you may carry a variety of insurances, such as home or rental, health, life, disability, and car insurance, each of which is issued by a financial institution. If you have a 401(k) or other retirement plan through your workplace, you probably invest the funds in stocks and/or bonds, which are also issued and managed by financial institutions.

				In this section, I introduce the variety that exists within the Islamic finance industry as well. Each of the types of products I mention in the previous paragraph has a cousin in the world of Islamic finance, and lots of institutions exist to issue and manage those products. In fact, the number of Islamic finance institutions is growing virtually every day — a topic I delve into in the later section “Gazing into the Crystal Ball of Islamic Finance.”

				Islamic banks

				[image: remember.eps]	Islamic banks are the cornerstones of the Islamic financial system and were the first financial institutions established under sharia principles. The very basic difference between a conventional bank and Islamic bank is this: Islamic banks are based on interest-free operations. As I discuss in Chapter 1, interest (called riba in Arabic) is prohibited under Islamic law. You may wonder how a bank can operate without interest. That’s a great question, which I begin to answer in this section and then explore in detail in Part III.

				Despite the key differences in operations, Islamic banks offer many products similar to conventional banks’ offerings, including the following:

				[image: check.png] Current (checking) accounts

				[image: check.png] Profit-sharing savings accounts

				[image: check.png] Profit-sharing investment accounts

				[image: check.png] ATM facilities

				[image: check.png] Lockers (safe-deposit boxes)

				[image: check.png] Online banking services

				[image: check.png] Money transfer facilities

				Operating interest-free

				Think of how your favorite commercial bank operates. When you want to deposit money or have the ability to pay with checks, you open a checking account or savings account. For a savings account, the bank gives you a predetermined interest rate return. When you want to take out a student loan or a mortgage or to finance your car, the bank charges you a higher interest rate. Banks make some money through activities such as safeguarding money and issuing commercial papers (think: letters of credit and so forth), but conventional banks operate (and make profits) primarily based on interest. 

				So how can Islamic banks survive without charging interest? Does an interest-free operation mean that the capital has no value? In a word, no. Islamic principles recognize the value of capital but don’t allow the owner to make a predetermined profit in the form of interest. Instead, Islam allows the owner of the capital to share a profit from the surplus of an economic activity by taking risk.

				[image: remember.eps]	Islamic banks operate by collecting money from customers (the sources of funds) and utilizing those funds in economic activities that result in surpluses, which are distributed among the depositors and banks. (I discuss the sources and uses of funds in Islamic finance in detail in Chapter 9.) If you intend to make deposits in an Islamic bank with your excess money, the bank gives you a profit- and loss-sharing ratio based on the product you select. The money you deposit is invested in an economic activity, such as a business project or an asset purchase. If the activity results in a surplus, you get your profit share. If the activity results in a loss, you share the loss according to the agreed-upon ratio.

				What if you want to get a loan from an Islamic bank? Strictly speaking, taking out a loan isn’t possible. Instead, the bank comes up with a partnership agreement with you for your investment activities or, if you want to get a loan to buy a house or a car, creates a rental agreement to help you accomplish that goal. I cover this subject in detail in Chapter 10, where I outline the variety of banking  products available to businesses and individuals — from construction and retail loans to mortgages and advance payments for goods and services.

				Adopting appropriate operating structures

				Islamic banks are generally stand-alone organizations because of their mandate to operate interest-free and according to sharia principles. However, Islamic banks have adapted a variety of structures based on the countries in which they operate. These structures accommodate the financial laws they must follow and the economic and monetary policies of the presiding government.

				[image: realworldexample.eps]	Following are some of the most common bank operating structures followed in the Islamic finance industry:

				[image: check.png] Full-fledged banks: These banks operate as independent organizations whose sole purpose is to provide sharia-compliant products. (I introduce the role of sharia — religious laws or codes of conduct that govern Islamic finance — in Chapter 2.) The Islamic Bank of Britain and the Dubai Islamic Bank are examples of full-fledged banks.

				[image: check.png] Subsidiary banks: Subsidiary banks are generally formed by existing  conventional financial institutions as separate legal entities. They’re managed independently from the parent company but adhere to the parent company’s strategies. The best examples are HSBC Amanah, which is a subsidiary of the HSBC Group, and Standard Chartered Saadiq, which is a subsidiary of Standard Chartered. (Both parent companies are headquartered in London.)

				[image: check.png] Branches: Some conventional financial institutions offer sharia-compliant products through branches, which are separate and dedicated storefronts. For example, ABN Amro offers Islamic banking through its branches in the Middle East.

				[image: check.png] Window models: In this case, the Islamic financial activities are simultaneously carried out by a conventional financial institution that assures its clients that Islamic operations are segregated from the conventional services occurring within the same building. This very basic model is used by conventional banks that haven’t converted themselves to Islamic financial services. One example is UBS Islamic Finance in Switzerland.

				Islamic banks interact with and have good relationships with international financial organizations such as the World Bank, International Monetary Funds, government central banks, and conventional commercial banks. (I devote Chapter 8 to discussing the relationships between Islamic banks and conventional commercial banks.)

				Supporting their customers and communities

				Islamic banks aren’t created only to make money or to serve as alternatives to conventional banks. They also serve their customers and communities by playing the following critical roles:

				[image: check.png] Investment manager: The foundation of Islamic banking is investment. Islamic banks are involved in making investments according to sharia principles. Those investments can be crucial both at a personal level (for an individual seeking to open a business, for example) and at a community level (to facilitate economic development and support public projects that benefit all residents).

				[image: check.png] Social services organization: Islamic banks increase their ties to the communities where they operate by offering social and humanitarian services. For example, many banks are involved in collecting and distributing zakat, which is a financial religious obligation that requires wealthy Muslims to give a share of their riches to the needy (see Chapter 2). Islamic banks also are involved in micro financing projects based on sharia principles.

				Islamic investment fund operators

				Islamic fund operators bring sharia-compliant equity and commodity investment options to the capital market, including mutual funds, exchange-traded funds, and unit trusts. The very first Islamic fund to hit the market was created in 1986 in Indiana — go figure! (I share the story of the Amana Income Fund in Chapter 11.)

				[image: realworldexample.eps]
				Growing by leaps and bounds

				As of this writing, Islamic banking services are growing at a rate of 10 to 15 percent per year. Around 300 Islamic banks are operating in 51 countries (both Muslim and non-Muslim countries). In Muslim countries, many Islamic banks have been operating for the last two decades, and now the West has started to adopt Islamic banking as well. In the United States, for example,  Michigan-based University Bank provides Islamic financial services. The United Kingdom has incorporated Islamic banking services under its financial law. Countries such as France, Russia, Switzerland, and Germany have already opened their doors to Islamic banks. And a few Asian, non-Muslim countries have also started to adopt Islamic banking practices, including Sri Lanka, India, and Thailand.



				To achieve sharia compliance, fund managers structure their equity and commodity investment products based on Islamic contracts (a topic I cover in Chapter 6). All Islamic equity funds are based on mudaraba contracts, which create financial partnerships in which an investor gives money to a fund manager for the purpose of investing it in a business or a specific economic activity. Both parties share the profits, which are achieved by buying and selling stocks to make capital gains and by receiving corporate dividends.

				Islamic equity funds apply a strict two-step screening process that filters out stocks from companies whose transactions aren’t sharia-compliant and/or whose financial ratios indicate too much leveraging. A company engaged in prohibited transactions may conduct business that involves interest-bearing products, for example, or that relates to the production of alcohol, pork, pornography, or another product forbidden by Islam. A company that is filtered out because of its financial ratios likely carries too much debt and is involved in speculative transactions, which are also prohibited. I explain the two-step screening process in depth in Chapter 12.

				Likewise, Islamic commodity funds cannot invest in any commodities that are prohibited by Islam. And Islamic commodity funds differ in other crucial ways from their conventional counterparts: They cannot participate in short selling because the commodities in question must be in the actual possession of the seller, and they generally cannot participate in forward sales (although exceptions exist). See Chapter 12 for the scoop on commodity funds as well.

				Islamic indexes for benchmarking  the industry

				Anyone who invests in the U.S. stock market has heard of the Dow Jones Industrial Average (DJIA) and the S&P 500. Just as U.S. investors need benchmarks that they can use to measure the performance of their investments, investors in Islamic equities also need indexes.

				In Chapter 11, I introduce you to Islamic capital markets, which allow for investment in equity products (similar to stocks), derivatives, exchange-traded funds, and more. (If you aren’t sure what these terms mean, never fear; I explain these products in Chapter 11.) The point here is that in order for investors and potential investors to make educated decisions about what capital market products to buy and when, Islamic indexes are quite helpful. These indexes serve the same function as the DJIA or S&P 500: They give equity owners (or potential owners) something against which to compare the performance of a company or group of companies.

				[image: realworldexample.eps]	Many Islamic indexes exist, both domestic (covering only companies operating  with a certain country’s borders) and international. The Dow Jones Islamic Market Index was the first successful Islamic index developed, and it has been joined by others with names such as IIRA (Islamic International Rating Agency), FTSE Global, MSCI Barra, HK Islamic Index, EW India Islamic Index, and Jakarta Islamic Index.

				[image: remember.eps]	Without trustworthy indexes, investment in Islamic capital markets would have died on the vine. But because these indexes exist, investors have confidence that they know how to judge their portfolio performance. Solid indexes build trust between investors and equity markets. Without them, those markets can’t thrive because investors will take their money elsewhere. I cover indexes and Islamic capital markets in general in Part IV.

				Islamic bond (sukuk) issuers

				Islamic bonds, or sukuk, are an increasingly popular mode of non-equity investment worldwide. As I write these words, the value of the sukuk market is at least $182 billion and is increasing 30 percent annually.

				[image: remember.eps]	Sukuk are an Islamic alternative to conventional bonds; they’re sharia- compliant Islamic bonds that exist because conventional bonds are prohibited in Islam (because they’re subject to interest payments and can be sold above or below their nominal value). Generally, a sukuk certificate describes ownership of interest in an asset or pool of assets. The sukuk give the holder the proportionate beneficial ownership of that asset or pool of assets, along with the associated risk and potential return of cash flow from the underlying asset or assets.

				The importance of being indexed

				If you’re not sure what the Dow Jones Industrial Average (DJIA) and the S&P 500 actually refer to — maybe you just know they somehow relate to the value of the stock market as a whole — here’s a quick primer on indexes: An index generally consists of a group of companies that serve as a benchmark for judging the performance of the rest of the equity market in a country or a region of the world. For example, the DJIA, which was first created in 1896, reflects the stock market performance of 30 major U.S. companies. (The list of 30 companies has changed quite a few times since 1896.) When you hear on the news that the Dow Jones went up that day, you can rest assured that the value of your retirement plan (assuming you’re at least partly invested in the U.S. stock market) probably got a boost.

				Not all indexes reflect the performance of just a select list of major companies. Some indexes are designed to reflect the performance of most companies in an entire nation. The S&P 500 gets closer than the DJIA to serving this role for the United States because it tracks the performance of 500 companies. The Wilshire 5000 (which, of course, tracks 5,000 companies) gets even closer. The Japanese Nikkei 225 and the British FTSE 100 are other examples of national indexes.



				In truth, you can’t really call sukuk an exact equivalent to conventional bonds, stocks, or even some combination of these products. The very basic difference is that conventional bonds are represented by pure debt, while sukuk give the holder ownership of an asset or project and clearly disclose the risk and the credit worthiness of the issuer.

				Sukuk are used as a channel to transfer money (in a sharia-compliant way) between an investor and a government or company that needs money for projects and asset acquisitions. Sukuk enable smaller investors to benefit from larger investments. Many types of sukuk are on the market. In Chapter 13, I explain in detail about the different types of sukuk and how they work.

				Governments are often looking for alternative methods for financing projects, and sukuk have proved resilient during the global credit crises in recent years. Because of these credit crises (which I discuss later in this chapter), Western investors are more interested than ever in investing in Gulf sukuk because of their strong value and lower risk. Gulf sukuk are issued by Gulf Cooperation Council countries, which include United Arab Emirates (UAE), Saudi Arabia, Qatar, Oman, and Bahrain. The reason for growth in Gulf sukuk is the strong economic development taking place in these countries.

				Capital markets are divided into primary and secondary markets. The primary market deals with new issues of financial instruments such as stocks, bonds, and options. The term secondary market refers to the aftermarket where the previously issued financial instruments are traded. Sukuk are traded in both markets, including on the London Stock Exchange.

				Islamic insurance (takaful) providers

				Takaful are often defined to Western audiences as “Islamic insurance,” but in reality they’re slightly different products than the insurance you’re familiar with. Islamic principles prohibit conventional insurance because it involves interest, gambling, and uncertainty (see Chapter 1). Takaful products, therefore, are an alternative to conventional insurance; they involve a kind of mutual risk-sharing arrangement among multiple parties.

				The takaful concept isn’t new; it has been practiced in Islamic society since the ninth century by Muslim merchants who were trading in Asia. They formed a fund by mutually agreeing to make contributions to cover losses incurred because of pirates or unpredictable natural events. Then and now, takaful are based on the principles of cooperative risk sharing, mutual responsibility, mutual protection, and solidarity among participants. The word takaful is an Arabic term that means “guaranteeing each other.” In takaful, a group of people agree to share the risk of any potential loss, such as a house fire, vehicle accident, or health crisis, by making contributions to the fund. Then the takaful fund helps members when they suffer a loss.

				Takaful companies differ from conventional insurance companies in how they invest their funds. Conventional insurance companies can invest their funds without any restrictions, but takaful companies are required to make investments in sharia-compliant ways. In addition, any profits from the takaful investments are shared with contributors in an agreed-upon ratio. In other words, takaful companies share any surplus moneys in the insurance pool with the contributors.

				For example, suppose you buy a motor takaful from a takaful company. You contribute a sum of money to the general takaful fund as your premium. You also sign a contract that states that you mutually agree with other participants to use your fund premiums to help each other in case of any loss due to a motor vehicle accident. As your takaful matures, you have the right to share in any surplus funds if you haven’t made any claims. You share the potential surplus with the company and other participants based on a pre-agreed ratio.

				Many types of takaful products are on the market. The current takaful market includes approximately $5 billion of premium contributions and involves more than 110 institutions worldwide, and it’s growing fast. Part VI offers all the details about takaful, including the most commonly used products.

				Accounting standards

				Islamic finance is regulated and monitored by various governmental, nongovernmental, and regulatory bodies to make sure it meets certain criteria that also apply to conventional financial institutions. Two self-regulatory institutions that are considered the most important are the Islamic Financial Services Board (IFSB) and the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI). Both ensure that the financial statements of Islamic financial institutions meet quality and international standards comparable to those adhered to by conventional institutions.

				[image: check.png] IFSB: This international organization for the Islamic financial industry began operations in 2002 with its headquarters in Malaysia. The IFSB aims to develop a transparent and regulated Islamic finance services industry by introducing new sharia-compliant prudential standards. The IFSB issues principles and standards in corporate governance, risk management, and capital adequacy.

				[image: check.png] AAOIFI: The AAOIFI was established in 1990 with headquarters in Bahrain. This independent, not-for-profit organization is supported by governments, central banks, and financial institutions. The organization ensures that all the participants in the Islamic finance industry conform to certain rules and regulations. Additionally, it’s involved in setting the compliance standards according to sharia for accounting, auditing, ethics, and corporate governance. It aims to harmonize Islamic financial practice around the globe and ensure uniformity in financial reporting.

				[image: remember.eps]	Both of these organizations have helped the Islamic finance industry more effectively mesh with mainstream finance and meet the needs of investors. Because of the IFSB and the AAOIFI, investors know they can rely on the financial statements issued by Islamic financial institutions.

				The AAOIFI interacts with the London-based International Accounting Standards Board (IASB), which is one of the most recognized international accounting standards organizations. This interaction has given the AAOIFI good credentials and international recognition for its standards. The IFSB interacts with the Bank of International Settlements (BIS), which is an association of various government central banks. This connection has helped raise the international visibility of the Islamic finance industry.

				Considering the Impact of  the Global Credit Crises

				Starting in late 2007 and intensifying in 2008, global credit crises shook the whole world. As I write, these crises have not abated; instead, they seem to be spreading from one nation to another, infecting investor confidence and creating ongoing stock market volatility. The severity of the credit crises challenges the world’s seemingly stagnant economic philosophies, including  the granddaddy of them all (at least to many Westerners): capitalism. It’s forcing financial professionals to look for new ideas and solutions.

				Recent bank performance

				Here are some statistics regarding the performance of conventional and Islamic banks during the global credit crises based on a study of the top ten conventional and Islamic banks:

				[image: check.png] Between 2006 and 2008, the market capitalization (total value of all stocks) of conventional banks declined by 42.85 percent, while the market cap of Islamic banks declined only by 8.5 percent. Additionally, the total assets of the conventional banks in the study grew 36 percent, while the Islamic banks’ total assets grew 55 percent.

				[image: check.png] The net profits of conventional banks dropped from a $116 billion profit in 2006 to a $42 billion loss in 2008, while Islamic banks experienced a net profit increase of 9 percent in the same period.

				[image: check.png] Five of the top ten conventional banks received government assistance totaling up to 26 percent of their combined equity during the years 2006 through 2009, while only one Islamic bank received government assistance to restructure its suspended share trading.



				[image: realworldexample.eps]	Conventional financial institutions have taken the hardest blows from the crises. Here are a few facts to consider about where financial markets stand:

				[image: check.png] In the summer of 2011, the U.S. and many European countries faced yet another financial downturn (including a downgrade to the U.S. credit rating by Standard & Poor’s) fueled by setbacks and defaults in the banking sector.

				[image: check.png] A stagnant U.S. economy, with an unemployment rate hovering around 10 percent, led the Federal Reserve to make an unusual commitment in 2011: to hold short-term interest rates near zero at least through the middle of 2013.

				[image: check.png] Fears of failure in the European banking system sent markets tumbling in mid-2011 and required substantial commitments from the European Central Bank to purchase bonds from Italy and Spain.

				[image: check.png] Since 2008, the credit crises have led to the failure of many banks throughout the U.S. In that year, 25 banks failed, and the number jumped to 140 in 2009. The year 2010 was even worse; 157 banks went under.

				[image: remember.eps]	One reason for the instability in the conventional financial sector is that its  financial institutions have proven to have weak risk-management practices, meaning they haven’t properly managed their risks through the years. (Chapter 17 offers a description of the risks that financial institutions must manage and the potential repercussions if they don’t do so effectively.)

				But as conventional institutions were losing ground between 2007 and 2009, the assets managed by Islamic banks doubled. (Keep in mind that not all Islamic banks performed the same in this time period; banks in some countries in the Persian Gulf region, for example, actually saw their assets decline.) That growth was motivated by several factors: increasing numbers of customers were turned away from conventional banks and toward Islamic banks both in Muslim and non-Muslim countries; the banking industry in the Middle East region grew; and many banking authorities and regulators changed their legislation to better support Islamic banking (including in Europe, India, and China). The ratings by major rating agencies have also been more favorable for many Islamic banks than for conventional banks.

				Gazing into the Crystal  Ball of Islamic Finance

				Predicting how any industry will perform in the future is difficult because so many factors are at play. After all, if I could tell you with absolutely certainty that Industry X (whether it be utilities, superconductors, or Islamic finance) is going to grow threefold over the next ten years, you and I would know exactly where to invest and hold our equity dollars, right?

				So it’s with a humble keyboard that I type this section. I’ve gathered a great deal of data from what I consider to be reliable sources, and I’ve based my predictions on my interpretation of that data. Just don’t go betting your paycheck that I’m right because predictions are always subject to change.

				Studying recent growth

				In the past two decades, the Islamic finance industry has had an average growth of 14 percent per year. That’s enormous! For comparison, consider that the global bond industry has averaged 5-percent growth per year during the same period.

				As I write these words, the Islamic finance industry is worth an estimated $1 trillion. Approximately 60 percent of the total assets belong to the Middle East region, 20 percent are in Asian countries, and 20 percent are spread among the rest of the world. In just one recent year — from 2008 to 2009 — assets of the 500 top Islamic financial institutions grew from $639 billion to $820 billion.

				Here are some additional statistics about the industry as it looks today:

				[image: check.png] The Islamic banking segment of the industry has current assets that are estimated to total around $500 billion.

				[image: check.png] More than 250 sharia-compliant mutual funds are available to investors.

				[image: check.png] Globally, sukuk issues in 2011 exceeded $65 billion.

				[image: check.png] The float-adjusted market capitalization (the total value of all stocks available) of the Dow Jones Islamic Market Index is more than $14 trillion.

				[image: check.png] The estimated current captive market for Islamic finance (meaning people who’d likely seek out sharia-compliant products because of their religion and culture) is 1.6 billion Muslims, 62 percent of whom live in Asia.

				Approximately 500 Islamic financial institutions provide Islamic financial services globally. Islamic financial institutions are operating in 75 Muslim and non-Muslim countries; the following sections give you the highlights of the activity in several major regions.

				In the Middle East

				Iran is the largest player in Islamic financial services in the Middle East; it has a fully Islamicized financial system. Iran boasts the biggest Islamic bank — Bank Melli Iran — as well as six more of the ten largest Islamic banks in the world. Saudi Arabia is considered the second-largest player in the Middle East for Islamic finance, with four Islamic banks and 30 percent of its total financial assets in Islamic finance products.

				Bahrain is one of the world’s leaders in Islamic financial services with a dual banking system, which means it operates both conventional and Islamic financial systems. Bahrain was the first country to implement an Islamic financial system in the Gulf region.

				United Arab Emirates and Qatar are also important players in Islamic finance in the Middle East, and Oman has recently joined that list as well.

				In Southeast Asia

				Malaysia is a key player in the global Islamic finance industry and is also famous for Islamic finance education. Like Bahrain, Malaysia has a dual banking system. Approximately 18 Islamic banks (both local and foreign) operate in Malaysia. Singapore, Indonesia, Hong Kong, and Brunei are also practicing Islamic financial services.

				In the Commonwealth of Independent States (CIS) region

				Central Asia is becoming another booming area for the Islamic finance industry. After the collapse of the Soviet Union, the Muslim-majority countries of central Asia, which are known for their substantial energy resources, have become more economically independent.

				At the beginning of 2009, Kazakhstan introduced laws to facilitate the operation of Islamic finance firms. Kazakhstan is home to 13 million Muslims and a wealthy oil industry. Many international Islamic financial institutions are targeting Kazakhstan to tap the potential market.

				Kyrgyzstan introduced Islamic finance legislation in 2010 after a three-year pilot study. Azerbaijan introduced Islamic banking at the beginning of 2012 and has expressed the desire to become a hub for Islamic finance in central Asia. Tajikistan is another Muslim majority country considering adapting Islamic finance.

				In other parts of Asia

				Sixty-two percent of Muslims live in the Asia-Pacific region, so it’s no surprise that many Asian countries are incorporating the Islamic financial system. For example

				[image: check.png] At the end of 2011, Japan initiated reform of its taxation policies and regulations to facilitate local sukuk issuances and sharia-compliant investing.

				[image: check.png] South Korea has proposed tax exemptions for local sukuk issuance.

				[image: check.png] Pakistan is following both conventional and Islamic financial systems and has five full-fledged Islamic banks. Many educational institutions in Pakistan specialize in Islamic finance.

				[image: check.png] Bangladesh adopted Islamic banking activities beginning in the 1980s.

				[image: check.png] Sri Lanka is the first non-Muslim country to adopt Islamic finance in South Asia. It has one full-fledged Islamic bank, as well as three conventional banks that operate Islamic windows.

				In the West

				The United Kingdom was the first Western nation to adopt the Islamic banking system. In 2004, the Islamic Bank of Britain became the first wholly licensed sharia-compliant bank in the West. In 2006, the European Islamic Investment Bank, headquartered in London, became the first Islamic investment bank in the West. The United Kingdom is also the most preferred place for Islamic finance education in the West; numerous British universities offer Islamic finance education for local and international students.

				In the United States and Canada, the Islamic finance industry has developed much differently: Islamic financial products have been developed to respond to demand from small Muslim communities rather than from the broader financial market. In the past 30 years, the industry in the United States and Canada has grown by offering sharia-compliant investment products such as mutual funds and home purchase agreements. With 4 million Muslims in the United States alone, the demand for retail Islamic banking opportunities will continue to grow.

				Many European countries, such as France, are considering incorporating Islamic banking into their mainstream banking systems. Germany has already partially amended its laws to incorporate Islamic banking, and the German state of Saxony-Anhalt has issued sukuk. Luxembourg and Switzerland are already enjoying Islamic financial transactions.

				Australia

				Australia, which has one of the world’s most sophisticated financial systems, has recently joined the growing list of eager participants in the Islamic finance industry. One of its largest banks, Westpac, is offering short-term wholesale investment products for overseas Islamic financial institutions. Also, Islamic investment companies have been established in Australia, and some of its universities are offering Islamic finance education. And in early 2012, Thomson Reuters and Australia’s Crescent Wealth (an Islamic investment manager) developed the Islamic Australia Index to help investors make sharia-compliant equity investment decisions in the Australian market.

				Anticipating worldwide expansion

				Based on the information I’ve seen, I estimate that the Islamic finance industry will grow between 10 and 15 percent annually in the next decade. The global asset value of the Islamic finance industry was estimated to be $1 trillion in 2011, and some people project it to be as high as $5 trillion in 2016. (That would be huge growth, indeed!)

				Why am I so bullish? The Islamic finance industry is still very young when you compare it with the conventional finance industry. Although the Islamic finance industry has ancient roots (which I discuss in Chapter 3), the industry as it stands today began relatively recently — in the 1970s. (The conventional finance industry, in contrast, began developing in the 17th century.) I see the Islamic finance industry poised for great things, ready to make the move from adolescence to adulthood.

				Of course, the age of the industry isn’t the only factor influencing my expectations. Two other key factors are the increase in wealth among Persian Gulf nations and the growth of the Muslim population globally.

				[image: check.png] Gulf wealth: The potential for expansion in Gulf countries is immense for both consumer banking and corporate banking. The Gulf countries have 45 percent of the world’s oil and gas reserves and are planning to invest $2 trillion in the next decade to diversify their economies. Many of these wealthy countries are looking for investments in sharia-compliant products, which means that Islamic financial institutions are their best investment sources.

				[image: check.png] Population growth: The growing Muslim population throughout the world creates demand that drives the Islamic finance industry. Consider these population statistics just from Europe:

					•	Russia (officially known as the Russian Federation): 18 million Muslims

					•	France: 5 million Muslims

					•	United Kingdom: 1.6 million Muslims

					•	Spain: 1 million Muslims

						These populations, which will continue to grow, seek out sharia-compliant products.

				As I note earlier in the chapter, many banks in Muslim countries are already converting to Islamic finance to meet the growing demand. The world’s largest financial institutions, such as the World Bank, the International Monetary Fund (IMF), and the treasuries of developed countries, have likewise engaged with the Islamic finance industry. Islamic finance practices are being accepted and embraced across the globe.

				Also, many non-Muslim countries have already changed their monetary policies to accommodate Islamic financial practices. The United Kingdom, for example, wants to be the Islamic financial hub for Europe, and many other European countries (such as France, Germany, Luxembourg, and Russia) have just entered the market.

				In the near future, Islamic financial institutions around the world will be globalized, meaning they’ll have an international presence and become involved in mergers and acquisitions, much like what occurs within the modern conventional finance industry.

				Eyeing Industry Challenges

				The Islamic and conventional finance industries face many of the same challenges, including financial crises, innovative product development, competition, and management of risk. However, the Islamic finance industry also has several unique challenges, which I spell out in this section.

				Dealing with regulatory and tax issues

				Islamic financial institutions must deal with government regulations and tax issues in the countries in which they operate — rules that may not fully recognize their business structure. The difficulty is that in countries where Islamic finance isn’t practiced as major business, government regulations and taxation rules specifically address conventional finance. Creating a bridge between such regulations and the Islamic finance industry is a major challenge, especially as the industry grows. The following sections cover a couple of the main issues.

				Ignoring the unique bank-customer relationship on tax day

				[image: remember.eps]	Customers of Islamic finance institutions are different from conventional customers for the purposes of government regulations and tax codes. People who deposit money into Islamic banks are partners of the business, and they share the profit and losses. Their deposits aren’t guaranteed; they have no promise that they’ll get back their initial investment in the case of a loss. This structure is a stark contrast to that of conventional banks, where depositors are creditors to the bank and their deposits are guaranteed.

				Because of the special relationship between depositors and Islamic banks, depositors need to be given special consideration as business partners; they should receive tax credits or incentives. These tax incentives already occur in countries with significant Islamic finance industries, such as Malaysia. In other words, the government of Malaysia recognizes the distinct differences between the structures of conventional and Islamic institutions and tries to encourage development of the Islamic finance industry by giving tax incentives to Islamic banking customers.

				Conversely, in countries where Islamic finance is practiced on a smaller scale, government authorities often apply the same policies to both types of institutions and don’t offer credits/incentives for Islamic products — thus hindering the potential growth of the Islamic finance industry — because these authorities simply don’t (yet) understand the nature of the industry. 

				Mandating minimum reserves

				The central bank of any given country, state, or region requires commercial banks operating within that geography to hold a minimum amount of money from customers’ deposits either as cash physically stored in the bank’s vault or as a deposit at the central bank. This requirement safeguards customer deposits and helps to regulate the liquidity in that country, state, or region.

				[image: realworldexample.eps]	The minimum reserve requirement differs from place to place. In the United States, the minimum is set by the Board of Governors of the Federal Reserve System, with the reserve amount depending on the bank’s deposits. Many developing countries have minimum requirements ranging from 2 to 20 percent of the commercial bank’s total deposits.

				Here’s where the problem occurs: Islamic banks are also required, by law, to meet these minimum reserve requirements. But deposits made into an Islamic bank are different from deposits made to conventional banks; the deposited money is immediately funneled into business activities and doesn’t sit in a vault or get invested in conventional financial products. So meeting the reserve requirements can really strain the Islamic bank’s liquidity management. One suggestion for leveling the playing field is to offer Islamic banks tax incentives for maintaining reserves.

				Help wanted: Finding trained  and skilled Islamic bankers

				The Islamic finance industry is in need of qualified, skilled, and trained personnel. That statement was true when the modern industry began, and it’s even truer today because of the industry’s phenomenal recent growth. Current forecasts suggest that the global Islamic financial industry will employ a total of 55,000 trained professionals by 2020.

				In early 2012, only a few universities and institutions were providing recognized courses in Islamic finance at the international level. However, I expect the numbers to increase as more people become aware of the industry’s growth and potential.

				To work in the Islamic financial industry, you must be skilled in both conventional and Islamic finance because so many conventional banks are opening Islamic branches or windows or are converting their conventional operations to Islamic banks. At minimum, you need a certification in Islamic finance, banking, or economics along with your basic bachelor’s degree. As in the conventional banking world, some positions require a master’s degree.

				[image: tip.eps]	If you have a bachelor’s degree in any business field and you plan to go to grad school, I recommend focusing your master’s program or your professional certified courses on Islamic finance. If you’re just stepping into higher education and know that Islamic finance is for you, you’re better off starting with an Islamic finance major if it’s available (or seeking out certified professional Islamic banking courses).

				One thing you don’t need to know is the Arabic language. (I can hear your sigh of relief!) Although studying Arabic can certainly boost your career options, most internationally recognized Islamic finance degree and professional certificate programs are offered in English, and employment options exist that don’t require knowledge of Arabic.

				Satisfying sharia scholars: The  search for compliant products

				Islamic financial institutions differ significantly from conventional financial institutions because they require approval for their product development. As I explain in Chapters 2 and 16, Islamic financial institutions are guided and governed by sharia boards: religious boards steeped in knowledge of Islam that use such knowledge to determine whether the products offered by financial institutions comply with Islamic principles. If a sharia board doesn’t approve a product that an Islamic bank or other institution wants to introduce, that product doesn’t go on the market — period.

				[image: remember.eps]	Different schools of thought exist regarding Islamic law. (The same can be said of the laws governing every religion; not every Christian interprets the Bible the exact same way, right?) Satisfying all the sharia scholars, whose opinions inevitably differ, is difficult. The result of differences in opinion is that a scholar from one region may approve a new, innovative product, but a scholar in another region may not. This fact makes product development in the Islamic finance industry quite a challenge!

				[image: controversy_religion.eps]	Consider an example: The sale of debt (bay’ al dayn) is one of the most controversial Islamic financial products. Basically, it’s a process in which a creditor sells a debt to a third party, and it’s practiced in the secondary market for sukuk. Sharia jurists in the Middle East don’t allow this product, but Malaysian jurists do.

				As the industry blooms and more Islamic financial institutions become multinational entities, these kinds of challenges related to product development will emerge again and again.

				Educating clients and crossing  the language barrier

				Sometimes, Arabic financial terminology is challenging for me — both in terms of the concepts and the pronunciation. And I’ve known Arabic my entire life! Certainly, people who are raised speaking languages other than Arabic may be so intimidated by the language barrier that they shy away from investing in the Islamic finance industry.

				Helping customers understand the Arabic terminology that is commonplace in the Islamic finance industry is a challenge. For starters, people working in the industry need to help potential customers realize that the Arabic terms aren’t intended to exclude non-Muslims from participating. Instead, these terms help industry professionals differentiate their products from conventional financial products. (Sukuk differ from conventional bonds, for example, so using the same word for both products isn’t helpful. Flip to the earlier section “Looking at Current Islamic Financial Institutions” for details on how sukuk and other Islamic finance products differ from their conventional finance cousins.)

				Many Islamic finance institutions recognize the language barrier and make overt efforts to reach out to non-Arabic-speaking people. They do so by defining their products in brochures or on their websites so that customers can fully understand and consider certain investment products. I expect that as more Westerners select Islamic finance as a topic of study and as a career goal, you’ll see greater public relations efforts to help potential investors get familiar with Islamic investment products.

			

			
				
					
						
					

				

			

		

	
		
			
				
				
					Part II

					Introducing Islamic Commercial Law

					
					
						
							[image: 9780470430699-pp0201.eps]
						

					

				

					In this part . . .

					Sharia law spells out for Muslims how they should behave in the world; it illuminates the ethics that should guide their actions. This part features two chapters that home in on those ethics. First, I devote a chapter to Islamic ethics as they apply to commercial pursuits. Then I explain how compliance with sharia guides the development of all Islamic commercial contracts, which  in turn influence every Islamic financial product.

				

			

		

	
		
			
				Chapter 5

				Adhering to Islamic  Commercial Ethics

				In This Chapter

				[image: arrow] Recognizing the purpose of business ethics in general

				[image: arrow] Introducing key Islamic values

				[image: arrow] Tying key Islamic values to business functions

				The topic of business ethics is hot. Unfortunately, that’s because so many business organizations — from small retailers to giant multinational  corporations — find making ethical decisions difficult.

				Part of the appeal of the Islamic finance industry for Muslims and non-Muslims alike is that it centers on a religion that encourages high ethical standards. As I explain in Chapter 2, sharia is a code of conduct that shows Muslims how to apply Islamic law to all aspects of their daily lives. Because Islamic finance adheres to sharia, the professionals who work for Islamic banks, investment firms, and insurance companies are constantly striving to live up to the ethical standards established by Islamic law.

				No Islamic company can claim ethical perfection, of course, but the reality is that a firm can’t claim to be Islamic if it consistently fails to comply with sharia. An Islamic business that doesn’t adhere to the code of conduct set by sharia will quickly lose its customer base and its ability to remain a going concern.

				In this chapter, I first spend some time defining the term business ethics. I then turn my focus to Islamic ethics — the values that Muslims are taught to live by — and how this moral code influences the way Islamic financial institutions conduct their business.

				[image: remember.eps]	This chapter deals specifically with Islamic values as they relate to business ethics. For more on the basic tenets of Islam, flip to Chapter 2.

				Considering the Role of Business Ethics

				Ethics are moral principles that guide people to do what’s right and avoid doing what’s wrong. Different groups of people define right and wrong differently, which is why ethical standards vary from place to place and culture to culture. Sometimes ethics are written down — in a country’s laws or a culture’s sacred writings, for example — but ethical codes are often unwritten.

				Business ethics, then, are rules of conduct that guide people to do what’s right and avoid doing what’s wrong within the context of a business operation. These rules or standards must guide an organization’s actions even when they aren’t spelled out in the particular regulations that apply to the company.

				[image: realworldexample.eps]	Consider a multinational organization, for example, that’s based in an African country where no regulations or laws exist to prohibit child labor. The company can legally recruit children to work and pay them less than what it pays adult workers. By doing so, the company can reduce its operational costs and increase profits. But business ethics guide the company to resist this profitable activity. Among the ethical standards of a multinational organization is a responsibility not to exploit children.

				[image: remember.eps]	No universal written standard describes how companies and businesspeople should behave. Instead, business ethics are developed and applied during actual business operations. As a result, ethical standards often vary from industry to industry.

				Because business ethics cover so many areas of operation, ethical violations in the business world can take a seemingly infinite number of forms. Here are just a handful of possibilities:

				[image: check.png] A company may engage in fraudulent billing, which means it bills customers for services they didn’t receive.

				[image: check.png] A corporation may knowingly create fraudulent documents, such as financial statements to secure a bank loan.

				[image: check.png] A business may disclose personal information about its customers to marketing firms in exchange for compensation from those firms.

				[image: check.png] Senior-level managers may receive bonuses when pay and/or benefits are reduced for lower-level employees.

				I could add topics such as air and water pollution, hazardous working conditions, unpaid overtime, employee intimidation, misleading marketing and advertising, nepotism, hidden assets . . . you get the picture.

				[image: realworldexample.eps]	Sometimes ethical concerns arise as a result of one company’s relationship to another. Apple, for example, has enjoyed a pretty positive public image as a company that values innovation and promotes creativity and camaraderie among its staff. But in early 2012, Apple received some biting negative press because of working conditions in the Chinese manufacturing facilities of Foxconn, one of Apple’s contractors. When reports of health and safety violations and mandatory unpaid overtime surfaced, Apple hired the nonprofit Fair Labor Association (FLA) to conduct an independent audit of working conditions in the Foxconn plants that manufacture products such as the iPad and iPhone. To assure its U.S. customers that it takes ethical issues seriously, Apple agreed to address the FLA’s concerns at this contractor’s facilities.

				A Quick Primer on Islamic Values

				As I explain in Chapter 2, Islamic law (sharia) is a complete code of conduct that governs every aspect of life. The primary sources of sharia — the holy Quran and the sunnah (every teaching of the Prophet Muhammad [pbuh]) —  set a high bar for moral behavior and ethical standards that Muslims are expected to meet. Islamic scholars advocate also considering the practices of the companions of the Prophet Muhammad (pbuh) when studying Islamic ethics; such practices are documented in hadith (compilations of the commands, actions, and speech of the Prophet [pbuh]) and in other historical books and records.

				Supporting any system of ethics are values: meaningful ideas that are important to individuals, organizations, and/or society in general. For example, an individual worker may value justice for her colleagues in the workplace. An organization may value hard work and teamwork.

				Both values and ethics are related to creating a sense of what is right and wrong. When you’re in the midst of a stressful situation (such as a business or personal crisis), that’s usually the wrong time to try to figure out what values and ethics you need to adhere to. (You may find yourself making compromises that hurt you in the long run.) Instead, each individual, company, and society should spend time (ideally during times of peace and neutrality) defining crucial values and ethics that can guide them in good times and bad.

				Secular countries derive their value systems from experience and (perhaps) some aspects of religion. Other countries take their cultural values primarily from religions, such as Judeo-Christianity, Buddhism, Hinduism, or Islam.

				[image: remember.eps]	Islamic business ethics are derived from Islamic values. So before I discuss Islamic commercial ethics, I first introduce you to some of the broader values that support them. Note that in Chapter 2, I describe many aspects of Islam, including the core beliefs, obligations, and objectives of its adherents. The values I discuss in this section are built upon these beliefs, obligations, and objectives; you can consider them outward expressions of the tenets I introduce in Chapter 2. As such, these values are often front and center in discussions among leading stakeholder groups in Islamic finance institutions, including boards of directors and sharia boards.

				Islamic values aren’t simply nice theories that Muslims consider lofty ideals; they are part of the everyday efforts and conversations in Muslim families, Muslim communities, and Islamic institutions.

				Promoting justice and benevolence

				Justice is a crucial Islamic value expected from individuals, families, and society in general. In many verses of the Quran, God (Allah) equates the prophets with justice and indicates that the purpose of sending prophets to earth is to establish justice and eradicate injustice in every society. (See Chapter 2 for details on Islamic beliefs about Allah and the prophets.)

				Most people can manage to promote justice in normal situations; when times are good, most folks want to see everyone getting their fair share, being treated appropriately, and having opportunities to succeed. But when circumstances change and times get tough, justice may be harder to come by. That’s because an individual’s self-interest may conflict with the larger value of justice. In other words, for the sake of helping himself or his family, someone may knowingly inflict an injustice on others.

				Islam requires justice at all times — not just when life is easy. For example, in the Quran (Sura Al-Maeda, verse 8), Allah says, “Let not the enmity and hatred of others make you avoid justice. Be just: that is nearer to piety.” Islam requires justice even when you’re dealing with an enemy.

				[image: remember.eps]	According to the Quran and sunnah, a completely just society was established during the time of the Prophet Muhammad (pbuh) and his companions. Every member of society was treated equally; no difference existed between poor and rich, Muslim and non-Muslim, ruler and citizens. (In fact, citizens were able to challenge their leaders in court.)

				The concept of justice is very relevant for Islamic businesses. Islamic commercial ethics, which I explain later in this chapter, strive to promote a society in which all the stakeholders of a business are treated justly. Examples of ways in which Islamic financial firms promote justice include the sharing of profit and loss between an Islamic bank or investment firm and its customers, and the sharing of risk among all participants in a takaful (Islamic insurance) fund (covered in Part VI).

				[image: tip.eps]
				Researching corporate values

				Before you accept a job with any large company or institution, you should know what values it professes and make sure they mesh (at least partially) with your own. For example, here are the stated values for Harvard University:

				[image: check.png] Respect for the rights, differences, and dignity of others

				[image: check.png] Honesty and integrity in all dealings

				[image: check.png] Conscientious pursuit of excellence in one’s work

				[image: check.png] Accountability for actions and conduct in the workplace

				Whole Foods includes the following among its stated core values:

				[image: check.png] Selling the highest quality natural and organic products available

				[image: check.png] Satisfying and delighting our customers

				[image: check.png] Supporting team member happiness and excellence

				[image: check.png] Creating wealth through profits & growth

				And Shell sums up its core values this way: “honesty, integrity and respect for people.”

				Curious about how a particular company states its values? Just search the company name and “core values,” or crack open the company’s most recent annual report.



				Being stewards of the earth

				In Islam, humans are considered the stewards of God (Allah). Allah made humans (and only humans) the trustees of this planet so we can manage its resources in thoughtful and useful ways. In return, we are answerable to Allah about our stewardship of the earth. Humans are responsible for protecting, beautifying, and creating harmony — we are not permitted to destroy the earth.

				[image: realworldexample.eps]	In recent years, many Muslim environmental organizations have emerged all over the world to uphold this value. For example, the Muslim Green Team based in the United States asserts that its goal is “to educate and equip the Muslim community to live greener lives, and to demonstrate to the general public the Islamic environmental message.”

				[image: remember.eps]	Islamic economics comes into play here because managing the earth’s resources wisely is not just a religious value; it’s an important economic activity. Many types of economies have been created based on the management of resources. (Capitalist and socialist economies, for example, take differing views of how resources should be distributed.) Islam allows for a free market economy, but it insists that such an economy must operate with justice and fairness, as well as with an eye toward achieving wise stewardship of the earth’s resources.

				Moderating consumption

				Islam is a religion that encourages moderation in everything and rejects extremism. Islam requires that Muslims strive for balance in their lives, and that includes balance related to the accumulation of wealth.

				Being a miser — that is, resisting spending money on yourself, your family, or your community — is not an acceptable character trait according to Islam. A hadith recorded in the book Sahih Al Muslim, for instance, puts it this way: “Abu Omamah reported that the Messenger of Allah said: O son of Adam! That you spend wealth is good for you and that you withhold it is bad for you, and you should not be backbited for miserliness. Begin with those who are in your family.”

				Islam also prohibits extravagant lifestyles. Islamic scholars note that extravagance has two different meanings:

				[image: check.png] Excessive spending on lawful things: No law in Islam states a specific spending limit; defining the word excessive depends on the specifics of an individual’s life or an organization’s situation.

				[image: check.png] Spending on unlawful things: Any expenditure on an unlawful good or activity — such as liquor, prostitution, or gambling — is extravagant and not acceptable in Islam.

				A key idea that regulates consumption is the avoidance of waste. Extravagant spending is considered wasteful, but using money to purchase lawful things in moderation is considered a positive thing. Consider a verse from the Quran (Sura Al-Araf, verse 31); Allah says, “O children of Adam! Wear your beautiful apparel at every time and place of prayer: eat and drink: but waste not by excess for Allah loveth not the wasters.”

				Developing positive characteristics

				Islamic teachings specify that true Muslims should have characteristics of trustworthiness, sincerity, honesty, and integrity in all aspects of life. These characteristics can be exhibited first when worshiping God (by being truthful with God, for example) and then by behaving appropriately in every aspect of life — from personal situations to corporate-level transactions. Islam expects a Muslim and an Islamic business not to cheat, falsify information, or lie.

				Clearly, Islamic business ethics are greatly influenced by these religious and cultural values. Business transactions in Islamic firms must be based on honesty, truthfulness, sincerity, and integrity. Following these traits in every business transaction helps to develop fair trading practices in society at large, and companies that adhere to them are better able to meet their social responsibilities.

				Helping and caring for others

				Islam encourages Muslims to behave in socially responsible ways by always considering the welfare of others and of society at large instead of focusing purely on self-interest. This value is quite practical because humans are an interdependent species. Islam recognizes that much of life’s greatest happiness arises when people in our communities are supported and cared for.

				Helping can take the form of participating in charitable activities or promoting  humanitarian efforts. A Muslim can help her own family, her neighbors, people at risk in her community (such as orphans and the elderly), her society (such as her city, region, or nation), and humankind as a whole.

				[image: remember.eps]	The Islamic value of helping others is one of the most important for an Islamic financial institution, especially when deciding what types of socially responsible activities to engage in. For example, an Islamic bank considers its responsibility to help and care for others when allocating money for charitable activities and giving qard hasan — interest-free loans — to, say, customers who need emergency assistance, staff members who need help, or the needy in  support of starting up small businesses.

				The takaful (Islamic insurance) industry is also largely based on this value because its products are based on the concepts of shared risk, mutual responsibility, mutual protection, and solidarity (see Chapter 18). Islamic financial institutions also can’t penalize customers who default on contractual payments due to genuine hardship; the firms cannot impose high fines in that circumstance, for example.

				Connecting Islamic Values  to the World of Commerce

				The modern development of Islamic commercial ethics coincides with the development of the Islamic finance industry (which I outline in Chapter 3). However, the origins of Islamic commercial ethics date back to the early days of Islam; the Prophet Muhammad (pbuh) was a trader, and his trading activities were based on Islamic values.

				Islamic commercial ethics are based on the values I outline in the preceding section, and they guide Islamic firms to take morally correct actions. As with conventional business ethics, no universally accepted Islamic standards have been developed. However, the Accounting & Auditing Organization for Islamic Financial Institutions (AAOIFI), an international body for setting standards for Islamic financial institutions (see Chapter 4), does put forth standards regarding ethics for accountants and auditors of Islamic financial institutions, as well as for employees.

				In this section, I offer an overview of Islamic commercial ethics and point out how these ethics relate to the operations of the Islamic finance industry.

				Honoring Islam while supporting  material pursuits

				Islam isn’t a religion that encourages people to leave society and avoid all involvement in material pursuits and economic activities. Instead, Islam recognizes that humans need material possessions in order to conduct the activities of daily life. People strive to have good houses, reliable vehicles, and so on, and Muslims are encouraged to pursue wealth. In fact, as I explain in Chapter 2, the pursuit of wealth and property is considered an essential objective in Islamic law (although not as crucial as pursuing faith or religion). Islam doesn’t restrict the accumulation of wealth or the dedication to hard work in pursuit of earning money.

				[image: remember.eps]	However, Islam does strive to organize economic activities to make sure that they’re fair and that justice is established in society. As I note earlier in the chapter, Islam guides people to avoid extravagances and abstain from economic activities that are prohibited by sharia.

				Insisting on sincere salesmanship

				Trading is an important function in Islamic economics. Islam encourages trading while banning riba, which is usury or interest (see Chapter 1). This prohibition is based on the idea that any profits achieved during a trade should derive from the value of the items or services; money itself should not be used to make money.

				Islam outlines many moral values that Muslims must observe when they’re involved in trading. Here are two key values:

				[image: check.png] Honesty: Traders need to be honest when they make deals with potential customers. They must provide full disclosure about the product or service being offered, including both its benefits and its faults (if any exist). So if a Muslim is selling a used car, for example, he must tell you the truth about whether it’s been in an accident, whether it’s a gas guzzler, and so on. Similarly, if an Islamic bank is offering a customer an investment account, the bank must be honest about both risks and potential returns based on the information the bank has available. (The bank may be wrong about the investment’s performance, of course, but it must share what it knows.)

				[image: check.png] Transparency: Closely related to the value of honesty is the value of transparency in trading situations. Being transparent as a trader means sharing complete information with the customer — not just the information that’s most likely to secure the sale. For example, a company or individual can’t name a price that masks hidden fees or service charges that the customer will later face.

				Advertising in socially responsible ways

				Just about anyone trying to sell a product or service uses advertising, which can be really helpful when a company shares information with the public about a product or service that has the potential to increase quality of life. But the bad side of advertising arises when a company’s focus is so squarely on making money that it neglects to honor the key trading values of honesty and transparency — or it makes an unnecessary or potentially harmful product or service seem appealing.

				[image: realworldexample.eps]	Take tobacco, for a worst-offender example: Decades ago, cigarette ads ignored the health perils associated with smoking. Later, cigarette ads in many Western countries were required to list those dangers, but the ads sought to overcome the health stigma by making smoking seem sexy and fun. (Today’s restrictions on cigarette ads in the United States and other nations have radically changed their nature; you’d be hard-pressed to find the equivalent of the Marlboro Man or cartoon camel these days.)

				Of course, ethical standards differ based on the culture, country, or regulatory environment of a business, but corporations play with fire when they create misleading advertisements; if consumers recognize that a company is trying to deceive them, the fallout can undermine sales and destroy customer loyalty. Yet many companies still roll the dice by stretching the truth or avoiding full disclosure in order to get customers in the door.

				But in the world of Islamic commerce, socially responsible advertising is becoming the norm. Islamic marketing is a very young and specialized area that hasn’t yet been extensively researched or documented, but I predict that you’ll hear much more about this field in coming years. Here are some of the key concepts at play in Islamic marketing:

				[image: check.png] Sticking to the truth: Islamic scholars emphasize that advertising should not be based on deception or false information. Instead, advertisers need to disclose the reality of the product being offered. A consumer must be able to easily determine the pros and cons of making the purchase.

				[image: check.png] Avoiding inflated product pricing: Advertising increases the cost of a product or service because businesses generally add advertising expenses onto retail prices. Islamic scholars encourage companies to limit their ad buys and make them as cost-effective as possible to avoid overly inflated prices.

				[image: check.png] Playing nice with competitors: Advertisements that criticize or condemn other products unjustly aren’t allowed per Islamic commercial ethics because they violate the Islamic value of justice. Producing this type of ad is harmful to other businesses and is therefore unethical.

				[image: check.png] Discouraging extravagance: Some advertising encourages people to overspend or to purchase items that are prohibited by sharia. Obviously, an Islamic firm can’t advertise items that are harmful to society and/or are prohibited by sharia, such as alcohol and tobacco. But Islamic firms also should not encourage customers to be extravagant and spend beyond their means. Each company must determine how this limitation applies to its specific offerings.

				[image: remember.eps]	As I explain in Chapter 16 and elsewhere in the book, Islamic financial institutions are monitored by sharia boards. One task of a sharia board is to make sure that the Islamic firm is socially responsible when advertising its products and services. Also, when Islamic funds select companies in which to invest money, they should screen to eliminate conventional advertising companies that are involved in unethical advertising. See Chapter 12 for a thorough explanation of how Islamic investment funds conduct screenings.

				Searching for ethical market mechanisms

				The term market mechanism refers to how buyers and sellers use money to ensure a proper allocation of resources. In the market mechanism of a free market, for example, the prices of the goods and the quantities to be produced are decided by supply and demand factors. In theory, capitalism is based on a completely free market — one that has no interference from any other factors except those relating to supply and demand. (In reality, sometimes a government interferes to organize the capitalistic market.) Conversely, socialist economies are based on decisions made by a central authority and have little to do with supply and demand.

				Islamic economics differs from both capitalism and socialism. Islam proposes a version of a free market but encourages and imposes specific ethics that should be followed in the market operations. Specifically, Islam envisions a free-market mechanism that avoids injustice to society and promotes caring for others, honesty, transparency, and other Islamic values.

				[image: remember.eps]	The ethics of an Islamic market mechanism don’t discard the objective of maximizing profits. Instead, this market mechanism seeks to control profit maximization by making sure that social welfare isn’t sacrificed in the process. (The same is true in reverse: the Islamic market mechanism would not seek to sacrifice an individual’s welfare for the sake of societal welfare.) Basically, Islamic market participants — buyers and sellers — are allowed to maximize their profits as long as no unethical activities are involved. Keep in mind that Islam rejects the artificial creation of demand by hoarding goods or withholding supply by other means.

				Seeking a just relationship with employees

				In general corporate practices, employee exploitation is common. That’s not to say that companies don’t try to avoid it; many do. But as the example of Apple and Foxconn earlier in the chapter demonstrates, employee exploitation can be an unintended result of a company’s actions (such as, in Apple’s case, ordering mass quantities of products to be produced in a short period of time).

				Islamic ethics guide the relationship between employer and employee toward one of brotherhood or sisterhood. The employer is encouraged to actively treat employees with respect and with an eye toward their welfare. Employers can’t be unjust in their payment of wages, for example, or dismissive about employee health and safety concerns.

				Regarding wages — a crucial factor in the employee/employer relationship — another hadith in the book Ibn Majah states, “The wages of the laborers must be paid to him before the sweat dries upon his body.”

				Respecting sharia prohibitions

				As I explain in Chapter 1, sharia prohibits certain transactions and businesses because they’re harmful to society and create injustice and other problems. Following is a quick overview of the four categories of prohibitions and an explanation of how they relate to the Islamic values I describe in this chapter:

				[image: check.png] Riba (usury): Usury is prohibited in Islam, which means that any trade or transaction agreement based on interest is prohibited and void in the Islamic system. From a values perspective, this prohibition exists because interest creates injustice in society; when it’s used, the rich become richer and the poor are left behind. Also, lending money isn’t of itself a productive economic activity; only the small number of people who hoard money benefit from it.

				[image: check.png] Gharar (speculative transactions): Gharar relates to transactions based on speculation. Gharar is prohibited because these types of transactions aren’t transparent; one or both parties don’t have complete knowledge about the products or about what to expect.

				[image: check.png] Maysir and qimar (betting on uncertainties): Both maysir and qimar are forms of gambling transactions. Islamic commercial contracts prohibit these transactions because by their nature the transactions can’t be transparent or just to both parties. In Chapter 18, I explain why the entire takaful (Islamic insurance) industry has developed so that Muslims can avoid participating in conventional insurance, which rests squarely on these kinds of uncertainties.

				[image: check.png] Prohibited industries: Sharia prohibits certain industries that are harmful to humankind, create inequality and injustice, and generate problems related to morality and ethics. Investing or working in these industries isn’t allowed. On the prohibited list are gambling, pornography, specific food and beverage products, prostitution, illegal drugs, and financial institutions that operate based on interest, speculation, and gambling. See Chapter 11 for a more detailed list.

			

			
				
					
						
					

				

			

		

	
		
			
				Chapter 6

				Focusing on Contracts

				In This Chapter

				[image: arrow] Understanding how sharia influences Islamic contract law

				[image: arrow] Noting the sources of Islamic commercial law

				[image: arrow] Distinguishing promises and contracts

				[image: arrow] Considering how Islamic contracts are categorized

				You may not realize it, but commercial contracts are a big part of your daily life. Think about buying a meal at a fast food restaurant: You hand your money to the cashier and, in return, receive the salty, greasy, delicious burger and fries you’ve been craving all day. Maybe you take public transportation, such as a metro bus: You supply the right number of coins for your destination, and the driver gives you a ticket (or just lets you on board). The same goes for buying groceries or gas, ordering a pizza, and paying for Internet access.

				Any time you pay for something — whether it’s a pack of gum, a new car, shares of stocks, or a utility bill — you’re participating in a legally binding contract. If the convenience store clerk takes your money but refuses to give you the pack of gum you paid for, you have the right to challenge his behavior because he didn’t hold up his end of the commercial contract. (I doubt that you’d take that particular case to court, but the law would be behind you  if you did.)

				In this chapter, I focus on contract law. I use that term to refer to a specific — and important — part of a nation’s commercial law that deals with the legally binding agreement between two or more parties. Different systems of contract law exist across the globe; you find English, Indian, and Australian contract law, for example.

				The specific contract law I discuss here is (no surprise!) Islamic contract law. Islamic contract law is a subset of Islamic commercial law, which is a subset of general Islamic law (called sharia). As the Islamic finance industry becomes more popular (see Chapter 4 for information on the industry’s current size and growth projections), the importance of its foundation, Islamic contract law, becomes more prominent. In this chapter, I help clarify what Islamic contracts are and how they relate to Islamic finance.

				[image: remember.eps]	In this chapter, I discuss contract law from a broad perspective so you can see why contract-based financial products exist. When I describe specific Islamic financial products later in the book, such as banking products (in Chapter 10), investment funds (in Chapter 12), sukuk (the Islamic alternative to bonds, in Chapter 13), and takaful (Islamic insurance, in Chapter 19), I explain the Islamic contract(s) on which they’re based.

				Starting with Sharia Compliance

				The religion of Islam has three basic components: beliefs, laws, and ethics. I introduce Islamic beliefs and laws in Chapter 2 and devote Chapter 5 to a summary of Islamic ethics as they apply to commercial endeavors.

				Islamic law — sharia — governs all the affairs of a Muslim, ranging from consuming food to governing a nation. Muslims believe that Islamic law is divine guidance from Allah (God). Islamic jurisprudence is further divided into these parts:

				[image: check.png] Laws governing the relationship of man with God (Allah): These laws talk about how an individual should worship his creator. A Muslim can’t worship Allah any way he wants; divine guidelines establish the ways in which a Muslim should worship Allah.

				[image: check.png] Laws governing the relationship of man with other human beings: These laws cover interactions among people and govern social, economic, and political activities.

				Islamic commercial law derives from the Islamic laws that apply to economic activities. According to Islam, Allah has guided humans regarding how they should organize their economic affairs. Islam has set out laws that prohibit certain activities while encouraging other activities. For example, Islam prohibits transactions based on interest, gambling, and speculation (see Chapter 1)  while encouraging charity, moderation, and the wise use of the earth’s resources.

				[image: remember.eps]	As I note throughout this book, Islamic financial institutions must operate according to sharia to achieve what’s called sharia compliance. I explain in Chapter 16 that Islamic financial institutions are governed by sharia boards (groups of Islamic scholars), which make sure that the firms’ contracts, policies, products, and activities are sharia-compliant.

				Citing the Sources of Sharia and  Islamic Commercial Contracts

				Secular law has two broad categories of sources (or origins):

				[image: check.png] Formal sources of law: These include legislation passed by Congress, a parliament, or another legislative body; rulings made by courts of law (otherwise known as precedents); and treaties signed by legal parties such as two countries.

				[image: check.png] Informal sources of law: These include customs, standards of justice (which may be a judge’s common sense that’s applied when no applicable law is available), and equity (the search for justice in a particular case in the absence of — or perhaps even in spite of — applicable laws).

				[image: tip.eps]	If this subject interests you, you may want to check out Contract Law For Dummies by Scott J Burnham (Wiley) or the article “Sources of Law” at http://jurisonline.in/2010/03/sources-of-law/.

				Islamic law is based on two primary sources, which are the Quran and sunnah; two secondary sources, which are ijma (consensus) and qiyas (analogy); and some minor sources. I discuss the Quran and sunnah in Chapter 2. In this  section, I introduce the secondary and minor sources of Islamic law.

				Consensus among Islamic scholars: Ijma

				When Islamic scholars can’t find solutions for some of the issues they  examine — such as issues that are new to society and not addressed by the Quran or sunnah — they use scientific methods to arrive at answers based on those primary sources of sharia. Islamic law sets out specific principles and rules that apply when scholars use these methods to derive solutions.

				What types of issues am I talking about here? Examples include the medical transplant of organs, in vitro fertilization, and surrogacy. Scholars are compelled to offer guidance to Muslims regarding how to act, but they can’t find direct guidance in the Quran or sunnah on whether certain modern practices are acceptable or prohibited by sharia law.

				One scientific approach that Islamic scholars take is called ijma. It means “consensus” and refers to studying the collective rulings made by qualified Islamic scholars on new legal issues over a certain period of time. As new issues arise, Islamic scholars make the best decisions they can without compromising the laws set forth in the Quran and sunnah. A majority consensus on a given issue constitutes ijma.

				[image: realworldexample.eps]	In an Islamic financial institution, for example, the firm’s sharia board may need to make a decision based on ijma if a new product or issue arises that isn’t addressed in the primary sources of sharia. The permissibility of a product called tawarruq is a specific example. As I explain in Chapter 10, tawarruq is a fairly new (and somewhat controversial) financial instrument in which the buyer purchases a commodity from the seller on a deferred payment basis, and the buyer sells the same commodity to a third party on a spot payment basis. The buyer is basically borrowing the cash needed to make the purchase, and after he secures the cash from the second transaction, he pays off the original seller.

				[image: controversy_religion.eps]	Is tawarruq permissible? That depends on where you live. In some countries and regions, the ijma among prominent scholars is that tawarruq is not sharia-compliant. In other areas, scholarly consensus veers the other way. (Clearly, ijma is not always a global consensus.)

				Analogy: Qiyas

				Qiyas is an analogical approach used by Islamic scholars to resolve questions of sharia compliance on emerging issues. Like ijma, qiyas is applied when the Quran and sunnah make no provision for an issue that must be addressed. An Islamic scholar comes to a conclusion about the new issue by studying solutions to similar issues that are presented in the Quran and sunnah and by making an analogy to the contemporary issue.

				[image: realworldexample.eps]	Islamic scholars have prohibited the use and sale of marijuana based on the analogical reasoning that it has features of intoxication. The Quran and sunnah explicitly declare that wine and other forms of alcohol are prohibited because they create intoxication. Scholars look at the common feature of intoxication and create an analogy with the use of marijuana.

				Minor sources

				Other sources of Islamic law include ijthihad (interpretation), istihsan (juristic preference), istisab (presumption of continuity), and urf (common practice). Here’s a brief description of these additional sources. Arguments exist regarding their acceptability as sources of Islamic law, but scholars still use them to derive conclusions regarding legal matters, including those that relate to interpretation of contracts:

				[image: controversy_religion.eps]	[image: check.png] Ijtihad (interpretation): An Islamic scholar may independently struggle with an issue and, based on his understanding of the Quran and sunnah, arrive at a conclusion. In this case, the scholar is not following in anyone’s footsteps but is personally struggling to arrive at an answer. (The word jihad, which is the root of ijtihad, means “struggle” or “strive.”) Some scholars don’t agree that ijtihad is a source of Islamic law.

				[image: check.png] Istihsan (juristic preference): A scholar may consider a variety of judgments arrived at by various means (including ijma, qiyas, and ijtihad) and choose a judgment that best resembles his own preference.

				[image: check.png] Istisab (presumption of continuity): Scholars debating a legal issue may consider past rulings (precedents) and principles and choose to assume that those rulings and principles continue to apply in the present and the future. Many scholars consider istisab to be weaker than other sources of Islamic law, which means that conclusions based on this method may be overruled if someone uses another, stronger means of deduction.

				[image: check.png] Urf (common practice): This Arabic word means “to know” and refers to making decisions based on a society’s customs and practices (as long as those customs and practices don’t go against anything explicit in the Quran and sunnah). A key feature of urf is that it can change over time as societies alter their customs and practices based on what they  now know.

				Muslim legal schools of thought

				The Quran and sunnah (behavior modeled by the Prophet Muhammad [pbuh]) serve as the primary source for Islamic law. All Muslims agree on these two primary sources, but Muslims have slight interpretational differences or disputes regarding the other sources. Over time, these discrepancies have created different schools of thought regarding Islamic law.

				Four main legal schools of thought exist in the Islamic community:

				[image: check.png] Hanafi usually prefers logical interpretation of the Quran and sunnah and establishes rulings based both on reasoning and the literal aspects of the primary sources.

				[image: check.png] Hanbali places chief importance on the literal aspects of the primary sources and avoids too much logical interpretation.

				[image: check.png] Shafi’i is based on the rigorous application of legal principles.

				[image: check.png] Maliki heavily favors the local practices of the Medina, Saudi Arabia, community.

				Apart from these four major legal schools, other independent legal hubs may exist among Muslims. But the differences among them and with the major legal schools represent only minor and peripheral issues. These minor differences don’t substantially affect creed-related issues. Therefore, such differences of opinion are generally appreciated in the Islamic legal tradition because they make the system more dynamic and flexible without leading to major difficulties within Muslim society. In the Islamic finance industry, different legal opinions emerging from these schools are taken into consideration, and the best solutions emerge for a given situation.



				Introducing Islamic Contract Law

				Islamic contract law governs three general types of undertakings: the unilateral promise (wa’d), the bilateral promise (muwaada), and the contract (’aqd). In this section, I describe each of these agreements and then explain the elements that define an Islamic contract and how those contracts may be classified.

				[image: remember.eps]	What I offer here is a very brief introduction to Islamic contract law; in the space available, I can do no more than offer a broad sweep of the subject matter to give you some context for understanding the Islamic financial contracts I talk about in later chapters. If you’re truly interested in Islamic contract or commercial law, I encourage you to seek out a textbook or other reference that offers much greater detail.

				Understanding the unilateral  promise (wa’d)

				The phrase unilateral promise means that one party binds itself to perform a function (or not to perform a function) in the future. Consider two examples:

				[image: check.png] Islamic banks commonly offer products based on an ijara contract. As I explain in Chapter 10, the ijara contract involves providing products or services on a lease or rental basis; the bank purchases an asset and gives an individual or entity the right to use the asset for a period of time in exchange for rental payments. In this situation, the bank customer promises the bank that he’ll purchase the asset at the end of the ijara contract period. The customer is thereby making a unilateral promise.

				[image: check.png] One individual (Mr. X) promises to sell a car to another individual  (Mrs. Z) for $10,000. Just because Mr. X makes this promise doesn’t mean that Mrs. Z must accept the offer; Mr. X is simply making a unilateral promise.

				[image: remember.eps]	As I note later in the chapter, a contract differs from a unilateral promise because a contract is binding on both parties, whereas a unilateral promise is binding only on one party. A unilateral promise may need to be followed by a contract. (For example, for Mr. X to actually sell his car and transfer ownership of it to Mrs. Z, the parties need to execute a contract of sale after the unilateral promise is made.) However, Islamic contract law still applies to a unilateral promise; the person or business making the promise is expected to abide by certain principles and regulations.

				[image: controversy_religion.eps]	Different Islamic scholars hold different opinions about whether unilateral promises are binding and are enforceable. Here are two divergent scholarly opinions:

				[image: check.png] Fulfilling the wa’d is noble but not mandatory or enforceable through a court of law.

				[image: check.png] Fulfilling the wa’d is enforceable through a court of law because the promisor has a legal and moral obligation to honor the promise.

				Recognizing a bilateral  promise (muwaada)

				A bilateral promise occurs when two parties perform two separate unilateral promises on the same subject or service. You may assume that this situation describes a contract, but it doesn’t — yet. (As I explain in the next section, a contract requires the existence of six separate elements that may or may not all be present in a bilateral promise situation.)

				Here’s an example of a bilateral promise: Mrs. B makes a unilateral promise to Mr. C that she’ll buy Mr. C’s car for $5,000 within the next three months. Mr. C makes a unilateral promise to Mrs. B to sell her the car for $5,000 anytime in the next three months.

				Most scholars agree that two unilateral promises aren’t enforceable as a forward contract. (A forward contract is based on the execution of a sale on a future date at the current market price.)

				Entering a contract (’aqd)

				A contract differs from a unilateral or bilateral promise fundamentally because a valid contract is always legally binding and enforceable. Islamic commercial law states that a valid contract requires six specific elements: an offerer, an offeree, an offer, an acceptance, subject matter, and consideration.

				[image: check.png] Offerer and offeree: These two are the contracting parties; both must be involved for a contract to exist. (Otherwise, you’re looking at a unilateral promise.) Both parties need to be mentally sound when the contract is signed, and both should be adults (although minors may be able to  participate in a contract in some situations).

				[image: check.png] Offer (ijab) and acceptance (qabul): A valid contract requires both an offer and an acceptance. One party must make a proposal (which creates an obligation), and the other party must consent to it — and communicate that consent to the offerer — in order for a contract to exist.

						An offer can be made in various ways:

					•	Verbally: A verbal offer is usually accepted for an immediate or  on-the-spot sale. (For a future sale, scholars recommend that an offer be written.)

					•	By conduct (without any words, gestures, expressions): For example, a buyer goes to a shop and sees that the price for a chocolate bar is $1. The buyer pays the seller $6 for six bars of chocolate. Here, both the offer and acceptance are implied.

					•	In writing: An offer can be made in writing for a potential customer. For example, you get a quote for how much it’ll cost to have your air conditioner fixed, and that quote is handed to you in writing.

				[image: check.png] Subject matter: The subject matter of a contract explains the transaction taking place, such as what services will be performed or what assets will be sold. In Islamic contract law, several key considerations exist regarding the subject matter:

					•	The subject matter must be lawful and have value for a Muslim. The underlying asset or transaction can’t violate Islamic law. For example, a valid Islamic contract can’t involve interest payments or an asset related to a prohibited industry.

					•	The subject matter must be specific. No uncertainties should exist. A sales contract must spell out exactly which items are being sold, for example: If an auto salesman and a buyer enter a contract for the sale of a car, the contract must indicate exactly which car is being sold so neither party is confused about what is changing hands.

					•	The service or asset described in the subject matter must actually exist when the contract is being created. As I explain in Chapter 10, certain exemptions to this rule exist; a bank may offer an istisna contract to support a construction project, for example, or a salam contract may allow for deferred delivery of an asset.

					•	The seller must actually own the subject matter. This restriction prohibits the short selling of shares because the seller doesn’t own the shares at the time of the sale. However, exceptions related to salam and istisna contracts exist because the asset in question is being constructed or delivered at a future date.

					•	The seller must be able deliver the subject matter. Islamic scholars have prohibited selling the fish in the water or birds in the air, for example, because the seller can’t promise delivery of these items to a buyer even though they’re real assets that exist in the world.

				[image: check.png] Consideration: The price consideration is an important element of any contract. Under Islamic law, goods and services may be exchanged for money only, or they may be exchanged for other commodities. A valid contract must spell out what the buyer is giving the seller in exchange for the subject matter.

				Classifying Contracts

				Like their conventional relatives, Islamic contracts are often categorized in one of two ways: based on the effect of the contract or based on how the contract is used. In this section, I cover the major classifications of contracts in Islamic contract law.

				Effect of the contract

				Categories of contracts based on the contracts’ effect (their legality) include the following:

				[image: check.png] Valid contract (a sahih): When a contract contains the necessary  elements and meets the conditions I outline in the preceding section,  it’s a valid contract. When a contract is valid, it can be executed. Valid  contracts can be either enforceable or suspended:

					•	Enforceable (nafiz): A contract becomes enforceable when both parties involved are competent and authorized to enter into the contract.

					•	Suspended (mawqoof): A contract can be suspended if the substance and the description are lawful but the contract is concluded without the consent of the party who doesn’t own the subject matter. This situation would apply, for example, if an agent were acting on behalf of a contract principal (either the offerer or offeree) and that agent lacked authorization to complete the contract.

				[image: check.png] Voidable contract (fasid): A voidable contract may have most of the elements of a lawful contract in place but features some kind of unlawful condition that prevents its complete validity. A contract is voidable, for example, if its subject matter is a transaction that involves interest, gambling, or speculation (which are prohibited by sharia). A contract is also voidable if it involves the sale of an asset that the seller doesn’t yet own. (Note that salam and istisna contracts, which I introduce later in this chapter, are exceptions.) A voidable contract can be transformed into a valid contract by correcting its unlawful feature(s).

				[image: check.png] Invalid or void contract (batil): Simply put, an invalid or void contract doesn’t meet the conditions I outline earlier in the chapter for a valid contract, and it isn’t close enough to a valid contract to be corrected. (It’s missing too many elements or has too many unlawful features.)

				Use of the contract

				Contracts may also be classified based on how they’re used in the Islamic finance industry. To start, here are two classifications of this category:

				[image: check.png] Unilateral contract: A unilateral contract isn’t the same thing as a unilateral promise, but it also doesn’t feature the traditional elements of a valid contract. In this type of contract, the ownership of an asset is transferred from one party to another without any price consideration. A unilateral contract doesn’t require the prior acceptance of the recipient.

						These contracts are usually used for gratuitous situations, such as gifts (hiba), interest-free loans (qard hasan), and endowments (waqf). Islamic contract law grants some leniency in the definition of a valid contract here because the intention of such an agreement is charitable; something is being given without expecting any returns. (Only a real sourpuss would argue against the validity of a gift or an interest-free loan to someone in need!)

				[image: check.png] Bilateral contract: Unlike unilateral contracts, bilateral contracts must meet the guidelines I set forth in the section “Entering a contract.” Most of the contracts that exist in Islamic commercial law can be categorized as bilateral contracts. In other words, bilateral contracts are the default for most contracting situations, including those related to business partnerships, banking, real estate, and trade. In the sections that follow, I offer examples of common types of bilateral contracts.

				Contracts of partnership

				The development of the Islamic finance industry began with partnership contracts. This type of bilateral contract allows two or more parties to develop wealth by sharing both risk and return.

				The two most commonly used partnership contracts are mudaraba and musharaka contracts:

				[image: check.png] Mudaraba: In a mudaraba partnership contract, one party gives money to another party, which invests it in a business or economic activity. Both parties share any profit made from the investment (based on a pre-agreed ratio), but only the investor (the first party) can lose money if the investment goes wrong.

						As I explain in Chapter 10, Islamic banks often use the mudaraba contract with their customers. In the case of an investment account, the customer makes deposits and is, therefore, the investor (rab al mal). The bank is the working partner (mudarib) here, providing expertise in making sound investments.

				[image: check.png] Musharaka: In a musharaka partnership contract, two or more parties provide investment capital, entrepreneurial skills, and labor. All parties share the profit and/or loss. This type of contract is referred to as a joint venture contract because all participants bring similar resources to the table. Again, I offer much more detail on this type of contract in Chapter 10.

				Contracts of safety and security

				The contracts I describe here establish some agreement related to safety and security. Several varieties of this contract type are currently available in the Islamic finance industry:

				[image: check.png] Wadia (safeguarding contract): In this contract, a property owner gives his property to another party for the purpose of safeguarding. In Islamic banks, for example, current (checking) accounts and savings accounts are based on the wadia contract; the bank safeguards the depositors’ funds (flip to Chapter 10).

				[image: check.png] Hiwala (transfer contract or remittance): In a hiwala contract, debt is transferred from one debtor to another. After the debt is transferred to the second debtor, the first debtor is free from her obligation. Islamic financial institutions use this contract to remit money between people.

				[image: check.png] Kafala (guaranteed contract): This option is a contract in which a third party accepts an existing obligation and becomes responsible for fulfilling someone’s liability. In conventional finance, this situation is called surety or guaranty. The third party may charge an administrative fee in exchange for assuming the obligation.

						Islamic banks use kafala contracts to issue guarantees for their business customers. For example, a bank may guarantee a business customer’s standing in order to facilitate a certain project (so the other party is assured that the business customer will meet its obligation). Or the bank may give a surety to the owner of a ship or to a shipping agent so that a business customer can take delivery of imported goods while original shipping documents are pending.

				[image: check.png] Rahn (collateral or pledge contract): With this type of contract, a property is pledged against an obligation. In the Islamic finance industry, a customer can offer collateral or a pledge through a rahn contract in order to secure a financial liability. This contract is used by Islamic financial institutions to mitigate credit risk; the institution uses the collateral in case of credit default (see Chapter 17).

				Contracts pertaining to the utilization of usufruct

				The word usufruct refers to the legal right to use or to earn profits from property that someone else owns or that is owned communally (such as tribal land). These contracts transfer the usufruct (the rights to profit from the property) either for consideration (with an ijara contract) or not for consideration (with an ariyah contract, which allows for an object to be loaned to someone free of charge).

				Contracts of exchange

				The primary types of contracts used in Islamic commercial law are sales contracts, which involve the transfer of ownership of a lawful commodity (or money). Contracts of exchange facilitate the transfer of a commodity for another commodity, the transfer of a commodity for money, or the transfer of money for money. Many types of sales contracts are available in the Islamic finance industry, including the following, which I detail in Chapter 10:

				[image: check.png] Murabaha (cost plus) contract: A commodity is sold to the buyer by  the Islamic financial institution for its cost plus the profit margin, and both parties know the cost and the profit. The buyer makes deferred payment — either a one-time payment or installments.

				[image: check.png] Salam (forward) contract: A buyer pays for goods (or the Islamic financial institution does so on the buyer’s behalf), and the goods are delivered in the future. Islamic commercial law generally doesn’t allow forward contracts, but salam is an exception.

				[image: check.png] Istisna contract: This contract is also a type of forward sale agreement; the Islamic financial institution agrees to buy a project (on behalf of a buyer) that is under construction and will be completed and delivered on a future date.

			

		

	
		
			
				
				
					Part III

					Eyeing Islamic Banking Operations
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					In this part . . .

					Like their conventional cousins, Islamic commercial banks offer countless products and services that are essential to the customers and communities they serve. Although conventional and Islamic commercial banks have a lot in common, I start this part by pointing out how they differ in function, structure, supervision, and concept as well as in their relationships with customers. I then devote a chapter to explaining how Islamic and conventional banks (including central banks) cooperate in order to serve their customers.

					Chapter 9 offers a broad overview of how Islamic banks receive and use funds. Chapter 10 focuses specifically on one segment of Islamic banks’ usage of funds: income- generating financial instruments.

				

			

		

	
		
			
				Chapter 7

				Contrasting Conventional and Islamic Commercial Banking

				In This Chapter

				[image: arrow] Understanding the many functions of commercial banks

				[image: arrow] Eyeing commercial banks’ organizational structure

				[image: arrow] Spotting the divisions between conventional and Islamic commercial banks

				Once upon a time, the joke was that if you didn’t trust your money to be safe in a bank, you stuffed it into a mattress or perhaps buried it in the backyard in a Mason jar or two. But can you honestly imagine life today without commercial banks? Even if you don’t have a savings account (which I won’t lecture you about; I’ll leave that one to your parents or spouse), I’m going to take a gamble and assume that you have a checking account with a commercial bank. And a credit card (or two or six) issued by a commercial bank. And a car loan held by a commercial bank. And perhaps a mortgage held by a commercial bank.

				In recent years, in the midst of financial crises and bailouts and public furor over the seeming lack of accountability for many banking functions, some people have lost sight of the fact that commercial banks are essential service organizations. Without them, the Western way of life would change dramatically. (Can you imagine paying cash for every purchase you make?)

				Conventional commercial banks and Islamic commercial banks have many common features, including an array of services that both provide. But some key differences center on the relationship between the bank and the customer and on how funds can be used. In this chapter, I introduce Islamic commercial banks by first reviewing the functions of commercial banks and looking at their structures. I then home in on how conventional and Islamic commercial banks differ conceptually.

				Reviewing the Functions  of Commercial Banks

				In a nutshell, commercial banks are intermediaries: They channel the savings of individuals, governments, and business organizations into investments or loans. They help you safeguard your money, invest it, and secure the credit to make major purchases. If you own a business, a commercial bank helps you raise necessary capital, offers advice about financial transactions, and/or helps you engage in trading. In other words, commercial banks stand in the middle of financial transactions.

				Here’s what this role entails for conventional commercial banks:

				[image: check.png] They accept money. Conventional commercial banks secure money from individuals, business organizations, and governments. That money may be excess funds (those not needed for immediate use) or money given to the bank specifically for investment. The entities making deposits are rewarded by knowing their money is secure and by earning a set amount of interest.

				[image: check.png] They invest or loan money. Whatever money the bank collects is invested or offered to individuals, business organizations, and governments in the form of loans. Again, interest is the key to these transactions in the conventional system: The bank invests money for the sake of earning interest and loans money based on interest rates that are profitable for the bank.

				Islamic commercial banks also stand in the middle of financial transactions, but the give and take of funds looks slightly different:

				[image: check.png] They accept money. Islamic commercial banks also receive money deposits from customers looking for security and/or the opportunity to make an investment. The money received for safeguarding is guaranteed. If depositors are looking for investment opportunities, they enter into a profit and loss sharing (PLS) agreement that can result in gains or declines depending on how the bank uses their money.

				[image: check.png] They invest or loan money. Money is given to individuals, businesses, or governments in need based on a PLS agreement or another type of sharia-compliant contract (see Chapter 6) rather than a set amount of loan or investment interest.

				[image: tip.eps]	Later in the chapter, I delve deeper into what these differences mean; for now, focus on the similarities in these descriptions. Conventional and Islamic commercial banks are more similar than they are different. Keep this fact in mind to make your study of Islamic banking less daunting.

				Generally, commercial banking operations — whether in conventional or Islamic banks — are divided into two main categories: primary functions (the main reasons the banks exist) and secondary functions (services that help customers in various activities and that earn extra income for the bank). In this section, I explore how both kinds of operations look in conventional and Islamic banks.

				Exploring primary functions

				Commercial banks receive money from customers and use that money to earn income. If banks don’t receive any deposits from customers, they can’t survive. These two statements are absolutely true for both conventional and Islamic banks; receiving money from customers and using money to earn income are the primary functions of commercial banks. In the real world, these functions play out in the form of checking, savings, and money market accounts; time deposits; and loans.

				Checking, savings, and money market accounts

				The three types of accounts I describe here function as receptacles for the deposits individuals and organizations make to commercial banks. The purpose of deposits differs according to the depositors’ needs. For example,

				[image: check.png] People with a low income may deposit their money for security reasons.

				[image: check.png] Investors may deposit money to earn extra income with surplus cash.

				[image: check.png] Businesses make bank deposits to ease business transactions.

				The following sections give a brief overview of what these three accounts accomplish for the customer and for the bank.

				Checking accounts

				The checking account is probably the most familiar commercial banking product. Outside the United States, this account may also be called a demand account or a current account. Whatever you call it, this type of account makes depositing and withdrawing money as needed (using ATM cards, deposit slips, and/or checks) easy for a customer. As long as the money is available in the account, the customer faces no limits on the withdrawal of cash. These accounts pay a low rate of interest or no interest. Sometimes a bank charges a fee to maintain this account if customer deposits are lower than a certain limit. Generally, a checking account safeguards money and helps individuals and businesses carry out day-to-day financial activities.

				[image: remember.eps]	The Islamic version of this type of account is called a qard hasan or wadia account, which has features similar to checking accounts but pays no interest. The account holder’s deposit is guaranteed, and the depositor is allowed to withdraw the money without any limitations. (I discuss this type of account in detail in Chapter 9.)

				Savings accounts

				Another common deposit account, the savings account, allows customers to earn interest income. Customers can open savings accounts with relatively small deposits. A commercial bank may place some limits on withdrawals from a savings account — for example, by charging the customer for making more than a certain number of withdrawals each month, but the reward of a savings account is potentially greater than that of a checking account. A bank generally expects depositors to keep their hands off that money though.

				[image: remember.eps]	Islamic commercial banks also have savings accounts, but the return given by the bank is different from the interest paid by a conventional bank. Islamic banks have investment savings accounts offered on a profit and loss sharing (PLS) basis. No fixed income (interest rate) is guaranteed to the depositor. Instead, an Islamic bank shares the profit it makes from the funds (and the loss, if one occurs) according to the contract between the customer and bank.

				Generally, a savings account is set up based on a mudaraba contract, where the depositor is the investor and the bank acts as a fund manager. The investor and fund manager share the return between them. I devote Chapters 9 and 10 to a thorough explanation of this and other investment techniques applied in Islamic banks.

				Money market accounts

				The money market is a specific type of savings account that is insured by the federal government. Both conventional banks and brokerage firms manage these accounts, which they invest in short-term financial instruments. The interest rates paid on money market accounts are based on interest rates in the current money markets. These rates tend to be higher than those paid on traditional savings accounts, as does the minimum deposit. Islamic commercial banks don’t offer products that specifically compare with money market accounts.

				Time deposits

				A time deposit is a certificate of deposit or savings account with a fixed term. The customer deposits money for a predetermined period in exchange for a fixed return. Generally, the period of time is 3, 6, or 12 months or from 1 to 5 years. When you open a time deposit, you agree to the period and the interest  income you get. You can withdraw money from this account only with a  written notice, and often you pay a penalty (such as a loss of interest) if you withdraw principal before the fixed term is complete.

				[image: remember.eps]	Islamic commercial banks offer investment accounts, products similar to time deposits. When a customer opens an investment account, he agrees to the period of deposit and the profit or loss sharing ratio between him and the bank. The basic difference between conventional and Islamic banking with regards to this type of account is that a customer’s deposit is guaranteed and a fixed amount of money is promised as the return in a conventional system; in Islamic commercial banks, the deposit isn’t guaranteed, and the customer doesn’t know the amount of return until he receives a statement of account. As with savings accounts, time deposits in the Islamic system work based on mudaraba contracts, which I detail in Chapter 10.

				Loans

				Conventional commercial banks lend money to individuals, organizations, and governments in exchange for payments of interest income. The interest rate for a loan is decided by the type of the loan, its period, and the repayment schedule. Conventional commercial banks lend money based on the credit rating of the customer or in exchange for secured assets.

				[image: remember.eps]	Islamic commercial banks don’t offer loan transactions in exchange for a fixed return. However, Islamic banks do use the funds they collect from customer deposits to invest in activities based on a profit and loss sharing basis. In Chapter 10, I explain these types of Islamic financial products in detail. Also, some Islamic banks give loans to needy people with no rate of return expected. This type of loan is called a qard hasan loan, and it’s offered by Islamic banks as a way to fulfill their social responsibility.

				Delving into secondary functions

				Commercial banks perform many important activities beyond accepting deposits and using those funds to earn money. The so-called secondary  functions of commercial banks fall into two broad classifications — agency functions and utility functions — that I cover in the following sections. Even  if you aren’t familiar with those classifications, these functions comprise regular activities that banks undertake for their customers.

				Agency functions

				Any commercial bank works as an agent. It’s involved in the following financial transactions on its customers’ behalf:

				[image: check.png] It collects and pays checks, dividends, interest income, interest charges, rents, and insurance premiums per the standing orders of its customers.

				[image: check.png] It purchases stocks and bonds according to customer requirements and instructions.

				[image: check.png] It corresponds with other banks and financial institutions on behalf of customers.

				Both conventional and Islamic commercial banks provide similar agency functions. However, Islamic banks can’t process interest payments or receipts, which aren’t allowed in the Islamic finance industry because of Islam’s governing sharia law (see Chapter 1).

				Utility functions

				Commercial banks provide general utility functions to customers and to the general public, often in the interest of society, for a fee or for free. Commercial banks help their communities by providing the following services.

				Safe-deposit boxes or safe lockers

				Assume that you have gold or diamonds worth millions of dollars. (A nice thought, right?) Keeping those valuables in your home isn’t particularly safe (unless you’ve already spent millions building your own version of Fort Knox), so commercial banks provide safe locker or safe-deposit box services. Both conventional and Islamic banks provide safe deposits; they may do so for a fee or for free depending on your relationship and contract with them.

				Traveler’s checks

				Imagine that you plan to go on vacation, perhaps taking a six-week tour of architectural hot spots throughout Europe. (Another nice thought.) Can you imagine taking thousands of dollars in cash along with you to make sure you can pay for every lovely meal or must-have souvenir? These days, credit cards have generally eliminated this issue. But in the not-so-distant past, not every wallet contained a credit card. (Ask your grandparents if you don’t believe me!) And wallets that didn’t contain credit cards often relied on the safety of traveler’s checks (often spelled cheques) that could — and still can — be purchased at commercial banks for a fee or commission. Both conventional and Islamic banks provide this service.

				Letters of credit

				Commercial banks issue letters of credit (LC) for their business customers in order to ease their international business transactions. (You can read about such a scenario in Chapter 8.) A letter of credit is a financial guarantee by the bank to the beneficiary on behalf of the customer. Conventional banks charge a fee and interest to provide letters of credit. An Islamic bank doesn’t consider the letter of credit as a guarantee; instead, it’s a fee-based transaction to facilitate a trade, so the arrangement is technically different from what occurs in conventional banks. The Islamic letter of credit can be based on wakala, musharaka, or murahaba — products I cover in Chapter 9.

				Credit cards

				For better or worse, credit cards are now an integral part of society. Commercial banks provide credit card services to their customers and to the general public. Conventional credits cards, of course, are based on interest. The bank establishes a time period during which a customer can pay off her debts. If the customer doesn’t make the payments within the given time, the bank charges interest on top of the principal.

				[image: remember.eps]	Credit cards issued by Islamic banks differ considerably. In essence, they function the way debit cards do in the conventional banking model. When the Islamic credit-card holder makes a transaction, the amount is directly debited from his bank account. So the cardholder can make transactions only for the amount that he has deposited in his bank account. No interest charges are involved. (Note that some more-complicated Islamic credit card models are available in some markets, but I don’t get into those products in this book.)

				Trade information and data services

				If you’re a business customer, a commercial bank (whether conventional or Islamic) can provide you with trade information and statistical data to help you make your business decisions. (Generally, this information relates to international business transactions.) The bank fee depends on your relationship with the bank.

				Studying the Structure  of a Commercial Bank

				Knowing the structure of commercial banking can help you identify the key people and operations of any bank. Broadly speaking, a bank’s organizational structure is designed according to the bank’s primary functions: The structure is intended to help the bank receive funds through various sources and utilize those funds to make money. But if you search online or peruse the annual reports of banks looking for the organizational structure of commercial banks, you quickly realize that all banks aren’t structured equally. Structures differ according to each bank’s specific requirements.

				To give you a starting point for this discussion, Figure 7-1 illustrates a generic organizational structure of a conventional commercial bank. I created it by combining structural features found in a variety of conventional commercial banks.

				Finding a single organizational structure for Islamic banks is also impossible, so I created Figure 7-2 to offer a generic organizational structure of an Islamic bank. Note that a bank’s sharia supervisory board may report directly to shareholders, and in some cases the sharia board may have subunits such as regional sharia committees; see Chapter 16 for details about the possible structures related to the sharia board.

					

				
					Figure 7-1: The organi-zational structure of a conventional commercial bank.

				

					[image: 9780470430699-fg0701.eps]

					

				
					Figure 7-2: The organi-zational structure of an Islamic commercial bank.

				

					[image: 9780470430699-fg0702.eps]

				As you can see, Figures 7-1 and 7-2 have a lot in common. Keep these figures in mind as I walk you through the main players and operations that comprise a commercial bank structure.

				Stockholders

				In both Figure 7-1 and Figure 7-2, you can see that stockholders are the people at the top. If you’re a stockholder in a commercial bank, you’re a powerful person indeed. Stockholders are the investors and the primary resource supporting the bank’s existence.

				Board of directors

				The board of directors oversees the operations of the bank and is responsible for supervising the bank’s affairs by exercising effective corporate governance (a topic I tackle in Chapter 15). The board of directors governs the bank by setting policies and procedures; it’s selected by the stockholders and should represent the stockholders’ interests. It’s also responsible for many high-level decisions and appoints the bank’s chief executive officer (CEO). This list of duties applies to the boards of both conventional and Islamic commercial banks.

				Audit committee

				Each commercial bank creates an audit committee that reports directly to the board of directors regarding the bank’s financial reporting, disclosures, and risks. The members of the audit committee are usually selected from within the board of directors.

				[image: remember.eps]	Commercial banks’ audit committees have become very important since the 2008 financial crisis prompted increased scrutiny of various stakeholders. Audit committees are now taking steps to ensure that they more effectively oversee financial reporting and risk management. These committees scrutinize emerging banking trends and the related risks, and they focus the bank managers’ judgments, assumptions, and scenarios.

				Generally, audit committees in commercial banks handle the following tasks:

				[image: check.png] Ensure that bank operations comply with industry regulations.

				[image: check.png] Make sure that the day-to-day operations of the business function according to the company’s internal control policies. (In accountant-speak, internal controls are the systems and processes that a company establishes to ensure that it accomplishes its objectives efficiently, keeps its assets safe, avoids fraud, and generates accurate accounting records.)

				[image: check.png] Conduct internal audits of the bank to make sure that banking operations are performed according to specific internal control procedures and comply with the rules and regulations set by the governing organization. The committee submits internal audits directly to the board of directors.

				[image: remember.eps]		Keep in mind that internal audits and external audits are completely different processes; however, internal audits can be useful to external (independent) auditors as they conduct their own audits and offer opinions on the company’s financial statements. (Not clear about what external auditors do? You may want to check out Auditing For Dummies by Maire Loughran, also published by Wiley.)

				In Islamic banks, the audit committee performs the same functions as it does in conventional banks. In addition, the committee must follow the guidelines of the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) and the Islamic Financial Services Board (IFSB). I describe both of these standard-setters in Chapter 14.

				Chief executive officer (CEO)

				The CEO of a commercial bank plays a vital leadership role and reports directly to the board of directors. The CEO is expected to mobilize the bank’s funds and utilize them in order to make money. The CEO also has to make sure that the bank meets standards of customer service so it can compete effectively in the industry.

				[image: remember.eps]	In an Islamic bank, the CEO must also have in-depth experience with the sharia-compliant financial industry. Many Islamic banks prefer to hire CEOs with experience in both conventional and Islamic banks; the CEO needs to interact with stakeholders of both types of banks. (As I explain in depth in Chapter 8, cooperation between Islamic and conventional banks is crucial and occurs regularly.)

				Operational-level management

				As Figure 7-1 and Figure 7-2 show, the operational-level management occupies a lower tier in the organization chart of a bank. Operational-level management reports directly to the CEO. The people who make up the operational-level management team include the operational managers for banking activities (the chief operating officers) and the departments of finance, marketing, human resources, legal affairs and compliance, information technology, and risk management. You find most of these people and departments in all corporations, but the compliance and risk management departments are unique to banks, as I explain in the following sections.

				Compliance department

				Each bank has a compliance department to make sure that the bank upholds proper market conduct, that customers are suitably advised, and that the bank serves customers fairly. In other words, compliance departments make sure that banks observe industry regulations and adhere to the following practices:

				[image: check.png] Follow anti-money-laundering regulations. Compliance departments make sure that banks don’t allow criminals to convert dirty money into clean money.

				[image: check.png] Comply with data protection acts. In various locales, banks need to comply with applicable data protection acts, which state that certain data need to be deleted when no longer in use.

				[image: check.png] Treat customers fairly. Compliance regulations state that the products sold to customers must be suitable for them.

				[image: remember.eps]	Islamic commercial banks have compliance departments just as conventional banks do, but they also need an entity to oversee sharia compliance, which is the sharia supervisory board.

				Risk management department

				Banks have inherent risks in their day-to-day transactions. The major risks that banks are exposed to include the following:

				[image: check.png] Liquidity risk: Negative effects caused by a bank’s inability to meet its obligations

				[image: check.png] Credit risk: Negative results in financial standing because a debtor defaults

				[image: check.png] Market risk: Negative impact of foreign exchange and interest rates, among other factors

				[image: check.png] Operational risk: Negative bank performance because of employee or management negligence

				To manage these and other risks, each bank has a core department called (appropriately enough) the risk management department. I devote Chapter 17 to a thorough description of risk management.

				[image: remember.eps]	Like conventional banks, Islamic banks are exposed to a variety of risks, such as liquidity, operational, and market risk. But certain other risks differ between Islamic and conventional banks. For example, credit risk doesn’t look the same in an Islamic commercial bank because that bank doesn’t offer loans. (The Islamic bank faces credit risk if a customer defaults on an equity-based or asset-based financial instrument.) Also, an Islamic bank faces the risk of losing customers if it fails to comply with sharia. In Chapter 17, I discuss how Islamic banks manage their risks.

				Business segments

				The preceding sections deal with the top-level and management personnel who make a bank tick. In this section, I shift attention slightly to focus on the functions that occur within a bank’s various business segments.

				Retail (consumer) banking

				This business segment, also referred to as personal banking, exists in banks that are directly involved with the general public. Most primary and secondary services offered by commercial banks (which I discuss earlier in the chapter) are offered by retail banks. Conventional retail banks provide checking accounts, time deposits, demand deposits, housing mortgages, auto loans, credit cards, and safe-deposit boxes. They provide services to their customers through branch banking, ATMs, and/or online banking.

				[image: remember.eps]	Islamic banks were started in order to serve the public — to cater to customers’ day-to-day requirements. (I discuss the origins of Islamic banking in Chapter 3.) Only later did Islamic banks develop other segments, such as corporate and investment banking. Islamic banks serve their customers through the same channels (ATMs and so forth) as their conventional cousins do. Islamic retail banks offer their customers current (checking) accounts, savings accounts, demand deposits, Islamic credit cards, sharia-based mortgage and auto loan products, and more.

				Corporate banking

				Corporate banking is another large segment of commercial banks. The corporate banking units provide services to corporations, large portfolio customers, governments, and other large-scale institutions. Corporate banking services range from simple loans to complex foreign exchange derivatives. The corporate banking segment provides customers with the most suitable customized financial solutions. The most common corporate banking products and services are the following:

				[image: check.png] Working capital management to meet customers’ day-to-day operation needs so they can do business domestically and internationally

				[image: check.png] Commercial mortgages, customized loans, and lease products

				[image: check.png] Tools for managing interest rate risk, commodity risk, or foreign exchange rate risk

				[image: remember.eps]	Many Islamic banks have already engaged with corporate banking to serve their major corporate customers, and many Islamic corporate financial products exist. For example, the murabaha (cost plus) contract is used to finance working capital and assets and to secure letters of credit, which I discuss in the earlier section “Letters of credit.” Islamic banks also provide leasing options through ijara contracts. (I discuss murabaha and ijara in Chapter 10.) Sukuk are used to issue corporate bonds (see Chapter 13), and takaful (insurance) contracts are used to finance risk management of a corporation (see Part VI). So every product in Islamic corporate banking is based on existing types of Islamic contracts.

				[image: realworldexample.eps]	Hong Leong, a Malaysian-based Islamic bank, for example, provides the  following corporate banking services:

				[image: check.png] Flexible-term financing based on the contract called bai bithaman ajil (deferred payment sale)

				[image: check.png] Commodity-revolving credit services based on the murabaha contract

				[image: check.png] Accepted bills to finance imports and local purchases, also through a murabaha contract

				Investment banking

				The investment banking segments of commercial banks don’t take deposits from customers; instead, they provide services to clients. They offer advice and help to individuals, corporations, and government organization on a range of activities. For example, this banking segment provides financial advocatory services (such as advice on corporate mergers and acquisitions), underwriting, and sales and trading of securities (stocks and bonds). Investment banking segments also become involved in the trading of financial instruments such as derivatives, fixed income instruments, commodities, and foreign exchanges. Leading investment banks in the United States include Goldman Sachs, Morgan Stanley, Citigroup, and Credit Suisse.

				Islamic commercial banks also have investment banking segments that provide the same basic services as conventional investment banks, but with this difference: Islamic investment services must comply with sharia and are therefore subject to oversight from the bank’s sharia supervisory board (see Chapter 16).

				Differentiating between Conventional and Islamic Commercial Banks

				Throughout this chapter, I discuss both conventional and Islamic commercial banking functions, structures, personnel, and operations. Although Islamic commercial banks have many products similar to those offered by conventional banks, the two entities differ conceptually. One key difference is that conventional banks earn their money by charging interest and fees for services, whereas Islamic banks earn their money by profit and loss sharing, trading, leasing, charging fees for services rendered, and using other sharia contracts of exchange.

				In this section, I touch on four key ways that conventional and Islamic commercial banks differ. Each topic merits in-depth attention, which I offer in other chapters.

				The oversight of a sharia board

				In Chapter 16, I explain that a sharia board consists of Islamic scholars who are qualified to give opinions on Islamic business contracts. In a commercial bank, the board is also involved in supervising bank operations to make sure they comply with sharia principles.

				You may wonder why a bank needs a sharia board to ensure its compliance with sharia principles. If the basic distinction between conventional and Islamic banking hinges on interest, can’t Islamic banks satisfy the requirement by just making sure none of their transactions involves charging interest?

				[image: remember.eps]	As I explain in Chapter 1, Islamic banks and other financial institutions must comply with a variety of principles besides avoiding interest. I note in that chapter that Islamic finance is based on four core principles:

				[image: check.png] Prohibiting usury

				[image: check.png] Avoiding speculation

				[image: check.png] Avoiding gambling

				[image: check.png] Investing ethically

				Interpreting each principle is more difficult than you may think. (Just spend a minute chewing on what it means for a financial institution to avoid speculation, and you may get a sense of what I mean.) Scholars spend their lifetimes learning all they can about the intent and past interpretation of sharia law, and they still often have differing opinions about it.

				Making sure that Islamic banks comply with sharia isn’t easy — hence the necessity of the sharia supervisory board. This board is the backbone of an Islamic bank; it plays a vital role in establishing and operating the bank.

				Concepts of money and the  basis of transactions

				To say that Islamic banks are different from conventional banks because the former don’t charge interest is accurate, but it’s only the tip of the iceberg. That difference is just one of many ways that the fundamentals of Islamic banking differ from those of conventional commercial banking.

				The basic purpose for establishing an Islamic bank is to promote and encourage Islamic principles, specifically those I list in the preceding section. Conventional banks are profit-making organizations that generally aren’t based on religious principles. That said, earning money is also a primary function of an Islamic commercial bank, as I discuss earlier in the chapter. Although the bank has a specific religious purpose, it can’t serve that purpose unless it also meets the objective of earning money. A bank serves no purpose at all if it can’t stay in business!

				Islamic banks operate based on Islamic business law (called fiqh-u-muamalat) for their basic transactions, and they also follow the financial laws and regulations of the countries in which they operate. Conventional banks likewise operate based on a country’s financial laws and regulations, but they don’t have contact with any religious body.

				[image: remember.eps]	“Now, wait,” you’re saying. “If an Islamic bank doesn’t charge interest, does that mean money doesn’t have any value in Islam?” Not exactly. Islamic scholars recognize that money has value, but with limitations. For example, money can’t become more valuable simply because time is passing. (That’s why asking for compensation for lending someone money is prohibited.) However, the value of money can increase if it’s invested in a project that itself is increasing (in size, in success, and so on). In other words, Islamic principles ensure that time by itself doesn’t create any return; the time by itself doesn’t increase value. But if any economic activity takes place, the time spent on that economic activity can create value.

				Relationships with clients or customers

				When you deposit your paycheck in a conventional bank, your relationship with that bank is one of creditor to debtor; the bank has a responsibility to pay back your money with or without interest according to your account contract. Similarly, the roles reverse when the bank provides you with a loan.

				[image: remember.eps]	The relationship between a customer and an Islamic bank is completely different; the debtor and creditor relationship does exist at times in Islamic banking. To understand the relationship between the customer and Islamic bank, you must know what contract that relationship is based on. In Chapters 9 and 10, I explain various contracts that provide the basis for common Islamic banking products. For now, here are two examples:

				[image: check.png] Qard hasan loans: A qard hasan contract is a loan given by the bank to the needy on the basis of social responsibility without any interest attached. The borrower is expected to pay back the principal without any extra charges. (However, the Islamic bank can receive a monetary gift from the borrower.)

				[image: check.png] Wadia contract: In a wadia contract, the customer deposits money in the Islamic bank only for safeguarding, not with the intention of earning profits. In this case, the relationship between parties is established as trustee (the bank) and beneficiary (the customer).

				Investments in the bank

				Investments in conventional commercial banks are based on guaranteed principal and earning a fixed amount of income. For example, say that a customer in a conventional bank deposits $10,000 in a six-month term deposit. After six months, the bank has a liability to pay back the customer the principal plus the interest rate charged for six months. Even if the bank lost the money in an investment, the bank is still liable to pay back all the money due.

				In Islamic banking, the concept of investment is different. Although the customer deposits the money in order to earn extra income for her savings, her principal and returns aren’t guaranteed. Suppose the Islamic bank loses money because of an unexpected business failure. In this case, the bank isn’t liable to pay the money to its customer. (Note: The failure of an investment isn’t very common in Islamic banks because the banks are very concerned about their customers and make their investment choices very wisely. If they didn’t, they soon would have no customers at all!)

			

		

	
		
			
				Chapter 8

				Charting the Relationship between Conventional and Islamic Banks

				In This Chapter

				[image: arrow] Interacting across the aisle as an individual bank

				[image: arrow] Participating in the global financial industry

				[image: arrow] Tracing the relationship between Islamic banks and regulatory banks

				Islamic banking has become an important sector in the world’s financial industry. More than 300 Islamic banks are operating globally. In the past, Islamic banking was considered a niche market, but as I demonstrate in Chapter 4, it has grown to become the major market in many countries.

				As I discuss in Chapter 7, some key differences exist between conventional and Islamic commercial banking (as well as many similarities). Despite these differences, the two systems have to work with each other in nations and regions where they coexist. And because Islamic banks are already operating in more than 50 nations, the systems coexist pretty frequently.

				[image: realworldexample.eps]	As I explain in the later section “Seeing how Islamic banks fit into national banking systems,” some countries (such as Pakistan, Malaysia, and Bahrain) have a dual financial system, meaning they practice both conventional and Islamic finance. In many more countries (including the United Kingdom and Singapore), Islamic banks operate under the existing conventional bank legal framework, but the regulations that they must follow may differ from the regulations that apply to conventional banks.

				In addition, major international conventional banks such as Citibank, Standard Chartered, HSBC, and UBS operate Islamic banking windows. So even though the systems are conceptually different, Islamic commercial banks must cooperate with conventional commercial banks and vice versa. In this chapter, I illustrate what that cooperation looks like both in theory and in practice.

				Also, because Islamic banks often (but not always) function within the framework of a conventional central banking system, examining the relationship between Islamic and national central banks is important. I cover that topic in this chapter as well.

				Understanding the Nature of Individual Banks’ Cooperation

				Islamic banks need to interact efficiently with conventional banks so that, even in markets where both types of banks are functioning with a conventional banking legal framework, the Islamic banks can operate effectively and give their customers what they need.

				[image: remember.eps]	Cooperation does not mean that Islamic banks must become involved in interest-based transactions, speculation, gambling, or other business practices considered unethical per sharia. (As I explain in Chapters 1 and 7, some offerings of conventional banks violate the principles on which Islamic banks are founded and operate.) Instead, Islamic and conventional banking systems must find common ground, based on their respective legal and regulatory requirements and on mutual understanding, in order to work together for the sake of serving customers. A functional working relationship can help both types of banks.

				In this section, I focus on the types of day-to-day cooperation that exist among individual Islamic and conventional banking units. In the later section “Observing Regulations of Central Banks,” I turn my attention to cooperation between Islamic banks and the institutions responsible for planning, supervising, and implementing financial regulations — usually the central banks of countries in which Islamic commercial banks operate.

				Connecting across borders

				Many customers of Islamic banks do business internationally. Depending on which nations their businesses take them to, they often don’t have access to branches of their own home banks, so they need to interact with conventional banks.

				[image: realworldexample.eps]	Say you’re a customer with accounts at an Islamic bank in Malaysia, and you want to do business in Ireland (where your Islamic bank doesn’t operate). Your home bank needs to cooperate and interact with a conventional bank in Ireland (because no Islamic banks are operating in Ireland to date) to help you get what you need.

				What type of interaction am I talking about? If you’re in Ireland and discover that a great business opportunity awaits as long as you act quickly — perhaps you’ve happened upon a pot of gold for sale that you simply can’t pass up — you may need to get your hands on some cash fast. In that case, your Islamic bank and the conventional bank in Ireland need to arrange a bank transfer so you can pad your wallet. In other cases, you may need the conventional bank to issue a letter of credit, issue traveler’s checks, assist you with bill collection,  and so on. Your home Islamic bank and the foreign conventional bank should be able to coordinate all these activities smoothly so you experience no disruption of service. The only stipulation is that your Islamic bank can’t participate in activities that aren’t sharia-compliant.

				Issuing letters of credit

				International transactions often involve large sums of money; most people can’t just whip out their credit cards or checkbooks and wrap up the transaction. Instead, they need to show the other party that they’re good for the money, so they need to provide a letter of credit.

				[image: remember.eps]	A letter of credit is a document that provides a financial guarantee; when your bank issues a letter of credit (most often to facilitate international trade activities), it provides a written promise to the exporter (seller) that you (the importer/buyer) have sufficient funds to make the purchase. It also assures you that the exporter will be paid as soon as he submits the shipping documents to his bank.

				To continue the earlier example, when you need to secure a letter of credit to buy the pot of gold in Ireland, you may work with a conventional bank — perhaps the exporter’s home bank — that communicates with your home (Islamic) bank. Your home bank provides the assurance to the foreign bank that you’re good for the money, and the foreign bank issues the letter of credit. Your bank then needs to deposit the funds in question into the foreign bank to cover the amount specified in the letter of credit.

				If both banks were conventional commercial banks, the home bank would make an arrangement with the foreign bank for a short-term overdraft with daily interest charges. In other words, the foreign bank would let you have the letter of credit immediately; the home bank would begin a transfer of funds; and the foreign bank would be paid interest for each day until the funds actually arrive.

				But because your home bank is an Islamic bank, this interest-based agreement doesn’t fly. Instead, the banks need to use one of the following alternative arrangements:

				[image: check.png] A one-time no-interest overdraft: The Islamic bank makes arrangements with the conventional foreign bank to grant a short-term loan without any interest charges. The conventional bank agrees to this arrangement for the sake of developing relations with the Islamic bank (the flexibility now may lead to reciprocal no-interest overdrafts in the future) and/or for the sake of serving the supplier/exporter if that person or entity is a customer.

				[image: check.png] An ongoing no-interest arrangement for both parties: The Islamic bank  and the conventional bank agree to establish a reciprocal, ongoing arrangement for interest-free overdraft facilities. The Islamic bank doesn’t charge interest for overdraft in the conventional bank, and vice versa.

				[image: remember.eps]	In addition to avoiding any interbank interest charges, an Islamic bank also must avoid charging a fee for the letter of credit that in any way relates to the amount of the credit. As the buyer, you’re responsible for paying the bank for the work required to issue the letter of credit. A conventional bank charges a fee that is proportionate to the amount of the letter of credit, but Islamic banks aren’t allowed to do so. (An Islamic bank also can’t be involved in any transaction in which a corresponding conventional bank would charge such a fee.) Islamic banks are allowed to charge fixed fees for letters of credit (and other services) based on the rulings of their sharia boards. (I discuss the role of sharia boards in Chapter 16.)

				Another way for an Islamic bank to make sure its customers can secure letters of credit when doing business across borders is to have an ongoing relationship with a bank in every country and every major city. The Islamic bank opens a credit account with the corresponding foreign bank. First preference, of course, is given to a foreign Islamic bank simply because doing so reduces the complexity involved in interbank transactions. But if another Islamic bank isn’t available in the given locale, the relationship is established instead with a conventional bank. The Islamic bank keeps a surplus amount of money in the corresponding conventional bank to cover letters of credit so that no interest charges or fees are involved.

				Representing each other  (for a commission)

				In theory, an Islamic bank and a conventional bank could establish an agreement to represent each other in places where one partner has no branches. (I don’t know of any banks that currently have such an agreement in place.) In this case, one bank would represent the other bank by opening accounts in the second bank’s name, and both banks would agree not to charge each other any interest. Each bank would collect bank drafts and checks on the other bank’s behalf. To make sure the relationship is mutually beneficial (especially if the arrangement is somewhat lopsided, with one bank doing more business on the other’s behalf), the two banks may charge each other a commission for the services performed.

				Offering sharia-compliant windows  at conventional banks

				As I explain in Chapter 4, an overt example of cooperation between conventional and Islamic banks exists when a conventional bank operates an Islamic window as part of its daily business. The Islamic window is an integral part of the bank, and the two sides of the business may share management and/or staff, develop products together, transfer funds, and undertake other cooperative activities — all while the window maintains its identity as a sharia-compliant entity. For example, Lloyds TSB Islamic windows assure that money deposited in Islamic business accounts is used only for sharia-compliant financing.

				[image: controversy_religion.eps]	Scholars continue to debate the sharia compliance of the Islamic window setup, primarily because of the issue of where the funds come from to establish the institution. Many scholars encourage these windows, branches, and subsidiaries to become standalone Islamic banks.

				Exchanging funds

				Neither conventional nor Islamic banks stand alone all the time; they often need to share funds to manage their operations. Islamic banks exchange funds with conventional banks according to sharia law, which means that the transactions can’t involve interest (or gambling, speculation, or investment in businesses that engage in practices deemed unethical by Islamic standards). Following are the methods by which Islamic and conventional banks can exchange funds:

				[image: check.png] Transferring funds from the conventional to the Islamic bank: When an Islamic bank receives funds from a conventional bank — conventional banks rarely receive money from Islamic banks — the transfer is considered an investment account. The return is calculated according to a mudaraba contract (just as it is when the Islamic bank’s regular customers deposit money); see Chapters 9 and 10 for details on Islamic bank operations and offerings.

				[image: check.png] Cooperating to finance a capital project: Some Islamic banks, with the approval of their sharia boards, cooperate with conventional banks for the joint financing of sharia-compliant capital projects, including those that focus on developing a nation’s infrastructure and industry.

						In addition, a conventional bank and an Islamic bank can cooperate with each other to finance international trade on the basis of mudaraba, murabaha, musharaka, or ijara contracts. Very briefly, here is what each term means (I offer much more detail in Chapter 10):

					•	Mudaraba: This contract is based on a partnership agreement. One party is a fund manager, and the other party is an investor. Both share any profits derived from the project.

					•	Murabaha: In this cost plus contract, a buyer purchases a property or asset from a seller for the item’s cost plus an agreed-upon profit margin, and the payment may be deferred.

					•	Musharaka: Under this contract, both parties contribute to the capital, which makes it a joint-venture project. The profit and loss are shared between both parties.

					•	Ijara: This contract is similar to a conventional leasing contract. An asset is leased out, and the ownership rights and all the liabilities remain with the owner.

						These types of contracts reduce the risk involved in financing capital projects and offer a fair guaranteed return for the investments. Most often international co-financing supports major projects such as developing infrastructure, purchasing industrial equipment, and putting up buildings.

				[image: check.png] Conducting foreign exchanges: Banks involved in international business need to convert currencies to complete transactions. For example, suppose that an Islamic bank in London needs money in U.S. dollars in order to complete an international transaction. It may approach a conventional bank that has a surplus of U.S. currency and needs British pounds in exchange. The two banks create a barter agreement to fill their respective currency needs.

				Banking on Financial Industry  Common Ground

				To facilitate cooperation among Islamic and conventional banks, Islamic banks are members of banking associations and institutions; they’re active partners in identifying industry-wide issues and finding solutions. Islamic banks often participate in national-level and international-level events to demonstrate that they’re a key part of the global industry and to ease international transactions. These days, banking journals and other periodicals often devote separate sections to Islamic banking, which raises awareness of special considerations for Islamic banks and the interaction among banks as well.

				In the following sections, I outline how conventional and Islamic banks interact in ways that assist the industry as a whole — not just for specific purposes of customer service.

				Transferring information

				All banks — Islamic and conventional — need to coordinate with each other in transferring information regarding common customers (whether individual clients or corporations) and projects. This information benefits each bank economically. For example, an Islamic bank can provide information to a conventional bank about the financial standing of a specific customer or project, and vice versa. This sharing of information helps both banks make decisions about lending or investment opportunities related to the entity in question.

				Developing human resources

				Islamic and conventional commercial banks can (and should) cooperate on human resource development as well. Islamic banks are conceptually different from conventional banks (refer to Chapter 7), but Islamic banks mostly use the same financial techniques used by conventional banks in their operations, such as financial modeling, financial statement analysis, and feasibility studies. Industry training on such processes can benefit staff development needs for both conventional and Islamic banks. For example, conventional banks use the techniques of financial statement analysis to check the financial standing of a corporation or individual applying for a loan. Islamic banks can apply the same financial techniques before they approve any products to their customers.

				[image: remember.eps]	Conventional banking has a rich, centuries-long history during which it has developed best industry practices. Islamic banks, whose modern history stretches back only a few decades (see Chapter 3), can learn from this vast experience as it applies to their scope of operations. For example, all bankers need some expertise on customer satisfaction and online banking. Islamic banks can send their staff members for training on these (and other) topics to conventional banking sessions organized by industry associations and educational institutions.

				Of course, the education works both ways: Islamic banks can invite conventional banking professionals to their own staff training programs. This practice goes a long way toward helping conventional banking personnel understand similarities and differences between their own practices and those applied in Islamic banks.

				Providing technical assistance

				Islamic banks cooperate with conventional banks to get the latest know-how on technical services. Islamic banking is fairly new to information systems, so an Islamic bank may reach out to conventional banks for technical help when developing suitable information systems and ATMs and when integrating its systems with central regulatory authorities.

				Observing Regulations of Central Banks

				Islamic banks, just like conventional banks, can’t operate in a regulatory vacuum. They must play by the rules that apply in the nation(s) where they operate.

				Every country has its own central bank, which is established by that country’s government to regulate the money supply, interest rates, and private and government banks. Each central banking system has its own name, but they all serve similar functions.

				[image: realworldexample.eps]	For example

				[image: check.png] The central bank of the United States is the Federal Reserve System (FRS).

				[image: check.png] In Saudi Arabia, the central bank is called the Saudi Arabian Monetary Agency (SAMA).

				[image: check.png] In Bermuda, the central bank is called the Bermuda Monetary Authority (BMA).

				[image: check.png] Central banks in some nations are called (strangely enough) central banks! For instance, you find the Central Bank of Iceland and the Central Bank of Kuwait.

				In this section, I briefly expand on the functions of central banks and then describe how Islamic banks interact with them.

				Focusing on primary functions  of central banks

				Central banks perform functions that are fundamental to any national economy. Here are some of the most important responsibilities:

				[image: check.png] Regulating and supervising the nation’s banking industry: In many countries, the central bank is responsible for implementing laws for the banking industry. The central bank serves as the banking industry’s supervisor.

				[image: check.png] Establishing monetary policy: A central bank decides and implements monetary policy to achieve the nation’s greater economic goals, such as stabilizing the financial markets, prices, foreign exchange markets, and interest rates.

				[image: check.png] Determining the short-term interest rate: The central bank is involved in determining and controlling the short-term interest rate of the country, which has a direct effect on the stock, bond, and mortgage markets.

				[image: check.png] Managing the money supply: The central bank decides and controls how much money is supplied to the nation’s economy.

				[image: check.png] Acting as the lender of last resort: The central bank helps the nation’s commercial banks by lending money when they need cash, including when they are about to collapse because of liquidity problems.

				Seeing how Islamic banks fit into  national banking systems

				In only two nations — Iran and Sudan — the central banks are Islamic, meaning that the rules and regulations of the central bank comply with sharia law. In those two nations, operating an Islamic bank is fairly easy because the regulatory authority jibes with the principles on which each individual Islamic bank is established. (I cover the four main principles of sharia in Chapter 1.)

				In all other nations, Islamic banks and central banks must find common ground and be willing to educate each other in order to accommodate both Islamic banking practices and the need for nationwide regulations. In this section, I broadly explain the relationship between Islamic banks and central banks, describe how they currently cooperate with each other, and offer suggestions for how the relationship may be improved in the future.

				Supervising banking activities

				The central bank or an authorized delegate supervises all banking transactions in a given nation to safeguard customer deposits and achieve the bank’s greater monetary policies. In Chapter 16, I explain that the direct supervision of an Islamic bank comes from a sharia board: a group of scholars who ensure that the bank is complying with Islamic principles and approve (or don’t approve) new products.

				How does an individual Islamic bank manage its operations with two distinct supervisory entities watching its every move? The short answer is that an Islamic bank must please both entities in order to operate. The slightly longer answer is that in most countries, the central banks now have the authority to allow banks to operate in sharia-compliant ways.

				[image: remember.eps]	The central bank is the only authority that can grant a license for any bank — conventional or Islamic — to operate within the borders of that country. So if the central bank disapproves of the way an Islamic bank is operating, that bank won’t have a license for long. However, most nations these days have specific laws that grant permission to establish and practice a banking business based on sharia. (Obviously, Iran and Sudan don’t require such laws because the central banks themselves are sharia-compliant.)

				Some countries, such as Malaysia and Bahrain, practice dual or parallel financial systems, which means separate legal requirements are in place to establish conventional and Islamic financial institutions. In other words, two separate regulatory systems (sets of laws) exist: one for conventional financial institutions and one for Islamic institutions. The nation’s entire financial system (not just its banking system) may be covered by the two separate sets of laws.

				In a few countries, such as the United Kingdom, Singapore, and Sri Lanka, Islamic banking is allowed by special provision in the regular (conventional) law. The provisions allow Islamic banks to exist as special financial organizations. Such laws may influence only the banking system in the country; its capital markets may be unaffected, for example. 

				Managing stockholders’ equity and mandatory reports

				The central bank sets a minimum amount of stockholder capital that is required to operate a commercial bank, whether conventional or Islamic.  It does so to ensure that the bank is financially stable. (If owners’ equity drops too low, the bank may rely too much on deposits as its source of funds, which isn’t ideal.) In Malaysia, for example, a full-fledged Islamic bank needs to have a minimum of $100 million in paid-up capital (stockholders’ equity). All banks are also required to submit reports to the central bank about their operations and financial positions.

				[image: technicalstuff.eps]	No universally accepted or standardized reporting requirements exist among central banks. Instead, the requirements vary from country to country. Just to offer a taste of what’s necessary, following are some of the mandatory reports required by the Central Bank of Bahrain:

				[image: check.png] Financial statement reporting: Both local and foreign incorporated banks need to submit financial statements to the central bank; these statements must be prepared according to the International Accounting Standards Boards (IASB) and International Financial Reporting Standards (IFRS).

				[image: check.png] Prudential information reporting (PIR): Under this reporting system, banks need to prepare two different reports:

					•	Capital adequacy reports need to include information about the bank’s capital requirements based on its credit, market, and  operational risk.

					•	Large exposure reports need to include the exposure information faced by the banks due to off balance sheet transactions (those that don’t appear on a company’s balance sheet) and counter party obligations (any financial obligation the bank may owe to an individual, corporation, or other legal entity).

				[image: check.png] Statistics reporting: This quarterly report should break down the bank’s balance sheet by country, class of customers, currency, and classification of loans.

				[image: check.png] Suspicious transaction reporting (STR): Such reports are prepared on an ad-hoc basis if the bank becomes aware of any money laundering or terrorist financing activities occurring within the institution.

				Functioning as lender of last resort

				The central bank provides short-term funds to individual banks when they need money. In most nations, these short-term loans are provided on an interest basis; the central bank charges interest so it profits from the loans. But Islamic banks can’t use this method to fulfill their short-term liquidity needs.

				In some countries, central banking systems offer alternatives to solve this problem. For example, in Malaysia, the Government Investment Act 1983 empowered the government to create Government Investment Issues (GII), which were sharia-based government securities. Investing in these securities allowed Islamic banks to meet their short-term liquidity requirements. (The issue of these securities was considered the initial step in developing Islamic bonds, or sukuk — a topic I cover in Chapter 13. However, the GII later lost their status because they were deemed to be non-sharia-compliant.)

				In order to help the burgeoning Islamic banking industry manage its risks, all central banks should allow for special agreements that enable Islamic banks to borrow short-term funds on a profit and loss sharing (PLS) basis rather than an interest basis. I predict that these agreements will be forthcoming as the Islamic banking industry continues to thrive and grow.

				Maintaining legal reserve requirements

				A legal reserve requirement is a deposit — established by statute — that every bank, thrift institution, and credit union is required to keep in the central bank. The legal reserve requirement varies from country to country. In South Africa, for example, the requirement is 2.5 percent of the bank’s total deposits. In Russia, that amount is 4 percent; in Malawi, it’s 15 percent; and in Suriname, it’s a whopping 25 percent.

				Islamic banks must maintain a reserve in the central bank just as conventional banks do. However, the requirement seems unfair to Islamic banks because the central bank pays interest to conventional banks for these reserves. That is, the conventional banks are rewarded for their (mandatory) participation, but Islamic banks can’t accept the interest payments from the central banks. Therefore, banking practitioners in many nations are advocating that the reserve requirement be lowered for Islamic banks.

				Distributing profit and loss

				Conventional banks pay their customers interest for their deposits or investments, and the minimum interest level is set by the central bank. (In recent years, the minimums have dropped extremely low in some countries, including the United States. That’s why your bank can get away with offering you peanuts for keeping money in your savings account.) Obviously, a regulatory problem exists here for Islamic banks, which don’t charge or pay interest. Islamic banks work on a profit and loss sharing basis.

				What’s the solution? Some central banks have a mechanism in place to establish the profit and loss ratio between the bank and the depositor, just as they set the minimum interest rate limit for conventional banks. For example, in Pakistan, the central bank (the State Bank of Pakistan) determines how profit should be distributed between the bank and the depositor; it states that profit should be shared based on the business activity on a weighted basis (according to the maturity of the deposits). I expect more central banks to follow this type of model in the future.

				Insuring deposits

				Banks run big risks when their customers default on loans (as has happened for the past several years in the United States). Too many loan defaults undermine a bank’s ability to repay its depositors’ money and can lead to the bank’s closing. To avoid such circumstances, some countries have established an insurance to protect the depositors partially or fully from bank defaults. In the United States, this protection comes from the Federal Deposit Insurance Corporation (FDIC).

				All deposit insurance schemes are initiated and regulated by the central banks. Participation in deposit insurance is mandatory in some countries. For example, Malaysia introduced the Islamic Deposit Insurance System in late 2005 for Islamic banks. It required both Islamic and conventional banks to become members of the insurance company to ensure the safety of the banks’ deposits. This requirement is acceptable to Islamic finance institutions because it protects the public interest and the financial stability of the Islamic finance industry itself.

				Advising on financial matters

				Central banks conduct informal meetings with commercial banks to discuss central bank policies or advise them on how to reach their goals. The benefits of such outreach to Islamic banks will increase if the central banks make a concerted effort to become educated about Islamic bank operations.

				Following are just two of the areas where the central banks can potentially advise Islamic banks:

				[image: check.png] Choosing the best modes of financing each project: The central bank can advise the Islamic bank on how to select a business sector for its investments and identify the best method of contract (such as mudaraba, murabaha, or ijara) suitable for each project.

				[image: check.png] Setting customer service fees: Islamic banks charge their customers tariffs, which are essentially service charges. If an Islamic bank isn’t in a position to decide the tariff, the central bank should be able to advise the bank on fees that are appropriate within that country.

			

		

	
		
			
				Chapter 9

				Tracing the Sources and Uses of Funds in Islamic Banks

				In This Chapter

				[image: arrow] Figuring out where the money comes from

				[image: arrow] Sorting out debt instruments for Islamic banks

				[image: arrow] Setting up options for customer deposits

				[image: arrow] Putting a bank’s funds into action

				In Chapter 7, I provide an overview of the primary functions of a commercial bank, which acts as a financial intermediary between the lucky people who have excess money and the rest of the population, which needs money. The bank stands between depositors and borrowers, handing money back and forth (and finding ways to make some profit so it can continue to exist).

				In this chapter, I narrow the discussion by focusing on how Islamic banks manage their funds: where the money comes from and how the banks use funds to generate profit and fulfill their social responsibilities. Although the focus here is on Islamic banks, I do compare Islamic banking practices to those of conventional banks when necessary to point out similarities and differences between the two banking systems.

				Discovering the Sources of Bank Funds

				Every organization — even a nonprofit charity group — requires funds to run its operations. (You can’t pay the electric bill with paper clips or good intentions.) And like many other types of organizations, commercial banks have multiple sources of funds, including the following:

				[image: check.png] Paid-up capital

				[image: check.png] Reserves

				 [image: check.png] Debt instruments or debt securities

				[image: check.png] Money market loans

				[image: check.png] Customer deposits

				For both conventional and Islamic commercial banks, available funds are categorized as either the banks’ own money or borrowed money.

				Capitalizing on bank capital:  Money in hand

				Before a bank can even open its doors, it needs to acquire funds that allow it to operate. And when the bank operations are in full swing, it likely retains some of its profits for the sake of ensuring its future health. Here are the sources of a bank’s own funds (whether it’s a conventional or Islamic bank); they’re the same sources found at any other type of corporation:

				[image: check.png] Paid-up capital: Also called owners’ equity, paid-up capital is the amount of capital the bank has actually received by issuing stocks. I’m not talking about the authorized capital of the bank, which is the maximum amount it can receive by issuing all the stocks allowable per its governing documents. Paid-up capital reflects real dollars in hand — not the bank’s future capital potential.

						As I note in Chapter 8, the central banking authorities in some countries (including the United States) set minimum limits for the paid-up capital for each bank to try to promote stability in the industry. In Malaysia, for example, the minimum requirement for paid-up capital for a domestic banking group is 2 billion Ringgits.

				[image: check.png] Reserves: These funds, also called retained earnings, come from earned and undistributed shareholder dividends. Generally, a bank doesn’t distribute every penny of its profits in a given period to its shareholders; it reserves some of these funds for future use. Doing so boosts the bank’s liquidity and stability, which is why shareholders go along with it. After all, shareholders expect the bank’s board of directors to make sound business decisions so the bank earns more profits in the future and shareholders continue to benefit over a long period of time.

				Focusing on borrowed funds

				The dividing line between conventional and Islamic banks occurs in relation to borrowed funds. Both types of banks receive borrowed money in the form of money raised by issuing bonds, loans from other banks, customer deposits, and loans from central banks (which are the lenders of last resort for the banks they regulate). But an Islamic bank’s borrowed funds must come from products and contracts that align with sharia principles (see Chapter 1 for details on sharia).

				In the next three sections, I detail the three categories of sources of borrowed funds for Islamic banks: debt instruments, interbank borrowing, and customer deposits. (For information about how Islamic banks handle loans from central banks, check out Chapter 8.)

				Working with Debt Instruments

				Debt instruments provide individuals and organizations (including banks) with a way to borrow money in exchange for a promise to repay funds according to a specific contract. A debt instrument can be written on paper or issued as an electronic promise.

				Conventional banks handle many types of debt instruments, including bonds, certificates of deposit (CDs), bills, and guaranteed investment contracts (GICs), which are contracts that guarantee the return of principal along with interest within a set period of time. Similarly, Islamic banks use Islamic debt instruments to facilitate borrowing without running afoul of sharia principles.

				[image: remember.eps]	To be clear, an Islamic debt instrument isn’t a single, stand-alone tool. Rather, it’s an overall category of instruments associated with a variety of sharia principles and Islamic contracts, such as the following:

				[image: check.png] Partnership (mudaraba)

				[image: check.png] Joint venture (musharaka)

				[image: check.png] Cost plus profit (murabaha)

				[image: check.png] Forward sale (salam)

				[image: check.png] Lease (ijara)

				[image: check.png] Agent representation (wakala)

				[image: check.png] Sale by order (istisna)

				See Chapter 6 for the lowdown on Islamic contracts and Chapter 10 for a better understanding of how those contracts are employed by Islamic banks to create a variety of commercial products.

				In conventional financing, debt is always associated with interest. So how  can Islamic banks, which are prohibited from undertaking interest-based transactions, issue debt instruments?

				[image: remember.eps]	Keep in mind that a debt in the conventional finance system is a financial obligation that arises when an entity borrows money from a lender. In Islamic finance, the relationship between the two parties is completely different. The debt obligation arises from a trade relationship between two parties, and the profit potential from the trade relationship has nothing to do with interest payments.

				Like conventional banks, Islamic banks use Islamic debt instruments to fund their short-term and long-term liquidity requirements. Here are two such debt instruments that an Islamic bank can use to raise funds:

				[image: check.png] Corporate sukuk: Sukuk are the Islamic version of bonds; head to Chapter 13 for detailed coverage.

				[image: check.png] Term financing certificates: These debt products are slightly different from sukuk because the holder of a term financing certificate may redeem the principal amount at any point during the term of the contract rather than only at the end.

				Even though debt instruments are available in the Islamic capital markets, Islamic banks don’t have nearly as much access to them as conventional banks do. For this reason, Islamic banks may struggle with liquidity more than conventional banks. The development of interest-free debt instruments is a work in progress. Islamic debt instruments are developed and widely used in Malaysia. 

				[image: realworldexample.eps]	One example of a term financing certificate that is used by Islamic banks in Malaysia is the negotiable Islamic debt certificate (NIDC). It’s considered to be the sharia-compliant equivalent of a conventional negotiable instrument of deposit (NID): a document that guarantees that a set amount of money will be repaid at a specific date (or on demand). This instrument is based on the Islamic contract of deferred payment sales (bay bithaman ajil). A certificate is issued by the Islamic bank to the customer as evidence of the debt owed by the bank to the customer.

				Borrowing Funds from Other Banks

				Like conventional banks, Islamic banks use interbank lending markets to fund their liquidity requirements. Here’s how these markets work: Banks with excess liquidity lend to the interbank lending market, and banks in need of liquidity borrow from the market. When a bank borrows money from the market, the term of the debt instrument is one week or less.

				In conventional banking, the transaction takes place using interbank interest rates that are set by specific markets, including the following:

				[image: check.png] Federal Funds Rate in the United States

				[image: check.png] London Interbank Offered Rate (LIBOR) in the United Kingdom

				[image: check.png] Euro Interbank Offered Rate (Euribor) in the European Union

				[image: check.png] Emirates Interbank Offered Rate (EIBOR) in United Arab Emirates

				Of course, such interest-based transactions are forbidden in Islamic finance, so Islamic banks must find their own interbank markets. Like conventional banks, Islamic banks use interbank borrowing as a short-term tool to manage liquidity. But they do so in a sharia-compliant way.

				[image: remember.eps]	Currently, the products of Islamic interbank money markets are based on the sharia concepts of mudaraba (partnership), murabaha (commodity deposit), musharaka (joint venture), and wakala (agent representation):

				[image: check.png] Profit and loss sharing contract (mudaraba): Under this contract, the Islamic bank with deficit liquidity obtains the necessary short-term funds from another Islamic bank on a profit and loss sharing (PLS) basis. Both banks negotiate the PLS ratio. (As I explain in Chapter 10, in a mudaraba contract, both parties share any profits. However, in case of loss, only one party sustains a financial loss; the other party’s loss occurs due to any time and effort it put into the transaction.) Current mudaraba products allow for this contract to be as short as an overnight transaction and as long as one year. Funds returned by the borrowing bank to the lending bank at the end of the contract reflect the total capital plus the profit ratio that belongs to the lending bank.

				[image: check.png] Cost-plus-profit liquidity contract (commodity murabaha deposit): This vehicle is a quite complicated murabaha (cost plus profit) instrument used in Islamic capital markets to raise funds for the liquidity requirements of banks. It’s a kind of Islamic deposit contract backed by a liquidity commodity, such as metal or stocks, and the contract is generally valid for as little as two weeks and as long as one year.

				[image: check.png] Joint venture basis Islamic interbank borrowing (musharaka): This kind of partnership agreement involves a silent partner and a working partner. The lending bank participates in the funding pool as an investor and silent partner. The borrowing bank is the working partner of the joint venture. At the end of the contract, both banks share the profit and loss according to the predetermined contract.

				[image: check.png] Representation (wakala): In a wakala contract, one bank works as the agent for another bank. The Islamic bank deposits funds in another bank to invest them in a sharia-compliant manner in the effort to manage the Islamic bank’s liquidity.

				[image: realworldexample.eps]	Islamic interbank borrowing isn’t yet widely used or fully developed, but I expect it to grow in coming years. Following are just two examples of how Islamic interbank money markets are functioning in the real world:

				[image: check.png] Malaysia has a sophisticated Islamic Interbank Money Market (IIBMM), which was established in 1994 by the Malaysia Central Bank (Bank Negara Malaysia) to facilitate short-term investment sources within the country based on sharia.

				[image: check.png] Thomson Reuters initiated the first ever Islamic Interbank Benchmark Rate (IIBM) in November 2011 to facilitate short-term borrowing among Islamic banks. Prior to the IIBM, the Islamic banking industry was using the interest-based conventional benchmark rate to calculate its short-term financing costs. The IIBR is calculated by Thomson Reuters with guidance from the Islamic Benchmark Committee (comprised of Islamic financing professionals representing individual banks, the Islamic Development Bank, regulatory associations, and more) and is approved by a sharia committee. The IIBR is officially published at 11:00 Mecca, Saudi Arabia, time. (Mecca, or Makkah, is the holy city of Muslims.)

				Attracting Deposits

				Customers make bank deposits for various reasons, including safeguarding their money and earning income. And customer deposits are major funding  sources for both conventional and Islamic banks. A bank uses customer deposits to provide loan and investment products to other customers (and to make a profit from doing so).

				The basic difference between deposits made in Islamic banks and conventional banks is that Islamic banks act as fund managers between a depositor and borrower, while conventional banks act simply as intermediaries between the two parties. Here’s the distinction:

				[image: check.png] A fund manager actively manages the customers’ funds, investing them and seeking returns so the customers and the bank can share profits.

				[image: check.png] Intermediaries link money borrowers and lenders. They take the money from the customer and guarantee the customer a fixed return. They then lend the money to those who need it. In between, they make a profit by charging higher interest rates from the borrowers and paying lower interest rates to the lenders.

				Current (checking) accounts, savings accounts, and investment accounts are all instruments Islamic banks offer in order to attract deposits. The following sections cover them in more detail.

				Checking into current accounts

				In conventional banks, current accounts are called demand accounts. In the United States, they’re called checking accounts. As I explain in Chapter 7, this type of account differs from others because it gives depositors freedom to withdraw or transfer their money any time without any limitation on the withdrawal amount.

				Islamic banks have current accounts similar to those found at conventional banks; customers can write checks and use debit cards to withdraw their money just as customers at conventional banks do. However, the Islamic current accounts differ conceptually. An Islamic bank current account pays no interest and doesn’t charge for overdrafts or for the involvement of credit cards. The nominal value of deposit is guaranteed in an Islamic bank current account.

				The current account offerings differ from bank to bank. Theoretically, the following three basic Islamic contracts apply to current accounts in Islamic banks, which you can read about in the following sections:

				[image: check.png] Deposit (wadia)

				[image: check.png] Trust deposit (amana)

				[image: check.png] Loans (qard hasan)

				Deposit (wadia) and trust deposit (amana)

				In these types of contracts, someone gives his property to a trustee for safety reasons and doesn’t expect to receive any return for the use. In the wadia contract, the trustee is allowed to use the asset while the asset is in its possession — with the condition that the property should be returned when demanded. In the amana contract, the trustee cannot use the asset; it must simply safeguard the asset.

				If the trustee charges any fee for the asset’s safekeeping under a wadia contract, the trustee is liable for any damage incurred to the asset. With an amana contract, the trustee is held liable if it’s found to be negligent with the asset’s safekeeping.

				Here’s how the wadia or amana contract plays out for an Islamic bank and its customers: The bank is the trustee, and the customer’s money is the property or asset. Under an amana contract, the bank simply holds the customer’s money and safeguards it; the customer pays a fee for this service. Under a wadia contract, the bank may use the customer’s money (by investing it, for example) but must return the money to the customer whenever the customer needs it.

				Profit-free loan (qard hasan)

				I explain in Chapter 7 that Islamic banks rarely deal with loans because loans usually imply the accrual of interest. However, qard hasan is a type of loan accepted by Islamic banks because it demands no profit. Basically, qard hasan works when the lender extends a loan without demanding any interest charges or any other compensation from the borrower. (However, as a sign of appreciation, the borrower may give the lender extra money along with the principal when the loan is paid off.) Islamic banks give qard hasan loans to the community in the interest of social responsibility.

				Current accounts with Islamic window banks

				You may wonder what assurance exists for an Islamic customer who deposits money in an Islamic window of a conventional bank. Does that money get mixed in with conventional funds? Is it tainted in this way? Rest assured that sharia boards for Islamic windows of conventional banks require that the conventional banks maintain a separate account for this type of Islamic product so that the deposits are used only for sharia-compliant financing activities. For example, Lloyds TSB Islamic windows assure that money deposited in Islamic business accounts is used only for sharia-compliant financing; see Chapter 1 for an explanation of the types of activities prohibited by sharia.



				[image: remember.eps]	You may wonder why I’m discussing loans in a section about customer deposit accounts. Here’s the connection: Islamic banks may accept customer deposits under a qard hasan contract, which means that the depositor is giving the bank a loan and expects no returns from it. In other words, the bank and the customer treat the customer’s deposit as a loan to the bank, and the customer expects no profit in return for letting the bank use her money.

				[image: realworldexample.eps]	Many Islamic banks, such as Bank Islam Brunei Darussalam, Barwa Bank of Qatar, and Mashreq al Islami, use qard hasan contracts in this way. The Islamic Bank of Britain explains its qard hasan current accounts to its customers this way on its website (www.islamic-bank.com/glossary/): “A Qard is a loan, free of profit. We use this arrangement for our Current Accounts. In essence, it means that your Current Account is a loan to the bank, which is used by the bank for investment and other purposes. Obviously it has to be paid back to you, in full, on demand.”

				Surveying savings accounts

				As I note in Chapter 7, Islamic banks offer savings accounts similar to those at conventional banks. They are usually based on the partnership contracts of mudaraba or musharaka. The capital is usually not guaranteed in this type of account, but Islamic banks take measures to invest in relatively risk-free projects. And savings account holders at Islamic banks are entitled to returns based on a profit and loss sharing basis. The account can be based on either a mudaraba (profit and loss sharing) or musharaka (joint venture) contract.

				[image: realworldexample.eps]	Here’s an example of an Islamic savings account (based on a mudaraba contract) in operation: The Dubai Islamic Bank offers the Al Islami Savings Account, which gives the depositor profit on a quarterly basis and allows for the daily withdrawal of up to AED 7,000. (AED stands for the Dubai currency, Arab Emirates Dirham.) If the deposit amount falls below a minimum level, the customer isn’t entitled to PLS, and the bank charges the customer a service fee.

				Some Islamic bank savings accounts differ from the mudaraba and musharaka accounts; they’re instead based on the deposit (wadia) or trust deposit (amana) contracts. (Refer to the earlier section “Deposit [wadia] and trust deposit [amana]” for more on these items.) In these cases, the bank typically guarantees the nominal value of the deposits, and the depositors don’t receive a return for their money. However, the bank, at its own discretion, may offer a customer a gift (hiba) based on the profitability of the deposited amount. For example, the Standard Chartered Saadiq offers savings accounts based on the wadia contract and states that it may (at its discretion) offer a gift representing a portion of the bank’s profit from the deposit’s investment.

				Eyeing investment accounts

				Islamic banks also offer investment accounts based on the profit and loss sharing basis; these accounts may be called participating accounts, PLS accounts, or equity investments. Fixed-term deposits (such as certificates of deposit) with conventional banks may be compared to Islamic investment accounts, but they differ in concept because fixed-term deposit accounts are linked to interest payments (as opposed to profit and loss sharing).

				Islamic investment accounts are usually offered with a pre-agreed maturity period. Some accounts allow customers to arrange to withdraw money before the maturity date as long as they give the bank a certain amount of advance notice.

				You probably realize that the letters PLS mean that a mudaraba (profit and loss sharing) contract can be the basis for an Islamic investment account. In addition, a second type of account, based on a representation (wakala)  contract, can come into play.

				Mudaraba: PLS investment contracts

				In Chapter 10, I explain mudaraba contracts in detail. For now, just be aware that this contract exists between a fund manager (mudarib) and investors (rab al mal) to share the profit and loss of a transaction. Basically, the manager and investors are partners, and they have the freedom to determine (in advance of the investment) a PLS ratio that is fair to each.

				Keep in mind: Although the term PLS ratio implies that both parties absorb any cash loss related to the transaction (and benefit from any profit), the reality is that if a loss occurs, the investor is usually the only party on the hook. That’s because the manager loses any time and energy it has devoted to the venture. (Luckily, Islamic banks work very hard to avoid losses so they don’t also lose their investors!)

				Here are two examples of investment accounts based on the mudaraba  contract:

				[image: check.png] Unrestricted investment account (UIA): In this type of investment account, the bank — in its role as fund manager (mudarib) — has complete freedom to put the money into investment activities in any sector, industry, or project. The profit and loss shared with the customer is based on the overall investment activities of this type of investment account.

						In practice, UIA accounts are more common than RIA accounts (see the following Bullet1). Here’s how the Lebanese Islamic Bank (on its website, www.lebaneseislamicbank.com) describes the UIA product: “As an Unrestricted Investment Account Holder, your funds will be placed in [the] general bank’s pool of Sharia’a compliant banking activities. In return, you will be entitled to a percentage share of the investments’ income, distributed at the end of each period.”

				[image: check.png] Restricted investment account (RIA): The RIA lets the investor (the bank customer) choose which specific activities to invest in, such as projects or business segments. The investment is placed only in the investment activities selected by the investor. The investor then shares the profit and loss of the specific activities he chose to invest in. Suppose he selects a retail industry investment; he receives returns only from that specific sector. Any profit or loss arising from other investment sectors doesn’t affect his investment.

						For example, say Mr. A wants to make a sharia-compliant investment. When he visits his Islamic bank, he realizes that he has to choose to make the investment in real estate, book publishing, housing scheme construction, and so on. He selects the housing scheme as his investment choice. The bank invests his funds in the housing scheme projects with agreed-upon mudaraba (profit and loss sharing) terms. Mr. A shares the profit and loss of the investment with the housing projects only. His investment isn’t affected by changes in real estate or the book publishing sector.

				Many other types of mudaraba-based accounts exist; you get the full rundown in Chapter 10. (Go ahead and peek if you must. I’ll wait.)

				Wakala: Representation

				The Arabic word wakala means representing someone, and wakil refers to the agent who acts on behalf of that someone. The wakala contract can facilitate many trading transactions. The relationship between the two parties involved is similar to the relationship that exists with a mudaraba contract — but not exactly the same. In a mudaraba contract, the fund manager is given the freedom to use the funds according to his experience and knowledge. In the wakala contract, the agent doesn’t have such freedom; he acts only according to the instruction given by the fund owner. Hence, the agent acts as the investor’s representative.

				Realizing How an Islamic  Bank Uses Funds

				When a bank gets funds from sources such as stockholders, depositors, and investors, what does it do with that money? For example, when you deposit $10,000 of your money into a U.S. bank CD for a 9-month term with a 1.00 percent rate of return, how does the bank manage to earn the return it will owe you at your CD maturity date (plus some profit for its efforts)? I guarantee the bank doesn’t shut the money in a locker for 9 months. If it does, it won’t be in business very long.

				A conventional bank takes on its role as a financial intermediary and pushes your cash back out the door in ways that earn the bank some money. For example, the bank may spend your dough to acquire cash assets or fixed assets, to give out loans, to purchase interest-earning securities and investments, and so on.

				An Islamic bank has the same goal: to earn some profit by using your money wisely. After all, its stockholders and investors expect some return for their investment, just as they do in conventional banks. To accomplish that goal, the bank places its funds into various products.

				In the following sections, I show you how an Islamic bank’s funds are applied to various categories of activities, starting with the simplest options. I save specifics about a bank’s many financial products for Chapter 10. (These  products are a major use of any Islamic bank’s funds, so the discussion in Chapter 10 expands nicely on this section.) Here are the categories:

				[image: check.png] Cash

				[image: check.png] Fixed assets

				[image: check.png] Financial instruments

				[image: check.png] Community service

				Keeping some cash

				To meet the needs of its day-to-day operations, a bank needs to keep some cash on hand: in vaults, in safes, and in cashiers’ drawers. Additionally, in most countries a bank must maintain a certain level of cash reserves with the central bank (as I discuss in Chapter 8). The cash held in its own facility obviously doesn’t earn the bank any profit, so it must perform a balancing act to avoid the opportunity costs associated with holding onto too much . . . and the liquidity risks associated with having too little.

				Purchasing fixed assets

				All businesses require fixed assets in order to run their operations, and Islamic banks are no exception. Therefore, a bank uses some of its funds to purchase land and buildings, vehicles, furniture, office equipment, electronic equipment such as ATMs, information systems, and so on.

				Funding financial instruments

				Sharia-compliant financial instruments are the only income-generating funding sources in Islamic banks. I devote Chapter 10 to a discussion of the full range of such instruments available in Islamic banks, which includes products based on a variety of Islamic contracts that allow customers to invest money in equities, assets, and trade agreements. Here, I offer just a quick overview.

				[image: remember.eps]	Islamic banks don’t lend money in order to make profit. Instead, they use funds for equity investments, investment financing, consumer financing, and so on. These products are developed based on Islamic contracts (see Chapter 6).

				Authors and industry experts categorize Islamic financial instruments in many ways (according to contract type, liquidity, risk, and so on). Here and in Chapter 10, I categorize the products according to the following modes of financing: equity financing, asset-based financing, and trade-based financing.

				Equity financing

				The phrase equity financing refers to the fact that with certain financial instruments, an Islamic bank participates in an economic activity with an investment and shares the profit and loss based on the contract. Equity financing products  are the most preferred and widely used financial instruments in Islamic banks. Two major product lines fall under this type of financing:

				[image: check.png] Mudaraba (sharing profit and loss with venture capital): The most often used and well-known Islamic financial products are based on mudaraba contracts. In a mudaraba equity financing contract, an investor engages with an entrepreneur who has expertise in a particular field. The result is a partnership contract in which both parties share the profit and loss. The PLS ratio is decided in advance by both parties based on what each of them brings to the table.

				[image: check.png] Musharaka (supporting joint ventures): Also widely used, musharaka contracts allow both the bank and the customer to contribute to a project in the form of technical assistance, capital, working capital, or expertise. Both parties share the profit and loss according to the contract terms.

				Asset-based financing

				These non-equity financing instruments facilitate the exchange of goods and services. Because they’re backed up by assets, they’re generally low-risk financial products. Following is a quick introduction; I go into much more detail in Chapter 10:

				[image: check.png] Murabaha (managing trade financing): In this contract, the seller offers an asset to the buyer at cost plus a profit markup. The date of payment (decided on by both seller and buyer) can be either the spot date (the day on which the contract is entered) or a later date.

				[image: controversy_religion.eps]	[image: check.png] Tawarruq (profiting through reverse mudaraba): This product is quite controversial among sharia scholars because the intention of the contract is for the buyer to purchase something that he won’t actually use or own. In this contract, money is borrowed by engaging in two separate transactions (or legal contracts):

					1.	A buyer purchases an asset from a seller for installments or for a deferred lump sum payment.

					2.	The buyer sells the asset to a third party for cash — at a price that may actually be lower than the buyer’s purchase price (from Step 1, which is cost plus profit). The benefit to the buyer is that he gets the cash he needs.

					3.	The buyer settles with the initial seller (from Step 1) by making installment payments or a lump sum payment on a deferred basis. (He gets to keep the cash for a while.)

						Some scholars accept tawarruq because it’s based on two different legal contracts (murabaha and sale). Others argue that the basic intention is to get cash — not to use the asset — so tawarruq is prohibited.

				[image: check.png] Ijara (leasing or renting): The ijara contract allows one party to use an asset owned by another party in exchange for some consideration (usually money). Generally, ijara comes into play when leasing tangible assets. (In Chapter 10, I compare conventional and Islamic leases and the conditions of the respective lease contracts.)

				[image: check.png] Istisna (financing construction projects): This product, which is sometimes called partnership manufacturing, is mostly used to finance the construction of an asset or to finance a manufacturing project. The istisna contract is effective when a manufacturer agrees to produce an asset for the buyer at a future date. Both parties agree in advance on the product specifications.

				Trade-based financing

				Trade-based financing products in Islamic banks provide short-term solutions  for individuals or corporations so these entities can purchase homes, vehicles, consumer durable goods, and so on. Basically, two major contracts develop these types of financing products:

				[image: check.png] Bay al-muajil (deferred payment sale): According to this contract, a good can be sold for a deferred payment (either installment payments or a lump sum payment), but the price of the good must be agreed upon by both the buyer and seller, and no extra charges are allowed.

				[image: check.png] Salam (purchase with deferred delivery): This contract allows the buyer to make full payment for a good that is promised by the seller for delivery at a later date. Strict conditions apply to this contract (which I explain in Chapter 10). This contract is helpful for farmers so they don’t need to get bank loans to start farming.

				In addition, Islamic banks provide service-fee-based instruments (ujra): services for fixed fees agreed upon by both parties. Under this contract, the bank offers consumer financing services such as fund placement, asset management, and professional advisory services.

				Serving the community

				[image: remember.eps]	Islamic banking is an ethical banking system that operates not only to make income for the owners but also to help the general public. Each bank takes part in socially responsible activities by setting aside a certain amount of money from its total funding sources to serve the community in which it operates. In addition, Islamic banks collect zakat (obligatory alms, which I explain in Chapter 2) from customers and give that money to the relevant authority, which uses it to help people in need. (In Chapter 14, I explain Islamic banks’ zakat accounts in more detail.)

				Further, when an Islamic bank invests in equities (such as company stocks), it may earn profits from a small percentage of transactions that aren’t sharia-compliant. As I explain in Chapter 12, an equity investment may still be considered sharia-compliant if up to 5 percent of the company’s business is not permissible per sharia. Whatever profits the bank earns from such prohibited equity transactions are given away as charity. In other words, if the bank invests in the stock of a company and 3 percent of the company’s business is not sharia-compliant, the bank must donate 3 percent of its profits from that investment to charity.

				One example of a socially responsible banking activity is qard hasan, which I explain earlier in this chapter. Basically, qard hasan is a contract with which the bank offers a loan to someone in need without expecting any profit from the loan. Only the principal must be repaid.

				Islamic banks also determine specific ways they can reach out to their  communities to support services that benefit everyone, including education programming, healthcare services, and microfinance grants.

				[image: realworldexample.eps]	Following are a few examples of ways in which Islamic banks enact their objective to serve the greater public good:

				[image: check.png] Al Rajhi Bank of Saudi Arabia reports these recent accomplishments:

					•	Set up a training and development program for men and women that would eventually lead them to employment in banking

					•	Supported diploma programs for women in conjunction with Women’s University with the goal of later aiding their efforts to set up small business ventures

					•	Pledged to purchase 600 medical machines for people in need

					•	Pledged to help 600 ill men and women travel to medical centers for treatment

				[image: check.png] Recently incorporated Social Islami Bank Ltd. of Bangladesh offers a wide array of community service programs, including the following:

					•	A credit program intended to alleviate poverty

					•	Another credit program focused on empowering families (such as by helping young married couples secure durable assets)

					•	A special fund designated for social investment purposes

				

			

		

	
		
			
				Chapter 10

				Familiarizing Yourself with Islamic Financial Instruments

				In This Chapter

				[image: arrow] Eyeing equity participation products

				[image: arrow] Focusing on asset-based financing instruments

				[image: arrow] Seeing what trade-based financing products are offered

				[image: arrow] Taking financial instruments out into the real world

				Offers and advertisements for conventional banking products are on bank windows and billboards, in your mailbox and newspaper, and virtually everywhere online. Personal loans, credit cards, flexible loans for new graduates, mortgage loans, business loans with variable or fixed terms — by the look of it all, you’d have no clue that the Western banking industry seemed to be flirting with collapse just a few short years ago.

				If you ever travel to the Persian Gulf region (Bahrain, Kuwait, Saudi Arabia, Jordan, Oman, Qatar, United Arab Emirates, or Morocco) or to Malaysia, you’ll see similar ads from Islamic banks touting products for sharia-compliant automobile purchases, mortgages, and more. 

				What’s the story? Why are banks so eager to give people their money? Commercial banks — both conventional and Islamic — must mobilize the funds they receive in order to earn profit and stay in business. As I discuss briefly in Chapter 9, Islamic banks (which don’t offer loans the way conventional banks do) have one way to earn profit: by offering income-generating financial instruments.

				Such financial instruments can be discussed in a variety of ways: by focusing on their size, yield, duration, risks, liquidity, or marketability, for example. In this chapter, I discuss financial instruments based on their mode of financing, so you find out about equity financing products, asset-based products, and trade-based products. In each case, I note the type of contract that supports the product so you discover how Islamic banks offer each instrument in a way that complies with sharia principles (which I explain in Chapter 1).

				Tailoring product names to the target audience

				Sometimes Islamic banks advertise their products by using terminology that’s most familiar to non-Muslim customers (in other words, leaving out the Arabic). For example

				[image: check.png] Global Islamic finance services group HSBC Amanah offers financial products with names such as working capital, term finance, asset financing, and leasing.

				[image: check.png] California-based American Finance House (LARIBA) offers products such as home financing, auto financing, business financing,  trade financing, and equipment financing.

				When you see such product names advertised, you may wonder where the Islamic financial instruments come into play; the terms I use in this chapter may appear nowhere in the ads.

				Keep in mind that banks are businesses, and they don’t want to lose customers by confusing them. If banks are actively seeking non-Muslim customers, they may avoid Arabic terminology. However, every Islamic finance institution offers products based on Islamic contracts, such as mudaraba, murabaha, musharaka, ijara, and salam (all of which I define in this chapter).

				Conversely, some banks — especially those in the Middle East and Asia — make a point to add the Arabic terms to their promotional materials in order to distinguish their products from conventional bank offerings. For example

				[image: check.png] Qatar Islamic banks generally offer products such as murabaha sales, mudaraba investment, and musharaka investment.

				[image: check.png] Dubai Islamic Bank Limited of Pakistan offers products such as murabaha for purchase order, financial ijara, diminishing musharaka, murabaha import, and istisna’a cum wakala.



				Discovering What Islamic Financial Products Are Available

				All the financial instruments I explain in this chapter are based on sharia-compliant contracts and techniques, and they all serve customer needs in the real world. Islamic banks use these products to serve the markets and the communities in which they operate. Yes, these financial instruments serve a crucial in-house purpose for the bank: They’re the sole income-generating products an Islamic bank can offer. However, they also support all sorts of economic activity. Here’s just a taste of how these instruments intersect with customer needs:

				[image: check.png] Consumer financing, including short-term personal and corporate financing, is possible using tawarruq, murabaha, and qard hasan  contracts.

				[image: check.png] Real estate financing occurs via musharaka, diminishing musharaka, murabaha, bay al-muajil, ijara, and istisna contracts.

				[image: check.png] Auto financing depends on financial instruments supported by murabaha, ijara, musharaka, and bay al-muajil contracts.

				[image: check.png] Credit cards are available thanks to tawarruq, and their service charges are possible because of ujra and ijara contracts. (I don’t discuss ujra in detail in this book; they’re service charges that a bank receives from customers in exchange for a service rendered.)

				[image: check.png] Financing for international trade is available courtesy of mudaraba, wakala, and murabaha contracts.

				I explain each of these instruments in this chapter, so feel free to jump to the sections that correspond to what you’re interested in exploring.

				Examining Equity Financing Products

				Islamic banks have developed products based on equity participation. In other words, an Islamic bank doesn’t lend money the way a conventional bank does, but it can participate in a client’s project or business as an investor and share the profit and loss. Two equity participation products are available in the market: partnership based on profit and loss (mudaraba) and joint venture (musharaka).

				Sharing the profit and loss with  venture capital (mudaraba)

				This product is one of the most widely used financial instruments in the Islamic banking sector. A mudaraba contract is based on a partnership in which one partner is the financier (the investor, or silent partner) and the other partner (the fund manager, or working partner) manages the financier’s investment in an economic activity. The second partner (often an entrepreneur) has expertise in applying the venture capital into the economic activities. Both parties agree in advance to a profit and loss sharing (PLS) ratio. In Arabic, the investor is called rab al mal, and the fund manager is called the mudarib. (I remind you of these terms often in this chapter so they can become familiar.)

				[image: technicalstuff.eps]	The mudaraba contract dates back to the early days of Islam. The Prophet Muhammad (pbuh) acted as fund manager (mudarib) for his wife, who was the investor (rab al mal) for several trades. His wife provided the capital and shared the profit with the Prophet (pbuh). (Note: The letters pbuh, which stand for peace be upon him, customarily follow references to the Prophet Muhammad (pbuh) or to any other prophet.)

				In this contract, the basic factors of production (from the Islamic economics  viewpoint) — capital, labor, and entrepreneurship — are combined to make an economic activity. The rab al mal provides the capital, and the mudarib provides entrepreneurship and labor. The mudarib gets a portion of the profit for his effort, and the rab al mal gets the remaining profits. All mudaraba contracts are limited by a specific time period; they don’t continue indefinitely.

				Using mudaraba as a source of funds

				Mudaraba contracts can also serve as a source of funds for an Islamic bank. In this chapter, my focus is on explaining mudaraba as it allows for a bank to use funds (with the bank as an investor or rab al mal). In Chapter 9, I explain that deposits in Islamic banks may also be based on mudaraba contracts if the customer is an investor expecting a return based on profit and loss sharing.

				[image: remember.eps]	When customers deposit money and expect a return, they’re the arbab al mal (the investors), which is the plural form of rab al mal. The bank is the fund manager or working partner — the mudarib. The bank invests the depositors’ money according to sharia guidelines.

				Investing in restricted or unrestricted contracts

				A rab al mal can choose to invest in two types of mudaraba contracts:

				[image: check.png] Restricted mudaraba (mudaraba al muqayyadah): The investor specifies a particular business or project where the investment funds are to be used; the working partner should not use the funds for any other business or project.

				[image: check.png] Unrestricted mudaraba (mudaraba al mutlaqh): In this mudaraba contract, the investor gives the working partner permission to funnel the funds into any type of business or project that best suits the financial goals of both partners.

				[image: remember.eps]	When a mudaraba contract is used as a source of bank funds (when the customer deposits money in the bank), the unrestricted mudaraba is most often used. When the contract supports a bank’s equity financial product (when the bank supplies funds to a working partner), the restricted mudaraba is most often in play.

				Dividing the spoils

				With mudaraba contracts, the rab al mal and the mudarib share profits and losses based on an agreed-upon ratio. The mudarib (manager or working partner) also receives a fixed fee for managing the project, in addition to a share of any profits.

				[image: remember.eps]	If the economic venture results in a loss, that loss is absorbed solely by the investor as the capital provider unless the mudarib (fund manager) has acted negligently or has engaged in misconduct. (In other words, if the mudarib doesn’t act in good faith, he’s on the hook for the financial losses incurred.) You may wonder why losses aren’t shared by the mudarib in all cases. They are, in the sense that the mudarib loses the time and energy he devotes to the venture; the rab al mal loses the cash.

				For example, say a client of an Islamic bank approaches the bank for a project or venture based on a PLS agreement. The bank (the rab al mal) provides $100,000 upfront with the agreement that it will get 30 percent of the profit of the project or venture for three years. The client (mudarib) gets the remaining profit returns. If any losses occur, the rab al mal stands to lose both its principal investment (or some portion of it) and its anticipated return.

				Figure 10-1 provides a visual of how the mudaraba contract works as a  financial instrument.

					

				
					Figure 10-1:  The mudaraba contract in action as a financial instrument.

				

					[image: 9780470430699-fg1001.eps]

				Distinguishing first-tier and two-tier mudaraba

				As I note earlier in “Using mudaraba as a source of funds,” the mudaraba  contract is applied when someone deposits money in an Islamic bank with the expectation of getting a return. In most cases, the contract applied is a first-tier (or simple) mudaraba contract, meaning that only the customer and the bank are involved. (The bank serves as fund manager for whatever money is deposited.)

				However, another type of contract exists: a two-tier (or intermediary) mudaraba contract. In this case, the bank acts as an intermediary between the depositor and the bank’s clients to whom it provides money. In other words, the Islamic bank acts as an intermediary (rab al mal and mudarib) between the investor (rab al mal) and the entrepreneur (mudarib). Islamic scholars promote using this kind of mudaraba model in two scenarios:

				[image: check.png] The bank on its own doesn’t have the capacity to serve as the investor (the rab al mal). This scenario may mean that the bank doesn’t have enough liquidity to enter a mudaraba contract with an entrepreneur or fund manager.

				[image: check.png] The bank lacks the expertise to serve as the fund manager (mudarib) for an investment.

				In both cases, the two-tier contract allows the bank to create a link between investors and an expert fund manager or entrepreneur so the economic activity can take place.

				Figure 10-2 illustrates how the two-tier model works.

					

				
					Figure 10-2: The two-tier mudaraba contract.

				

					[image: 9780470430699-fg1002.eps]

				[image: remember.eps]	The two-tier method of mudaraba is less-frequently applied than the first-tier method. That’s because banks usually have the liquidity and/or expertise to enter into a first-tier contract and because the two-tier method isn’t quite as profitable for the bank as the first-tier method.

				Consider an example of a two-tier mudaraba contract in action. Two contracts must be executed:

				[image: check.png] One between the depositor as investor (rab al mal) and the bank as a fund manager (mudarib): Say, for example, that the depositor signs a contract with the bank for a two-year sharia-compliant project. The investor and the bank agree to share the profit in a 60:40 ratio (60 percent of profit goes to the investor and 40 percent to the bank). The investment made by the depositor for this specific project is $1 million.

				[image: check.png] One between the Islamic bank serving in the capacity of investor (rab al mal) and the project client as the working partner (mudarib): Say that this contract indicates that the two parties will share the profit on a basis of 70:30 (with the Islamic bank getting 70 percent and the client getting 30 percent). Assume that the client isn’t making any capital contribution but is instead investing time, effort, and expertise in the project.

				In the end, everything goes well, and the project earns $1.5 million by the final contract date. The fund manager or entrepreneur gets 30 percent of the profit, or $150,000, based on the second contract. (The profit is $500,000, and 30 percent of that amount is $150,000.) The bank recovers the capital of $1 million plus a $350,000 profit. The $1 million principal is returned to the initial investor, along with 60 percent of the bank’s profit from the second contract. ($350,000 × 60 percent equals $210,000.) The bank holds onto the remaining 40 percent of $350,000, or $140,000. So the bank earns $140,000 for serving as intermediary between the depositor and the entrepreneur. (Of course, that’s considerably less than the $350,000 it would have made with a regular mudaraba contract.)

				Supporting joint ventures (musharaka)

				The second kind of equity participation financial instrument used by Islamic banks is based on a musharaka contract. It establishes a partnership or joint venture for an economic activity between the bank and one or more clients. In this joint venture, all parties may contribute some (not necessarily equal) percentage of all three factors of economic production (capital, labor, and entrepreneurship).

				Having two or more working partners

				In a mudaraba contract, one party is a financier (silent partner), and the other party (working partner) provides labor and entrepreneurship. But in a musharaka contract, all participants are working partners.

				For example, say that the hypothetical company Jamaldeen, Inc., wants to establish a joint venture project with World’s Best Islamic Bank. Jamaldeen, Inc., brings $200,000 in capital to the table, and the bank contributes $300,000. Jamaldeen, Inc., has most of the expertise needed to get the project off the ground, but the bank also wants to be involved with managing some aspects of the project.

				The agreement states that the two parties share the profit this way: Jamaldeen, Inc., gets 80 percent, and the bank gets 20 percent. (Why the disparity? Jamaldeen, Inc., is contributing more labor and expertise for the project, as well as a decent percentage of the capital.) Similarly, both parties bear any losses according to their capital contributions (40 percent for the company and 60 percent for the bank).

				This means that if the project is successful and the end product sells for $800,000, the company gets 80 percent of the $300,000 profit ($240,000), and the bank gets the remaining $60,000. If the project falls flat and sells for only $400,000, the $100,000 loss is divided this way: The company accepts $40,000 in loss, and the bank eats $60,000.

				Figure 10-3 shows how the musharaka contract plays out.

				[image: realworldexample.eps]	Islamic banks use the musharaka contract to finance trade, provide working capital, and support other large projects. For example, based on the musharaka contract, Bahrain Islamic Bank (BisB) provides letters of credit (LCs; financial guarantees that I discuss in Chapter 8) to its customers that deal in international trade. On its website (www.bisb.com/Corporate/islamic policies.asp), the bank describes the contract as being a limited partnership that supports customers who lack sufficient funds to import what they need. A customer supplies part of the money, the bank supplies the rest, and the bank issues the letters of credit. Then, after the imported items arrive, one of three scenarios applies:

				a) BisB sells its share in the musharaka to the customer on cash payment or deferred basis at an agreed margin

				b) The customer sells its share to BisB on cash payment or deferred basis

				c) Both sell their shares in the market together

					

				
					Figure 10-3:  The  musharaka contract.

				

					[image: 9780470430699-fg1003.eps]

				Choosing between a consecutive and declining balance partnership

				Islamic banks divide musharaka products into two categories based on the retention of the partners in the joint venture (how long the partners will stay in the joint venture):

				[image: check.png] Consecutive partnership (consecutive musharaka): Each partner can keep its share in the partnership until the very end of the joint venture, project, or business. However, the partners are often allowed to withdraw or transfer their shares (unless the initial contract specifically states that all partners shall remain in the partnership until the date of maturity). If one of the partners withdraws from the contract, the whole partnership doesn’t terminate.

				[image: check.png] Declining balance partnership (diminishing musharaka): One partner is allowed to buy the other partner’s share of equity step by step until the whole equity of the other partner is transferred. It’s called a declining balance partnership because one partner’s equity balance declines gradually.

				If the diminishing musharaka setup sounds confusing, think of it this way: A client and a bank are willing to enter a partnership for a project or business. The partnership project or business is divided into a number of equity units, and the partners agree on certain periods of time to remain invested; this agreement appears in the contract. The client that eventually wants to have full ownership of the project repurchases the equity units step by step over time. (The client can either repurchase a fixed number of units each period or repurchase an increasing number of units per period.) At the end of the contract, the client owns the full project or property.

				The profit and loss sharing (PLS) ratio may be revised every time the client repurchases equity units or according to some other agreement between the bank and the client. The bank derives income from this transaction in two ways. First, the bank’s investment comes back in full (assuming the project or business is a success). Second, the bank receives whatever percentage of profit is designated in the partnership agreement.

				[image: remember.eps]	Islamic banks use consecutive musharaka when they’re investing in a project, joint venture, or business activity. Both parties share the profits or losses of this partnership based on their initial musharaka agreement.

				[image: realworldexample.eps]	The declining balance partnership contract is applied by Islamic banks and other financial institutions (such as the California-based American Finance House [LARIBA] and Dubai Islamic Bank) mainly to real estate purchases. This contract sets up something akin to a rent-to-own scenario. For example, if you’re planning to purchase a house and you work with an Islamic bank based on the diminishing musharaka contract, the system works this way: You sign a partnership agreement with the bank to purchase the house. (Therefore, both you and the bank own the house.) Then the bank leases its share in the property back to you for a certain period of time; you rent the house. The bank receives your rental income and periodically applies a certain portion of that rent money to the contract (based on whatever percentage and time periods you and the bank agree on initially). Eventually, your ownership in the house increases (and the bank’s ownership decreases) until you become the only owner of the house.

				Figuring Out Asset-Based  Financing Instruments

				In this section, I introduce you to asset-based products available from Islamic banks based on the contracts of murabaha, reverse murabaha, ijara, and istisna. These contracts allow bank customers to finance cars, homes, business supplies, and other major purchases that require more cash than the customer currently has available.

				Making purchases with cost plus  profit (murabaha) contracts

				In this kind of agreement, a commodity is sold for cost plus profit, and both the buyer and seller know the cost and the profit involved. Basically, this product is a kind of trade financing instrument used by Islamic banks.

				Understanding murabaha basics

				Under a murabaha contract, a bank purchases a commodity in order to supply it to a customer who isn’t financially able to make such a purchase directly. The bank sells the commodity to the customer for the cost plus profit — the profit being a markup that both the bank and customer agree on upfront. The customer can make a lump payment when the commodity is delivered but usually sets up a deferred payment installment schedule.

				For example, say a manufacturer wants to buy $100,000 worth of wood but doesn’t have enough funds. The manufacturer approaches the bank and signs an agreement to purchase the wood from the bank at cost ($100,000) plus profit (maybe 20 percent of the contract amount, or $20,000). The manufacturer is liable to pay the bank $120,000 after the bank delivers the goods. Both parties know the profit and the cost of the product at the onset; there’s no financial uncertainty in the transaction.

				[image: remember.eps]	Sharia scholars don’t advocate using the deferred payment system in a murabaha contract. Instead, they encourage using murabaha as a financial instrument only when other equity financing, such as mudaraba and musharaka, can’t be applied. The bank is allowed to take assets as security against potential future default by the client. However, when no such assets are available, the bank can take the commodity, which is financed by the bank.

				Figure 10-4 shows how the cost plus profit contract (murabaha) works.

					

				
					Figure 10-4:  The murabaha contract in action.

				

					[image: 9780470430699-fg1004.eps]

				The murabaha contract is a basic sale transaction, and certain rules need to be followed to make sure it’s sharia-compliant:

				[image: check.png] If the client defaults on the payment, the financier isn’t allowed to charge extra fees as late payment or penalty charges. Sharia scholars allow charging additional fees in cases of loss or damage due to a client’s default, and they allow certain penalties to ensure that a buyer is not negligent. But such fees and penalties cannot be treated as income for the bank; they must be given to charity.

				[image: check.png] The contract should be used only for purchases. It’s not intended to be used for financing a working capital requirement.

				Here are two types of murabaha contracts an Islamic bank may offer:

				[image: check.png] Murabaha to the purchase orderer: In this contract, the bank specifically purchases the assets for the client’s order. The client requests that the bank purchase the good(s) on her behalf, and she agrees to buy the good(s) from the bank.

				[image: check.png] Commodity murabaha: In Chapter 9, I explain that interbank transactions are a source of funds for Islamic banks. The commodity murabaha is used as an instrument in Islamic interbank transactions. Generally, this financial instrument is used to fund the Islamic bank’s short-term liquidity requirement. This product was developed as an alternative to conventional interbank funding.

				[image: remember.eps]		Commodities such as gold, silver, barley, salt, wheat, and dates, which are used as mediums of exchange, aren’t allowed to be traded under the commodity murabaha contract.

				Clearing up misconceptions

				[image: controversy_religion.eps]	Certain misconceptions exist about the cost plus profit contract and conventional banking loans. Many bankers take a view that the murabaha contract is a synthesized loan (a loan divided into pieces based on the risk involved). This misconception is inflamed because Islamic banks use conventional, interest-based benchmarks such as LIBOR (the London Interbank Offered Rate) to determine what profit rate to charge for such contracts. However, conventional bank loans and murabaha contracts are indeed different. In the murabaha contract

				[image: check.png] Financing is linked to the asset purchased on behalf of the client.  No money is actually loaned to the client, as happens with conventional banks.

				[image: check.png] The markup of the asset doesn’t increase if the client defaults on the payment installments. In contrast, conventional banks compound the interest and charge a penalty in this circumstance.

				[image: check.png] Economic activity is produced when real assets are traded. Conventional banks lend money to clients without any tangible  economic activity taking place.

				What about the benchmark rates? Because the Islamic banking industry never before had its own benchmark for markup rates, it opted to follow conventional benchmarks such as LIBOR. That doesn’t mean that Islamic banks were charging an interest rate; they simply got guidance for what may constitute acceptable fees. However, in late 2011, Thomson Reuters developed a benchmark called the Islamic Interbank Rate (IIBR) that is likely to alleviate this source of controversy.

				Reverse murabaha (tawarruq)

				Tawarruq is a financial instrument in which a buyer purchases a commodity from a seller on a deferred payment basis, and the buyer sells the same commodity to a third party on a spot payment basis (meaning that payment is made on the spot). The buyer basically borrows the cash needed to make the initial purchase. Later, when he secures the cash from the second transaction, the buyer pays the original seller the installment or lump sum payment he owes (which is cost plus markup, or murabaha).

				Because the buyer has a contract for a murabaha transaction, and later the same transaction is reversed, this scenario is called a reverse murabaha. Both transactions involved must be sharia-compliant.

				[image: controversy_religion.eps]	Tawarruq is a somewhat controversial product. Because the intention of the commodity purchases isn’t for the buyer’s use or ownership, certain scholars believe that the transactions aren’t sharia-compliant. Their argument is that the absence of any real economic activities creates interest, which is prohibited in sharia. Scholars who accept this contract as valid note that it is based on two valid legal contracts, murabaha and sales. Despite the controversy, however, many Islamic banks, including the United Arab Bank, QNB Al Islamic, Standard Chartered of United Arab Emirates, and Bank Muaamalat of Malaysia, use tawarruq products.

				[image: technicalstuff.eps]	Generally, commodities such as gold, silver, barley, salt, wheat, and dates aren’t allowed in tawarruq. However, the London Metal Exchange (LME) has been used by many Islamic banks as a platform for tawarruq because metal is not part of its commodities transactions.

				How does tawarruq work in matters of personal finance? First, the customer purchases a commodity (other than a medium of exchange) from the bank on a cost plus profit basis. Then the customer sells that commodity to a third party. (In reality, the customer simply authorizes the bank to sell the commodity to the third party on his behalf.) The proceeds from the sale are credited to the customer’s account, and the customer pays back the bank (the cost plus profit).

				See Figure 10-5 for an illustration of this process. (Note that the illustration doesn’t indicate that the bank generally sells the commodity on behalf of the customer.)

					

				
					Figure 10-5: The reverse murabaha (tawarruq) process.

				

					[image: 9780470430699-fg1005.eps]

				Leasing or renting (ijara)

				The Arabic term ijara means “providing services and goods temporarily for a wage.” The ijara contract, as you may guess, involves providing products or services on a lease or rental basis. In the ijara contract, a person or party is given the right to use the object (the usufruct) for a period of time; the owner retains the ownership of the assets.

				The ijara contract is similar to a conventional lease in which the owner rents or leases his property or goods to a lessee for a specified number of periods for a fee. For example, the lessee is responsible for normal maintenance, and the lessor is responsible for major maintenance, just as with many conventional lease contracts. However, the following features of ijara differentiate it from a conventional lease:

				[image: check.png] The lessor must own the assets for the full lease period.

				[image: check.png] If the lessee defaults on payments or delays payments, the lessor can’t charge compound interest.

				[image: check.png] The leased asset’s use is specified in the contract.

				Three types of ijara arrangements can exist according to sharia principles:

				[image: check.png] Lease-ending ownership/lease with ownership (ijara wa iqtina/ ijara muntahia bitamleek): In this ijara contract, the lessee owns the leased asset at the end of the lease period. This lease contract doesn’t contain any promise to buy or sell the assets, but the bank may offer a (verbal) unilateral promise of transfer of ownership or offer a purchase schedule for the asset. (See Chapter 6 for an explanation of unilateral promises, which are binding only on the party making the promise.) The lessee also is allowed to make a (verbal) unilateral promise to purchase the asset. The purchase price is ultimately decided by the market value of the asset or a negotiated price.

				[image: check.png] Operating lease (operating ijara): This type of ijara contract doesn’t include the promise to purchase the asset at the end of the contract. Basically, this setup is a hire arrangement with the lessor.

				[image: check.png] Forward lease (ijara mawsoofa bil thimma): This contract is a combination of construction finance (istisna, which I explain in the next section) and a redeemable leasing agreement. Because this lease is executed for a future date, it’s called forward leasing. The forward leasing contract buys out the project (generally a construction project) as a whole at its completion or in tranches (portions) of the project.

				[image: realworldexample.eps]	Many ijara products are on the market with different combinations of contracts. For example, Malaysian-based Maybank offers car financing with a combination of an ijara contract and a bai (purchase) contract. ADCB (Abu Dhabi Commercial Bank) offers ijara home financing, as does SABB (Saudi British Bank) Amanah.

				Financing construction projects  or purchase orders (istisna)

				Istisna is a financial instrument in which a manufacturer agrees to complete a construction project on a future date for a fixed, agreed-upon price and with product specifications that both parties agree to. If the project doesn’t fit the contract specifications, the buyer has the right to withdraw from it.

				This financial instrument provides for payment flexibility between the manufacturer and the buyer. The contract doesn’t demand that the buyer pay in advance or that the manufacturer receive only a lump sum at the time of delivery. Instead, both parties can set a schedule of payment. The following sections address some of the finer points of istisna.

				[image: realworldexample.eps]	Istisna instruments are widely used in the construction industry or for project financing and trade financing. For example,

				[image: check.png] Kuwait Finance House (KFH) uses the istisna contract for home financing (properties under construction) and project financing.

				[image: check.png] Qatar Islamic Bank (QIB) signed an istisna agreement in late 2010 to finance a major residential complex in the north of Qatar.

				Minimizing uncertainty (gharar)

				[image: remember.eps]	Usually, a contract for a not-yet-manufactured product presents some uncertainty about the product. As I explain in Chapter 1, Islamic law prohibits finance institutions from being part of transactions that involve uncertainty (called gharar). To avoid uncertainty, the istisna contract is as detailed as possible regarding what the end product will be.

				In the istisna contract, the customer approaches the bank with the desired asset’s specifications. Both the customer and the bank sign the istisna  contract, and then the bank manufactures the product or the asset for the customer through its agent, such as a manufacturer.

				Opting for parallel istisna

				When the bank provides the customer with the istisna financial instrument, the customer signs the contract with the bank for the specified asset or project. Then the bank (via its manufacturing agent) manufactures the asset or project per the customer’s specifications. However, in some circumstances the bank doesn’t want to produce the item for the customer. In this case, the bank opts to use two mutually independent istisna contracts called parallel istisna.

				Here’s how this system works: The customer who wants the project or asset enters an istisna contract with the bank per the customer’s specifications. The bank then enters into a parallel istisna contract with a manufacturer (which is not the bank’s agent; it is a separate third party) to meet those same specifications. In theory, when the manufacturer completes the asset or project, it delivers that product to the bank. (In practice, the manufacturer usually delivers the product directly to the customer.) The bank pays the manufacturer, and the customer pays the bank according to the agreed payment schedule. The bank marks up the manufacturer’s price in the contract with the customer to secure a profit.

				Figure 10-6 offers an illustration of the parallel istisna process. Keep in mind that a separate istisna contract exists on both sides: between the customer and the bank, and between the bank and the manufacturer.

					

				
					Figure 10-6: The parallel istisna  process.

				

					[image: 9780470430699-fg1006.eps]

				For example, fictional customer Acme, Inc., approaches the World’s Best Islamic Bank to manufacture a housing scheme with specifications for $1 million. Then the bank enters an agreement with A Construction Company to build the houses with the same specifications for $800,000. When the construction project is complete, A Construction Company hands over the project to the bank, which verifies the specifications and delivers the product to Acme, Inc., on the payment basis agreed to in that part of the istisna. The bank goes for a parallel contract in this scenario because it can’t produce the assets and doesn’t want to hold the produced assets after their completion. In a parallel contract, the bank has both a buyer for its products and a manufacturer.

				Talking about Trade Financing Instruments

				Trade-based financing instruments provide short-term liquidity solutions for individuals and corporations. Two Islamic banking instruments that are based on sharia-compliant sales contracts are deferred payment sale and purchase with deferred delivery; I cover both in the next sections.

				Deferred payment sale (bay al-muajil)

				The deferred payment sale is a simple transaction in which a product is sold for a deferred payment — either an installment or lump sum. Here are two key conditions:

				[image: check.png] The seller and buyer agree on the price at the time of trade.

				[image: check.png] The seller can’t charge extra if the buyer delays or misses a payment.

				In practice, the bay al-muajil instrument is used in combination with murabaha (cost plus profit; flip to the earlier section “Making purchases with cost plus profit [murabaha] contracts” for more on this product). The bank purchases an asset from a seller and then sells it to the customer at a higher price than the purchase price.

				For example, a customer who wants to purchase a house agrees with the seller on a sale price. The customer then seeks an Islamic bank to finance his house purchase, stating the sales price and other facts. The Islamic bank uses an independent valuation to verify the house’s value. Then the Islamic bank acquires the house from the seller by changing the ownership and paying the sales price. After the house becomes the Islamic bank’s property, the bank sells the house to the customer at a higher price. Basically, the Islamic bank signs a murabaha contract with the customer, and the title is transferred. The customer’s payments are secured by the house, and the payment schedule is arranged by both parties.

				Purchase with deferred delivery (salam)

				In this contract, which may also be called bay al-salam, full advance (on-the-spot) payment is made for goods to be delivered on a future date. This instrument is a mode of financing future economic activity or a product that is going to be produced in the future. The seller promises to supply the specific product(s) to the buyer on the specific future date; the buyer provides the full funds in advance. This upfront payment is the key difference between salam and a conventional forward contract.

				[image: remember.eps]	Sharia allows salam only as an exceptional instrument to sell something that doesn’t yet exist. Per sharia, for the sale of a product to occur, it must meet the following basic conditions:

				[image: check.png] The product must physically exist.

				[image: check.png] The seller must have ownership of the product.

				[image: check.png] The product is in the seller’s possession or at least in his control.

				[image: check.png] Full payment must be made in advance.

				Obviously, the first condition creates a problem when you’re talking about a product that someone wants created for future delivery. Therefore, salam is allowed only with strict conditions, such as these:

				[image: check.png] The seller legally possesses the product to be delivered.

				[image: check.png] The contract specifies the date and time of the delivery.

				[image: check.png] The product’s quality and quantity can be specified in the contract. For example, specifying a future purchase of precious stones is difficult because every stone is different from others in quality, weight, or size.

				[image: technicalstuff.eps]	The Prophet Muhammad (pbuh) allowed the salam contract to help farmers buy necessary raw materials. Because interest is prohibited in Islamic law, traders and farmers didn’t have the capital to borrow for their investments. This permission helps farmers and traders get the necessary capital before their production or trading occurs. Otherwise, they would need to seek out interest-bearing borrowing.

				Salam versus istisna

				Purchase with deferred delivery (salam, a trade-based financing instrument) and construction project finance (istisna, an asset-based product) seem to be quite similar, but they have some key differences. Here’s what distinguishes the two:

				[image: check.png] The full price of a salam contract is paid in advance, but the istisna payment can be scheduled as a payment in advance, an installment payment, or a lump sum payment after delivery.

				[image: check.png] The product delivery date needs to be specified for a salam contract but not for an istisna contract. (However, a maximum allowed time frame should be included in the istisna contract.)



				[image: realworldexample.eps]	In reality, Islamic banks often engage in parallel salam contracts. This setup means that the bank enters a salam contract with a seller for a certain product and makes the full payment in advance for a specified future delivery. Then the bank enters another salam contract (the parallel contract) with a purchaser for the same good (after it’s delivered) for a higher price. Finally, when the good is delivered to the bank, the bank delivers it to the parallel salam purchaser. The bank makes a profit between the two transactions. ADCB Islamic Banking and Dubai Islamic Bank are just two examples of banks that provide parallel salam contracts.

			

		

	
		
			
				
				
					Part IV

					Islamic Investment Markets: Equity and Bonds
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					In this part . . .

					Islam promotes investment as a means of ensuring that people who have excess funds at their disposal funnel that money into economic projects that can benefit others. But not all investments pass muster because Islamic investments must comply with sharia.

					In this part, I help you find out what that means and how investors can achieve their objectives (including earning profit) in sharia-compliant ways. I offer an overview of the Islamic capital markets in Chapter 11, and in Chapter 12  I demonstrate how the assets traded in those markets are screened and filtered.

					The last chapter in this part focuses on products called sukuk, which are referred to as Islamic bonds but differ fairly significantly from conventional bonds. The sukuk investment market is large and growing, and I describe the variety of products available.

				

			

		

	
		
			
				Chapter 11

				Introducing the Islamic  Capital Market

				In This Chapter

				[image: arrow] Getting some historical perspective

				[image: arrow] Following specific investment criteria

				[image: arrow] Fulfilling investor objectives

				[image: arrow] Locating the Islamic capital market

				[image: arrow] Putting money into equities, bonds, ETFs, and more

				[image: arrow] Examining some major Islamic capital markets

				In conventional finance, investments are generally monetary assets that an investor purchases to earn income or to achieve a capital gain by selling them for a higher price in the future. Monetary assets include cash as well as pledges to receive income in the future. An investment can be as simple as a savings account at your local bank or as complex as a foreign exchange derivative or a deep-in-the-money naked call (which isn’t nearly as naughty as it sounds).

				Islamic investments function the same way as conventional investments, but the investment activities must follow Islamic law (see Chapter 1). Islamic investment involves putting money or assets into appropriate vehicles to acquire income or capital gain in a sharia-compliant manner.

				Investment activity benefits everyone by making capital available to entrepreneurs, businesses, and governments to undertake economic activities. Without this activity, the wheels of an economy would stop turning. Investments allow economic systems to transfer surplus funds from individuals and businesses to projects that need capital resources, and both sides — the entities that have surplus funds and the entities that need them — benefit. Islam not only recognizes the importance of such economic activity but also prohibits the hoarding of money. After all, surplus funds can benefit society only if they’re put into circulation.

				Islamic investing is one form of socially responsible investing, which is a broad term that refers to making investment choices in support of companies whose activities mesh with your values (and avoiding supporting companies whose activities clash with your values). In this chapter, I point out the criteria an investment must meet to be sharia-compliant, the objectives of investors, and the growth and potential future of the Islamic capital market. (If you want to find out more about socially responsible investing in general, you may want to pick up Socially Responsible Investing For Dummies by Ann. C. Logue, MBA [Wiley].)

				[image: remember.eps]	The term capital market refers to any financial market where debt and equity are demanded and supplied. A capital market helps investors find a platform for making their investments and helps both borrowers and investors by channeling funds from those with excess funds to those in need of such funds. Businesses and governments raise funds in the capital market.

				Simply put, the Islamic capital market is where sharia-compliant financial assets are transacted. It works parallel to the conventional market and helps investors find sharia-compliant investment opportunities.

				Eyeing the Origins of the  Islamic Capital Market

				When the oil industry boomed during the 1970s, quite a few people in the Middle East accumulated a lot of wealth. Starting in the early 1980s, these high net worth individuals began to look for sharia-compliant investments to leverage and grow their wealth. They created a demand for investment opportunities, and Islamic banks and the Islamic windows of Western banks slowly began to develop the products and infrastructure to serve these individuals.

				In Chapter 3, I explain that you can trace the history of modern Islamic financial institutions back to the 1970s. However, the literature on the history of the Islamic capital market isn’t crystal clear. Some researchers propose that the capital market emerged in the 1990s with the introduction of Islamic bonds and Islamic funds. But Islamic funds actually started before that time — and surprisingly enough, not in a Muslim country but in the United States.

				Pioneering Islamic investment funds

				[image: remember.eps]	The first Islamic fund, the Amana Income Fund (AMANX), was established by the North American Islamic Trust (NAIT) in June 1986. NAIT is an Indiana-based nonprofit organization that was established in 1973 to oversee the funding of Islamic centers in America. (That’s right; the first documented Islamic fund in the world came from the state of Indiana!)

				The Washington state–based Saturna Capital Corp. now manages AMANX and two other Amana funds that are sharia-compliant. This pioneering product is still on the market and performing well after celebrating its 25th anniversary  in 2011. AMANX has received the highest Lipper Ratings (see www.lipperweb.com) for its total return and tax efficiency. For much more information about AMANX and the other two Amana funds, visit www.amanafunds.com.

				A second Islamic fund was created in 1991: the Mendaki Growth Fund, which was initiated in Singapore. The growth was fast and furious after that. In 1992, 8 Islamic funds were in operation, and by 2000, that number was 92. Today, approximately 350 Islamic mutual funds and unit trusts are operating (for more on these products, see “Understanding the Islamic unit trust and mutual funds market” later in the chapter).

				How the Amana Income Fund got its start

				The story behind the Amana Income Fund, the world’s first mutual fund based on sharia principles, is an interesting one for a couple of reasons. First, the fund emerged from the U.S. heartland rather than the Middle East or Southeast Asia, where the Muslim population is so much larger. Second, the man largely responsible for the Amana Funds’ existence — mutual funds manager Nick Kaiser — isn’t Muslim  and knew nothing about sharia principles when he was approached with the idea for the funds.

				In 1984, two representatives from the North American Islamic Trust (NAIT) — Yaqub Mirza and Bassam Osman — contacted Kaiser and explained their belief that Muslim investors weren’t being served by existing products on the market. Kaiser quickly saw the value of creating sharia-compliant investment products not only for the Muslim population but also for the greater investment community. With help from an unaffiliated board of trustees, Kaiser started the Amana Mutual Funds Trust later that same year, and the Income Fund began operating in 1986. (Amana added its Growth Fund to the sharia-compliant roster in 1994, and its Developing World Fund began operations in 2009.)

				Kaiser, who is now a trustee and the president of the Amana Mutual Funds Trust as well as the principal portfolio manager of all three Amana funds, explains why the idea of a mutual fund based on sharia principles made sense: “When the Amana Mutual Funds Trust began, we were looking for ways to help Muslims invest in the market, and we realized a mutual fund is an ideal vehicle for Islamic investors because all investors are equal and no one has a special interest.”

				The Amana Income Fund has proven to be an ideal vehicle for conservative, value-oriented investors of all backgrounds. Approximately 80 percent of Amana funds’ current assets come from non-Muslim investors, and investors in the Amana Income Fund have found that the sharia principles on which the fund operates promote in-depth company screening, low turnover, and solid performance.

				To ensure ongoing sharia compliance, the Washington state–based Saturna Capital Corp., which manages the Amana funds,  follows guidelines established by the Fiqh Council of North America (FCNA), a nonprofit organization established in 1986 to serve the Muslim community.



				Opening the door for Islamic  bonds (sukuk)

				Another important component of the Islamic capital market is Islamic bonds, or sukuk, which I explain thoroughly in Chapter 13. Structured and well-defined Islamic bonds such as those you find on the market today were introduced after 1990, but the first Islamic bond (called a muqarada bond) was introduced in Jordan by the Jordan Islamic Bank in 1978. The Pakistani government then introduced a law favoring Islamic bonds. But these early efforts to jump-start the Islamic bond investment industry were fruitless because they lacked infrastructure and transparency.

				The first government-issued Islamic bond came from Malaysia in 1983. Called the Government Investment Issue (GII), this bond was based on the Islamic contract qard hasan (which I explain in Chapter 10). But per sharia, GII couldn’t be traded in the secondary market because it represented an outstanding debt.

				Malaysia started the first true Islamic bond market by issuing approximately U.S. $30 million of sharia-compliant bonds from a non-Islamic company, Shell MDS, in 1990. The industry saw only a few Islamic bond issuances after that until the government of Bahrain issued the first international sovereign sukuk in 2001. This event opened the door for additional international issuance of sukuk, which you can read about in Chapter 13.

				Meeting demand for additional  market instruments

				The Islamic capital market has very recently developed more instruments to meet the demand for sharia-compliant products as alternatives to conventional investment products. For example, you can now find Islamic exchange-traded funds, Islamic real estate investment trusts, and an Islamic derivatives market (including a swap market). Later in this chapter, I tell you more about these product niches.

				Adhering to Criteria for  Islamic Investments

				To qualify as a sharia-compliant investment, an activity or a financial asset must be allowed per Islamic law. Islamic scholars determine which investment activities are prohibited and which are permitted. As I note throughout this book, not all scholars agree on all points. However, the information I provide in this section is broad enough that I’m comfortable saying that most Islamic scholars agree with it. In Chapter 12, I offer much more detail about how scholars screen potential investments for sharia compliance.

				[image: remember.eps]	Conventional financial institutions — and the investments they offer — involve three key activities that are prohibited in Islam: interest, gambling, and speculation. (If you doubt that conventional financial institutions partake in gambling and speculation, think about how stable your 401[k] was in 2008 and 2009.) The key reason that Islamic financial institutions and investments exist is to help Muslims adhere to their religion’s principles and to avoid financial transactions that involve these prohibited elements.

				As I explain in Chapter 1, Islamic law prohibits participating in certain industries or supporting certain activities. The following sections explain how the prohibitions play out when it comes to investing.

				Fleeing from forbidden industries

				Most of the industry investments that Islam prohibits seem pretty obvious; you probably aren’t shocked to find that prostitution isn’t sharia-compliant. Here’s an overview of the industries Islamic investments must steer clear of:

				[image: check.png] Gambling: Muslims can’t invest in companies or activities that support gambling. In addition to prohibiting investments that would themselves involve too much risk, this criterion also means that an investor can’t support the construction of a casino; the operation of a lottery; or the promotion of horse and dog racing, Internet gambling, and so on. Leasing an investment property to a company that conducts a gambling-related business is also banned.

				[image: check.png] Pornography, prostitution, and the adult-entertainment industry: Islam considers the pornography, prostitution, and adult-entertainment industries to be harmful to society. Therefore, an investor can’t put money into a venture that involves products or businesses in these fields.

				[image: check.png] Specific food and beverage products: Some products in the food and beverage industry are prohibited because Islam prohibits their consumption. Foods and beverages that Muslims can consume are called halal. Forbidden items include

					•	Pork: The Quran (the holy scripture of Islam) prohibits consuming pork and pork-based products (as well as any other meat that isn’t slaughtered according to Islamic principles), so investing in companies dealing with pork-based products isn’t acceptable.

					•	Alcoholic beverages: Investing in companies involved in alcoholic products is also banned because the Quran specifically bans “intoxicants” (see Chapter 2).

					•	Tobacco: Islamic scholars hold the opinion that tobacco isn’t good for personal health and therefore believe that Islamic standards prohibit investments in tobacco-related business.

				[image: check.png] Illegal drugs: Investing in any company or activity that supports the sale, distribution, or use of illegal drugs is also prohibited. (In fact, investing in a way that promotes any illegal activity goes against Islamic law.)

				Forgetting about financial market trading

				[image: controversy_religion.eps]	Some types of financial market activity, such as margin trading, day trading, options, and futures, are considered gray areas in Islamic law. The majority of Islamic scholars believe that sharia law prohibits these transactions because the activities involve interest, speculation, and excessive risk without market knowledge. The later section “Discovering the Islamic derivative market” can help you better understand these prohibitions. Here’s a quick refresher about each type of activity and how it fails to follow sharia law:

				[image: check.png] Margin trading: In margin trading, you buy stocks by getting a loan from your broker. (The broker charges you interest on the loan.) In addition to the interest itself being problematic, the risk involved with this type of activity is extremely high. If you invest the loaned money in a stock that loses value, you may find yourself unable to pay back the money you’ve borrowed and the interest you owe your broker for providing the loan.

				[image: check.png] Day trading: From the Islamic perspective, day trading in the stock market isn’t actually an investment activity because the person doing it isn’t concerned about the underlying product or economic activity being supported. Instead, day trading is just a transaction based on observing the market price fluctuations on a given day. Of course, it involves a substantial amount of risk because the day trader is essentially gambling that the price of a certain stock is going to rise or fall on a given day. This makes day trading a no-no from a sharia perspective.

				[image: check.png] Options: A financial contract is sold by the option writer to another party, giving the second party the right to buy or sell a specific financial asset at a fixed price on or before a certain date. In other words, the second party is given the chance to buy or sell without an obligation to buy or sell.

						In theory, options are used to reduce investment risk. However, they themselves are highly risky and speculative in nature. The majority of Islamic scholars agree that options have features of speculation and gambling. In addition, the investor (second party) doesn’t intend to hold the asset (which is generally considered crucial for an investment to be sharia-compliant). Based on these characteristics, most Islamic scholars believe that options are prohibited investments.

				[image: check.png] Futures: A financial contract to buy or sell financial assets or commodities on a future date is traded on future exchanges. The basic difference between futures and options is this: In a futures contract, both the buyer and seller are obliged to perform the contract; an options contract is optional and can be allowed to simply expire, unused.

				Respecting Investors’ Objectives

				All investors, conventional and Islamic, share some fundamental objectives when making decisions about where to place their money. Obviously, a primary objective for the Islamic investor is to support activities that are sharia-compliant. But in addition, investors likely want to fulfill one or more of the objectives I discuss in this section.

				Searching for safety

				In reality, very few investments come with a 100-percent guarantee of capital preservation. Outside of a savings account, which may be backed by government insurance (such as the Federal Deposit Insurance Corporation [FDIC] coverage in the United States), you’re taking some risk any time you invest.

				With that said, your specific investment choices are based on the amount of risk that you’re willing to take in order to achieve a desired return. Conventional investors are generally encouraged to craft investment portfolios that feature a range of investments that boast varying levels of capital risk. The idea behind such a portfolio is that when one type of investment (such as a high-risk international stock fund) isn’t performing well, another type of investment (such as a lower risk domestic corporate bond fund) may shine. The investor essentially tries to reduce his overall risk by spreading his money across a spectrum of risk/return scenarios.

				[image: remember.eps]	Because sharia compliance requires that Islamic investors avoid interest, gambling, and speculation, you may assume that Islamic investments provide a guarantee of safety that’s greater than that of conventional investments. In addition to trying to dilute risk within their own portfolios by mixing and matching types of investments, Islamic investors do find a degree of safety in the nature of the investment products themselves. That’s because Islamic financial institutions try to offer products that mitigate risk and spread risk across a wide spectrum of investors. However, Islamic investors — like conventional investors — assume risk every time they invest. They don’t get any guarantees.

				Hoping for worthwhile returns

				Very rarely does anyone invest money without expecting a return. Even in Islamic and other types of socially responsible investing, the people fronting the money want and expect to get some reward for the financial risks they take. That reward may be a set return (such as a fixed amount of interest for a conventional investment) or an unknown yield (such as a share of the profit from investing in a certain project or activity).

				Seeking capital gains

				Aside from returns, many investors seek to profit from capital gains on the value of the investment assets themselves over time. Capital gains are achieved by selling the assets at a higher price than the purchase price. Common stocks are generally preferred financial assets for the investor who wants to achieve capital gains.

				[image: remember.eps]	Islamic equity funds are based on sharia-compliant stocks. Because day trading is generally not allowed for stocks (see the earlier section “Forgetting about financial market trading”), the term capital gains in an Islamic fund refers to long-term gains. Islamic fund management companies that create equity funds focus on long-term gains more than their conventional counterparts, which may use day trading to try to achieve short-term capital gains. Capital gains in both Islamic and conventional funds are distributed among the fund’s investors.

				Maintaining liquidity

				Investors also consider the liquidity of financial assets when making investment decisions. The more liquid an investment asset is, the more easily it can be turned into cash and used for emergency needs or invested in something profitable. Assets in the form of common stock are highly liquid, for example, but assets as fixed-term deposits are very illiquid.

				[image: remember.eps]	Like all investors, people investing in Islamic assets need to manage liquidity so they can feel confident about meeting their current and future financial obligations. However, investors in the Islamic capital market face two issues that investors in conventional assets don’t face:

				[image: check.png] Islamic product development is slow compared to conventional product development. As a result, Islamic investors don’t have as many highly liquid investment options as conventional investors do. This delay exists for two reasons:

					•	The market share for Islamic investments is still small compared to the conventional capital markets. The Islamic investment field is so young that many people don’t know about it yet. As knowledge increases, demand will increase as well, which will spur faster product development.

					•	Islamic investments must comply with sharia, which requires screening processes (outlined in Chapter 12) and debate among scholars that can be quite time-consuming.

				[image: check.png] Investors sometimes lack access to the Islamic capital market. For example, because of a lack of financial infrastructure, a customer in Canada may not be able to access the U.S. Islamic asset market as easily as she can access the conventional market. If she lacks market access, she lacks the ability to turn her investments into cash as quickly as she can in the conventional markets.

				Shopping at the Islamic Capital Market

				Just as conventional financial assets are sold in the conventional market, Islamic assets are sold in the Islamic capital market. And because of increasing global awareness about sharia-compliant investing, more and more investors are turning to the Islamic capital market. This point is crucial: The Islamic capital market is open to any investor who wants to achieve the objectives involved in the capital market. Non-Muslim customers are active participants in the Islamic capital market. Participants include high net worth investors, corporations, and governments.

				The increase of wealth among Muslim investors (especially from nations that are part of the Gulf Cooperation Council — Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates) is also spurring growth in the Islamic capital market. The market’s current growth is between 12 and 15 percent annually. In total, Islamic assets are worth an estimated $1 trillion at the time of this writing, and about 25 percent of that amount is tied to the Islamic capital market.

				[image: remember.eps]	Where, exactly, is the Islamic capital market located? In many of the same places you’d find the conventional capital market. Islamic capital market instruments are traded on many of the world’s leading exchanges (where conventional market instruments are traded as well). Following is a sampling of just six of the many exchanges that currently trade Islamic capital market instruments: NASDAQ Dubai, Bursa Malaysia, the London Stock Exchange, the Labuan International Financial Exchange, the Luxembourg Stock Exchange, and Tadawul (the Saudi Arabian stock exchange). Right now, no Islamic-only exchanges exist.

				NASDAQ Dubai

				NASDAQ Dubai is an international capital market exchange serving the West, Middle East, Europe, and East Asia. It’s not exclusively an Islamic capital exchange but does transact Islamic investment products. NASDAQ Dubai is used as an exchange for Islamic securities both regionally and internationally. NASDAQ Dubai is considered to be the largest exchange for sukuk in the Middle East (based on their listed values); I discuss sukuk in Chapter 13.

				The following securities are traded on this exchange:

				[image: check.png] Sharia-compliant equities (stocks), which provide capital to companies.

				[image: check.png] Islamic funds (mutual funds and unit trusts), which pool funds from investors for the purchase of various investment products. I discuss Islamic funds later in this chapter.

				[image: check.png] Islamic exchange-traded funds (IETFs), which are pools of equities, bonds, or commodities that trade similarly to stocks. I discuss IETFs later in this chapter.

				[image: check.png] Islamic real estate investment trusts (IREITs), which are sharia-compliant property trust funds. These funds invest in physical real estate via stocks of companies whose primary business is real estate.

				Bursa Malaysia

				Bursa Malaysia (MYX) is an exchange holding company that offers capital market products, including sukuk, sharia-compliant equities, IETFs, and IREITs. In addition to the Islamic offerings, this exchange also offers conventional capital market products such as equities, derivatives, and bonds. Almost 1,000 companies are listed on Bursa Malaysia.

				In 2006, Bursa Malaysia and FTSE Group jointly introduced the FTSE Bursa Malaysia Index: a series of indexes that measure how the major segments of the Malaysian market (including sharia-compliant equities) are performing. In 2009, Bursa Malaysia introduced Bursa Suq Al-Sila, a sharia-compliant commodity trading platform that is dedicated to facilitating Islamic liquidity management.

				London Stock Exchange

				The London Stock Exchange (LSE), one of the largest stock exchanges in  the world, transacts Islamic assets including sukuk, equity funds, and IETFs. To date, the LSE has supported 31 sukuk (Islamic bond) issues worth U.S. $19.5 billion.

				Operating according to regulations

				Capital markets must be supervised and controlled by regulatory bodies. Conventional markets in each country have their own regulatory bodies to oversee operations. For example, the United States has the U.S. Securities and Exchange Commission (SEC), the United Kingdom has the Financial Services Authority (FSA), and Brazil has the Comissão de Valores Mobiliários.

				Because the Islamic capital market is in its infant stage, no organized regulatory authority exists for it. Generally, the conventional capital market authority in any given country or region supervises the Islamic capital market as well.

				In Malaysia, where the Islamic capital market first got its legs, the Securities Commission of Malaysia has a sharia council that is specifically responsible for sharia-related matters of Islamic capital market activities. In time, regulatory agencies in other nations where the Islamic capital markets are thriving may follow suit.



				Also, LSE owns a submarket — the Alternative Investment Market (AIM) — that was created to help small companies stay afloat in a more flexible regulatory environment. The AIM has listed four sharia-compliant companies so far: the Islamic Bank of Britain, European Islamic Investment Bank, The Family Shari’ah Fund, and Shariah Capital, Inc.

				Labuan International Financial Exchange

				The Labuan International Financial Exchange (LFX) is a Malaysian-based offshore exchange operating in Labuan IBFC. (The IBFC stands for International Business and Financial Centre, and it’s located on an island called Labuan off the coast of East Malaysia.) This Internet-based exchange launched in 2000 and operates 24/7. Currently, LFX is attracting a substantial number of Islamic capital investors. U.S. $100 million worth of corporate bonds have been issued from LFX so far. Islamic investment instruments comprise 38 percent of the exchange’s total market capitalization.

				Luxembourg Stock Exchange

				In 2002, the Luxembourg Stock Exchange became the first European exchange to issue sukuk (the Islamic version of bonds). So far, 16 sukuk have been traded on this exchange. As of September 2010, 37 sharia-compliant funds had also been established on this exchange.

				Tadawul (the Saudi Arabian  stock exchange)

				The Saudi Arabian stock exchange, referred to as Tadawul, transacts Islamic capital market products such as equities, IETFs, sukuk, and mutual funds. Tadawul is the only stock exchange in Saudi Arabia and is supervised by the Capital Market Authority. At the end of 2011, 150 companies were listed on this exchange; these companies operate in various industries, including oil and gas, agriculture, food, technology, banking, and other financial sectors.

				Tapping into the Islamic Equity Market

				Equity markets (where stocks are traded) are crucial to any economy because they provide capital to companies. The Islamic equity market is where sharia-compliant stocks are traded. (In Chapter 12, I explain how to check the sharia compliance of a particular stock.)

				[image: remember.eps]	Although some investors may opt to purchase stocks from individual companies via the exchanges I discuss in the preceding section (or via equity brokers), the majority of Islamic investors (especially those with modest portfolios) make equity purchases by using Islamic funds, such as unit trusts, mutual funds, or ETFs. Here are the key reasons:

				[image: check.png] Islamic equity funds are pre-screened for sharia compliance, so the investor has assurance that his money is being invested according to Islamic law.

				[image: check.png] Investing in funds is easier than accessing the exchanges directly in order to make stock purchases.

				[image: check.png] Fund investment is less risky than investment in individual stocks because funds offer instant diversification.

				For all these reasons, my focus here is on equity funds rather than individual stock purchases.

				In this section, I briefly explain how Islamic equity funds are managed, the benefits and drawbacks of investing in Islamic equities versus conventional equities, and the Islamic indexes that have given this equity market greater international exposure. I also introduce some types of Islamic equity funds worth knowing about: unit trusts, mutual funds, and exchange-traded funds.

				Managing Islamic equity funds

				Fund management companies form Islamic equity funds by pooling investors’ money and investing it in sharia-compliant stocks. These funds have access to both regional and international markets.

				Generally, fund management occurs in one of two ways:

				[image: check.png] The fund management company works as the representative or agent of the investors. The fee the company charges can be a set fee agreed upon in advance, or it can be based on a percentage of the net asset value.

				[image: check.png] The fund management company enters into a partnership agreement with the investors based on a mudaraba contract (see Chapter 10). Here, the managers are the working partners of the partnership. The profits (or losses) from the fund are shared by both parties based on the partnership agreement.

				Weighing pros and cons of investing  in Islamic equities

				Obviously, for a Muslim, the primary benefit of investing in Islamic equities is assurance that the funds are purchasing only sharia-compliant assets. But non-Muslim investors are also attracted to Islamic equities, so the benefits go beyond the religious. Here are some other advantages of investing in Islamic equity funds:

				[image: check.png] Transparency: Investors in Islamic equity funds expect a high level of transparency. After all, if one of a fund’s key objectives is to comply with sharia, the fund managers must be quite open about which industries and companies they invest in. The same isn’t always true with conventional mutual funds, whose investors sometimes aren’t even aware of which industries (let alone which specific companies) their money is supporting at any given time.

				[image: check.png] Financial screening: I explain in Chapter 12 that part of the screening process for determining whether an equity asset is sharia-compliant involves considering a company’s financials, including how much debt the company carries. Islamic equity funds avoid investing in firms that carry very high levels of debt. Therefore, Islamic funds may be considered more conservative and slightly less risky than some conventional equity funds.

				[image: check.png] Diversification: Investing in any fund (Islamic or conventional) that purchases assets from multiple companies reduces the risk of losing capital when disaster strikes and a company declares bankruptcy or closes its doors. In other words, a fund provides portfolio diversity that investing in a handful of individual equities can’t offer.

				[image: check.png] Liquidity: For the Islamic investor, a benefit of investing in a fund versus putting money into a fixed-term investment (such as a mudaraba or musharaka contract, which I explain in Chapter 10) is liquidity. When situations change and the investor wants or needs to cash out, doing so is much easier when the investment is in a fund.

				The main drawback to investing in Islamic equities is the limited options. Whereas investors in conventional equities have so many choices that they can tailor a portfolio to meet any investment objective, investors in Islamic funds have significantly fewer funds to choose from.

				[image: remember.eps]	As I point out earlier in this chapter (and in Chapter 3), the Islamic finance industry in general and the capital market in particular are very new compared with their conventional counterparts. In part, the reason the Islamic equity market is still in its infancy is that Muslims had to create from scratch a screening process that would assure sharia compliance. Not too long ago, many sharia scholars considered all stocks to be prohibited investments because no one had undertaken analyzing stocks for sharia compliance. Only in the 1990s did a screening process finally emerge. So truly, the Islamic equity market has just been born, and it has a long way to go before it can offer a diversity of investment options rivaling conventional equity markets.

				Going international with Islamic indexes

				The emergence of Islamic stock screening processes facilitated the development of Islamic indexes. (I cover the importance of indexes in Chapter 4.) The first-ever Islamic index was launched by RHB Unit Trust Management of Malaysia in May 1996.

				The year 1999 saw the birth of several such indexes as the Islamic equity market really started to come into its own. That February, Dow Jones Indexes introduced the Dow Jones Islamic Market Index (DJIMI), which instantly boosted international recognition of the entire Islamic finance industry. Later that year, Bursa Malaysia introduced its Islamic index, the Kuala Lumpur Shariah Index (KLSI); and the FTSE Group launched the FTSE Global Islamic Index Series (GIIS). Not long afterward, Standard & Poor’s came out with the S&P Shariah Index Series.

				Spotlighting some high-performing funds

				To date, no standardized criteria exist for assessing the performance of various Islamic equity funds, but individual researchers express their own ideas about which funds excel. Here, I present information from two sources to offer a sense of which funds are considered among the best in the Islamic equity market.

				Failaka Advisors, which has offices in Chicago and Dubai, conducts research and provides advisory services to Islamic investment funds. For several years, it has also presented annual Islamic Fund Awards. Its 2011 winners (visit www.failaka.com/customer/annual awards.html) included the following:

				[image: check.png] Best Global Equity (based on 10-year performance): AlAhli Saudi Trading Equity Fund (ALSATRE)

				[image: check.png] Best GCC Equity (based on 5-year performance): SAMBA–GCC Al-Raed Fund (SGCCRAD)

				[image: check.png] Best Euro Equity (based on 10-year performance): AlAhli Europe Trading Equity Fund (ALEURTR)

				 [image: check.png] Best U.S. Equity (based on 5-year performance): Amana Growth Fund (AMAGX)

				[image: check.png] Best Asian Equity (based on 5-year performance): CIMB Islamic DALI Equity Growth Fund (BHLPDAI)

				[image: check.png] Best MENA (Middle East/North Africa) Equity (based on 5-year performance): SAMBA–GCC Al-Raed Fund (SGCCRAD)

				Invest Direct Online (www.invest-direct-online.com) offers the following list of top-performing Islamic equity funds based on their recent three-year performance:

				[image: check.png] AmanahRaya Islamic Equity (ARISEQT)

				[image: check.png] Apex Dana Aslah (APXSCAP)

				[image: check.png] Hong Leong Dana Makmur (HLBMAKM)

				[image: check.png] Hwang DBS Aiiman Growth (HWAIZDI)

				[image: check.png] Kenanga Syariah [Sharia] Growth (KUTEQIS)

				[image: check.png] MAAKL Al-Fauzan (MAAFAUZ)

				[image: check.png] MAAKL Al-Umran (MAALUM)

				[image: check.png] Pacific Dana Aman (PACDNAI)

				I point out earlier in the chapter that the very first Islamic equity fund — a mutual fund called Amana Income Fund (AMANX) — was born in the heartland of the United States. It’s still thriving, along with two other Amana mutual funds: Amana Growth (AMAGX) and Amana Developing World (AMDWX).

				Western nations continue to develop and manage quality Islamic equity funds to meet the needs of their domestic investors, as well as investors across the globe. Here are just five more high-performing, Western-based Islamic equity funds:

				[image: check.png] AlAhli Islamic US Equitybuilder Certificates, managed by the National Commercial Bank of Germany

				[image: check.png] Lyxor Index S&P Europe 350 Shariah, managed by Lyxor Asset Management in Luxembourg

				[image: check.png] iShares MSCI USA Islamic (ISUS), managed by BlackRock of the United Kingdom

				[image: check.png] Dow Jones Islamic Fund (IMNAX), managed by Allied Asset Advisors in the United States

				[image: check.png] Azzad Ethical Mid-Cap Fund (ADJEX),  managed by Azzad Asset Management in the United States



				Understanding the Islamic unit  trust and mutual funds market

				An Islamic unit trust or a mutual fund is a type of equity fund that collects funds from investors and pools them for investment in stocks, bonds, or other investment products. The return from the investment is paid back to the investors proportionately after deducting the cost related with the fund and the administration fee, or the fund’s portion of the profit (depending on the contract used). These funds are similar to their conventional counterparts but differ in their mode of financing and in the nature of their investments (which must, of course, be sharia-compliant).

				[image: tip.eps]	In reality, many Islamic fund management companies use the terms unit trust and mutual fund interchangeably (or use just one term to refer to all fund products). For example, in Malaysia, all Islamic funds are called unit trusts. In the United States, they’re all called mutual funds. However, I want to point out that in theory, a difference exists between the two terms:

				[image: check.png] Unit trusts generally have a fixed term of one, two, or three years. Also, they generally manage a fixed portfolio of stocks, bonds, and other investments, which means that the trust doesn’t buy and sell assets in the market.

				[image: check.png] Mutual fund investments include stocks, bonds, and money market instruments. Mutual funds do not hold a portfolio in fixed instruments; instead, the mutual fund managers take an active role in diversifying investments and trading assets on the exchanges. Also, mutual funds don’t tend to have a fixed term.

				Islamic unit trusts and mutual funds are managed per one of the following three Islamic contracts (which I discuss in detail in Chapter 12):

				[image: check.png] Mudaraba: Most of the funds work on a partnership basis. The fund manager is the working partner, and the investor is the silent partner. The fund profits are distributed among the partners, but only the investor loses the initial capital if the venture is unsuccessful. (The working  partner loses any time and effort it’s invested.)

				[image: check.png] Ijara: The fund management company purchases assets (such as real estate and vehicles) and leases them out to users. The company collects rent for each asset, pools it, and distributes it among the investors.

				[image: check.png] Murabaha: The fund management company uses investments to purchase assets. It then sells the assets on a cost-plus-profit basis, and the profits that it collects are pooled and distributed among the fund investors.

				As I explain in the earlier section “Pioneering Islamic investment funds,” the world’s first Islamic mutual fund (Amana Income Fund) was established in the United States in 1986. The number of Islamic funds grew exponentially in the 1990s, from 8 funds in 1992 to 95 funds in operation in 2000.

				The first Islamic unit trust was formed by AmBank Group of Malaysia in 1993. Approximately 55 Islamic unit funds now exist, and they’re particularly strong investment products in Malaysia.

				Currently, estimates indicate that more than 350 sharia-compliant investment funds — both unit trusts and mutual funds — are established globally.

				Investing in Islamic exchange- traded funds (IETFs)

				Exchange-traded funds are open-ended fund pools that may be composed of stocks, bonds, and/or commodities. Initially, only institutional or authorized investors bought and sold ETFs; these days, individual investors have easy access to these funds and make up a good chunk of the market. ETFs are listed on the traditional stock exchanges, and investors buy and sell them in units (just as they buy and sell stocks). Many ETFs are designed to track traditional stock indexes, such as NASDAQ or the S&P 500; others track indexes created by fund issuers.

				Islamic ETFs (or IETFs) bear all the features of conventional ETFs but are sharia-compliant. IETFs depend heavily on the sharia screening process (which I explain in Chapter 12). IETFs are very attractive investment instruments because they offer instant diversity (much like mutual funds). Because they’re based on indexes, they also boast a great deal of transparency; at any given moment, an investor knows which companies the IETF has invested his money in.

				Some IETF milestones include the following:

				[image: check.png] In 2007, Liechtensteinische Landesbank (try saying that three times fast!) launched the first IETF, and Barclays Capital issued three iShares Islamic ETFs.

				[image: check.png] In 2008, Daiwa Asset Management of Singapore launched its Islamic ETF as Daiwa FTSE Shariah Japan 100 (DFSJ:SP). That same year, BNP launched its Paribas’ EasyETF, and Malaysia introduced its first Islamic ETF — MyETF-DJIM25 — which was benchmarked against the Dow Jones Islamic Market Malaysia Titans 25 Index.

				[image: check.png] Princeton-based Javelin Investment Management company launched the first U.S.-based Islamic ETF in 2009. This now-defunct ETF was called the JETS Dow Jones Islamic Market International Index Fund.

				[image: check.png] In 2009, Absa Capital of South Africa announced the launch of sharia-compliant, equity-linked exchange-traded funds (ETFs).

				[image: check.png] In the Middle East, the Islamic ETF’s presence isn’t strong. That region’s first Islamic ETF, launched in 2010, was the FALCOM Saudi Equity ETF.

				[image: remember.eps]	IETFs are still very young but are poised for great growth. They serve a purpose not only for the Muslim investor, whose primary objective is sharia-compliant investment, but also for non-Muslim investors who want to support socially responsible investing and tap into low-debt securities. Though the Middle East region has enormous wealth that should support a thriving IETF market, the relative lack of stock exchanges makes this product (which trades much like shares of stock) less accessible than Islamic mutual funds and unit trusts.

				Diversifying with the Sukuk  (Islamic Bond) Market

				As I explain in Chapter 4, sukuk are one of the major sectors in the Islamic capital market and are an alternative to conventional, debt-based bonds. Sukuk are asset-based and thus the preferred mode of investment for many high net worth investors and governments. Many governments issue sukuk to raise funds for specific projects.

				Sukuk are issued by regions, by sovereign states (such as the Saxony-Anhalt German State), by international financial bodies (such as the International Financial Corporation), and by global corporations (such as GE Capital). Even though the market for Islamic bonds originated with demand from governments, the market’s recent development shows that the corporate sector is now taking a big share: 50 to 60 percent.

				International conventional bond rating agencies such as Standard & Poor’s (S&P) and Fitch have recently started to issue ratings for sukuk. The ratings system used for conventional and Islamic bonds is the same, and the ratings offer an assessment of the issuers’ ability to make repayments. (Note that sharia compliance doesn’t negatively impact the issuer’s ability to repay bonds and may, in fact, boost confidence in the issuer’s stability.)

				The Islamic bond market started with four sukuk in 2001 valued at $500 million. (Those four bonds were issued in Malaysia and Bahrain.) Presently, an estimated $182 billion in Islamic bonds are outstanding in the market. The global financial crises that struck in 2008 set Islamic bond issuances back, but as I write these words, the market is again booming with new issues. Many countries now issue sukuk to raise capital, including Japan, South Korea, Germany, and the United Kingdom.

				[image: tip.eps]	I hope I’ve whetted your appetite with this short description of the Islamic bond market. Chapter 13 gives you the complete rundown, including descriptions of specific sukuk products and current trends in the Islamic bonds market.

				Developing the Islamic  Derivative Market

				A derivative is any financial asset based on the value of one or more underlying financial assets. Derivatives are used to hedge the risk of the assets. Many derivatives are available on the market, but the most commonly used are swaps, options, futures, and forward contracts. (Note that many financial regulators have blamed derivatives for the global financial crises that emerged starting in late 2007.) Here’s what these terms mean:

				[image: check.png] Swap market: This instrument is used to transfer risk. The Islamic swap market has two components:

					•	Profit rate swap: This option is based on exchanging fixed for floating rate profits.

					•	Cross-currency swap: Investors use this swap to transfer currency fluctuation risk among themselves.

				[image: check.png] Options: In this financial contract, the option writer offers a second party the right to buy or sell a financial asset at a fixed price on or before a certain date — without obligation to do so.

				[image: check.png] Futures: This type of financial contract solidifies an agreement to buy or sell financial assets or commodities on a future date. In a futures contract, both the buyer and seller are obliged to perform the contract.

				[image: check.png] Forward contracts: These contracts, which are used to hedge risk, let two partners agree today on the price of a future asset sale/purchase. Forward contracts and futures have some things in common but are different in certain ways; for instance, forward contracts aren’t traded on the exchanges.

				[image: controversy_religion.eps]	The Islamic investment industry is divided regarding its outlook on Islamic derivatives because of varying sharia interpretations. Many scholars don’t agree with Islamic derivatives, arguing that such products inherently involve speculation. The relationship between recent financial crises and derivatives for hedging risk supports this argument. On the other hand, some Islamic bankers point out that in the midst of recent financial turmoil, conventional banks have options that help them manage their risks, while Islamic banks don’t. As a result, the Islamic finance industry is looking for solutions to manage the risk — which could include derivatives.

				The Islamic derivative market is in its infancy, and its size isn’t yet known. Not all conventional derivative products have Islamic alternatives, but murabaha (cost plus) contracts, which I explain in Chapter 10, are being used to develop Islamic derivative instruments. For example, the International Swaps and Derivatives Association (ISDA) in association with the Bahrain-based International Islamic Finance Market (IIFM), in March 2012 launched the ISDA/IIFM Mubadalatul Arbaah (Profit Rate Swap) product standard for the Islamic derivative market.

				Standard Chartered Saadiq Malaysia is already offering some Islamic derivative products, such as the Islamic Profit Rate Swap, Islamic Cross Currency Swap, and Islamic Forward Rate Agreement. If you want to find out more about Islamic derivative products, check out www.standardchartered.com.my/islamic-banking/wholesale-banking/treasury-products/en/.

				Tracking Industry Trends  for Islamic Funds

				Worldwide, in 2009, Islamic fund assets under management totaled $53.9 billion.  That number grew to $58 billion in 2010, which is a one-year increase of 7.6 percent (from Ernst and Young Islamic Funds & Investments Report, 2011). That’s pretty decent growth. However, compare that statistic to the growth of conventional funds, which increased by 35 percent in the same period.

				Why did Islamic funds lag behind their conventional counterparts? One key reason offered by industry experts is that in the West, pensions and 401(k) plans tend to offer only conventional assets, and those plans are the source of a steady flow of new money into the fund markets.

				Right now, in the United States, total assets under management in Islamic funds represent less than 6 percent of total assets invested in the Islamic finance industry as a whole. A lot of Islamic investors have their money in sharia-compliant bank products rather than investment funds. If the Islamic investment fund industry wants to entice customers to move their money into mutual funds, unit trusts, exchange-traded funds, and other investment products, it clearly has some work to do to make the transition convenient, painless, and worthwhile.

				[image: remember.eps]	In the United States, the Muslim customer base for investment funds is still an untapped market, whereas in Europe, much more substantial efforts are already underway to reach that customer base with appealing, sharia-compliant investment products. If U.S. fund managers get serious about marketing to Muslims, they’ll soon start offering sharia-compliant products in standard 401(k) plans, and market growth is almost certain to follow.

				Here are a few other statistics about the current Islamic fund market to  consider:

				[image: check.png] An estimated 800 Islamic funds are in operation, 70 percent of them with total assets under $100 million (meaning they’re fairly small funds). This number includes all funds — mutual funds, unit trusts, exchange-traded funds, bond funds, and so on — and is certain to grow.

				[image: check.png] As I note earlier in the chapter, Malaysia was an early leader in the development of Islamic investment funds. It still leads the Islamic fund industry by having a stake in 27 percent of the world’s Islamic funds. Saudi Arabia is in second place with 22 percent.

				[image: check.png] According to Eurekahedge (www.eurekahedge.com), the Middle East and North Africa regions boast 52 percent of the total Islamic assets under management.

				Promoting International  Islamic Capital Markets

				In recent years, some organizations have stepped forward to take the lead in further developing the Islamic capital market and introducing investors all over the world to what it offers. In this section, I describe the efforts of two such organizations.

				International Islamic Financial Market

				The International Islamic Financial Market (IIFM) is a Bahrain-based institution that develops the infrastructure for the Islamic capital and money markets and promotes those markets. The IIFM is focused on the unification and advancement of documents, structures, and contracts.

				IIFM has a lot of global buy-in and a long, impressive list of supporters, all of whom want to see the Islamic capital market grow and thrive. These supporters include

				[image: check.png] ABC Islamic Bank

				[image: check.png] Autoriti Monetari Brunei Darussalam

				[image: check.png] Bank Indonesia

				[image: check.png] Bank Islam Malaysia Berhad

				[image: check.png] Central Bank of Bahrain

				[image: check.png] Central Bank of Sudan

				[image: check.png] Crédit Agricole CIB

				[image: check.png] Dubai Financial Services Authority

				[image: check.png] European Islamic Investment Bank

				[image: check.png] The governmental regulatory authorities of Bahrain, Brunei, Malaysia, Indonesia, Dubai, Sudan, and Pakistan

				[image: check.png] Islamic Development Bank of Saudi Arabia

				[image: check.png] Kuwait Finance House

				[image: check.png] Labuan Financial Services Authority of Malaysia

				[image: check.png] National Bank of Kuwait

				[image: check.png] Standard Chartered Bank Saadiq

				[image: check.png] State Bank of Pakistan

				IIFM’s efforts will help develop standardized Islamic capital market operations and enable countries that aren’t currently participating in these operations (including countries in the West) to develop an Islamic capital market infrastructure. By harmonizing processes among industry participants, IIFM strives to create a common platform that will ease Islamic product development, standardize required or recommended documentation, and facilitate transactions.

				Malaysia International Islamic  Financial Center

				The Malaysia International Islamic Financial Center (MIFC) was started in 2006 to promote Malaysia as a hub for international Islamic finance. The MIFC consists of government regulatory bodies, ministries, and professional development bodies in Islamic finance. The products offered by the center include Islamic fund and wealth management, international Islamic banking, and international takaful and sukuk.

				The MIFC has developed three new centers: the International Islamic Bank, International Takaful Operators, and International Currency Unit. The MIFC helps foreign investors to establish full-fledged fund management operations.

				Because Malaysia has Islamic finance experience that goes back more than three decades, it can offer rich expertise that benefits other countries that are newer to the field. The MIFC concentrates that expertise to make it easy for other nations to tap into the benefits of Malaysia’s experience.

			

		

	
		
			
				Chapter 12

				Managing Assets in  Islamic Investments

				In This Chapter

				[image: arrow] Discovering the contract structures of investment products

				[image: arrow] Screening equities for sharia compliance

				[image: arrow] Maintaining fund purity

				[image: arrow] Monitoring fund performance with Islamic indexes

				[image: arrow] Getting a grip on Islamic market risk

				In Chapter 11, I introduce you to the Islamic capital market and its components, which include investment products such as Islamic mutual funds, bonds, and exchange-traded funds. My goal in this chapter is to help you understand what makes an Islamic product truly Islamic. The word Islamic in this context means that a product is sharia-compliant: It adheres to the principles of Islamic law and avoids all industries and activities that this law prohibits.

				A fund management company doesn’t get to arbitrarily label a product “Islamic” and start marketing it to the public. This label carries a certain weight, and it must be earned. Therefore, in addition to doing most of the same types of work that a conventional investment fund management company does, the manager of an Islamic fund assumes the additional responsibility of getting that fund screened or filtered for sharia compliance and purifying the fund if it includes any prohibited investments. (As if eking out investment profits in a roller-coaster economy isn’t hard enough by itself!)

				Stay tuned for all the details on what exactly the screening and purification  processes entail. I also tell you how fund management companies are monitoring fund performance with Islamic market indexes and describe new products available for managing risk in the Islamic market. First up, I explain the Islamic contracts that provide the foundation for the majority of Islamic investment products.

				Considering the Contracts That Support Sharia-Compliant Funds

				As I note throughout this book, starting in Chapter 1, sharia compliance requires adherence to Islamic principles. Among the key principles are the prohibition of interest, speculation, gambling, and involvement with certain activities and industries. Later in this chapter, I note how the prohibition of specific activities and industries affects Islamic fund management. But how can you create and promote an investment fund that doesn’t involve speculation or gambling and doesn’t offer to pay investors interest?

				In this section, I describe three types of Islamic contracts that fund management companies use as the basis for establishing investment funds. As you discover, the return on capital from an Islamic fund isn’t guaranteed or fixed. Instead, the return is based on the sharing of profit and loss among investors on a preestablished and pro-rated basis. (The profits of the fund are distributed among investors after deducting administrative and fund management fees.)

				[image: tip.eps]	If you’ve read Chapter 10 about the types of income-generating products offered by Islamic banks, you may notice that the three types of contracts I highlight here overlap with some contracts I describe in that chapter. That’s because these contracts allow various types of partners (banks, fund management companies, investors, people and businesses in need of funds, and so on) to work together on a profit and loss sharing basis that avoids interest-based transactions.

				Mudaraba funds

				A mudaraba contract is based on a financial partnership in which one party (an investor, called a rab al mal in Arabic) gives money to another (a fund manager, called a mudarib) for the purpose of investing it in a business or economic activity. The investor puts up all the capital, and the fund manager provides expertise and knowledge to help the activity succeed. Both parties share the profits based on an agreed-upon ratio, but only the investor can lose the initial capital if the activity flops. (That’s because, when a flop occurs, the manager loses the value of the time and effort he devoted to the investment.)

				[image: remember.eps]	Most Islamic equity funds are based completely on the mudaraba contract: The fund management companies invest in sharia-compliant stocks, and after they sell those stocks, any profit (gain) is distributed to the investors. In addition, all non-equity Islamic investment funds use the mudaraba contract as the basis of distributing profits (or losses) among investors and the fund managers. However, the means by which a non-equity fund may seek to earn profits can be based on another type of contract, such as the ijara and murabaha contracts, which I describe in the following sections.

				Note: An Islamic equity fund may also be based on a wakala contract, in which a principal (the investor) gives money to an agent (the fund manager) to manage. The fund manager charges a management fee and pays any additional return to the investors. This type of fund is not often used; most Islamic equity funds are based on the mudaraba contract.

				Ijara (leasing) funds

				The leasing concept has become one of the most preferred contracts for Islamic investment funds. Here’s how it works: The fund purchases real estate, motor vehicles, or machinery, and then users lease the assets. Ownership of each asset remains with the fund, and the rental income is distributed among investors according to the size of each person’s ownership in the investment pool. The very basic condition applied is that the utilization of the asset is sharia-compliant; for example, construction equipment purchased by an Islamic investment fund can’t be leased to a company for the building of a casino.

				Ijara funds are issued to investors with a unit price and minimum subscription (investment amount) indicated, and the term (the length of investment) is specified in the contract. The fund management company charges a management fee, which is specified in the contract so the investor knows exactly how much money the company receives.

				[image: realworldexample.eps]	One example of an ijara fund is the Islamic Ijara Fund VIII offered by the National Bank of Kuwait (NBK). According to the bank’s website (www.kuwait.nbk.com), the objective of the fund is a familiar one: to give investors “reliable and attractive monthly returns” and to repay capital investments at the end of the contract period. When defining the strategy it uses to accomplish this objective, NBK explains its sharia-compliant approach this way:

				The Fund seeks to invest all of its assets in the purchase of equipment or portfolios of equipment which will in turn, be leased to diversified lessees. The Fund will select high quality lessees, with a particular focus on “Fortune 1000” companies and companies that are found to be of high credit quality. 

				A key risk related with an ijara fund is that it may not be able to diversify its portfolio enough. If the fund lacks sufficient diversification, it may yield less income than a more-diversified portfolio. An ijara fund also faces payment default risk as well as currency risks if it’s invested in an international market.

				Murabaha (cost plus) funds

				In a murabaha type of contract, an asset is sold to a party at the cost of the asset plus a profit margin. (Hence, the shorthand term cost plus to refer to murabaha contracts.) The buyer knows the asset’s cost and the profit margin included; the seller must not disguise this information (and therefore hide the true amount of profit she stands to make). Both parties agree to the payment terms, and generally the payment is deferred (meaning it isn’t made in full on the date of sale).

				In cost plus investment funds, the investors’ money is pooled by the fund management company and allocated to several cost plus trade investments. The profit generated from these investments is distributed among the investors after deducting the fund management company’s predetermined (and agreed upon) share of profits. The profit specifically refers to the markup made when selling assets to third parties.

				Murabaha funds are relatively low risk, but that doesn’t mean they’re free of risk altogether. A murabaha fund has trade risk that relates to the buyer’s ability to pay its obligations, and it may face currency risk if it participates in international transactions. Overall, however, this investment approach helps to reduce investors’ risk by distributing cash among multiple and diversified murabaha investments.

				[image: realworldexample.eps]	Following are two examples of murabaha funds:

				[image: check.png] SHUAA Capital of Saudi Arabia has offered a Murabaha Fund since 2010. The fund is invested mainly in murabaha investment transactions. (Visit www.shuaacapital.com for details.)

				[image: check.png] Al Bilad Investment Company (www.albiladinvest.com/en/default.asp) offers the Al Murabih Fund (BILAMUR), which makes investments in cost plus contracts that transact commodities — with the exception of gold and silver, which are treated as currency.

				Seeing Commodity and  Equity Funds in Action

				To offer a clearer picture of how Islamic investment funds function, here’s a snapshot of two common types of funds: those that invest in commodities and those that invest in equities. If you’re looking to build a sharia-compliant investment portfolio with the potential for significant growth (as opposed to a portfolio focused mostly on safeguarding your funds), chances are good you want to include one or both of these types of funds. As with conventional funds of this type, the Islamic variety of commodity and equity funds present some risk to the investor because you can’t know with certainty that the price of a certain commodity or a company stock is going to increase. No way around it: You can’t hope for returns without facing some associated risks. That’s just the nature of investing, Islamic and otherwise!

				Commodity funds

				Commodity funds may invest in purchases or projects based either on the cost plus (murabaha) contract or, in the case of construction projects (or other projects to be completed in the future), the leasing (ijara) contract. (The earlier section “Considering the Contracts That Support Sharia-Compliant Funds” gives you the lowdown on these Islamic contracts.)

				In the conventional market, many types of commodity funds are available that allow you to invest in oil, wheat, pork bellies, orange juice, and so on. Conventional investors (who don’t necessarily want to see and touch the  commodities in question) look to fund management companies to make savvy trades — often using derivative products (which I explain in Chapter 11) — to garner profits from the commodity’s price changes.

				Islamic commodity funds also invest in physical commodities but must avoid short selling as well as investment products of a speculative nature, such as commodity futures. In an Islamic commodity fund, the commodities are actually purchased for resale. (The fund management company doesn’t try to short sell a commodity security, for example.) The profit from the sale is distributed among the investors according to the investment contract.

				In order to be accepted as sharia-compliant, the commodity fund must meet the following basic criteria:

				[image: check.png] The commodities involved can’t be prohibited in Islam. In other words, no pork, alcohol, or other forbidden items.

				[image: check.png] Short selling isn’t allowed. The seller must actually have possession of the commodities in question.

				[image: check.png] All parties involved must know the price of the commodities to be traded.

				[image: check.png] Forward sales aren’t allowed, except under salam and istisna contracts (which I describe in Chapter 10).

				[image: realworldexample.eps]	Here are just two examples of existing Islamic commodity funds:

				[image: check.png] Riyad Capital Bank (www.riyadcapital.com/index.php) in Saudi Arabia has two Commodity Trading Funds available to investors. One fund deals in U.S. dollars, and the other deals in Saudi Riyals; both are sharia-compliant.

				[image: check.png] Al Rajhi Capital (www.alrajhi-capital.com/en), also in Saudi Arabia, offers three commodity fund products: a U.S. dollar commodity fund, a Saudi Riyal commodity fund, and a Euro commodity fund.

				Equity funds

				Equity funds — conventional and Islamic — primarily invest in company stocks. Islamic equity funds are based on mudaraba or wakala contracts.

				An equity fund gains profit by buying and selling stocks to achieve capital gains and by receiving corporate dividends. The capital gains and dividends are distributed among investors proportionally according to the size of each person’s investment. The key difference between an Islamic and conventional equity fund is the requirement for an Islamic equity fund to invest in sharia-compliant assets. (The next section covers how fund management companies screen stocks to determine which are sharia-compliant and therefore fair game for Islamic equity funds.)

				[image: remember.eps]	Islamic equity funds really opened the door to investing for people seeking to purchase sharia-compliant stocks and to make socially responsible investments. And because these funds avoid investing in companies that are highly leveraged with debt (as I explain in the next section), Islamic equity funds may have a performance advantage over some of their conventional counterparts. The drawback is that the investment criteria for inclusion in an Islamic fund are strict enough to eliminate certain industries altogether, which can negatively affect such funds during economic downturns. (As with all things in the investment world, Islamic equity funds have their pros and cons!)

				[image: realworldexample.eps]	Here are just three examples of the hundreds of Islamic equity funds currently available:

				[image: check.png] Malaysia’s AmIslamic Funds Management launched the AmASEAN Equity Fund (AMASEQY) in 2011. The fund’s investments focus on the nations of Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Vietnam.

				[image: check.png] HSBC Amanah GCC Equity Fund (SAMGCCE), launched in 2006 and  managed by HSBC Saudia Arabia, strives for medium- and long-term  capital growth by making investments in sharia-compliant stocks of the Gulf Cooperation Council (GCC) area: Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates. For more information, visit www.hsbcamanah.com.

				[image: check.png] Launched in 2003, the Meezan Islamic Fund (MEZISLM) is a product of Al Meezan Investment Management Limited (www.almeezangroup.com). The management company’s website states that this fund is “not only the largest Shariah compliant equity fund but also the largest Equity Fund in [the] private sector in Pakistan.”

				Screening Stocks for Islamic Investments

				Islamic fund management companies must invest in the stocks of companies that are sharia-compliant. A fund management company must use a screening (or filtering) process to determine (with the guidance of sharia scholars) whether a company qualifies as sharia-compliant.

				[image: remember.eps]	Most sharia scholars agree that the following two-step screening process best determines sharia compliance:

					1.	The company’s actual business goes under the microscope first. Scholars and fund managers look for any indication that the company engages in transactions or other activities that are prohibited by Islamic law. This screening step is qualitative, meaning that it isn’t based strictly on numbers but rather on the quality (the nature) of what the company does as its business.

					2.	If the company passes the first screening, the next consideration is its financial ratios. To be sharia-compliant, the company must meet certain financial criteria. (It can’t carry too much debt, for example.) The financial test is quantitative, meaning that (unlike in the first screening step) the company must meet specific financial metrics.

				In the sections that follow, I explain these two steps in more detail.

				[image: tip.eps]	Keep in mind that few companies can truly comply 100 percent with sharia law. Therefore, a company doesn’t need to get a grade of 100 in order to pass the sharia test. Instead, scholars and fund managers allow for a certain percentage of non-sharia-compliant activity (which is almost impossible to avoid) without booting the company from the approved list of possible investments. 

				Avoiding prohibited industries

				The first test a sharia scholar or fund manager applies when considering whether a company is sharia-compliant focuses on the company’s core business. If the company’s business centers on prohibited activities, the company is out — period; it doesn’t even make it to the financial round.

				Prohibited industries and activities per sharia include the following:

				[image: check.png] Conventional financial services that feature transactions based on interest, speculation, and/or gambling: This criterion means that conventional banks, investment companies, insurance companies, and other financial institutions are considered noncompliant.

				[image: check.png] Certain food and beverage industry sectors: Companies whose core businesses involve alcohol, pork products, or other meat that’s not slaughtered according to sharia law aren’t considered compliant.

				[image: check.png] The tobacco industry and activity related to illegal drugs: In the past, tobacco use was a source of some controversy and confusion in the Muslim community. Now, however, most sharia scholars agree that the use of tobacco and investing in the tobacco industry are prohibited. And of course, illegal drugs (and any illegal activities, for that matter) are off limits.

				[image: check.png] Gambling: This prohibition means that an Islamic fund can’t invest in casinos, online lotteries, lotto draws, and betting transactions.

				[image: check.png] The production of weapons of mass destruction (WMDs): What the West refers to as collateral damage is considered the killing of innocents per Islam, and it’s forbidden. Therefore, sharia forbids the production  of WMDs.

				[image: check.png] Certain sectors of the entertainment industry: Sharia prohibitions apply to adult entertainment products, including magazines, videos, audio recordings, websites, and all methods of distributing pornography. The same prohibition applies to erotic arts. In addition, certain types of non-Islamic music and cinema are prohibited.

				[image: remember.eps]	[image: check.png] Cloning: This example demonstrates a crucial point: Islamic scholars must continually make decisions about the compliance status of new technologies and industries. Obviously, the prohibition against cloning activity is a fairly recent decision, and the prohibition of cloning could possibly change depending on future circumstances.

				Groups of companies with subsidiaries that engage in activities prohibited by sharia also are excluded from Islamic investment funds. For example, consider a hotel (owned by a large corporation) that derives a substantial amount of its income from a nightclub or casino that is prohibited per sharia. Because the profits from this nightclub or casino impact the overall profit of the corporate group, an Islamic fund can’t invest in the group as a whole.

				As I note earlier, few companies pass the screening process related to the industry of their core business with a perfect score. In the case of a corporate group with scores of subsidiaries, you can bet that somewhere along the line, one or more of those subsidiaries engages in prohibited activities. For this reason, sharia scholars and fund managers must establish and use benchmarks for determining whether a specific corporation or group crosses the line into noncompliance.

				[image: realworldexample.eps]	The Sharia Advisory Council of Malaysia has established such a benchmark. For example, under the council’s system

				[image: check.png] A company must receive less than 5 percent of its profits from a prohibited industry.

				[image: check.png] For a company that derives profits from an industry that affects many people and is difficult to avoid (such as tobacco), the threshold increases to 10 percent.

				[image: check.png] For a company that earns rental payments, up to 20 percent of its profits can come from rentals to non-sharia-compliant activities (such as renting properties for gambling).

				Passing the financial test

				If a company survives the first step of screening — the industry test — it moves on to a test that focuses on its financial ratios. If a company passes this second step of the screening process, it earns the label of sharia compliance, and its stocks can be included in Islamic funds.

				The objective of the financial test is to ensure that the company’s non-sharia-compliant financial facts don’t have a significant influence on the company’s stock price and the company’s overall performance. For example, the Islamic investment fund wants to avoid investing in companies that carry too much debt. The financial ratios are prepared based on financial statements such as the income statement and the company’s balance sheet. Evaluators then compare the results of these ratios with certain benchmarks.

				[image: remember.eps]	Keep in mind that the benchmarks used for financial screening can vary from fund to fund. The sharia boards of Islamic financial institutions or Islamic indexes are the ones who establish the benchmarks, and different boards (adhering to different schools of thought) may establish different thresholds.

				The following three separate financial tests are commonly applied during this screening step.

				Debt-to-equity ratio

				The company’s debt-to-equity ratio is determined by dividing its total debt by its total market capitalization. For sharia compliance, the accepted debt level is generally between 30 and 33 percent.

				Why is this test important? Companies fund their assets by using equity and debt. Most of the time, debt is interest-bearing; the company needs to pay interest to its lenders, which are often conventional banks and other financial institutions. Sharia doesn’t accept interest-based transactions. Therefore, in theory, investing in companies that pay interest on debt isn’t allowed. But in reality, finding a company that is 100 percent free from interest-bearing debt is difficult. So sharia scholars have determined a benchmark — a tolerance level for the acceptability of debt. At the same time, scholars encourage companies to avoid interest-based debt, especially as Islamic financing becomes more readily available.

				[image: remember.eps]	Although the general tolerance for the debt-to-equity ratio is between 30 and 33 percent, the tolerance level may change according to the sharia board and its decision based on a fund’s current requirements.

				Interest income ratio

				The second financial test looks at a company’s interest income ratio, which is its interest income divided by total revenues. Generally, the benchmark is less than 5 percent.

				When a company has surplus working capital or funds, it deposits that money in financial instruments, most of which give the company interest income. Interest income is generally shown in the company’s income statement as “other income.” Because sharia doesn’t allow interest-based transactions, interest income is prohibited. However, sharia scholars agree that if this interest income is negligible, investing in the company is still acceptable. However, scholars encourage stockholders to raise their voices against future interest income and to donate the interest income portion of their dividends to charity.

				Liquidity

				The liquidity test can take various forms. The big-picture goal is to ensure that the company is achieving a certain balance between liquid and illiquid assets. Certainly, desiring such a balance makes financial sense: A company needs to have enough liquid assets on hand to cover its short-term expenses, but it also needs to invest in illiquid assets to sustain and grow its operations.

				[image: remember.eps]	From the perspective of sharia compliance, the issue is that current (liquid) assets are considered to be the same as cash. Sharia forbids the trading of cash for cash and restricts how much profit a company can earn from cash-based (rather than asset-, product-, or service-based) activities. So a company that has too many liquid assets is considered noncompliant, and its assets can’t be part of a sharia investment fund.

				[image: realworldexample.eps]	Sharia scholars use various benchmarks for handling the third financial test of the sharia-compliance screening process. Here are three examples of how that plays out in the real world:

				[image: check.png] One sharia scholar says that if a company is a pass-through entity and its core business is sharia-compliant (and involved in installment-basis business activities), the company’s accounts receivable should be no more than 45 percent of its total assets. If the percentage is higher, the majority of the company’s dealings are based on money rather than goods, services, or assets.

				[image: check.png] Other sharia scholars say that a company can make income from illiquid assets only — that cash and cash equivalents can’t be used to make income. The acceptable range of liquid assets in this case can span from 33 percent to 80 percent depending on the fund and its scholars. (A company may have 80 percent liquid assets, but as long as it uses only the other 20 percent — the illiquid assets — to generate income, it may still be compliant.)

				[image: check.png] A third viewpoint is that a company should have cash and cash equivalents (including accounts receivable) — liquid assets, in other words — that total less than 70 percent of its total assets. The company’s stocks are represented by the total assets, so if the company has 100 percent liquid assets (or close to it), that means its stocks are equal to money. Sharia prohibits money being exchanged for money, so a company whose stocks are equal to money is ineligible for trading.

				Purifying a Fund of Noncompliance

				An Islamic fund must be diligent about maintaining its sharia compliance. After all, the companies it invests in are constantly changing; few businesses conduct exactly the kinds of transactions and have exactly the same financial ratios every single year. In this section, I explain how funds strive to ensure ongoing sharia compliance and how they purify their holdings when they  discover noncompliance.

				Conducting screening reviews

				Because a business doesn’t remain static year after year, the screening processes that I describe in “Screening Stocks for Islamic Investments” must be ongoing. For example, mergers and acquisitions can significantly alter a company’s core business. Suppose a company acquires a group that is involved in the meat-processing industry (including pork). Because pork-based products aren’t allowed per sharia, the company may no longer pass the industry screening process. Likewise, if a construction company starts a new project that is financed through conventional investments by raising debt equity, the project will have an impact on the company’s financial tests.

				The right frequency of checks on a company’s sharia compliance depends on the fund, and most funds review their current investments against their sharia compliance screens at least once every year. Some funds may opt to do monthly or quarterly screenings instead. Many funds review their equities’ financial ratios when each company’s latest financial data becomes available in the market, when the company releases its interim financial reports. (Until new financial data or news items are available to the public, the fund’s sharia board or managers may not have any practical reason to perform a screening review.)

				[image: remember.eps]	If a fund is based on an Islamic index, such as those I profile later in “Benchmarking the Performance of Islamic Funds: Islamic Indexes,” the  fund manager’s job is easier because the index itself conducts ongoing compliance screening and sends out alerts when problems are detected.

				Taking action on noncompliance

				What happens if a fund manager discovers that an investment has become non-sharia-compliant? And what if the fund has accepted dividends or profited from capital gains before realizing the compliance problem?

				[image: remember.eps]	As soon as a fund manager discovers noncompliance, he must take immediate action to purify the fund’s holdings. But sharia boards have generally given funds some flexibility when dealing with this situation to accommodate the realities of working with the corporate sector. Following are some protocols that most funds observe:

				[image: check.png] When a corporation fails one or more of the financial tests I describe earlier, a short period (such as a few weeks or a month) is allowed to determine whether the corporation can come back into compliance and pass the tests again or whether its noncompliance is ongoing.

				[image: check.png] When a stock becomes non-sharia-compliant for a long period (such as a few months) but the company is trying to regain compliance, the fund manager must assess the impact of the noncompliant activities on the company’s dividends. This assessment is typically given in the form of a percentage so the fund can calculate the portion of noncompliance and deduct the amount from the total dividend derived from that company. The deducted portion for noncompliance must be given to charity.

				[image: check.png] When a stock becomes permanently non-sharia-compliant — a company totally changes its core business activities, for example — the stocks need to be removed from the fund. Here’s how capital gains are handled in this situation:

					•	If the stock is liquidated immediately when the company announces a change to its core business, the capital gains from the liquidation are kept by the fund and distributed to investors.

					•	If the stock is liquidated sometime after the company announcement is made, the capital gains are given to charity.

					•	If the stock in question has fallen below the original cost of the fund’s investment, the sharia board likely allows the fund to keep the stocks until the dividends and market price match the original investment cost. As soon as that match occurs, the investment is liquidated. If the fund receives any gains above the original investment cost, the extra money goes to charity.

				Benchmarking the Performance of Islamic Funds: Islamic Indexes

				To manage any investment fund effectively, you need to understand your fund performance. The best way to examine performance is to compare it to industry benchmarks and performance indicators. In the financial industry, indexes serve as such benchmarks and indicators. Everyone knows what a fund means when it claims to have “beaten the S&P every year for the past decade.” Investors cheer.

				When Islamic investment funds were first being developed (a process I outline in Chapter 11), the funds were benchmarked against the well-known conventional indexes. But that yardstick was flawed because Islamic funds can’t invest in so many of the industries represented by those indexes.

				As a result, Islamic indexes were created and now serve as more-appropriate benchmarks for examining an Islamic investment fund’s performance. The Dow Jones Islamic Market (DJIM) indexes, created in 1999, were the first successful Islamic indexes developed, and they have been joined by many others, such as

				[image: check.png] The FTSE Global Islamic indexes

				[image: check.png] Global GCC Islamic Index

				[image: check.png] Global Islamic Index

				[image: check.png] The Kuala Lumpur Sharia Index (KLSI)

				[image: check.png] MSCI Global Islamic Indices

				[image: check.png] The S&P Shariah indexes

				Most of these indexes use a similar set of criteria to screen companies for inclusion.

				[image: remember.eps]	Islamic indexes provide invaluable services to investment fund managers. As you probably realize based on the fund screening information earlier in the chapter, the process of selecting companies for inclusion in a sharia-compliant equity fund is technical and time-consuming (and requires supervision from a sharia board; see Chapter 16). Because Islamic indexes conduct their own initial compliance screening research under the guidance of a sharia board or committee, Islamic fund managers can trust that any stock included in such an index is fair game for investment. Thus, Islamic indexes reduce the costs associated with an Islamic fund’s screening process and help funds tap into a wider diversity of stocks.

				[image: realworldexample.eps]	Just as individual funds must strive to maintain sharia compliance by conducting ongoing screening and purifying when necessary (as I discuss in “Purifying a Fund of Noncompliance”), indexes must do the same. Here are just three examples:

				[image: check.png] The Dow Jones Islamic Market (DJIM) indexes review the sharia compliance of their equities quarterly: on the third Friday of March, June, September, and December. Therefore, any fund based on one of these indexes should review its sharia compliance at least quarterly as well.

				[image: check.png] The BSE TASIS Shariah 50 Index, an index based in Bombay, India, reviews its stock for compliance monthly. Therefore, any fund based on this index should review its compliance monthly.

				[image: check.png] Idealratings.com (www.idealratings.com), a sharia screening and compliance management service that works with fund and index managers, has introduced an iPhone application that provides instant access to information about the sharia compliance of a stock, reasons for a stock’s noncompliance, and alerts regarding changes to the compliance status of a stock.

				In the following sections, I profile four Islamic indexes to point out the benchmarks and screening processes they establish and use.

				Dow Jones Islamic Market (DJIM) indexes

				The DJIM is a whole family of broad-market, blue-chip, fixed income, and other indexes. According to its website (www.djindexes.com/islamicmarket), the DJIM screens companies to remove those that engage in the prohibited industries I outline earlier in this chapter (see the section “Avoiding prohibited industries”). These arenas include alcohol, pork-related products, conventional financial services, and tobacco. The website also lists the broad terms “entertainment” and “weapons and defense” as industry screens.

				The DJIM conducts three financial tests, which are similar to those I outline in this chapter (see “Passing the financial test”). Specifically, the index expects each of the following financial ratios to be less than 33 percent:

				[image: check.png] A company’s total debt divided by its “trailing 24-month average market capitalization”

				[image: check.png] “The sum of a company’s cash and interest-bearing securities divided by [its] trailing 24-month average market capitalization”

				[image: check.png] The company’s “Accounts receivables divided by [its] trailing 24-month average market capitalization”

				A supervisory board of five sharia scholars guides the DJIM. This board currently has members from Bahrain, Malaysia, Saudi Arabia, Syria, and the United States. Per the Dow Jones Indexes website, “The geographic diversity of the scholars helps to ensure that diverse interpretations of Shari’ah law are represented.”

				Industry insights from Dow Jones Indexes

				Why did Dow Jones Indexes branch out to Islamic finance?

				Islamic indexes started as a niche market when Dow Jones Indexes pioneered the space in 1999. The Dow Jones Islamic Market indexes catered to family trusts, discretionary accounts, and mutual funds. Although development was initially slow, growth led to the creation of exchange-traded funds based on Islamic indexes, which have been essential to broadening the appeal of Islamic finance ever since.

				What are the recent developments in the Islamic indexing space?

				Recently, Dow Jones Indexes launched innovative sharia-compliant indexes covering natural resources, dividends (high-yield stocks), takaful (insurance), and Islamic banking.

				How do Islamic indexes perform compared to conventional indexes?

				Sharia-compliant screens remove highly leveraged stocks and tend to be overweight in industries such as healthcare, technology, and oil and gas and underweight in others such as financial services. This filtering can help or hinder the performance of Islamic indexes when compared to their conventional counterparts. Over the past few years, for example, financial services have underperformed, while oil and gas and technology have outperformed, leading Islamic indexes to fare better than their conventional counterparts.

				What are the challenges Islamic indexing is facing?

				The main challenges are perception and lack of education. Two common misconceptions are that Islamic products are expensive and difficult to structure and that they create more work because they must conform to sharia principles. In reality, Islamic indexing is simply a faith-based, ethical investment style.

				How do indexes measure the sukuk market?

				In 2006, Dow Jones Indexes launched the first sukuk, or Islamic bond, index. The index was primarily created to be used as the benchmark for investors seeking exposure to sharia-compliant fixed-income investments.

				This information was provided by Dow Jones Indexes.

				© CME Group Index Services LLC 2011. Source: www.djindexes.com. “Dow Jones Indexes” is the marketing name and a licensed trademark of CME Group Index Services LLC (“CME Indexes”). “Dow Jones” and “Dow Jones Indexes” are services marks of Dow Jones Trademark Holdings LLC and have been licensed for use by CME Indexes.



				S&P Shariah indexes

				Standard & Poor’s introduced its first sharia indexes in 2006. Initially, three indexes were screened for sharia compliance, creating the S&P 500 Shariah, the S&P Europe 350 Shariah, and the S&P Japan 500 Shariah. Since that time, S&P has developed significantly in this market. It now has three index series —  the S&P Global Benchmark Shariah Index Series, the S&P Global Investable Shariah Index Series, and the S&P Global Strategy Shariah Index Series — with a total of 27 indexes as of this writing.

				In conducting its industry screening, the S&P excludes companies in the traditional list of prohibited industries: alcohol, gambling, pornography, tobacco, pork products, conventional finance, and cloning. It also excludes advertising and media companies, with some exceptions: Newspapers, news channels, and sports channels, as well as advertising and media companies that derive more than 65 percent of their total income from Gulf Cooperation Council (GCC) countries, are accepted. The S&P also screens out any companies that deal in the “Trading of gold and silver as cash on [a] deferred basis” (according to the Standard & Poor’s website: www.standardandpoors.com).

				FTSE Bursa Malaysia Hijrah Shariah Index

				The website for this index (which you can access from www.ftse.com/Indices; click on “Global Equity Indices”) indicates that the index operates with direction from the Malaysia Securities Commission’s Shariah Advisory Council. Launched in 2007, the index screens to exclude companies whose core business activities relate to conventional banking and other interest-related activities, life insurance, alcohol, tobacco, arms manufacturing, gaming, and pork and other prohibited food products.

				The index also excludes the following:

				[image: check.png] Companies carrying a level of debt that indicates “an inappropriate use of leverage relative to their assets”

				[image: check.png] “Companies that have income from cash or near cash equivalents or inappropriate levels of receivables to assets . . .”

				[image: check.png] Companies with an unacceptably high percentage of “liquid assets to illiquid assets”

				[image: check.png] “Companies whose cash and cash equivalent to total assets exceeds the percentage permitted under Shariah principles and commonly accepted philosophies”

				MSCI Global Islamic Indices

				Per its website (accessed at www.mscibarra.com; go to “Indices” and click on “Faith-Based”), this family of indexes excludes businesses that “derive more than 5% of their revenue (cumulatively) from” alcohol, tobacco, pork-related products, conventional financial services, defense and weapons, gambling, music, hotels, cinema, and adult entertainment. (Note that the 5-percent allowance jibes with my note earlier in the chapter about how difficult it can be for any company to achieve 100 percent sharia compliance.)

				The MSCI indexes publicly provide more detail than most other indexes regarding what, exactly, they look for during the industry screening process. Visit the website for details on each prohibited industry.

				As well, the MSCI indexes examine three financial ratios for each company when determining sharia compliance, reflecting the screening process I describe in the earlier section “Passing the financial test”:

				[image: check.png] Total debt divided by total assets

				[image: check.png] The sum of the company’s cash and interest-bearing securities divided by its total assets

				[image: check.png] The sum of the company’s accounts receivable and cash divided by its total assets

				Each of these ratios should be less than 33.33 percent.

				Developing New Methods for  Managing Market Risk

				Managing risk is a crucial aspect of investment management. As I explain in Chapter 11, the Islamic capital market is developing rapidly. As its exposure to market risk (the very real possibility that the value of a security or group of securities can drop on any given day) increases, the market’s inability to tap into certain conventional risk management instruments becomes more problematic. In this section, I offer a quick overview of the concerns related to Islamic market risk and some products being developed to try to curb it.

				Identifying the issues

				Conventional investment funds have quite a few options for managing market risk, including futures, forward contracts, options, and swap markets. (See Chapter 11 for a rundown of these derivative products.) But the Islamic derivatives market is very small and very young. And in many cases, it faces restrictions from sharia boards that are wary of the speculation involved in derivative products as a whole.

				Adding to the concern is that Islamic funds can’t diversify as much as conventional funds. Their screening processes remove entire industries from investment consideration, narrowing the field of equity selection. Although diversification can’t, by itself, eliminate market risk, it certainly can soften the blow when one large company — or even one entire industry — faces a sudden decline in equity value.

				Creating products that  mitigate market risk

				Two groups of products are currently being developed to help hedge risk in the Islamic market: derivatives (specifically futures and forward contracts) and capital protected equity funds. Both types of products are familiar to conventional investors.

				Futures and forward contracts

				Futures and forward contracts are familiar derivatives in conventional finance. Both products are used to hedge risk, and both allow a buyer and a seller to agree today on the price of a future asset sale/purchase. (That asset may be a financial asset or commodity, for example.) A difference is that futures are traded on exchanges but forward contracts aren’t.

				I note in Chapter 11 that many sharia scholars have concerns about the compliance of derivatives in general. In fact, some scholars don’t permit futures under any circumstances because these contracts involve goods that don’t yet exist and therefore involve too much uncertainty. However, some scholars accept futures and forward contracts as sharia-compliant if the following conditions are met:

				[image: check.png] The delivery of the underlying asset is compulsory.

				[image: check.png] The delivery date of the asset can’t be adjusted.

				In Islamic finance, a salam (purchase with deferred delivery) contract is used to support futures and forward contracts. In a salam contract, the price of the goods to be received in the future is paid in full at the time of purchase. Therefore, this type of contract can be used to protect the value of assets in Islamic funds and Islamic bonds. This product differs from conventional futures and forward contracts, in which both the payment and the asset exchange take place in the future.

				Capital protected equity funds

				Capital protected equity funds require that the majority of assets in the funds be allocated to fixed-term cost plus (murabaha) transactions that are supported by third-party guarantees issued by A1/P1-rated financial institutions. (The financial institutions providing the guarantees have the highest short-term ratings from S&P and Moody’s.) This product was introduced to help investors feel safer about their investments.

				In the murabaha contract, as I explain earlier in this chapter, the cost plus profit is deferred. When a fund is invested with such a contract, the investor receives profit plus capital in installments. Therefore, the fund is better able to return all the capital it invested.

				[image: realworldexample.eps]	Al Meezan Investment Limited of Pakistan offers the Meezan Capital Protected Fund, which (per the website www.almeezangroup.com) “aims to ensure 100% capital protection upon maturity.”

			

		

	
		
			
				Chapter 13

				Investing in Islamic Bonds: Sukuk

				In This Chapter

				[image: arrow] Contrasting sukuk and conventional bonds

				[image: arrow] Finding out how sukuk are traded, rated, and issued

				[image: arrow] Scouting sukuk products

				[image: arrow] Tracing the sukuk market’s evolution

				As I note in Chapter 11, the Islamic capital market features various investment instruments that fall into two broad categories: sharia-compliant equities and sukuk, or Islamic bonds. In this chapter, I focus on sukuk, which comprise one of the fastest growing segments in both the Islamic and global financial industries.

				Government and corporate issues from both Muslim and non-Muslim countries are driving the growth of sukuk. At the end of 2011, outstanding sukuk were valued at an estimated $182 billion and growing at a rate of 30 percent per year.

				[image: realworldexample.eps]	Sukuk have gained acceptance in some Western countries and companies, boosting their global presence. For example, the German state of Saxony-Anhalt has issued sukuk, as have corporations such as General Electric, East Cameron Partners (a Houston, Texas–based oil and gas exploration company), and International Innovative Technologies (a U.K. manufacturer of industrial milling machines). Goldman Sachs, one of the largest banks (by assets) in the United States, has also issued sukuk.

				In this chapter, I explain what sukuk are and how they differ (significantly) from conventional bonds. I then describe how sukuk are traded, rated, and issued and cover the structure and issuance of specific types of sukuk products. Finally, I take a quick look at the size and projected growth of the global sukuk market.

				Defining Sukuk

				Before I explain the product, I want to define the word itself. Sukuk is the plural form of the Arabic word sakk, which means “certificate” or “written document.” (A fun bit of trivia: Some experts say the word check may derive from the Arabic work sakk.) As I explain in Chapter 3, sukuk have a long history; they were used in the Middle Ages by Muslims to represent financial obligations that originated from commercial activities. Modern-day sukuk differ from the historical sukuk; Muslims in the Middle Ages certainly didn’t have access to the broad spectrum of sukuk products that exist on the market today.

				[image: remember.eps]	Throughout this book, I often refer to sukuk as Islamic bonds. To be clear, sukuk aren’t equivalent to conventional bonds. Instead, they’re an alternative to conventional bonds. The two products differ significantly, but the word bonds is associated with sukuk in large part because sukuk offer investors a way of diversifying their portfolios just as conventional bonds do. Conventional investors typically divide their portfolios between equities and bonds, searching for a mixture of those two broad investment categories that requires an acceptable amount of risk and offers an appropriate expectation of return. Islamic investors use sukuk to balance their equity investments in a similar way.

				The Islamic Financial Services Board (IFSB) defines sukuk this way:

				Sukuk . . . are certificates with each sakk representing a proportional undivided ownership right in tangible assets, or a pool of predominantly tangible assets, or a business venture. These assets may be in a specific project or investment activity in accordance with Sharia rules and principles.

				The Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) defines sukuk as “certificates of equal value representing undivided shares in ownership of tangible assets, usufruct, and services.” Usufruct is the right to earn profit from property owned by another person or from property that has common ownership. Common or collective ownership refers to a situation in which many people own an asset, such as land. For example, if a tribe or family has common ownership of a piece of land, then the asset isn’t public property and no individual can claim ownership of any part of the land (and therefore can’t sell even a small piece without consent from the rest of the owners).

				Clear as mud? Don’t worry; in this section, I help you parse these definitions by first identifying the key characteristics of conventional bonds and then providing an overview of sukuk characteristics and comparing the two  financial products.

				Reviewing how conventional bonds work

				Conventional bonds are debt instruments. The government, corporation, or other entity issuing a conventional bond essentially sells IOUs to investors. Each bond has a face amount or a par value, which is often $1,000. The investor pays that amount or, depending on the state of the bond market at the time of purchase, may pay a premium (more than par value) or a discount (less than par value).

				To allow for an easy comparison between conventional bonds and sukuk, I next present three key pieces of information about conventional bonds: how they reward investors, how they are repurchased at their maturity dates, and why they don’t comply with Islamic law.

				Rewarding investors for conventional bonds

				The conventional investor receives interest payments as a reward for a bond purchase; this interest may be based on a fixed interest rate for the life of the bond or may be adjustable. The issuer usually sends interest payments to the investor twice a year.

				Repurchasing conventional bonds at maturity

				Each bond is issued with a specific date of maturity — the date when the bond’s term is complete. On that date, the issuer owes the investor the initial face value of the bond; the principal is guaranteed by the issuer no matter how well the underlying investment performs. So the investor gets his principal back and in the meantime receives interest for letting the issuer use his money.

				Identifying the sharia-related problems with conventional bonds

				[image: remember.eps]	Conventional bonds aren’t sharia-compliant because their rewards are based on interest:

				[image: check.png] Bonds pay investors based on fixed or adjustable interest rates.

				[image: check.png] Investors also earn money by purchasing the bonds at less than their face value and/or selling them at higher than their face value. (The market price of a bond is directly related to interest rates and may be higher or lower than the bond’s face value.)

				For a primer on sharia compliance and why interest-based activities are  prohibited in the Islamic financial system, check out Chapters 1 and 5.

				Realizing how sukuk differ

				Modern sukuk emerged to fill a gap in the global capital market. Islamic investors want to balance their equity portfolios with bond-like products. Because sukuk are asset-based securities — not debt instruments — they fit the bill. In other words, sukuk represent ownership in a tangible asset, usufruct of an asset, service, project, business, or joint venture. For simplicity’s sake, I use the word asset to refer to this list of entities on which a sukuk may be based.

				Each sukuk has a face value (based on the value of the underlying asset), and the investor may pay that amount or (as with a conventional bond) buy it at a premium or discount.

				As I did for conventional bonds in the preceding section, I next describe the investor rewards related to sukuk, what happens when a sukuk matures, and how sharia compliance comes into play.

				Rewarding investors for sukuk

				With sukuk, the future cash flow from the underlying asset is transferred into present cash flow. Sukuk may be issued for existing assets or for assets that will exist in the future. Investors who purchase sukuk are rewarded with a share of the profits derived from the asset. They don’t earn interest payments because doing so would violate sharia.

				Repurchasing sukuk at maturity

				As with conventional bonds, sukuk are issued with specific maturity dates. When the maturity date arrives, the sukuk issuer buys them back (through a middleman called a Special Purpose Vehicle, which I explain in the later section “Walking through the Process of Issuing Sukuk”).

				[image: remember.eps]	However, with sukuk, the initial investment isn’t guaranteed; the sukuk holder may or may not get back the entire principal (face value) amount. That’s because, unlike conventional bond holders, sukuk holders share the risk of the underlying asset. If the project or business on which sukuk are issued doesn’t perform as well as expected, the sukuk investor must bear a share of the loss.

				Most sharia scholars believe that having sukuk managers, partners, or agents promise to repurchase sukuk for the face value is unlawful. Instead, sukuk are generally repurchased based on the net value of the underlying assets (each share receiving its portion of that value) or at a price agreed upon at the time of the sukuk purchase.

				[image: controversy_religion.eps]	In practice, some sukuk are issued with repurchase guarantees just as conventional bonds are. Although not all sharia scholars agree that this arrangement complies with Islamic law, a product called sukuk ijara (which I explain later in this chapter) may come with a repurchase guarantee.

				Ensuring sharia compliance with sukuk

				The key characteristic of sukuk — the fact that they grant partial ownership in the underlying asset — is considered sharia-compliant. This ruling means that Islamic investors have the right to receive a share of profits from the sukuk’s underlying asset.

				Putting bonds and sukuk side-by-side

				When you have the basics about how conventional bonds and sukuk work, it’s time to put them next to each other. Table 13-1 offers a quick look at the key ways in which these investment products compare.

				Table 13-1	Distinguishing Sukuk from Conventional Bonds

				
					
						
								
								Conventional Bonds

							
								
								Sukuk

							
								
						

						
								
								Bonds don’t give the investor a share of ownership in the asset, project, business, or joint venture they support. They’re a debt obligation from the issuer to the bond holder.

							
								
								Sukuk give the investor partial ownership in the asset on which the sukuk are based.

							
								
								Asset ownership

							
						

						
								
								Generally, bonds can be used to finance any asset, project, business, or joint venture that complies with local legislation.

							
								
								The asset on which sukuk are based must be sharia-compliant.

							
								
								Investment criteria

							
						

						
								
								Each bond represents a share of debt.

							
								
								Each sukuk represents a share of the underlying asset.

							
								
								Issue unit

							
						

						
								
								The face value of a bond price is based on the issuer’s credit worthiness (including its rating).

							
								
								The face value of sukuk is based on the market value of the underlying asset.

							
								
								Issue price

							
						

						
								
								Bond holders receive regularly scheduled (and often fixed rate) interest payments for the life of the bond, and their principal is guaranteed to be returned at the bond’s maturity date.

							
								
								Sukuk holders receive a share of profits from the underlying asset (and accept a share of any loss incurred).

							
								
								Investment rewards and risks

							
						

						
								
								Bond holders generally aren’t affected by costs related to the asset, project, business, or joint venture they support. The performance of the underlying asset doesn’t affect investor rewards.

							
								
								Sukuk holders are affected by costs related to the underlying asset. Higher costs may translate to lower investor profits and vice versa.

							
								
								Effects of costs

							
						

					
				

				(Usually) Trading Sukuk Like Conventional Bonds

				Most sukuk, like most conventional bonds, are bought and sold in the over-the-counter (OTC) market, where potential yields, maturities, and risk factors affect price. The OTC market includes the following players:

				[image: check.png] Dealers: These people maintain databases that list the sukuk and conventional bonds available for sale and purchase.

				[image: check.png] Brokers and agents: These individuals purchase and sell sukuk and conventional bonds on behalf of their customers according to customer specifications.

				[image: check.png] Banks, insurers, and/or investment houses: These large institutions trade sukuk and conventional bonds per broker/agent orders.

				Initially, sukuk and conventional bonds are issued in the primary market, which refers to the part of the capital markets where new issues are bought and sold; the investor gets the sukuk or conventional bonds directly from the issuer. Then, sukuk and conventional bonds are sold in the secondary market, where an investor purchases them from another investor (not directly from the issuer).

				When sukuk and conventional bonds are sold in the OTC market, their prices are based on the dealer’s cost plus markup. The type of sukuk or bond and the size of the total transaction play into the price.

				In the conventional system, some corporate bonds are also listed on the New York Stock Exchange. Likewise, a growing trend with sukuk is that they’re being traded in exchanges, including the following:

				[image: check.png] The Indonesia Stock Exchange (IDX)

				[image: check.png] The Bursa Malaysia exchange

				[image: check.png] Tadawul (the Saudi Stock Exchange)

				[image: check.png] The London Stock Exchange (LSE)

				[image: check.png] The Luxembourg Stock Exchange

				[image: check.png] The Irish Stock Exchange (ISE)

				[image: check.png] NASDAQ Dubai

				Earning Credit Quality Ratings

				Conventional bonds are rated by international, independent, private rating agencies such as Moody’s, Standard & Poor’s, and Fitch to express the credit quality of the bonds. These rating institutions consider the issuer’s financial strength, ability to repay the principal, and ability to adhere to scheduled interest payments to investors. Both corporate and government (sovereign) bonds receive credit quality ratings.

				The conventional rating agencies also rate sukuk based on their credit quality and the issuer’s ability to pay investors. Sukuk receive ratings that look exactly like those applied to conventional bonds. For example

				[image: check.png] The highest quality sukuk are rated Aaa by Moody’s, AAA by Standard & Poor’s, and AAA by Fitch.

				[image: check.png] Intermediate quality sukuk may be rated Ba by Moody’s, BB by Standard & Poor’s, and BB by Fitch. (Other intermediate ratings apply.)

				[image: check.png] Sukuk that are toward the bottom of the ratings scale (meaning they’re very risky investments that may not return much to investors) may receive ratings of Caa from Moody’s, CCC from Standard & Poor’s, and CCC from Fitch. (Even worse ratings exist, of course, including those applied to sukuk and conventional bonds that are in default.)

				At first glance, you may think that such ratings are a boon to the sukuk industry; if Western investors see a sukuk product with an Aaa rating from Moody’s, they may be willing to invest even though the product is less familiar to them than a conventional bond. But because sukuk are so different from conventional bonds, some people criticize the fact that conventional bond rating agencies also rate sukuk. Doing so sets up a comparison between sukuk and conventional bonds that’s potentially misleading to investors; these products differ so greatly. In other words, if an investor doesn’t know as much about sukuk as you already do — if she hasn’t read information in this chapter and realized that sukuk are asset-based products with rewards based on the asset(s) generating profit — she may make an investment decision that isn’t fully informed.

				In addition to the big three ratings institutions, sukuk may be rated by other agencies. Two Malaysia-based ratings agencies (which have rating systems for both conventional and Islamic capital market instruments) are the largest and best-known: RAM Rating (www.ram.com.my) and MARC, the Malaysian Rating Corporation Berhad (www.marc.com.my).

				Walking through the Process  of Issuing Sukuk

				Issuing sukuk is similar to issuing conventional bonds. Consider how simple, conventional corporate bond issues work:

					1.	The company structures the bonds with its board’s approval, specifying the face amounts, interest rates, and maturity date and determining how many bonds it plans to issue (indicating how much money it hopes to raise).

					2.	The company prepares the bond prospectus, which explains the bond specifics to potential investors.

					3.	The company contracts an underwriter (a large financial institution, such as a bank, insurer, or investment house) to conduct the bond issuance. The underwriter offers insurance to the issuer that it will purchase any bonds that investors don’t buy.

					4.	The underwriter acts as middleman, selling bonds to investors on behalf of the corporation.

				Although a sukuk issuance goes through a similar procedure, different types of sukuk products require different structures. Therefore, the first step of the process is unique to the specific sukuk product. (I describe some specific sukuk products in “Listing Types of Sukuk” later in this chapter.) Also, sukuk require the creation of an intermediary called a Special Purpose Vehicle, which I explain in “Creating the SPV for acquiring assets.”

				In this section, I explain who is involved in issuing sukuk, what’s involved in establishing the general sukuk structure, who the middlemen are in a sukuk issuance, and the function of an underwriter.

				Identifying the parties involved

				Any sukuk issue involves three main parties; an optional fourth party (the underwriter) may or may not come on board:

				[image: check.png] Obligator: The obligator is the government or corporation that is going to benefit from the sukuk issuance.

				[image: check.png] Trustee or issuer: This party, called the Special Purpose Vehicle (SPV), is the middleman between the obligator and the investors. 

				[image: check.png] Investors: These entities are the sukuk holders.

				[image: check.png] Underwriter: With sukuk, an underwriter doesn’t usually conduct the actual bond issuance and isn’t required in every situation. However, an underwriter may be brought in as insurance to the SPV, to guarantee that any unsold sukuk will be purchased. The leading conventional banks or their Islamic subsidiaries (for example, HSBC Amanah, CIMB Investment Bank, and Standard Chartered Bank) are most often the underwriters for sukuk.

				Unlike conventional bonds, which are issued via an underwriter (such as an existing bank, insurer, or investment house), sukuk usually require the obligator to create a new entity, an SPV, to act as trustee or issuer. In the upcoming section “Creating the SPV for acquiring assets,” I explain what an SPV is. (Hint: It’s not the latest spinoff in the Law & Order franchise.)

				In the simplest form, here’s how the three key parties in a sukuk issuance interact:

				[image: remember.eps]	1.	The obligator creates or contracts the SPV to act on its behalf during a sukuk issuance. The obligator and SPV enter a sukuk-specific contract, and the obligator specifies the asset or activity the sukuk will support, as well as other particulars about the issuance (the face value, maturity, and so on).

					2.	The SPV issues the sukuk to the investors. Each sukuk subscription involves an agreement that spells out the relationship between the obligator and sukuk holders (as lessor and lessee, partners in a venture, principal and agent to manage investments, and so on) and the nature of the income/gain that the investors are entitled to (such as rental income or what portion of the obligator’s profit or loss the investor will share).

					3.	The SPV gives the proceeds from the investors to the obligator. The proceeds are to be used for the sharia-compliant asset purchase, lease, joint venture, or other business activity agreed upon between the obligator and sukuk holder during the sukuk issuance.

					4.	The SPV distributes the obligator’s returns or losses to the investors. The income or share of profits or losses borne by each investor is based on the agreement entered with the obligator.

				The following sections explore the first two steps of this process in a bit more detail.

				Setting up the sukuk’s general structure

				The first step in issuing sukuk is setting up their general structure. The obligator (issuing government or corporation) gets the help of sukuk arrangers to complete this step. Arrangers are Islamic financial service providers and professionals who know the sukuk process. (If a sukuk underwriter is needed, the arranger usually fills that role as well.) For this step, the obligator must describe the following:

				[image: check.png] Purpose of the sukuk: The purpose refers to the underlying asset (which can be a tangible asset, project, joint venture, and so on) set to directly benefit from the issuance.

				[image: check.png] Legal issues/relevant regulations: When conventional bonds are issued, they must be approved by the regulatory authorities of the countries in which they’re to be publicly issued (or listed in exchanges). In the same way, sukuk need to be approved by the relevant authorities for public offerings.

				[image: realworldexample.eps]		A public sukuk offering in Saudi Arabia, for example, needs to be approved by the Capital Market Authority of Saudi Arabia. The Security Commission of Malaysia needs to approve sukuk that will be listed in its exchange.

						The sukuk structure must include language that explains which regulatory approvals are required. In addition, it must describe the legal status of the SPV (the sukuk trustee/issuer).

				[image: check.png] Information about the obligator: This description of the obligator must include what type of business it conducts and its historical performance along with a list of its board of directors and its outstanding shares.

				[image: check.png] Units: This description documents the number of sukuk involved in the issuance.

				[image: check.png] Currency: The currency of the sukuk transactions in the primary market must be specified.

				[image: check.png] Structure: This part details the Islamic contract on which the sukuk functions. It explains whether the issue is based, for example, on an ijara, musharaka, or mudaraba contract (which I explain later in the chapter).

				The obligator (just like a conventional bond issuer) must then create a  prospectus, which includes the general structure information as well as the following:

				[image: check.png] The obligator’s rating per the independent rating agencies.

				[image: check.png] Risk factors related to the sukuk issuer (the SPV), to the obligator, or to the sukuk trust certificates themselves. Examples include the absence of a secondary market, the potential early redemption of trust certificates in certain cases, potential taxation issues, and potential legal issues (if the law were to change to become unfavorable to sukuk).

				[image: check.png] The ownership of the issuer (the SPV).

				[image: check.png] Names and affiliations of the administrators of the SPV and the sukuk arrangers.

				[image: check.png] Names and affiliations of the sharia advisors or board charged with ensuring that the sukuk issue complies with Islamic law.

				[image: check.png] Dissolution issues, such as how the issuer redeems the sukuk trust  certificates at the maturity date.

				[image: check.png] A diagram of the sukuk structure and its cash flows.

				[image: check.png] The terms and conditions of the trust certificates.

				[image: check.png] Organizational information about the obligator, such as its shareholders, board of directors, and employees (including an organizational chart).

				[image: check.png] An introduction to the obligator’s industry.

				[image: check.png] Transaction documents and taxation issues.

				[image: remember.eps]	Evidence of the sukuk’s sharia compliance is a crucial piece of information that must be included in the prospectus. Usually, the obligator must obtain and document an independent sharia advisor or board’s approval (in addition to approval from the obligator’s own sharia board). In a few jurisdictions, such as Malaysia, the sharia council or board of the legislative or regulatory authority that confirms that the sukuk comply with all local regulations also reviews the sharia compatibility of the sukuk structure and agreements.

				Creating the SPV for acquiring assets

				With the prospectus in hand, the obligator creates an SPV as a tool to acquire the sukuk’s underlying assets on behalf of the investors. An SPV may also be known by other names, including Special Purpose Entity (SPE) and Special Purpose Company (SPC).

				The SPV is a legal entity that’s separate from the obligator and that manages the pool of assets related to the sukuk. SPVs are created to transfer the ownership of the asset, project, or business (because it’s not possible to transfer ownership directly to the individual sukuk holders). SPVs take legal ownership of the assets on which the sukuk are based.

				[image: remember.eps]	Another key purpose of an SPV is to serve as a bankruptcy remote entity involved in purchasing and funding the assets, project, or business. (In conventional finance, this entity is a firm used to keep the financial risk of large projects separate from the financial risk of the business itself.) If anything happens to the sukuk originator, the SPV isn’t affected because it’s a separate entity. The creditors or parties to whom the originator owes money can’t claim the assets of the SPV.

				The SPV is an intermediary between the investors and obligator. Naturally, an intermediary adds costs to the transaction. To keep these costs to a minimum, the SPV should be both tax-efficient and capital-efficient, meaning it should provide the best service possible for the least amount of money. SPVs are usually registered in tax-efficient jurisdictions such as Bahrain, Luxembourg, and the Cayman Islands.

				[image: realworldexample.eps]	Here are three examples of SPVs created to support sukuk issues:

				[image: check.png] In 2009, Petronas of Malaysia issued sukuk via an SPV called Petronas Global Sukuk Ltd.

				[image: check.png] East Cameron Partners in Houston, Texas, issued sukuk in 2006 by using the East Cameron Gas Company–Grand Cayman (Cayman Islands) as  the SPV.

				[image: check.png] Dubai-based Nakheel Holdings issued sukuk via an SPV called Nakheel Development Ltd.

				[image: remember.eps]	Even though the SPVs in these examples have names very similar to those of the originators, SPVs aren’t subsidiaries of the originators. An originator establishes the SPV as a separate legal entity. SPVs aren’t supposed to hold any assets other than those to be used for sukuk issue purposes. Therefore, SPVs have minimum capital and few staff members.

				Insuring sukuk purchases

				After the sukuk structure and the SPV are in place (see the preceding sections), the sukuk issuance begins. An underwriter may insure the sukuk issuance, promising the SPV to buy all the unsold sukuk. (In some cases, the underwriter may also serve as the sukuk issuer to the primary market.)

				Listing Types of Sukuk

				In Chapter 12, I explain that Islamic business contracts provide the basis for Islamic investment funds. Various types of sukuk also use these contracts, as I explain in the following sections.

				Sukuk al mudaraba (sukuk based  on equity partnership)

				As I explain in Chapter 10, in simple mudaraba contracts, investors are considered to be silent partners (rab al mal), and the party who utilizes the funds is the working partner (mudarib). The profit from the investment activity is shared between both parties based on an initial agreement. (Any loss incurred is absorbed solely by the investors unless the working partner has been negligent in some way. The working partner loses the value of the time and effort it has devoted to the investment.)

				The same type of contract applies to sukuk. In a mudaraba sukuk, the sukuk holders are the silent partners, who don’t participate in the management of the underlying asset, business, or project. The working partner is the sukuk obligator. What about the SPV? It’s also a silent partner of the mudaraba contract because it represents the sukuk holders (investors). The SPV pools the funds from the investors and acts on their behalf, so in essence the SPV is owned by the sukuk holders.

				The sukuk obligator, as the working partner, is generally entitled to a fee and/or share of the profit, which is spelled out in the initial contract with investors. (The contract may refer the investor to the prospectus for information about how the originator is to be paid.)

				The whole process begins when the SPV (acting in the capacity of the rab al mal on behalf of the investors) and the obligator (who wants to have capital for business) sign a mudaraba contract. In the contract, the SPV agrees to pay capital (the principal collected from the investors) to the obligator in support of a sharia-compliant asset or business activity. Generally, this agreement is a restricted mudaraba contract (meaning that the obligator can make investments only in the specific business mentioned); the prospectus spells out this designation.

				Here’s how sukuk based on the signed mudaraba contract work (and see Figure 13-1 for a diagram of these steps):

					1.	The investors subscribe to the sukuk and pay proceeds to the SPV, which acts as their trustee.

					2.	The SPV issues sukuk certificates to the investors.

					3.	The obligator (the mudarib) receives the proceeds from the sukuk holders (investors).

					4.	The profits from the venture are divided between the obligator and the SPV, using predetermined (contractual) ratios. (Note that the obligator also may receive a management fee per the contract.)

					5.	The SPV receives the profits from the obligator and holds them. These profits are distributed among the sukuk holders on a periodic basis (again, per the contract).

				[image: realworldexample.eps]	This structure was used in 2007, when DP World (a Dubai-based company that operates marine ports) issued mudaraba sukuk for U.S. $1.5 billion. The originator was DP World, and the SPV was DP Sukuk Ltd. The offering had global appeal; about one-third of these sukuk were purchased in the United States and about one-quarter in Europe. These mudaraba sukuk were issued to facilitate the development of a container terminal facility at a major port in Dubai called Jebal Ali.

					

				
					Figure 13-1:  Sukuk based on the mudaraba contract.

				

					[image: 9780470430699-fg1301.eps]

				Sukuk al murabaha (cost plus  or deferred payment sukuk)

				A murabaha contract is an agreement between a buyer and seller for the delivery of an asset; the price includes the cost of the asset plus an agreed-upon profit margin for the seller. The buyer can pay the price on the spot or establish deferred payment terms (paying either in installments or in one future lump sum payment).

				With sukuk that are based on the murabaha contract, the SPV can use the investors’ capital to purchase an asset and sell it to the obligator on a cost-plus-profit-margin basis. The obligator (the buyer) makes deferred payments to the investors (the sellers). This setup is a fixed-income type of sukuk, and the SPV facilitates the transaction between the sukuk holders and the obligator.

				[image: controversy_religion.eps]	Murabaha sukuk aren’t popular among investors seeking sharia compliance because the murabaha payments represent debt (the obligator owes money to the investors) and, therefore, aren’t negotiable or tradable. In other words, murabaha sukuk are similar to debt certificates. Sharia doesn’t allow the sale of debt, and debt can’t be traded in the secondary sukuk markets. Murabaha sukuk are transferable only at face value.

				To work around these issues, murabaha sukuk are issued in mixed portfolios (meaning portfolios that also feature other types of Islamic contracts). Some sharia scholars agree that if more than 50 percent of the portfolio’s fixed assets or ijara contracts are tied to murabaha sukuk, the entire portfolio may be issued as negotiable certificates and tradable on the secondary market.

				The murabaha contract process begins with the obligator (who needs an asset but can’t pay for it right now) signing an agreement with the SPV to purchase the asset on a deferred-payment schedule. This agreement describes the cost-plus margin and deferred payments.

				After the contract is signed, here’s how sukuk based on murabaha contracts work (and see Figure 13-2 for a diagram of these steps):

					1.	The investors subscribe to the sukuk and pay the proceeds to the SPV, which acts as their trustee.

					2.	The SPV issues sukuk certificates to the investors.

					3.	The SPV purchases the asset from a supplier.

					4.	The SPV sells the asset to the obligator per the contract terms. The delivery takes place on the spot.

					5.	The obligator pays the deferred payment to the SPV in a lump sum or installments.

					6.	The SPV distributes the deferred payments to the sukuk holders.

					

				
					Figure 13-2:  Sukuk based on the murabaha contract.

				

					[image: 9780470430699-fg1302.eps]

				[image: realworldexample.eps]	This format was used in 2005, when Bahrain-based Arcapita Bank issued murabaha sukuk with a five-year term for U.S. $200 million. The bank used proceeds from these sukuk to purchase commodities that it then sold.

				Sukuk al-salam (deferred  delivery purchase sukuk)

				In a salam contract, an asset is delivered to a buyer on a future date in exchange for full advance spot payment to the seller. As I note in Chapter 10, sharia allows only salam and istisna contracts to be used to support advanced  payment for a good to be delivered in the future. This same mechanism is used for structuring the salam sukuk.

				In salam sukuk, the sukuk holders’ (investors’) funds are used to purchase assets from an obligator in the future. The SPV provides the money to the obligator. This contract requires an agent (which may be a separate underwriter) who will sell the future assets because the investors want money in return for their investment — not the assets themselves. The proceeds from the sale (typically the cost of the assets plus a profit) are returned to the sukuk holders. Salam sukuk are used to support a company’s short-term liquidity requirements.

				The first step in the process is that the SPV signs an agreement with the obligator saying that the SPV will buy the asset from the seller on the future date in exchange for advance payments. Then the process follows these steps (illustrated in Figure 13-3):

					

				
					Figure 13-3:  Sukuk based on the salam contract.

				

					[image: 9780470430699-fg1303.eps]

					1.	The investors subscribe to the sukuk and pay the proceeds to the SPV, which acts as their trustee.

					2.	The SPV issues sukuk certificates to the investors.

					3.	The proceeds from the sukuk sales are passed to the obligator (the seller).

				[image: remember.eps]		At this stage, the SPV appoints an agent to sell the asset in the future for its cost plus a profit margin. This agent may be a separate underwriter, or it may be the obligator itself.

					4.	On or before the date established in the contract, the seller delivers the asset to the underwriter or agent (if not the seller).

					5.	The underwriter, agent, or seller-as-agent sells the asset to a buyer for  a profit.

					6.	The sales from the asset are transferred to the SPV.

					7.	The SPV distributes the proceeds to the sukuk holders (investors).

				Because the sukuk holders receive the proceeds at the sukuk maturity, this investment product is similar to zero-coupon bonds. (In a different type of salam contract, the sukuk holder may receive periodic payments instead.)

				[image: realworldexample.eps]	Salam sukuk are issued monthly by the Central Bank of Bahrain with a three-month maturity. Islamic financial institutions with excess funds purchase these sharia-compliant investment products, which have aluminum as their underlying asset. The bank issues the sukuk certificate to the Islamic financial firms for future delivery of aluminum; the bank uses the proceeds from the sukuk; and the sukuk holders appoint the bank to sell the aluminum for a price agreed upon in an initial contract.

				Sukuk al-ijara (lease-based sukuk)

				The ijara contract is essentially a rental or lease contract: It establishes the right to use an asset for a fee. The basic idea of ijara sukuk is that the sukuk holders (investors) are the owners of the asset and are entitled to receive a return when that asset is leased.

				[image: remember.eps]	Ijara is a well-known sukuk structure because it’s simple and tradable. Ijara sukuk give the holders a fixed flow of income. Companies may opt to use ijara sukuk if they determine that doing so is less expensive than securing a bank loan to purchase an asset.

				In this scenario, the SPV receives the sukuk proceeds from the investors; in return, each investor gets a portion of ownership in the asset to be leased. The SPV buys the title of the asset from the same company that is going to lease the asset. In turn, the company pays a rental fee to the SPV.

				The ijara contract process begins when a company that needs an asset but can’t afford to purchase it outright contracts with an SPV, which agrees to purchase the asset and rent it to the company for a fixed period of time.

				After the contract is signed, here’s how ijara sukuk work (Figure 13-4 shows you a diagram of the steps):

					

				
					Figure 13-4:  Sukuk based on the ijara contract.

				

					[image: 9780470430699-fg1304.eps]

					1.	Investors subscribe to the sukuk and pay the proceeds to the SPV, which acts as trustee.

					2.	The SPV issues sukuk certificates to the investors.

					3.	The SPV purchases the asset from a seller using investor proceeds.

					4.	The SPV leases the asset to the obligator.

					5.	The company (obligator) pays rental fees to the SPV.

					6.	The SPV distributes the rental fees to the investors according to the sukuk payment schedule.

				[image: remember.eps]	The SPV is responsible for servicing and maintaining the asset, and the company is responsible for ordinary maintenance.

				Sukuk al musharaka (joint  venture sukuk)

				The musharaka contract supports a joint venture business activity in which all partners contribute capital, labor, and expertise. The profit and losses are shared among all parties based on agreed-upon ratios.

				With musharaka sukuk, the sukuk holders (investors) are the owners of the joint venture, asset, or business activity and therefore have the right to share its profits. In a musharaka sukuk, unlike sukuk based on mudaraba, a committee of investor representatives participates in the decision-making process. Musharaka sukuk can be traded in the secondary market.

				The musharaka sukuk process begins when an obligator signs a musharaka contract with the SPV that specifies a profit-sharing ratio and indicates that the obligator will transfer assets (such as cash and property) to the joint venture. Then the following occurs, as Figure 13-5 illustrates:

					1.	The investors subscribe to the sukuk and pay the proceeds to the SPV, which acts as the investors’ trustee.

					2.	The SPV issues sukuk certificates to the investors.

					3.	The SPV transfers the proceeds from the sukuk to the joint venture, and the investor committee contributes its expertise.

					4.	The obligator transfers cash and/or assets to the joint venture, and it also contributes its expertise.

					5.	The profit and loss of the joint venture is shared between the SPV and the obligator based on the contract agreement.

					6.	If the venture is profitable, the SPV distributes its share of profits from the joint venture to the sukuk holders at periodic intervals specified in the contract.

					

				
					Figure 13-5:  Sukuk based on the musharaka contract.

				

					[image: 9780470430699-fg1305.eps]

				Sukuk al istisna (Islamic project bond)

				As I explain in Chapter 10, istisna is a contract between a buyer and a manufacturer in which the manufacturer agrees to complete a construction project by a future date. The contract requires a fixed price and product specifications that both parties agree to. If the end product doesn’t meet contract specifications, the buyer can withdraw from the contract.

				Istisna sukuk are based on this type of contract. The sukuk holders are the buyers of the project, and the obligator is the manufacturer. The obligator agrees to manufacture the project in the future and deliver it to the buyer, who (based on a separate ijara contract) will lease the asset to another party for regular payments.

				[image: remember.eps]	This quite complex sukuk product isn’t tradable in the secondary market and can’t be sold to a third party for less than its face value. Istisna sukuk are used to fund infrastructure development and construction projects. Some sharia scholars permit the use of forward lease agreements between the obligator and investors in which the obligator pays the lease in advance for the future asset. This way, the sukuk holders get income for their investment in the short term.

				The process of issuing istisna sukuk begins when the obligator (manufacturer or contractor) and the SPV sign an istisna contract. After that, the istisna sukuk work as follows (see Figure 13-6 for a diagram of these steps):

					1.	The investors subscribe to the sukuk and pay the proceeds to the SPV, which acts as their trustee.

					2.	The SPV issues sukuk certificates to the investors.

					3.	The proceeds from the sukuk issues are transferred to the obligator (in the role of manufacturer or contractor) in stages according to the agreed-upon payment schedule.

				[image: remember.eps]		The obligator and SPV may sign another contract: a forward lease contract. If they do, the obligator (in a lessee role) begins making rental payments to the SPV even before the project is complete, and the SPV distributes the income to the sukuk holders. Note that this scenario isn’t represented in Figure 13-6.

					4.	After the full project is complete, the title of the asset is transferred to the SPV.

					5.	The SPV leases the asset to the obligator.

					6.	The obligator (as lessee) makes rental payments to the SPV.

					7.	The SPV distributes the rental payments to investors at regular intervals.

					8.	At the sukuk maturity date, the asset ownership transfers to the obligator. In other words, the SPV sells the project to the obligator.

					9.	The obligator (now in the role of buyer) pays the SPV for the asset  ownership.

					10.	Sale proceeds are distributed among the sukuk holders.

					

				
					Figure 13-6:  Sukuk based on the istisna contract.

				

					[image: 9780470430699-fg1306.eps]

				Innovative sukuk

				The preceding sections describe only very general sukuk structures based on Islamic business contracts. But many other forms of sukuk are available in the Islamic capital markets. Each country and corporation may develop innovative sukuk structures based on its requirements; as long as the country or corporation gets the approval of a sharia board, it can move forward with new and creative types of sukuk. However, the sharia compatibility of such products may be (and often is) called into question because not all sharia scholars share the same opinions on new financial products.

				Here are just a few examples of innovative sukuk structures:

				[image: check.png] Hybrid sukuk are based on different combinations of existing Islamic contracts such as those I cover in this chapter.

				[image: check.png] Islamic exchangeable bonds (or convertible sukuk) allow investors to convert their sukuk holdings into equity shares of the company that issued the sukuk.

				[image: check.png] Sukuk al-wakala is basically an agency arrangement in which the investors appoint an agent (wakeel) to make investment decisions on their behalf.

				[image: check.png] Sukuk bai al bithaman ajil is based on a deferred payment contract. The price of the asset is agreed upon by both parties based on cost plus profit, and the ownership of the asset remains with the financier. This structure is available in Malaysia, but not all sharia scholars accept it as compliant.

				[image: check.png] Al istithmar sukuk (unlike most other sukuk) are based on intangible assets. Ijara contracts, receivables from istisna contracts, and receivables from murabaha contracts are packaged together and sold as investments. This structure, although not based on debt instruments, isn’t universally accepted among sharia scholars.

				[image: check.png] Green sukuk are another new and innovative type of sukuk based on sharia-compliant environmental credentials. Because Islamic investments are based on social responsibility, considering the environment as part of the investment process is a logical step. A green sukuk may be based on any of the Islamic contracts I discuss in this chapter.

				[image: realworldexample.eps]		According to the International Energy Agency, approximately $10 trillion is needed to combat climate change worldwide. Green sukuk are one investment product being considered to fund initiatives that contribute to climate solutions. For example, in 2011, Dubai announced plans to issue green sukuk to finance solar parks (which are essentially energy plants that harvest solar power from photovoltaic installations), energy efficiency devices for homes, and biogas (biofuel) plants.

				Charting the Growth of Sukuk

				The sukuk market is one of the fastest developing sectors in the Islamic finance industry. As I explain in Chapter 11, the history of sukuk begins in 1983, when the first government-issued Islamic bond, the Government Investment Issue (GII), came from Malaysia. But GII couldn’t be traded in the market because it represented an outstanding debt, which isn’t allowed per sharia. So even though this product was pioneering, it lacked a crucial feature of sharia compliance.

				As Chapter 11 also indicates, the Islamic bond market really began when sukuk were issued in Malaysia by Shell MDS for $30 million in 1990. Only a few sukuk were issued in the capital markets until 2001, when the government of Bahrain and Kumpulan Guthrie (a Malaysian-based company) issued ijara-based sukuk that seemed to kick-start the momentum of the sukuk market.

				Since that time, the sukuk market has grown to include issues by countries such as Saudi Arabia, Qatar, United Arab Emirates, Pakistan, Germany, Indonesia, Malaysia, the United States, the United Kingdom, Singapore, Brunei, Turkey, Japan, and Gambia. According to an International Islamic Financial Market report (see www.iifm.net), here are some examples of how sukuk products were represented during the period between 2001 and 2010:

				[image: check.png] Malaysia issued 1,592 sukuk for a total value of $115 billion, which comprised more than 58 percent of the global sukuk market during that period.

				[image: check.png] Bahrain issued 125 sukuk worth more than $6 billion.

				[image: check.png] Indonesia issued 70 sukuk worth more than $4 billion.

				[image: check.png] United Arab Emirates issued 41 sukuk worth more than $3 billion.

				[image: check.png] Saudi Arabia issued 22 sukuk worth $15 billion.

				Sukuk issues suffered between the years 2007 and 2010 due to global credit crises. In 2007, $13.8 billion worth of sukuk were issued, but in 2010 new issues represented only $5.35 billion. However, as the financial markets strengthened in 2011, $8.5 billion in sukuk were issued: a 62-percent increase over the previous year. (The London Stock Exchange listed the largest number of sukuk of any exchange in 2011, with ten sukuk worth $1.5 billion.)

				I fully expect the sukuk market to grow exponentially as many more countries join the market, new sukuk structures materialize, conventional bond issuers sell more sukuk, and non-Muslim countries issue and list more sukuk.

			

		

	
		
			
				
				
					Part V

					Reporting, Corporate Governance, and Supervision
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					In this part . . .

					Much like their conventional counterparts, Islamic finance institutions are governed by regulatory agencies and accounting standards and must issue financial statements so regulators and investors can study their performance. I open this part with a chapter that focuses on those statements and points out how they may differ from the statements of conventional financial firms.

					Next, I turn to the governance at Islamic financial institutions and how it may differ from that of a conventional firm. One key piece of the governance puzzle is supervision by a sharia board, which ensures that an Islamic institution’s operations and products comply with sharia (Islamic law). I devote Chapter 16 to explaining what this board looks like and what it does.

					Finally, I dive into how Islamic financial firms manage risk — a primary function of corporate governance. In addition to all the risks that a conventional financial firm faces, Islamic institutions have particular risks related to ensuring sharia compliance. I explain those risks and how they’re mitigated in Chapter 17.

				

			

		

	
		
			
				Chapter 14

				Issuing Financial Statements

				In This Chapter

				[image: arrow] Reviewing the purpose of financial statements

				[image: arrow] Comparing Islamic and conventional financial statements

				[image: arrow] Getting to know the source of Islamic accounting standards

				If accounting or auditing is your thing, you’ve come to the right place. But if not, don’t skip out just yet! My purpose in this chapter isn’t to delve into detail about what each line of a corporate financial statement means or to parse specific accounting standards. Instead, I just want to explain why some financial statements issued by an Islamic financial institution may look different from those issued by its conventional counterpart. From the perspective of end users, what do those differences mean?

				I start with a quick review of the key financial statements issued by most companies and then turn the spotlight on Islamic financial institutions. I offer some detailed analysis of what’s included on the balance sheet and income statement for an Islamic company that you won’t find on a conventional version of these reports, and I introduce four statements that are unique to Islamic institutions. (I don’t spend time covering the cash flow statement and statement of retained earnings or owners’ equity because these reports are largely the same for Islamic and conventional companies.)

				Finally, I touch on the role of the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) in setting and enforcing accounting standards in the Islamic financial sector.

				[image: remember.eps]	To keep the size of this chapter under control, I don’t attempt to cover the specific financial statements of every type of Islamic financial institution. When I discuss how the balance sheet and income statement are prepared in the Islamic finance world, I use Islamic banks as my model institution. They are, after all, the cornerstone of the Islamic finance industry (see Chapter 4). Although other Islamic financial institutions follow the same format when generating their statements, their specific product offerings and funds differ from those of an Islamic bank.

				Getting a Financial Statement Refresher

				Financial statements provide information about the performance of a business organization and its financial positions. In this section, I offer just the briefest refresher on financial statements: their purposes, users, and basic requirements. If you need more information on this topic, check out Financial Accounting For Dummies by Maire Loughran (Wiley).

				Recognizing the most commonly  issued statements

				These four financial statements are generally issued by all businesses, including conventional and Islamic financial institutions:

				[image: check.png] Balance sheet: A statement of financial position or standing of the company, the balance sheet explains the sources and uses of funds.

				[image: check.png] Income statement: The best tool to use to understand the performance of a company, the income statement describes how the business has performed during the year and documents its income and expenses.

				[image: check.png] Cash flow statement: A report of how cash and cash equivalents have moved through the business during the year, the cash flow statement is crucial for monitoring a company’s fund management.

				[image: check.png] Statement of retained earnings or owners’ equity: This report helps stockholders see what happened to their investments during the year and how their equity with the business changed.

				The two most important financial statements are the balance sheet and income statement because they illuminate the overall health of an organization. A company’s board of directors, managers, investors, and other stakeholders rely most heavily on these two statements to determine whether the company is moving in the right direction.

				Spotting statement users

				Stakeholders of a business use financial statements for various purposes. In the accounting world, the users of financial statements are generally divided in two categories:

				[image: check.png] Internal users: People inside the organization, such as employees, managers, and the board of directors, who are most interested in using the financial information to make decisions regarding business operations.

				[image: check.png] External users: People outside the organization who have an interest in its financial performance. These folks may be any of the following:

					•	Stockholders watching investments that fluctuate in value based on the company’s financial health

					•	Potential investors considering whether to put money into the organization

					•	Trade unions making decisions about possible union actions

					•	Competitors reviewing market trends and the performance of other companies in the same industry

					•	Governmental organizations monitoring taxation and other  regulations

					•	Financial institutions keeping track of how their loans are being used or considering whether to extend a loan to the company

					•	Customers curious about the organization’s performance or its socially responsible activities

				Issuing statements publicly and regularly

				Generally, regulations dictate that a public corporation’s financial statements be publicly available and published in its annual report. The financial statements for private partnership businesses or sole proprietorships may or may not be published, depending on owner preference, and aren’t usually required to be made public.

				Financial statements are most often prepared annually, but they may be prepared at other intervals (semiannually, quarterly, or even monthly) depending on a company’s internal controls (a subject I cover in Chapter 15).

				Focusing on statements for  financial institutions

				The financial statements for financial institutions (both conventional and Islamic) differ from those for manufacturing, merchandising, and service businesses. Financial institutions — intermediaries for savings, investment, and borrowing — have unique features that include risk and leverage. Thus, their statements are unique and tend to receive much closer inspection from government regulators than those of businesses in other industries.

				Why the extra attention? Individuals, corporations, and governments all deposit money in financial firms. If this money is lost, the impact is serious.

				[image: realworldexample.eps]	Consider the Bernie Madoff case: the largest financial fraud in U.S. history. Investors relied on the information in financial statements for Madoff’s company (which were audited, by the way) as they made decisions about how to invest their money. Clearly, this case illustrates that a financial institution that conducts its affairs fraudulently can have a tremendous, wide-reaching impact; in many cases, this impact is much greater than any other type of business can have. That’s why regulators pay so much attention to the statements generated by financial institutions (and why the ability of someone like Madoff to buck the system is so disconcerting).

				In the United States, financial institutions are regulated by federal and state government entities, including the U.S. Securities and Exchange Commission. Their accounting and auditing procedures are spelled out by entities such as the Public Company Accounting Oversight Board (which was created by the Sarbanes-Oxley Act of 2002) and the Financial Accounting Standards Board (which establishes GAAP, or generally accepted accounting principles).

				Other countries have their own accounting standards, and the International Accounting Standards Board (IASB) provides separate standards on disclosure requirements for financial institutions that operate across borders.

				Walking through the Balance Sheet

				No matter what kind of company you’re talking about, the balance sheet explains its financial position. This statement discloses the size of the business’ assets, liabilities, and owners’ equity. The company’s assets represent the organization’s resources, which must be equal to its liabilities (what it owes to outsiders) plus the owners’ investments. In other words

				assets = liabilities + owners’ equity

				The balance sheet of a financial institution is somewhat different from those issued by companies in other industries because a financial institution is essentially a financial intermediary. For example, the liabilities section of a bank’s balance sheet shows the sources of funds, and the list of assets represents the uses of funds.

				For an Islamic bank, the balance sheet is further distinguished from that of its conventional counterpart. In a conventional bank, liabilities represent debts that must be paid back to an outside entity. Because Islamic banks are equity-based institutions, their liabilities don’t represent the same types of debt that exist in conventional banks. Also, an Islamic bank’s assets may look quite different from those held by a conventional bank because they include, for example, equity investment partnerships and financial assets that are based on sharia-compliant contracts.

				To illustrate what I mean, I explain what types of entries you’re likely to find on a balance sheet for an Islamic financial institution under the categories of assets and liabilities.

				[image: remember.eps]	Why am I slighting owners’ equity here? That section of the balance sheet —  which reflects holdings of the business’ equity owners, retained earnings (profits not distributed among equity holders), and reserves — is the same for conventional and Islamic financial institutions. I’m focusing here on elements that differ between the two financial systems.

				Assets

				In the balance sheet for an Islamic financial institution, you may find entries for liquid, investment, financing, and fixed assets. Although you find similar categories of assets on a conventional financial institution’s balance sheet, many of the specific entries listed on an Islamic balance sheet would never make an appearance on its conventional counterpart.

				Liquid assets

				Financial institutions, like all companies, need to have liquid assets in order to meet unexpected fluctuations in business or demand from the sources of funds. The liquid assets category (for both conventional and Islamic institutions) includes the following elements:

				[image: check.png] Cash notes

				[image: check.png] Cash coins

				[image: check.png] Deposits with the national central bank for reserve requirements

				[image: check.png] Balances held with other banks

				The development of capital markets and the availability of short-term funds have enabled conventional companies to maintain lesser amounts of liquid assets than they previously required. But because the Islamic finance industry is still fairly young and its capital market is even younger (see Chapter 3 for some perspective on the industry’s age), Islamic financial institutions may require larger liquid asset reserves than their contemporary counterparts. How large an Islamic bank’s liquid assets should be depends on the Islamic financial market of the particular region or country in which it operates.

				[image: remember.eps]	Islamic banks can’t yet maximize their profits the same way conventional banks do because the Islamic capital market is less developed. But some Islamic interbanking instruments are in operation in Malaysia and Bahrain, and this aspect of the industry will certainly continue to grow.

				Investment assets

				Conventional banks offer loans to corporations and individuals who need funding for a project or business or for purchasing an asset. Islamic banks don’t offer interest-based loans; instead, as I explain in detail in Chapter 10, they have equity partnerships with customers to support projects, businesses, or the purchase of assets. These partnerships, as well as sukuk and general investments, are listed on the balance sheet of an Islamic bank as part of its investment assets. Here’s a brief rundown of items you often see on an Islamic bank’s balance sheet in this category:

				[image: check.png] Mudaraba investments: This class of assets represents partnerships between the bank and its customers in which the bank acts as the investor (rab al mal), and the customer is the working partner (mudarib).

				[image: check.png] Musharaka investments: This class of assets represents partnerships or joint ventures in which the bank and customer are both working partners; they each provide capital and expertise or entrepreneurship skills.

				[image: check.png] Sukuk: As I explain in Chapter 12, during the years before the development of the Islamic capital market, Islamic banks had excess money and few sharia-compliant ways to invest it. As the capital market developed, sukuk — the Islamic alternative to bonds that I describe in Chapter 13 — became one of the most common modes of investment for Islamic banks.

				[image: check.png] General investments: An Islamic bank makes sharia-compliant investments, using depositors’ funds to earn income for its customers and itself. The general investments listed on an Islamic bank’s balance sheet may include investments in sharia-compliant equity funds, mutual funds, and money market instruments, for example (see Chapter 11 for info on the Islamic capital market). They may also include the purchase of assets for resale, such as real estate, vehicles, and machinery.

				Financing assets

				Islamic banks don’t offer interest-based loans to their customers, but they do offer asset-based financing based on various Islamic contracts such as murabaha, ijara, istisna, and salam. The assets involved in these contracts are considered the bank’s property until ownership is transferred to the customer when the loan is paid. Briefly, here’s how these products work (you can find more detail on these contracts in Chapter 10):

				[image: check.png] Murabaha assets: The Islamic bank purchases the asset and sells it to the customer, using deferred payments based on a cost plus profit basis. The cost and profit are known in advance by the bank and the customer. The murabaha asset, which may be a vehicle, a house, a commodity, or real estate, is reflected on the bank’s balance sheet until the contract is complete and ownership transfers to the customer.

				[image: check.png] Ijara assets: The Islamic bank purchases an asset and leases it to the customer, who may own the asset at the end of the contract period. For the duration of the contract, the bank maintains ownership of the asset, and the balance sheet reflects this ownership.

				[image: check.png] Istisna assets: On behalf of a customer, the Islamic bank finances a construction project based on the istisna contract. The construction project is delivered to the bank at the end of the contract. Until the customer takes possession, the asset appears on the bank’s balance sheet.

				[image: check.png] Salam assets: A bank most often uses parallel salam contracts: It enters one contract with a seller for a certain product and makes the full payment in advance for a specified future delivery; it enters another contract with a purchaser for the same good (after it’s delivered) for a higher price. After the asset is delivered to the bank, it becomes an asset on the bank’s balance sheet. The bank then delivers it to the purchaser.

				Islamic banks also give interest-free loans (qard hasan) to people in need in order to fulfill the bank’s social responsibility. Although such loans don’t generate income for the bank, they’re still considered receivables and must appear on the bank’s balance sheet in the financial assets category.

				[image: realworldexample.eps]	In practice, banks offer many innovative products to suit their customers’ needs, so the items listed in the financing assets category differ greatly from bank to bank. For example

				[image: check.png] Sharjah Islamic Bank in United Arab Emirates lists the following financing receivables: qard hasan, murabaha, Visa (receivables from Visa credit cards), and istisna.

				[image: check.png] The Islamic Bank of Britain lists commodity murabaha and wakala receivables. (Wakala is a contract in which one entity works as an agent for another. In the effort to manage its liquidity, for example, one bank deposits funds in another bank, and the second bank invests them in a sharia-compliant manner.)

				Fixed assets

				Fixed assets are the same for conventional and Islamic financial institutions. These resources, which are needed to run the day-to-day operations of the bank or other business, include things like computers, furniture, and supplies.

				Liabilities

				In addition to the stockholders’ equity, the funding side of a financial institution includes its liabilities. Banks are largely funded by customers who deposit their money, but a bank’s liabilities also include funds that belong to other financial institutions, funds for charity, and other payables.

				Deposits

				The largest portion of the liabilities category for a bank is represented by deposits made by individuals, businesses, and even governments. Some customers make deposits in Islamic banks strictly for safeguarding purposes. When that’s the case, they may make wadia deposits, which can be used by the bank for any purposes and must be returned when the customer requests the money, or amana deposits, which the bank can’t use. (In the real world, amana deposits are rare.) I explain both types of deposits in Chapter 9.

				A second purpose for deposits in Islamic banks is to get returns for the investment. In this case, the Islamic bank acts as an intermediary, much like a conventional bank does. The Islamic bank accepts customers’ deposits and makes investments based on mudaraba or musharaka contracts. Profits from these investments are distributed among deposit holders. (In the unlikely case of the bank losing money on such investments, the deposit holders share the loss as well.) The customer can decide between restricted investments (in which the money supports only the specific venture or project selected by the depositor) and unrestricted investments (in which the bank — not the customer — chooses the investment).

				No matter which purpose is at play, which Islamic contract is used, or which specific deposit products a bank offers, all deposits must reflect on the  balance sheet as liabilities.

				Amounts due to other financial institutions

				For both conventional and Islamic institutions, this category reflects any amounts owed to other commercial banks, investment banks, and central banks — in other words, any interbank outstanding balances. The key difference in Islamic banking is that this situation is based on an Islamic (interest-free) contract and sharia-compliant interbank principles. For conventional banks, interbank balances almost always incur interest.

				[image: remember.eps]	A bank may owe money to another institution even though the bank didn’t borrow the funds. If an Islamic bank has excess funds, for example, it may choose to deposit that money in another bank. The second bank owes the money to the first simply because the first bank is a depositor.

				Interbank balances may reflect on the balance sheet as profit-sharing or non-profit-sharing deposits. They may be payable on demand, or they may be time deposits. These designations all depend on the agreement between the two banks at the time of deposit.

				Zakat (charity fund)

				As I explain in Chapter 2, zakat is an obligation of wealthy Muslims to give a certain percentage of their income to charity or the needy. Bank customers may make contributions to the bank’s zakat fund to fulfill their obligations. Or, when an Islamic bank distributes profits both to equity stockholders and profit-based deposit holders, the bank may deduct the required zakat amount from that profit and reserve it in the designated fund. (Not all Islamic banks take this step.) Any money in the bank’s zakat fund is later given to the relevant authority that collects zakat in Muslim countries.

				The zakat fund is a specific liability entry on the balance sheet so the bank can be transparent about its efforts to fulfill this social responsibility. Stockholders and depositors want to know that the bank is paying their zakat as charity and not using it for the bank’s own financial needs.

				Other payables

				For a conventional bank, all liabilities except deposits and money owed to other banks are usually grouped under a balance sheet heading called, appropriately enough, other liabilities. But some Islamic banks may opt to have separate headings for each sub-liability classification. For example, you may see the following items on the balance sheet for an Islamic bank:

				[image: check.png] Declared undistributed dividends: The dividends belonging to equity holders (just as in a conventional bank).

				[image: check.png] Returns payable to customers: The profits from investment activities due to be given to mudaraba (profit and loss sharing) customers. This category is equivalent to interest payable on a conventional bank’s balance sheet.

				[image: check.png] Accruals payable: Business operation payables, such as utility bills.

				[image: check.png] Amounts due to holding companies or related companies: Money due to the parent company if a bank is a subsidiary of another company.

				[image: check.png] Taxes payable: The amount of tax due to the government.

				Investigating the Income Statement

				An income statement reports the business performance of a financial institution. It reports on income sources and the structure of income and expenses, and it serves as a crucial decision-making tool for the company’s managers and board. In brief, the statement presents performance information in this format:

				Income

				Expenses

				Net profit before tax/zakat

				Tax/zakat

				Net profit available for stockholders

				Obviously, the bottom line of this statement (the net profit number) is very important to everyone involved in the company — from managers and staff members to investors and potential lenders.

				[image: remember.eps]	Why is the income statement of an Islamic bank different from that of a conventional bank? Conventional banks basically receive money from lenders and give it to borrowers; they earn income by charging interest for those loans (and by offering other ancillary services). Islamic banks earn income based on equity participation and asset-based transactions.

				In this section, I walk you through the types of income and expenses you may see on an Islamic bank’s income statement.

				Income

				An Islamic bank’s income structure can be divided into three subcategories: income from financing activities, income from investment activities, and income from operating activities. In practice, banks may list different classifications on their financial statements (to adhere to their internal policies or meet the requirements set by regulatory authorities), but these three divisions are helpful for understanding where a bank’s money comes from. I briefly explain each income category here.

				Income from financing activities

				An Islamic bank classifies all income it receives through various financial instruments in this subcategory, which relates directly to the bank’s financing assets reflected on its balance sheet. (See the earlier section “Financing assets.”) The possible sources of income for this category can come from mudaraba (profit and loss), musharaka (joint venture), murabaha (cost plus profit), istisna (construction project), and ijara (leasing) contracts.

				Income from investing activities

				Various investment assets held by an Islamic bank can (and should, if the bank is doing its job well) earn income. This category includes income from mutual funds, equity funds, sukuk, asset resale, mudaraba and musharaka investments in investment banks or other commercial banks, and more.

				Income from other operating activities

				All income that doesn’t fall under financing and investing activity is classified under this other category. Following are some possible income sources from other operating activities:

				[image: check.png] Commissions: The bank receives commissions for various commercial activities, such as issuing travelers’ checks and allowing other banks to use its ATMs.

				[image: check.png] Banking fees: Islamic banks that engage in retail banking activities charge fees.

				[image: check.png] Management fees: The bank charges fees for nontraditional banking activities, such as financial advising or merchant banking.

				[image: check.png] Foreign exchange income (gain): When a bank offers foreign exchanges to other banks and customers on the local currency, the bank may experience a loss or gain at the end of the accounting or reporting period. For example, say a bank has a stock of Swiss francs at the beginning of a given year. Later, those Swiss francs are traded for a price higher than the purchase price. The resulting profit from this transaction is listed as income from other operating activities.

				Expenses

				The relevant expenses for Islamic banks fall into the same broad classifications as for conventional banks: general and administrative expenses, and provisions for loss or impairment. These categories are very general and may differ from bank to bank. For example, some banks may have classifications that separate out personnel and/or marketing expenses.

				General and administrative expenses

				These expenses (for both a conventional and Islamic bank) represent what a bank needs to spend in order to conduct its day-to-day operations; general and administrative expenses may include costs related to personnel, marketing, and legal services.

				Provisions for loss or impairment

				As I explain in Chapter 17, banks are generally exposed to credit risk. For a conventional bank, credit risk relates to customers who may not pay back their loans; such customers may be lessees, mortgage holders, or issuers of debt instruments such as corporate bonds. (Hence, this situation may be referred to as loan loss risk.)

				For an Islamic bank, credit risk arises when the bank finances equity partnerships or assets by using Islamic contracts and the customers don’t fulfill their end of the bargain. In the case of an equity investment, the bank has funneled money into a project that hasn’t been completed and may be worthless. In the case of an asset-based instrument, the bank is stuck with an asset it must try to sell to another buyer. This expense category reflects the bank’s provisions to cover its anticipated credit risk.

				Some banks separate impairment loss into two categories: impairment loss on nonfinancial assets and impairment loss on financial assets. The first category includes provisions for losses resulting from general business activities, such as joint ventures and investments held for resale. The second category focuses on impairment loss related to financial and investment assets.

				Tax/zakat

				In addition to reflecting taxes paid to the government by the Islamic bank, the income statement also reflects the amount of zakat the bank paid during the year from the designated zakat or charity fund. Keep reading to find out how and why an Islamic institution maintains a separate account for zakat and issues a separate report on its sources and uses of funds.

				Noting Unique Financial Statements Used by Islamic Financial Institutions

				In addition to the four financial statements most commonly issued by all corporations, Islamic financial institutions issue four more. That’s because an Islamic institution must keep certain pools of money separate — because of their special nature compared to other activities — to achieve purity and transparency regarding how money is being used. Here are the four statements you find only in Islamic financial reporting:

				[image: check.png] Statement of changes in restricted investments and their equivalents: When investors place their money with an Islamic financial institution, they have the choice of selecting their specific investments or making restricted investments. The institution must issue a separate statement that shows these restricted transactions so the investors are confident that their money has been used according to their specifications.

				[image: check.png] Statement of changes in the interest-free loan fund: Islamic financial institutions also have a separate fund for providing qard hasan — interest-free loans (which I explain in Chapter 9) — to fulfill their social responsibilities. Most often, these loans are offered to bank employees who are getting married, need medical treatment, or are pursuing education opportunities. Again, a separate statement is prepared by the Islamic financial institution to show activity in this fund.

				[image: check.png] Statement of changes in the policyholders’ surplus (issued by takaful, or Islamic insurance, companies only): As I explain in Chapter 18, participants in a takaful fund benefit from any surplus money remaining in the pool at the end of the year. This statement spells out how much surplus exists so policyholders are clear about the amount and how it’s distributed.

				[image: check.png] Statement of changes in the charitable fund: Each Islamic financial institution has a separate fund for zakat — alms that are donated directly by customers — and for other charitable funds that arise from transactions, including certain types of fees that the firm cannot accept as income. The financial institution must prepare a statement to show changes to this fund.

				This last statement warrants a bit more explanation because this fund is so crucial in fulfilling the bank’s social responsibilities.

				[image: remember.eps]	An Islamic bank is obliged to pay zakat if local and/or national laws require it; if its stockholders pass a resolution requesting that it do so; or if its charter requires it. Zakat is paid into the bank’s charitable fund. (Note: The words zakat and charity don’t mean the same thing. Zakat is an obligation; charitable giving is voluntary.) The fund may receive money directly from customer contributions, or it may receive money in these ways:

				[image: check.png] Directly from customer profits: Customer profits are charged a certain percentage for zakat, which is allocated to the charitable fund.

				[image: check.png] From various business operations. Here are just two examples of ways the charitable fund receives money from business operations:

					•	Penalties for default: If a customer who has a murabaha (cost plus profit) or ijara (lease) contract with the Islamic bank defaults on his payment, the bank can’t charge the customer interest based on the default date or amount owed. But the bank must be permitted to take some punitive action or else it runs enormous credit risk and sets itself up for liquidity problems. (Why would borrowers pay if they didn’t incur a penalty for defaulting?) For these reasons, Islamic scholars agree that customers can be fined a penalty. That gives customers incentive to make each payment installment. However, the bank can’t take these penalties as other income; it must give the money to the charity fund.

					•	Equity compliance: As I explain in Chapter 12, equities go through a screening process to determine whether they’re sharia-compliant and therefore acceptable for Islamic investment. But scholars understand that in the real world, few if any companies can achieve 100-percent compliance. Therefore, if a bank wants to invest in a company that has 5-percent noncompliant activities, the bank can accept dividends and capital gains from that company as long as the bank gives 5 percent of such income to the charity fund.

				[image: technicalstuff.eps]	How is the charitable fund used? In a Muslim country, the bank turns over the zakat portion to an external authority that collects such moneys. The bank may use charitable contributions to fund education initiatives, support the poor and needy, supplement its qard hasan (interest-free loan) fund, and more.

				Applying Specific Accounting Standards

				As I note in Chapter 4, the Islamic finance industry is growing rapidly. For the industry to thrive, its growth must be accompanied by strong corporate governance that’s based on transparency and accountability. (The alternative leaves the industry open to fraud and corruption.) Because the industry is young, many critics suspect that criminals can manipulate it for money laundering. Uniform standards that allow practitioners, institutions, and regulatory bodies to communicate and monitor the organizational practices of Islamic finance institutions are crucial.

				If you’re familiar with U.S. accounting standards (GAAP) and international financial reporting standards (IFRS, which are established by the London-based International Accounting Standards Board), you may assume that they suffice for Islamic financial institutions. The framework of these standards is suitable for conventional financial institutions and instruments but not for the offerings in the Islamic industry. The problem is that conventional accounting standards focus on transactions that are often prohibited in the Islamic finance industry, such as those involving interest and speculation. In addition, these conventional standards typically lack the ethical dimension so firmly rooted in religious duty that the Islamic industry demands.

				The creation of the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) in 1990 filled the gap. It was a milestone for the Islamic finance industry, and it brought the industry increased international recognition. The AAOIFI works closely with international organizations such as the Bank for International Settlers (BIS) and International Organization for Securities Commission (IOSCO). These days, many countries’ regulatory bodies accept AAOIFI standards as well as IFRS. For example, in Bahrain and Kuwait, both AAOIFI standards and IFRS are accepted. 

				AAOIFI standards cover how to treat Islamic contracts such as murabaha, mudaraba, musharaka, salam, istisna, and ijara. They also cover treatment of sukuk, the Islamic alternative to bonds. Check out Chapter 3 to learn more about the AAOIFI.

			

		

	
		
			
				Chapter 15

				Considering Corporate Governance

				In This Chapter

				[image: arrow] Defining corporate governance

				[image: arrow] Noting why governance is especially crucial in the finance industry

				[image: arrow] Identifying the stakeholders in an Islamic finance venture

				[image: arrow] Distinguishing Islamic from conventional corporate governance

				[image: arrow] Putting governance concepts into action

				Corporate governance has been a topic of (sometimes heated) public discussion in recent years, starting in 2001 and 2002 with the collapses of Enron and WorldCom. The widespread impact of corporate fraud has the power to rile up virtually everyone, but especially the shareholders in these corporations — who lost a bundle. (For example, the approximately 20,000 Enron employees who held mostly company stock in their retirement plans lost about $1.1 billion when the company declared bankruptcy; its stock price fell from a high of about $90 to less than $1 per share.)

				The concept of corporate governance has existed for a long time in the financial world, but it gained a new level of global attention after these unprecedented scandals occurred and government regulators intervened to bolster stakeholder confidence. The best-known intervention was the U.S. Sarbanes-Oxley Act of 2002, which set new standards for the management of public corporations, corporate boards, and public accounting firms in the U.S.

				In this chapter, I examine the concept of corporate governance as it applies specifically to the Islamic finance industry. But before I get there, I define corporate governance in general to make sure you and I are on the same page. I then explore the importance of corporate governance for any financial institution before turning my focus to how the concept of corporate governance applies to Islamic institutions.

				The Cadbury Report

				If you know very little about corporate governance, you may want to read about the Cadbury Report, which resulted from the work of a U.K. committee chaired by Sir George Adrian Hayhurst Cadbury in 1991–1992. The committee’s  efforts were prompted by two events:

				[image: check.png] Mirror Group pension fund scandal: In 1991, media mogul (and one-time parliament member) Ian Robert Maxwell died after falling off his luxury yacht at age 68. (Some people believe he committed suicide.) After his death, news broke that he had misappropriated millions of pounds from his newspapers’ pension fund in order to shore up the finances of the companies themselves.

				[image: check.png] BCCI collapse: Also in 1991, the Bank of Credit and Commerce International (BCCI) collapsed. The bank, which had head offices in Pakistan and in London, had for years been investigated for financial crimes including money laundering. In addition to using bribery to hide its activities, the bank employed two distinct auditors, neither of which had access to all its financial records.

				Similar to what Enron and WorldCom accomplished a decade later in the United States, these incidents prompted a high-level discussion of how to prevent similar incidents (which had a far-reaching impact on investors and depositors). The Cadbury committee recommended changes that affected, among other things, how U.K. and other European corporations reported on their internal controls and their financial position in an effort to achieve better transparency.



				[image: remember.eps]	To be fair, because the Islamic finance industry is so young (see Chapter 3), I fully expect that models of corporate governance will morph and adapt to this industry’s needs in years to come. So keep in mind that some of the words I’m writing today may not entirely apply a few years or a decade down the road. That said, I focus primarily on big-picture elements of corporate governance that are likely to remain intact no matter how the details change. These elements include the involvement of sharia boards and the effort to achieve transparency so that all stakeholders are aware of a particular institution’s policies, transactions, and fiscal status.

				Clarifying What Corporate  Governance Looks Like

				The definition of corporate governance has evolved from a function designed primarily to protect investors to a critical element of business leadership that’s stationed to protect all the interested parties of a corporation. Another way to put it is that corporate governance today promotes accountability by corporate senior management to all company stakeholders inside and outside the corporation, including employees, suppliers, customers, shareholders, government regulators, financial institutions that have extended loans to the company, and so on.

				[image: remember.eps]	Think of it this way: Corporate governance is a set of policies, procedures, and rules that a corporation’s management must follow in order to be accountable and transparent to all stakeholders. The concept of corporate governance recognizes that a corporation’s stakeholders have rights. Depending on the specific type of stakeholder, these rights may include access to information about corporate transactions and fiscal status, access to a share of corporate profits, or control over corporate leadership (by electing the board of directors).

				[image: realworldexample.eps]	Many models of conventional corporate governance exist in theory. In reality, a few core models are adapted to fit the needs of a specific country or region. Here are just two examples of core models:

				[image: check.png] The Western model: The Anglo-Saxon model of corporate governance, also known as the principal-agent model, is used in the U.S. and U.K. The model is based on a fiduciary relationship between a corporation’s manager and its shareholders; the corporation operates for the financial benefit of the shareholders, and shareholders wield control by appointing the board of directors.

				[image: check.png] The European model: Also referred to as the Germanic model, this model views the corporation more broadly than the Western model does; the corporation exists to serve purposes in addition to creating wealth for its shareholders. Practiced in European countries such as Germany, France, and Greece, this model sees the corporation as a coalition of participants who share a common goal: the continued operation of the company. A company governed by this model usually has two boards: a management board and a supervisory board that oversees the management board (and takes action if the management board isn’t doing a good job).

				Appreciating the Role of Corporate Governance in Financial Institutions

				Strong corporate governance is important in any industry. But the corporate governance of financial institutions is especially important for these reasons:

				[image: check.png] Lots of people stand to lose money if the company fails. Financial institutions deal with huge amounts of money collected from lots of investors and depositors. They also have a widespread impact on the economy by extending credit to individuals and businesses. Therefore, the failure of such an institution has a big impact on public interest. (Consider the fallout of the 2008 bankruptcy of Lehman Brothers, for example, and the collapse of Bernard L. Madoff Investment Securities in the same year.)

						Another way to explain this idea is to say that financial institutions have more and different stakeholders than other corporations do. These stakeholders include depositors, investors, borrowers, regulatory bodies, and in some cases entire communities.

				[image: remember.eps]		Keep in mind that the people who stand to lose money if the financial institution fails aren’t necessarily people who would lose only excess funds. If a bank collapses, it may take with it the modest life savings of many depositors. The immediate impact on these people’s daily lives — not just on their future retirement plans — can be dire.

				[image: check.png] Financial managers must be managed. In any corporation, the governing board has an obligation to manage the people running the company. Depending on the type of company, board members may be clued in to potential problems when product manufacturing decreases, shipments to customers decline, vendors complain of nonpayment, employees alert them to changes in the volume of business, and so on.

						In a financial institution, the nature of the business makes the board’s job just a bit tougher. Reports on the institution’s financial transactions are the board’s primary source of information for determining whether management is doing its job well. (See Chapter 14 for a detailed look at financial statements.) If information asymmetry exists — if managers  know things about the business that the board doesn’t know — the board can’t assess management’s performance accurately. Therefore, the board must make every effort to ensure that management is being transparent and thorough in its reporting.

				[image: check.png] The corporate governance of financial firms impacts other firms. Most corporations interact with financial firms in substantial ways. A bank may provide loans, for example, or a financial firm may acquire or provide equity to start a corporation, making the financial firm a major stakeholder. When a financial institution fails, the ripple effect on other corporations is substantial.

				[image: check.png] Financial institutions are more leveraged than most other businesses. Banks and other kinds of financial firms may have lots of assets on paper but relatively few assets actually sitting in their vaults. After all, money must be invested in order to make more money. In a situation in which lots of depositors begin making claims on their money in a short period of time, the firm may experience a serious liquidity problem, which can lead to a panic (a run on the bank). The financial institution’s board must pay close attention to the percentage of its leveraged funds and carefully weigh the risk of investments versus having cash sitting in a vault and not increasing in value.

				Meeting the Stakeholders of Islamic Financial Institutions

				The term stakeholders refers to all the people who are formally or informally involved with — and affected by — the corporate governance of a business. Here are the stakeholder groups for an Islamic financial institution:

				[image: check.png] Shareholders: Without the shareholders, Islamic banks and other kinds of corporations would not exist. Shareholders provide capital needed to run a business, and they expect a return for their investments. The shareholders of an Islamic financial institution appoint the board of directors for corporate governance.

				[image: check.png] Board of directors: These folks are the topmost responsible people in a corporate body. Selected by the shareholders, the board members are responsible for developing corporate policies, strategies, procedures, and more to guide the institution toward success. To do so, the board of directors of an Islamic financial firm must have demonstrated competency in the finance industry, particularly Islamic finance.

				[image: check.png] Executive level managers: These are the senior managers — the CEO, COO, and CFO — who are appointed directly by the board of directors. Their jobs focus on implementing the board’s policies, strategies, and procedures.

				[image: check.png] Depositors and investors: The depositors and investors of an Islamic bank put their money into the bank on an equity participation basis, but they aren’t the true owners of the bank and don’t enjoy the same rights that the shareholders do. Still, depositors and investors need transparent information so they know how their funds are being managed and can make informed decisions. I focus on these individuals in the later section “Recognizing why account holders care about corporate governance.”

				[image: check.png] The public: Talk about a broad category! Many people are potentially stakeholders in an Islamic financial institution. Here are some of the groups of people that fall into this category:

					•	Potential depositors, investors, or customers

					•	Members of the media who provide financial-related information to their readers and viewers

					•	Ratings agency representatives

					•	Staff members of brokerage companies that connect potential  customers with financial firms

					•	Financial advisors who help clients decide on investments

						Public stakeholders rely on credible disclosures from financial institutions. However, these people are responsible for their own actions related to the financial firm; they don’t influence the firm directly.

				[image: remember.eps]	[image: check.png] Sharia board: What most clearly sets an Islamic financial institution apart from a conventional financial firm is the presence of a sharia board that’s responsible for the institution’s supervision and guidance. The sharia board supervises business operations, oversees new product development, and more. I discuss sharia boards later in this chapter (see “Ensuring  compliance through sharia governance”), and I devote Chapter 16 to exploring the role of a sharia board in an Islamic financial firm.

				[image: check.png] Internal auditors: The internal auditors are part of the audit committee of the Islamic financial institution. They report directly to top management or to the board of directors. These people are responsible for assessing whether the firm is following accepted accounting practices, internal controls set by the board, and industry regulations.

				[image: check.png] External auditors: The shareholders appoint external auditors to express an opinion about the financial information that the Islamic financial institution discloses and to assess the firm’s risk and how that risk is being managed. (You can read more about both external and internal auditors in the “Conducting audits” section in this chapter for more information.)

				Shaping Islamic Corporate Governance  to Meet Specific Needs

				You may wonder why the same corporate governance principles that guide conventional financial institutions can’t simply be applied to Islamic financial institutions. Although the two types of organizations share many features, here are Islamic-specific features that set the institutions apart when it comes to corporate governance:

				[image: check.png] Accountability to God: Various corporate governance models developed by Islamic scholars promote accountability to God — something you won’t find in the governance model of most conventional financial  institutions.

				[image: check.png] Sharia compliance: Islamic financial institutions operate based on sharia principles, which I outline in Chapter 1 and throughout the book. Without sharia, Islamic financial institutions can’t exist.

				[image: check.png] The relationship between the institution and investment account  holders: In Islamic financial institutions, investments are based on equity participation; the firm and the investors enter partnerships based on Islamic contracts (see Chapter 6) and share both risk and returns. Any returns are based on shared profits from investment in economic activities or assets rather than on predetermined interest rates (which are prohibited per sharia). Therefore, Islamic investors have a bigger stake than conventional investors in knowing what types of transactions the firm participates in and how well the firm performs.

				[image: check.png] The relationship between an Islamic bank and its depositors: The depositors at an Islamic bank have more concern in the bank’s activities  and financial status than conventional deposit holders do. That’s because if depositors in an Islamic bank are looking for returns (not just a safe place to keep their money), they enter into investment contracts with the bank in which they share risk and returns. Conventional depositors, in contrast, expect both the safeguarding of their principal and a guaranteed accrual of predetermined interest payments.

				[image: check.png] Financial reporting requirements: As I spell out in Chapter 14, the financial reports released by Islamic financial institutions don’t exactly mirror those of conventional banks and investment firms. Specifically, the balance sheet and income statement of an Islamic financial firm reflect categories of transactions that don’t apply in conventional corporations, and Islamic firms release four financial reports that don’t exist in the conventional finance industry.

				[image: check.png] Reserves: Islamic financial firms have two reserves that you don’t find in a conventional institution: the investment risk reserve and profit equalization reserve. These reserves help the institution to ensure that its investment account holders receive smooth returns and to safeguard the investors’ principal. The allocation for these reserves comes from the profits of the investment account holders. Flip to the later section “Setting aside reserves to mitigate investment risk and equalize profit” for more information.

				In the following sections, I briefly elaborate on the sharia board’s role (which gets much more attention in Chapter 16). I also explain how the relationships between an Islamic financial firm and its investors and depositors affect the nature of its corporate governance — particularly the need for transparency and public access to the firm’s financial information.

				Ensuring compliance through  sharia governance

				When it comes to corporate governance, the feature of Islamic financial institutions that most distinguishes them from their conventional counterparts is this: Islamic firms have sharia boards that are responsible for ensuring  compliance with Islamic law.

				[image: remember.eps]	Sharia boards are considered important ambassadors of the Islamic finance industry. Investors, bank depositors, and corporate shareholders put their money into Islamic finance corporations, believing that those corporations will adhere to sharia principles. The sharia board is responsible for ensuring that the moral standards of customers are upheld in the firm’s actions — that all transactions and investments are indeed sharia-compliant. Therefore, sharia governance is part of the overall corporate governance of an Islamic financial institution. Specifically, sharia governance refers to any policies and arrangements through which the firm ensures that it’s sharia-compliant.

				The competencies of the sharia scholars serving on the board have a significant impact on a firm’s sharia governance. Sharia board members are expected to be experts in Islamic business law and have knowledge of conventional finance, accounting, and economics. This background is essential in order for the scholar to guide the firm toward market success through sharia-compliant and innovative products. (After all, a sharia-compliant entity serves no one if it can’t keep its doors open!)

				[image: realworldexample.eps]	In theory, sharia board members should be independent from the Islamic firm’s organizational structure. In practice though, the board of directors recruits and pays the sharia board. Industry insiders are very aware that this arrangement has the potential to diminish the sharia board’s independence and therefore impact the quality of its governance. But qualified scholars are highly sought after and must be rewarded for their knowledge and efforts.

				Another issue that Islamic financial institutions face is that some sharia scholars sit on the board of multiple Islamic firms. (Locating enough qualified scholars to avoid this situation is difficult.) So the possibility of a scholar breaching confidentiality, whether intentionally or accidentally, exists. I cover these topics in more depth in Chapter 16.

				Recognizing why account holders  care about corporate governance

				Conventional financial institutions have one type of owner: shareholders. In Islamic financial institutions, two types of owners exist: shareholders and account holders. Their roles aren’t equivalent, but both groups have a vested interest in the corporate governance of Islamic firms. Account holders with Islamic financial firms are similar to equity holders (shareholders) due to the nature of the contracts used by these firms.

				[image: tip.eps]	To streamline this information, I focus on account holders with Islamic banks. Keep in mind that the issues I bring up here also relate to customers who place their money in Islamic investment funds, sukuk (the Islamic equivalent of bonds), and takaful (insurance) funds — all of which employ contracts similar to those I describe in this section.

				As I explain in Chapter 9, two main categories of account holders exist with Islamic banks: current account holders and investment account holders. In this section, I detail the relationship that each type has with the bank. In doing so, I point out why these account holders demand strict corporate governance. (Hint: They want to know where their money is and how it’s being used!)

				Current account holders

				In some ways, an Islamic bank’s relationship with its current account holders  is very similar to a conventional bank’s relationship with its checking account holders. The bottom line is that the bank needs to return the account holders’ money when they demand it. The difference between the conventional and Islamic financial systems lies in the contracts used by Islamic banks to  establish these accounts:

				[image: check.png] Qard hasan: Islamic bank depositors who want their money to be safeguarded often enter a qard hasan contract, which is an interest-free loan. The customer, who is loaning money to the bank, doesn’t receive any payment in return for his deposit (unless the bank chooses to offer him a gift for allowing the bank to use the money).

				[image: check.png] Wadia: This contract also involves the customer giving the bank money for safeguarding and allowing the bank to invest the money. It isn’t considered a loan contract, but the bank must return the money without limitations when the customer demands it.

				[image: remember.eps]	Though depositors don’t get any returns for their demand deposits, they do get a guarantee that the bank will return their money when they need it. This is where the corporate governance link comes in: These depositors require assurance that the bank isn’t involved in risky investments that will result in a loss of their principal or in investments that don’t comply with sharia (if the customer is Muslim). Only banks that conduct their business in a forthright, transparent way can assure depositors that their money is being used wisely.

				Profit and loss sharing investment account holders

				For conventional financial institutions, investment holders are liabilities. No matter what happens to the bank, the investment fund, or the project being funded, the investor needs to get back her principal along with a fixed amount of return. If you’re an investor in this situation, all you really need to know is that the institution is making money; how it makes the money is less important to you (if it’s important at all).

				[image: remember.eps]	But if you’re an investment account holder with an Islamic financial institution, your interest in the company’s business goes deeper. That’s because your relationship with the company is based on equity participation. Whether you have a savings account, a fixed-term account, or any other type of investment account, you and the firm share any profit or loss related to the firm’s use of your money. So even though you don’t have the same privileges and responsibilities as a shareholder (you don’t elect the board of directors or attend the annual meeting), your concerns with corporate governance are quite similar to those of a shareholder. You need access to information about what the firm is doing with your money and whether its efforts are reaping profits or  generating losses.

				Here are the two broad types of investment account holders, whose governance concerns differ slightly:

				[image: check.png] Restricted investment account holders: Islamic banks offer restricted investment accounts, which means the bank doesn’t mix the funds with any other type of funds in the bank, and investments made with the funds focus on a specific project, business, or venture. The bank is the fund manager or working partner in this situation, and investment holders are the fund providers or silent partners. Both partners share the profit, and the bank earns a fee for fund management. (If a loss occurs, the bank doesn’t bear any part of it unless the loss is a result of bank negligence.) The bank carries a substantial reporting and transparency obligation to restricted account holders.

						Before putting their money into a restricted investment account, restricted investors require specific information about the investment to be made, including the risks and potential returns involved. After they’ve made an investment commitment, they need ongoing transparency so they’re aware of how the project, business, or venture is faring; how much profit they’re sharing with the bank; what new risks (if any) have emerged since the initial investment date; and any other information that can help them understand how their money is being used. In addition, they need continued assurance that their money is segregated from other funds and not mixed into a general pool of investment dollars.

				[image: check.png] Unrestricted investment account holders: In unrestricted investments, depositors don’t make a specific choice of investment; they let the bank make any sharia-compliant investments it deems appropriate in order to create returns for them. Funds invested by multiple depositors are mixed together and possibly with funds from shareholders as well.

						A possible conflict of interest can arise between the needs of the shareholders and the unrestricted investors. Most investors (putting their savings into the bank’s hands) may seek fairly safe returns for their investments and therefore prefer less-risky investment vehicles. Shareholders, who may be using excess funds (not regular savings) in this venture, tend to prefer a more aggressive approach with more risk and higher potential returns.

				[image: remember.eps]		Unrestricted investment account holders don’t share the same rights as shareholders to influence the bank’s management (by electing bank board members, for example). In other words, they lack the control rights that shareholders have. Therefore, the bank has a responsibility to govern itself in a way that protects unrestricted investment account holders’ rights, including the right to transparent, easily accessible information about how their investments are faring. For this reason, most Islamic banks establish a board committee that specifically manages unrestricted investment accounts.

				Setting aside reserves to mitigate  investment risk and equalize profit

				I devote Chapter 17 to exploring the various risks faced by Islamic financial institutions, which strong corporate governance can mitigate. One risk that all corporations face is commercial risk: losing customers to the competition. In this section, I explain the steps that Islamic banks take to help mitigate this risk, especially for its unrestricted investment account holders.

				Obviously, a bank wants to hold onto its account holders by offering decent returns and protecting their principal. If another bank boasts higher returns, depositors are likely to start jumping ship. In the long run, a bank can work to improve its research in order to make better investment decisions, but what steps can it take in the short run to hold onto its customers when a profit-and-loss-sharing contract is weighing heavily on the loss side?

				[image: remember.eps]	An Islamic bank generally creates two types of reserves to protect unrestricted investment account holders’ principal and to smooth the flow of returns. This tactic is important to allow the bank to be competitive not only within the Islamic finance industry but also with conventional financial institutions. Here’s how these two reserves work:

				[image: check.png] Profit equalization reserve (PER): Generally, unrestricted investment account holders expect a decent profit when other Islamic banks are giving good returns on their investments. (This expectation is natural, right?) In case a bank’s investments may have subpar performance in a given period, the bank creates the PER by allocating a percentage of profits from the previous year(s) before it distributes profits between itself and its account holders. That way, when profits fall below an average level in a particular year, the bank taps into the reserve to boost investor returns and try to keep them happy.

				[image: check.png] Investment risk reserve (IRR): The bank creates this reserve (again, from a portion of previous years’ profits) to alleviate losses due to poor investment performance in a given year. The IRR mitigates the account holders’ risk of facing a loss as well as the bank’s risk of subsequently losing its customers.

				The existence of such reserves is part of a bank’s governance strategies. But some concerns exist that these reserves muddy the waters and don’t allow account holders to understand a given year’s performance with perfect clarity. In a very profitable year, part of the profit is retained for the reserve accounts. In a less successful year, anemic profits are bolstered or the losses are mitigated. Therefore, the bank may have more information about the fund’s performance in a given year than an investor has, which means that a situation of asymmetrical information (rather than perfect transparency) exists.

				Investors may also be concerned about their cash flow rights related to these reserves. That is, an investor looking for a short-term return from an unrestricted account wants to squeeze every dollar of profit from a given year’s performance. The bank’s decision to funnel a percentage of profits into reserves deprives that short-term investor of the complete profit he’s due. (Long-term investors don’t share quite the same concerns regarding cash flow rights because they have a decent chance of benefiting from the reserves.)

				Note that Islamic banks don’t use reserves for restricted investment accounts, which means restricted account holders don’t share this concern. Because restricted funds aren’t mixed with other funds in the bank, more transparency naturally exists regarding how those funds are performing in a given year. Also, investors in restricted accounts tend not to carry the same expectations of consistently high returns that unrestricted investors often have.

				Implementing Basic Elements of Good Governance in Islamic Finance

				The best concepts in the world can’t help a corporation if they aren’t put into action in the real world. In this section, I explain how corporate governance concepts translate into actual policies and procedures in Islamic financial institutions. I touch on the biggies: accountability and transparency, risk management, effective and efficient internal control systems, and audits.

				Striving for accountability  and transparency

				In finance, the word accountability is another word for responsibility and answerability; when something (specifically a bad something) occurs, the culpable individual or group must accept blame. Transparency in a corporate setting means that certain types of information are accessible to all the relevant stakeholders of the business.

				To achieve accountability, companies must develop an organizational structure that clearly defines the roles and responsibilities of each person and identifies who each person is directly accountable to. In many Islamic financial institutions, the shareholders and investment account holders are at the top, followed by the board of directors, senior management, and other operational level employees. See Chapter 7 for an example of what the organizational structure for an Islamic bank may look like.

				In terms of transparency, an Islamic firm should aim to provide both quantitative and qualitative information to its stakeholders so they can make truly informed decisions. For example

				[image: check.png] A potential unrestricted investment account holder needs to know a bank’s past investment performance, reserve policies, and level of investment risk-taking before she can determine whether to trust the bank with her money.

				[image: check.png] A member of the firm’s senior management team must know the company’s financial position backward and forward in order to make the best decisions regarding investments, personnel, and so on.

				[image: check.png] The board of directors must have access to complete, accurate information at all times so it knows how the firm managers are performing and whether operational or personnel changes are needed.

				To achieve transparency, here are the types of information that stakeholders must be able to locate easily — in printed materials, in electronic communications, or on the firm’s website:

				[image: check.png] The accounting principles that the firm follows: If the company strictly adheres to principles set forth by the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI), for example, it should make that fact clear to the stakeholders.

				[image: check.png] The company’s financial position and performance, including its historical performance: Depending on the institution’s internal policies, it may, for example, routinely show stakeholders its performance over the course of the past three, five, or ten years.

				[image: check.png] The firm’s risk management and corporate governance policies: That’s right — to meet the corporate governance goal of achieving transparency, the institution must state that goals such as transparency are part of its governance policies!

				[image: remember.eps]	Adequate disclosure regarding accounting treatments and risk management  policies is crucial. A financial firm should reveal what types of financial instruments it invests in and what risks these instruments pose. It should also clearly specify the accounting treatment for any credit-based financial instruments and explain what provisions the firm has made to ensure that debt losses are covered. Stakeholders must be able to understand the risks involved in the institutions’ activities, and the notes to financial statements should offer detailed information on these subjects.

				Managing risk

				Stakeholders must be able to trust that the Islamic financial institution will create value for them. The institution is responsible for managing its many risks to make sure it doesn’t fail. The board of directors and senior level managers are accountable for managing risk, and they are responsible for developing an effective risk management plan that identifies current and potential risks and indicates how those risks will be monitored, measured, controlled, and (if possible) reduced. Because risk management is so important, I devote Chapter 17 to that topic.

				Developing internal control systems

				[image: remember.eps]	Internal controls are policies and procedures adopted within an organization to protect its property and assets and to make its accounting system more accurate and reliable. Here are a few examples of possible internal controls:

				[image: check.png] A firm may take a monthly inventory of office and computer equipment to make sure that none of it walks out the door with employees.

				[image: check.png] A firm may release interim financial reports to its stakeholders on  June 15, September 15, and December 15, with its annual financial  report being released on March 15.

				[image: check.png] A firm may require that any checks issued for more than $1,000 be signed by two people: a staff member and a member of the board.

				All Islamic finance institutions must implement internal control systems to ensure their long-term financial health by avoiding problems related to accounting, fraud, or risk. A corporation with weak internal controls takes unnecessary risk.

				The board of directors is solely responsible for developing effective and efficient internal control systems. Those systems are passed to the senior management team, which is responsible for implementing them. Internal control systems must be constantly monitored to ensure that rules and procedures are followed.

				Conducting audits

				All business organizations must conduct audits, and Islamic finance institutions are no exception. Audit reports are important resources that promote transparency. In this section, I describe three types of audits that an Islamic financial firm must conduct: external (statutory) audits, internal audits, and sharia audits. Although the first two are common among conventional corporations, sharia audits are specific to firms that must satisfy the needs of Muslim stakeholders.

				External audits

				An external audit is the process of determining, based on the collection and review of sufficient evidence, whether a company’s financial reports are accurate. A written report is created based on the auditor’s findings, and the report contains an opinion regarding whether the financial reports are (or aren’t) error-free.

				External auditors are appointed by the company’s shareholders in the annual general meeting. Given the importance of the audit report to a firm’s corporate governance, it’s fortunate that shareholders have the right (with a majority vote) to make a change if an auditor doesn’t seem to be doing a suitable job. After all, if an external audit is poorly conducted, then the report can’t be completely reliable, which deprives stakeholders of the information they need and deserve. Many governments require that corporations hire public accounting firms to conduct external audits on an annual basis.

				[image: remember.eps]	External auditors working with Islamic institutions must be carefully screened for their qualifications. These auditors must understand not only the unique nature of the particular business but also the specific accounting standards that apply, such as those established by the AAOIFI. As I point out throughout the book, the business transactions of an Islamic financial institution are significantly different from those of a conventional counterpart, so public auditors who are well-versed in the business of conventional financial institutions may not be good candidates for this job.

				I’m happy to report that the Big Four audit firms — KPMG, Ernst & Young, PwC (PricewaterhouseCoopers), and Deloitte Touche Tohmatsu — employ specialists who know how to audit in the Islamic industry. Especially in the Middle East, the Big Four are actively involved with the Islamic finance industry by providing audits as well as consulting and underwriting services.

				Internal audits

				Unlike external audits, internal audits may be conducted at various times during the year. This process explores whether relevant parties are complying with the company’s internal controls. And these same internal controls spell out how often internal audits are required to ensure that good governance is established and stays in play. Internal auditors are appointed by the board of directors. Generally, these auditors come from the board itself, which has an audit committee. If an internal auditor discovers that a necessary control is missing, he proposes that it’s added to the firm’s operational protocol.

				Sharia audits

				The main reason that Islamic financial institutions exist is so Muslims can conduct business with firms that operate according to sharia law. An Islamic institution has an obligation to assure stakeholders that it operates in adherence with sharia principles. To fulfill this obligation, Islamic financial institutions conduct periodic audits that focus on sharia compliance. (The firm’s internal controls indicate how often such an audit will occur.)

				The sharia board is responsible for conducting the sharia audit and provides the stakeholders with its opinion. During a sharia audit, members of the sharia board visit the Islamic firm’s branches and study their operations. Sharia audit reports are published in the annual reports of some Islamic financial institutions, which means that audit results directly affect investor and  customer confidence.

				Following the Guiding Principles of IFSB

				I can’t conclude a description of Islamic financial corporate governance without noting the work of two crucial entities: the AAOIFI, which establishes accounting and auditing standards for the Islamic finance industry, and the Islamic Financial Services Board (IFSB). For an overview of what the AAOIFI does, turn to Chapter 14 or Chapter 22. Here, I focus on the IFSB.

				The IFSB was established to promote the soundness and stability of the Islamic finance industry. Since its establishment in 2002, the IFSB has issued 17 standards, guiding principles, and notes. The standards cover such topics as risk management, capital adequacy, transparency and market discipline, and guiding principles of the sharia governance system.

				[image: tip.eps]	I direct your attention specifically to IFSB-3 (the third standard issued), which covers corporate governance. If you intend to work in the Islamic finance industry, I suggest that you get familiar with this and other IFSB standards for corporate governance. Visit www.ifsb.org to start.

			

		

	
		
			
				Chapter 16

				Supervising Operations:  The Sharia Board

				In This Chapter

				[image: arrow] Tracing the evolution of the sharia board since the 1970s

				[image: arrow] Seeing how a sharia board is structured

				[image: arrow] Determining who sits on a sharia board

				[image: arrow] Appreciating the work of a sharia board

				[image: arrow] Touring various models of real-world sharia governance

				As I emphasize throughout this book, the Islamic finance industry is based on sharia principles. Sharia is Islamic law, a code of conduct that Muslims follow because they believe it’s God’s law (see Chapter 1). Sharia governs a broad spectrum of activities — from the way the justice system works in a Muslim country to how a Muslim family handles its everyday life. And, of course, within the Islamic finance system, sharia governs the way that banks, fund management companies, insurance fund operators, and other financial professionals conduct their business.

				Even people who know nothing about Islamic finance have likely heard of sharia law, and opinions about sharia among non-Muslims are rarely positive. From East to West, sharia gets its share of criticism and negative media attention. But the way sharia is applied within a certain family or tribe shouldn’t taint its application in the Islamic financial industry. As I explain throughout this book, Islamic financial industry regulatory bodies and professionals are working hard to maintain a level of purity and transparency that greatly benefits all participants in the system.

				To achieve that purity and transparency, the Islamic finance industry depends upon the support of sharia scholars: men and women who are deeply knowledgeable about sharia and who share their expertise by sitting on sharia boards that help govern Islamic financial institutions. In fact, a sharia board is probably the most easily recognizable feature that distinguishes an Islamic finance institution from a conventional one. All Islamic financial institutions are expected to operate in sharia-compliant ways, and the supervision provided by sharia boards ensures that compliance.

				The Goldman Sachs sukuk controversy

				In late 2011, Western banking behemoth Goldman Sachs announced its intention to issue sukuk (the Islamic equivalent of bonds; see Chapter 13) worth U.S. $2 billion. This announcement clearly signaled that conventional financial institutions recognize the profit potential that exists within the global Islamic finance industry. Yet many Islamic financial professionals and scholars immediately began debating whether Goldman Sachs could possibly issue a product based purely on an Islamic contract (see Chapter 6) and keep any profits from such a product separate from its other (non-sharia-compliant) products. (To remain in compliance, sukuk profits cannot be used to support other interest-bearing products, for example.) Although Goldman took the essential step of securing product approval from ten sharia scholars after making its announcement, the company’s success in governing the sukuk per Islamic financial industry principles will depend largely on the continued supervision of sharia scholars.



				For these reasons, I devote this chapter to describing a sharia board, explaining how it functions in an Islamic financial institution, and noting what qualifies someone to sit on such a board.

				Adapting the Sharia Board to  a Rapidly Changing Industry

				As I explain in detail in Chapter 3, the modern Islamic finance industry is very young. The modern concept of sharia-compliant financial products came into existence in the 1960s and early 1970s as a result of Islamic economists’ efforts.

				Considering the industry’s short history in three distinct phrases is helpful for examining the sharia board’s role in guiding modern Islamic institutions. The first phase involved initial steps to move away from the interest-based conventional banking system; the second focused on developing ways to earn income for deposits and investments in a sharia-compliant way. Most recently, the Islamic finance industry has been able to diversify considerably with products and contracts that complement what’s found in conventional markets. Here, I describe the role of the sharia board during each of these three phases.

				Finding its legs: The first two  decades of the industry

				The era from the mid-1960s until about 1980 marks the emergent period for the Islamic banking industry. Note that I use the word banking here; no other industry sectors existed during this initial phase. With the establishment of the Mit Ghamr Savings Bank in Egypt and Tabung Haji in Malaysia (see Chapter 3), Islamic economists’ theories began taking form. The 1970s saw the emergence of many commercial Islamic banks that introduced simple products based on contracts such as mudaraba (financial partnership) and musharaka (joint venture).

				Historical records don’t indicate the existence of an Islamic bank sharia board until more than a decade after Mit Ghamr and Tabung Haji. Monzer Kahf, a research economist and independent consultant in Islamic finance and economics, indicates in his paper Strategic Trends in the Islamic Banking and Finance Movement that the following banks were the first to create sharia boards:

				[image: check.png] Faisal Islamic Bank of Egypt, established in 1976

				[image: check.png] Jordan Islamic Bank, established in 1978

				[image: check.png] Sudanese Faisal Islamic Bank, established in 1978

				[image: check.png] Kuwaiti House of Finance, established in 1979

				The banks made the effort to appoint a sharia board shortly after their establishment primarily to give their customers and investors confidence in the banks’ credibility as purveyors of sharia-compliant products.

				[image: remember.eps]	The sharia scholars who sat on the first sharia boards (understandably) had little experience with the burgeoning Islamic financial industry. They also were largely unfamiliar with conventional financial contracts, products, techniques, regulations, and business law. The first Islamic banks were mostly dealing with trade and agriculture-related industry, and their sharia boards lacked familiarity with manufacturing, international trade, and international financial dealings. Therefore, this first phase of sharia board existence was more or less a training period: The scholars had a great deal to learn.

				Because of the scholars’ lack of experience with the finance industry as a whole, many disagreements occurred during this period among sharia boards and senior bank managers regarding what types of products banks should offer customers. Managers pushed to develop new, innovative products that would help Islamic banks better compete with their conventional counterparts, but scholars tended to be very conservative. Sharia boards rejected many new product ideas because the scholar advisors weren’t yet comfortable with the industry’s laws, contracts, techniques, and principles.

				Gaining confidence: The development  of new products in the 1980s

				The 1980s were a significant development phase for modern Islamic finance. The Islamic banking industry was faring well by the start of this decade, which saw the emergence of Islamic capital market instruments: Islamic investment funds and sukuk (the Islamic equivalent of bonds).

				Although mudaraba and musharaka contracts were the basis of most Islamic financial products during the industry’s initial phase, by the 1980s they were no longer sufficient to meet industry demands for project financing, home financing, liquidity management, and other products. They also couldn’t meet the development needs of the Islamic capital market, which Muslim investors badly wanted. (Many Muslim investors — especially high net worth individuals — were actively seeking interest-free capital market instruments in which to invest their excess money.)

				With several years of industry experience under their belts, sharia board advisors — who brought extensive knowledge of Islamic contracts with them — helped pave the way for product solutions that propelled the development of the entire industry in the 1980s. Sharia boards during this phase enabled great innovation in the banking sector, in the capital market, and in the takaful (Islamic insurance) sector, helping the Islamic finance industry meet quickly growing demand for diversified products.

				Establishing key standards  as the industry goes global

				Since the 1990s, a crucial focus of the Islamic finance industry has been to establish accounting, auditing, risk mitigation, and other governance standards that promote confidence in Islamic firms and set the stage for global development. The industry’s global potential as a formidable financial contender emerged and began to attract larger numbers of eager patrons because of several factors, including these:

				[image: check.png] Islamic banks reached into broader territories, and Western commercial banks opened Islamic windows.

				[image: check.png] Investors worldwide gained access to sukuk issues and Islamic mutual funds.

				[image: check.png] New benchmarks for Islamic investment performance carried well-known names such as Dow Jones Index and Standard & Poor’s.

				[image: remember.eps]	The role of sharia boards has been influenced by the establishment of the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) in 1990 and the Islamic Financial Standards Board (IFSB) in 2002. Both organizations encourage the ongoing development of standardized Islamic contracts and techniques, which help sharia boards develop consistent ways to handle the supervision of Islamic financial institutions. That doesn’t mean, of course, that the corporate governance of one Islamic firm will ever exactly mirror the governance required by another firm; each institution is unique. But industry-wide standards that are spelled out for all stakeholders provide a sharia board with support that allows it to operate more effectively and  efficiently.

				Who’s Who: Outlining the Structure  of a Sharia Board

				The sharia board sits near the top of an Islamic financial company’s governing  structure. If you look at the organization of such a firm, you often find the sharia board reporting to the board of directors, executive management, or executive board. (See Chapter 7 for a sample organizational chart of an Islamic bank and Chapter 15 for information on corporate governance within the Islamic financial industry.)

				[image: tip.eps]	In this book, I use the term sharia board, but you will definitely run across the term sharia supervisory board (SSB) in the industry as well. Both terms refer to the same group of people.

				As I explain in the later section “Recognizing the Sharia Board’s Role,” sharia boards have two broad areas of responsibility within an Islamic financial institution:

				[image: check.png] Ensuring that a firm’s operations are sharia-compliant

				[image: check.png] Confirming that product development is sharia-compliant

				In practice, most Islamic financial institutions have three to six sharia board members. (And yes, those members may be women! Most sharia scholars working in the Islamic finance industry are men, but women can and do participate on sharia boards.) Although some Islamic financial firms could probably rely on the guidance of a single Islamic scholar working as a full-time advisor on both product development and operations, most financial institutions engage multiple sharia board advisors on a part-time or full-time basis in order to instill confidence in the strength, authority, and accuracy of the board’s rulings and oversight.

				The general perception is that a financial institution benefits from having a diversity of scholarly opinions, backgrounds, and experiences. If it hires just one advisor and that person’s opinions don’t jibe with the opinions of many other sharia scholars in the industry, the firm may find itself promoting products that are heavily criticized for not being sharia-compliant, for example. No Islamic institution wants to face that type of public relations battle.

				[image: remember.eps]	Most of the scholars serving on a sharia board also hold full-time teaching positions, and many scholars serve on multiple sharia boards (a fact that I address in “The small pool of qualified candidates” later in this chapter). No regulatory body requires a term limit for sharia board scholars, but an individual firm may.

				The general sharia board structure most often looks like this:

				[image: check.png] One scholar serves as chairman of the sharia board, which means that he heads the team.

				[image: check.png] One scholar holds the position of general secretariat and acts as the board’s liaison with the firm’s senior management and board of directors.

				[image: check.png] Other scholars serve as board members, fulfilling the duties that I outline later in this chapter in “Recognizing the Sharia Board’s Role.”

				In a very well-established Islamic financial institution, the sharia board may be subdivided into various units that each takes responsibility for a different set of tasks. This kind of structure is called a sharia group, and its divisions may look like this:

				[image: check.png] Unit for sharia supervision supervises the firm’s operations.

				[image: check.png] Unit for research and development undertakes various research activities for the institution and helps ensure that any new product development is based on sharia principles.

				[image: check.png] Unit for communication and support services shares information to and from the sharia board and the firm’s senior management or board of directors. It’s also involved in documenting resolutions, interacting with other scholars and boards, and preparing sharia reports for inclusion in the firm’s annual report.

				[image: realworldexample.eps]	An international Islamic financial institution may use a slightly different sharia structure, which includes a central sharia board as well as various regional sharia committees. Global Islamic finance services group HSBC Amanah, for example, has a central sharia committee and regional sharia committees. The central committee has three scholars. Regional committees exist for Malaysia (with five members), Saudi Arabia (three members), Indonesia (three members), and Singapore (three members).

				Why employ this seemingly complex structure? The institution must make sure that its sharia scholars represent the spectrum of beliefs among its customers and potential customers. Sharia interpretations vary from region to region, so a company that operates in the Middle East and in Southeast Asia, for example, benefits from sharia board representation in both regions.

				Holding a Seat: Sharia  Board Membership

				No internationally standardized rules (such as licensing) exist yet regarding who qualifies for membership on a sharia board. Some countries with well-established Islamic finance industries, such as Malaysia and Pakistan, have implemented domestic regulations regarding the qualifications of sharia board advisors, but most countries haven’t taken such steps.

				Still, even nations that lack specific regulations expect certain standards from sharia board members. In this section, I explain what the basic qualifications are for sharia board participation. In addition, I point out some issues that surround sharia board membership and how the industry is attempting to address them.

				Listing the qualifications

				[image: remember.eps]	The most basic qualification sought for someone being considered for the sharia board is expertise in Islamic commercial jurisprudence (which, in Arabic, is fiqh al-muamalat) and Islamic jurisprudence (usul al-fiqh). That expertise may need to be demonstrated by a post-secondary education degree — a bachelor’s, master’s, or doctorate degree — depending on the country and institution in question. However, exceptions exist: Sometimes sharia scholars with extensive qualifications in the Islamic finance field but little academic-based expertise in Islamic commercial jurisprudence may be invited to join a sharia board. (Note: Some, but not all, Islamic financial institutions require fluency in Arabic to sit on a sharia board.)

				The key international regulatory bodies have something to say about qualifications as well. The AAOIFI defines sharia advisors as experts in Islamic commercial law. And the IFSB has issued a guiding principle (IFSB-10, to be exact) that indicates sharia scholars should have these four qualifications:

				[image: check.png] A bachelor’s degree from a recognized university in sharia studies, including Islamic commercial law

				[image: check.png] Skills in Islamic law methodologies for forming opinions

				[image: check.png] Strong knowledge of Arabic in order to conduct research with original sources

				[image: check.png] Knowledge of English in order to ease communications

				[image: realworldexample.eps]	Degrees in Islamic commercial law are offered in many Muslim countries, including Malaysia, Pakistan, Saudi Arabia, and Egypt, and in the United Kingdom. The University of Bedfordshire in the United Kingdom, for instance, offers a Master of Laws degree (LLM) in Islamic commercial law; the International Islamic University in Malaysia offers a PhD in Islamic commercial law, and the International Islamic University in Islamabad, Pakistan, offers an LLM in Islamic commercial law.

				Industry professionals expect that sharia board advisors will also have knowledge of conventional finance, economics, accounting, and the commercial laws of the country or countries served by the Islamic institution for which they are considering board participation.

				Here’s how an international Islamic institution may list the requirements for an opening on its sharia board:

				Expert sharia advisor sought for part-time sharia supervisory board position. Qualifications include a master’s degree in sharia studies, experience in product research and development for the Islamic financial industry, expertise in sharia principles as they apply to the Islamic finance industry, and fluency in Arabic.

				When a sharia scholar contacts an Islamic institution to express interest in serving on a sharia board, that person’s qualifications typically go to a nominating committee (populated by some members of the firm’s board of trustees) that presents candidates and recommendations to the entire board. The full board makes the hiring decision.

				A young scholar interested in becoming a sharia board advisor may start by working as an officer doing activities such as writing reports for a sharia board. (For comparison, consider a junior lawyer who sits with more experienced lawyer to get experience.)

				Eyeing potential issues surrounding  sharia board membership

				Islamic financial institutions face two main issues related to sharia boards: the sharia board’s relationship with the board of directors (and the ethical dilemma that this relationship can create) and an overlap of sharia board members among various firms due to the small number of qualified board-member candidates.

				The relationship to the board of directors

				Someone who qualifies to serve on a sharia board has spent years developing expertise in Islamic law, Islamic commercial law, and the financial industry. He’s committing to a long-term appointment and will devote many hours to fulfilling the responsibilities of the position. Clearly, he deserves to be paid. The problem is that payment comes from the same entity that hires him — the institution’s board of directors — which means that the board of directors plays a supervisory role with the sharia board.

				[image: controversy_religion.eps]	In theory, a sharia board should be an independent body that operates parallel to the board of directors and reports directly to the firm’s stakeholders. However, in practice — in a typical corporate governance structure — sharia boards report to the organization’s senior management and/or board of directors. This setup creates a potential conflict of interest because the sharia board is bound both to the institution and to sharia.

				Say, for example, that the board of directors or a senior manager advocates introducing a new product line, and the sharia board believes that the new products aren’t sharia-compliant. The sharia board members must be able to express and hold to that opinion — that is, to stand up to the folks signing their checks — in order to ensure the long-term strength of the institution.

				In some ways, this predicament is similar to the one faced by an external auditor of any corporation; the auditor must conduct its business without being influenced by senior management or the board of trustees that hired it. Otherwise, a conflict of interest may arise, and the auditor may not be able to provide the essential objective opinion that shareholders and all other stakeholders rely on. But because an external auditor is a separate entity appointed by the shareholders, its independence is protected when it comes to corporate governance; senior management and the board of directors have less influence on an auditor than they may with a sharia board.

				Some industry experts therefore propose that sharia boards assume the structure of external auditors. They argue that sharia board responsibilities need to be outsourced to a separate, expert entity that can supervise and audit the sharia compliance of the institution. This separate entity would be appointed by the shareholders and report to the board of directors and shareholders.

				Most of the time, the current structure works, despite the potential conflict of interest. Boards of directors generally work within the parameters defined by the sharia board for product compliance because not doing so has the potential to harm the firm’s reputation in the long run.

				The small pool of qualified candidates

				[image: remember.eps]	As the Islamic finance industry has grown, the number of highly qualified sharia scholars available to sit on sharia boards hasn’t kept pace. As a result, many sharia scholars sit on the boards of multiple Islamic financial institutions. For example, a 2011 report by Funds@Work, a strategy consultant for the investment industry, contains these compelling figures for that year:

				[image: check.png] Twenty scholars occupy a total of 621 sharia board positions.

				[image: check.png] Each of these 20 scholars holds between 14 and 85 board positions.

				[image: check.png] An additional 260 sharia scholars are occupying 520 board positions.

				Here are potential issues that arise from this situation:

				[image: check.png] Conflicts of interest: Boards of directors and senior managers of financial firms may question scholars’ ability to juggle their multiple commitments and provide the best possible service to the firm in question. Especially when a scholar sits on the sharia boards of two or more firms in the same industry sector (two or more banks, for example), the concern must be raised about whether the scholar can assist with new product research and development for one firm without her work influencing new product research and development for the other firm(s). The same concern applies to the scholar’s duties to oversee the institution’s operations and approve transactions to ensure sharia compliance.

				[image: check.png] Slips in confidentiality: A sharia board advisor’s opinions regarding new product development or company operations are influenced by his experiences in the field. If a scholar is an advisor to multiple institutions, he may unintentionally share information among them that should be kept confidential. Obviously, institutions demand the highest ethics from their sharia advisors, but inadvertent sharing of information may still occur.

				One possible solution is for an Islamic firm to take a chance on an up-and-coming sharia scholar who shows potential. However, the risk to the company’s short-term operations may be substantial. If a scholar doesn’t fully understand all aspects of both sharia law and the Islamic financial industry, she may be too quick to reject new product proposals that have potential. (A more-skilled scholar may recognize such potential and modify the proposal to become sharia-compliant.) Even worse, this person may approve products or transactions that aren’t sharia-compliant.

				The industry is taking steps to encourage the development of sharia scholars and avoid an ongoing situation in which sharia advisors serve multiple boards. For example, young scholars are encouraged to sit on a sharia board under the supervision of more experienced members, and senior scholars are encouraged to leave opportunities open for young scholars by avoiding multiple board positions. An increase in the number of university degree programs for Islamic commercial law also helps.

				Recognizing the Sharia Board’s Role

				A sharia board is the cornerstone of an Islamic financial institution. Therefore, the credibility of the sharia board has a big impact on the credibility of the institution. In this section, I explain the two primary functions of the sharia board — ensuring that the firm’s operations comply with sharia principles and assisting the firm with sharia-compliant new product development — and describe other roles that a sharia board may play.

				Assuring operational compliance

				One of the main functions of a sharia board in an Islamic financial institution is to make sure that its operations are sharia-compliant. In this way, the sharia board is much like a supervisory or auditing unit.

				The sharia board members or designated associates routinely conduct a sharia audit. This means that they test a sample of transactions occurring in all departments, branches, and business units of the Islamic financial institution with a specific eye on sharia compliance.

				In reviewing these transactions, the sharia board is looking for any instances in which the institution (whether intentionally or not) engaged in activities that involved any noncompliant elements, such as interest, speculation, gambling, or participation in noncompliant industries (for example, businesses that produce pork products, pornography, or weapons of mass destruction).

				[image: remember.eps]	The institution’s internal controls (its stated policies and procedures) should specify how often the sharia audit takes place as well as how the sharia board can derive sufficient and appropriate transaction samples to test for compliance. (Obviously, the board can’t study every transaction; doing so would be much too time-consuming.) Internal controls also cover how and when the sharia board must issue a report on its audit findings to the rest of the company’s stakeholders.

				Based on the audit findings, the sharia board suggests ways the institution can improve sharia compliance. Although the Islamic firm’s board of directors and senior managers may want to move ahead with certain types of transactions despite the sharia board’s feedback, an Islamic company’s shareholders (who own the company and have ultimate control) will push for sharia compliance in almost every instance. That’s because everyone is aware that an Islamic company can serve its Muslim customers only by adhering to Islamic principles. If it chooses to deviate from them, it’s essentially choosing to become a conventional financial firm and thereby threatening its very reason for existence.

				[image: remember.eps]	Ultimately, the sharia board is accountable to the shareholders, investors, and depositors who want assurances that they’re putting their money into a company whose values and operations conform to sharia.

				Reviewing new products

				The sharia board’s efforts don’t stop with compliance audits; they extend to researching and developing new sharia-compliant products. Often, a sharia board provides suggestions and approval for potential products.

				Fatawa rulings that affect Islamic finance

				Sharia boards of Islamic financial institutions often issue fatawa (the plural of fatwa) on matters such as new products and operational issues. A fatwa is any ruling made by a recognized or authorized entity about an issue from the point of view of Islamic law. (For example, a recognized sharia board may issue a fatwa regarding a social issue such as in vitro fertilization.) In the Islamic finance industry, the fatawa issued by a specific company’s sharia board aren’t necessarily binding to other companies, but other companies’ sharia boards may consider those rulings when they evaluate new products, for example.

				Although any sharia board can issue fatawa, certain sharia organizations’ rulings garner more respect than others. Here are a few of the organizations that issue such highly regarded fatawa:

				[image: check.png] The Fiqh (Islamic Jurisprudence) Council is part of the World Muslim League based in Mecca, Saudi Arabia. It’s one of the most important bodies that issues fatawa regarding the Islamic finance industry. For example, the Fiqh Council issued rulings regarding the permissibly of tawarruq (reverse murabaha), which I describe in Chapter 10.

				[image: check.png] The International Islamic Fiqh Academy based in Jeddah, Saudi Arabia, is a subsidiary of the Organization of the Islamic Conference. Its resolutions, such as its 2009 resolutions related to the permissibility of tawarruq, carry a good deal of weight in the Islamic finance industry.

				[image: check.png] Nationally recognized sharia boards, such as the Sharia Advisory Council of Malaysia and the Shariah Board of the State Bank of Pakistan, play vital roles by making sharia rulings regarding the Islamic financial transactions in their home countries.



				You may be wondering how many new financial products are really necessary. After all, if Muslim customers have access to current (checking) and savings accounts along with a variety of investment vehicles, that should suffice, right? Not if an Islamic financial institution wants to compete with conventional firms. To fully serve customer needs, an Islamic institution must study what’s available in the market and create sharia-compliant product alternatives.

				When a conventional financial company creates a new product, the product development team must gain approval from senior management. In an Islamic firm, approval must come not only from senior management but also from the sharia board; if the sharia board balks because the product isn’t compliant, the product doesn’t enter the market.

				Performing other compliance- related functions

				Following are additional roles and responsibilities that a sharia board may handle in an Islamic financial institution:

				[image: check.png] Finding sharia-compliant solutions to unprecedented situations that arise.

				[image: check.png] Researching and developing Islamic contracts that the firm doesn’t yet use and applying those contracts to new product development.

				[image: check.png] Archiving relevant documents, such as sharia board meeting minutes, passed resolutions, and completed studies. This responsibility belongs specifically to the sharia secretariat.

				[image: check.png] Writing off income from noncompliant transactions or investments and transferring it to the firm’s charity fund (described in Chapter 14). For example, an Islamic mutual fund may invest in a company that earns as much as 5 percent of its profits from noncompliant activities; in that case, the mutual fund must transfer 5 percent of its investment profits from that company to the charity fund.

				[image: check.png] Calculating the firm’s zakat (the amount it’s obligated to donate to charity) and supervising the zakat fund (which may be combined with the charity fund).

				[image: check.png] Informing customers regarding their zakat liability: the amount of their investment profits that they must designate for zakat.

				[image: check.png] Assisting the preparation of the firm’s annual report by commenting on sharia-related matters.

				[image: check.png] Assisting human resource development by providing training in sharia-compliant transactions.

				[image: check.png] Reviewing the institution’s promotional activities to make sure they meet high ethical standards.

				[image: check.png] Communicating with other institutions, regulators, and research organizations regarding sharia compliance matters.

				Considering Real-World Models  of Sharia Corporate Governance

				As I explain in Chapter 15, sharia governance is an essential component of the total corporate governance of an Islamic financial institution. One of the principles outlined by the IFSB (which issues principles and standards on corporate governance, risk management, and capital adequacy) states that an Islamic firm should have a proper mechanism in place to ensure that product development and operations are sharia-compliant. The sharia board is at the heart of that mechanism, but not every sharia board functions in exactly the same way.

				Both in theory and in practice, many corporate governance models are available to Islamic financial institutions. Depending on the country or region in which it operates, and on the needs of its stakeholders, an Islamic financial firm must apply the most appropriate model. The firm’s sharia board plays a larger or smaller role depending on the specific model applied.

				[image: realworldexample.eps]	Very briefly, here are just a few examples of how sharia governance looks in some countries with well-established Islamic finance industries:

				[image: check.png] Malaysia: Malaysia’s sharia governance is regulated by the Sharia Advisory Council (SAC), which was established in 1997 by the Bank Negara Malaysia (the central bank of Malaysia). The SAC is the highest authority council in the country, and it determines Islamic law regarding Islamic banks, takaful (Islamic insurance) operators, and other Islamic financial institutions. This council’s approval is required in order to validate any new products in Malaysia’s Islamic financial markets. Note: To be clear, each Islamic financial institution in Malaysia has its own sharia board; the SAC provides a second tier of supervision for Islamic financial products.

						The SAC became a more powerful body after the passage of the Central Bank of Malaysia Act 2009. This act states that the SAC is the sole authoritative body for sharia matters in Malaysia’s Islamic finance industry.

				[image: check.png] Bahrain: Bahrain doesn’t have a single religious authority that mirrors Malaysia’s Sharia Advisory Council, but the Central Bank of Bahrain established the National Sharia Board (NSB) to make sure its own operations are sharia-compliant. In all situations that aren’t specifically covered by NSB rulings, an Islamic financial institution in Bahrain must get guidance from its own sharia board and follow governance standards set by the AAOIFI.

				[image: check.png] Kuwait: Kuwait doesn’t have a higher-level structure for sharia governance. Each Islamic financial institution has its own sharia board. In the case of a disagreement between the board of directors and sharia board of a company, the matter may be referred for voluntary arbitration to the Fatwa Board of the Ministry of Awqaf and Islamic Affairs.

				[image: check.png] Indonesia: The National Sharia Board, an independent organization recognized by Bank Indonesia (the Central Bank of the Republic of Indonesia), is responsible for issuing sharia rulings on all Islamic products developed in Indonesia. In other words, Islamic financial products are regulated by Bank Indonesia based on fatawa issued by the NSB. Therefore, the sharia board of an individual financial institution plays a supervisory role in new product development, focusing its efforts on ensuring that the NSB’s fatawa are being followed. (Check out the sidebar “Fatawa rulings that affect Islamic finance” in this chapter for more on fatawa.)

				[image: check.png] Pakistan: The Shariah Board established by the State Bank of Pakistan (which is the central bank of Pakistan) is the higher-level authority of that country’s Islamic finance industry. Each Islamic financial institution must have its own sharia advisory board, which ensures that the company is complying with the Shariah Board’s rulings.

			

		

	
		
			
				Chapter 17

				Managing Risk in Islamic Financial Institutions

				In This Chapter

				[image: arrow] Appreciating the importance of risk management

				[image: arrow] Walking through the risk management process

				[image: arrow] Determining why Islamic firms face certain risks that conventional firms don’t

				[image: arrow] Identifying the risks at play in conventional and Islamic finance

				[image: arrow] Reading up on risk management standards in the Islamic finance industry

				All business organizations face risks, which can range from the loss of a loyal customer to the failure of the entire operation. Data corruption or theft, lawsuits against the company, fines, penalties, loss of competitive advantage, negative media attention, public liability . . . the types of risk that a company may face are seemingly endless.

				Financial institutions, including those in the Islamic sector, face certain risks that are specific to their industry. Islamic financial firms encounter an additional set of risks that relate to their adherence to Islamic law (see Chapters 1 and 2).

				As the Islamic finance industry matures, the professionals in it must be diligent about managing risk. In this chapter, I identify the primary risks for Islamic financial institutions and offer some insights into the art of risk management: the process of identifying, assessing, and minimizing or controlling risk. Risk management is a crucial element of corporate governance, a topic I cover in depth in Chapter 15.

				Realizing the Business Necessity  of Risk Management

				Senior managers at financial firms must prioritize risk management, which isn’t an easy job. Risk exposure can come from many places, including the market in which a firm does business, the firm’s own operations, credit defaults, and liquidity problems. And risk exposure for financial institutions is greater today than it has ever been. Here are just some of the reasons:

				[image: check.png] The financial industry develops and sends to market some pretty complicated, innovative, and unproven instruments.

				[image: check.png] New kinds of financial institutions have emerged, such as Internet-based banks and forex (foreign exchange) trading companies.

				[image: check.png] Financial markets in general remain fairly unstable after recent global financial crises.

				[image: check.png] Government regulations are changing in response to these financial crises.

				[image: check.png] Innovations in technology continually alter the way financial transactions are conducted.

				[image: check.png] All financial transactions are done through electronic platforms, which operate at lightning speeds and sometimes demand lightning-fast  decisions.

				[image: check.png] Competition among financial firms has increased.

				[image: check.png] New economies are being developed, which means that new financial markets are being created.

				[image: remember.eps]	The key goals of risk management for any financial institution are to protect against unpredictable losses, stabilize earnings, and maximize earnings in the long run.

				[image: realworldexample.eps]	What happens when risk management practices are lax? Consider just two examples that illustrate the potential consequences:

				[image: check.png] In 1995, Barings PLC, which was one of the oldest banks in the United Kingdom, declared bankruptcy after a single employee lost U.S. $1.3 billion of the bank’s money in derivatives trading.

				[image: check.png] In 2004, National Australia Bank lost Australian $360 million because of unauthorized spot trades on foreign currency.

				In truth, the financial crisis that crippled economies all over the world in late 2007 and throughout 2008 occurred in large part because so many financial firms suffered from a weak risk management culture as well as inefficient management, insufficient liquidity, and poor corporate governance.

				Knowing Where the Buck Stops: The  How and Who of Risk Management

				Islamic and conventional financial institutions alike need to have appropriate  risk management procedures in place to avoid unfortunate, unforeseen events. In broad terms, the risk management process for any individual, group, or company involves the following steps:

					1.	Identify the risk.

					2.	Measure the risk.

					3.	Reduce the risk.

					4.	Monitor the risk.

					5.	Report/control the risk.

				[image: remember.eps]	What each of these steps entails depends on the specific types of risks you’re talking about. The rest of this chapter provides more details on how to manage various types of risk.

				As I explain in Chapter 15, a company’s board of directors and senior management are ultimately responsible for mitigating risk. But every Islamic financial institution has a specific risk management department that works on identifying and measuring risk and developing policies and procedures to manage that risk. A risk management department is staffed by a risk manager and risk officers.

				Larger organizations may feature different corporate structures for their risk governance departments. Here are some possibilities:

				[image: check.png] One risk management committee: A large organization may have a risk management committee as part of its board committee structure. This committee oversees the risk management department.

				[image: check.png] Two risk management committees: Some mega organizations — Kuwait-based Gulf Finance House, for example — have two different levels of risk management committees: one committee at the board level and another at the senior management level.

				[image: check.png] Group risk committees: In this structure, subcommittees exist for different kinds of risks; each has its own responsibilities. For example, you may find three different subcommittees for liquidity risk, market risk, and operation risk. The subcommittees report to a group risk committee, which reports to a risk committee board, which reports to the board of directors. (Whew!)

				Seeing How Risk Management Is Different for Islamic Financial Firms

				An interesting feature of Islamic finance — aside from (but related to) the need to remain sharia-compliant — is that risk and return are shared between the firm and its fund providers. In a conventional firm (which guarantees returns to its depositors and investors), only the institution bears the risk; no risk is transferred to the fund providers. That means, at least in theory, that an Islamic financial institution’s risks are lower than those faced by its conventional counterpart. But Islamic firms actually face additional and unique risks (which I describe later in this chapter) that may balance the scales.

				Conventional financial institutions are exposed to five broad types of risk: credit, market, liquidity, operation, and reputation. (I explain these risks in more detail in the later section “Grappling with Generic Risks.”) Islamic financial institutions face these risks, too, along with a slew of concerns that most conventional firms do not, such as equity investment risk, displaced commercial risk, rate of return risk, and sharia noncompliance risk.

				Financial firms must devote a lot of time, attention, and money to risk management if they want to stay in business. But as I explain in Chapter 15, you can’t simply cut and paste conventional corporate governance techniques into the framework of an Islamic financial institution. This discrepancy is due in large part to the shared-risk principles of Islamic contracts that provide the basis for Islamic financial products and to the relative youth of the Islamic financial industry compared to the conventional system. The following sections explain these issues in more detail.

				Sharing risk with stakeholders

				Stakeholders in Islamic financial institutions are generally more aware of risk than their counterparts in conventional firms are. As a result, they demand that their banks, mutual fund companies, and other financial organizations approach each transaction with an eye toward reducing risk. (Conventional customers and investors don’t — and very likely can’t — make such demands from their financial firms.) This heightened awareness among stakeholders in the Islamic financial sector exists for a couple of key reasons:

				[image: check.png] Profit and loss sharing: Islamic banking products (such as savings accounts) and investment products are based on contracts that call for profit and loss sharing between the customer and the institution. I explain these types of contracts in detail elsewhere in the book, including  in Chapters 6 and 10. When a customer knows from day one that her principal will be returned and her investment rewarded only if the contract activity is profitable, she parts with her money fully aware that her decision carries risk, and she expects her investment partner (the financial institution in this case) to take certain precautions with her money.

				[image: check.png] Sharia-compliance: To be sharia-compliant, Islamic financial transactions can’t involve interest, gambling, speculation, or prohibited industries. Depositors and investors often seek out Islamic firms precisely because of this fact, but they’re also aware that adhering to sharia principles constricts the firm in some ways. Sharia compliance amplifies certain financial risks, and I explain two such risks in the following section.

				Playing catch-up with the more  established conventional system

				Because of the relatively short history of the Islamic financial industry and certain restrictions established by sharia law, Islamic financial institutions can’t always mitigate their risks as well as conventional financial institutions can. The Islamic capital market is simply less developed than its conventional counterpart, which means that not many options exist (yet) to help Islamic firms mitigate liquidity risk.

				For instance, conventional capital markets help financial firms reduce their liquidity risk by offering certain financial instruments, such as short- or long-term debt instruments and derivatives. But these instruments are generally off-limits for Islamic firms because they aren’t sharia-compliant.

				In addition, Islamic financial firms don’t have access to the same hedging techniques that conventional firms use. In fact, few hedging techniques are available for Islamic firms at this time, and sharia scholars disagree on whether they’re sharia-compliant. I discuss this topic in Chapter 11, where I explain the fledgling Islamic derivatives market.

				As Islamic institutions continue developing innovative product lines to better compete in the global financial markets, risk management will only become more important.

				Grappling with Generic Risks

				Although conventional and Islamic financial institutions are both subject to credit, market, liquidity, operational, and reputational risks, the nature of these risks may differ between the conventional and Islamic sectors. I describe the differences in this section.

				Minimizing credit risk

				Credit risk can arise in a financial institution if an individual or business entity fails to meet a financial obligation he or it previously agreed to honor. Whether the failure of fulfillment occurs because the obligator doesn’t want to fulfill its obligation or because it can’t, the financial firm loses money.

				In a conventional financial institution, credit risk can arise if a borrower fails to pay a loan, whether that borrower is a lessee, a mortgage customer, or the issuer of a debt instrument (such as a corporate bond). Conventional institutions set up credit policies to avoid such events and to mitigate their effect through the firm’s retained earnings.

				Islamic financial firms also have obligators or debtors: individuals and business entities who utilize Islamic financial instruments. These instruments may be equity-based (using contracts such as mudaraba and musharaka) or asset-based (using contracts such as murabaha, ijara, salam, and istisna). Here are the risks associated with each group of Islamic financial instruments:

				[image: check.png] Equity-based instruments: The risk with equity-based products is that Islamic firms may lose their advance or principal. Both mudaraba and musharaka contracts are based on financial partnerships, which means the Islamic firm depends on the customer to fulfill his end of the bargain.

						In a mudaraba contract, the Islamic firm puts up the capital but doesn’t have the right to participate in managing the economic activity being funded. As a result, information asymmetry exists; the firm can’t monitor any related risks, and its capital is jeopardized if its partner mismanages the activity.

						The musharaka contract allows the Islamic financial firm to participate in the management of the venture being funded, but the firm still depends on its working partner (the customer) for proper management. If the partner is negligent or engages in misconduct, the firm potentially loses its advance capital.

				[image: check.png] Asset-based instruments: The risk to a financial institution when  asset-based products are involved is that customers may default on installments.

						With investment instruments, such as those based on murabaha and ijara contracts, customers are expected to pay back money to the Islamic firm in deferred payments. The risk that they’ll miss payments exists. In the case of salam and istisna instruments, the credit risk can arise if the asset or project being funded isn’t delivered; nondelivery results in financial loss for the firm.

				To mitigate credit risk, Islamic and conventional financial firms use the same tools:

				[image: check.png] Requesting credit reports: Ideally, a legitimate credit agency issues a credit report on a potential borrower. If an agency-provided credit report isn’t available, the firm may check the customer’s profile with other financial institutions or use its own internal credit risk appraisal system to determine risk and decide whether to enter a financial agreement with a prospect.

				[image: check.png] Being cautious with credit approvals: An effective internal control system (see Chapter 15) may require that all credit requests go through a credit approval board.

				[image: check.png] Managing credit through asset collateral: For asset-based instruments established on contracts such as murabaha, the asset itself is taken as collateral.

				[image: check.png] Monitoring project or asset activity: After credit is approved and a  contract is signed, the firm monitors the progress of whatever activity it’s financially supporting and watches for signs of trouble.

				[image: check.png] Diversifying credit: By entering contracts with representatives from various industries and sectors, the firm avoids problems if a single sector (such as real estate or a specific commodity) takes a dive.

				[image: realworldexample.eps]	In its 2009 annual report, Bahrain-based Al Baraka Banking Group notes that its risk mitigation policies include periodic collateral verification conducted by an independent assessor. The allowed collateral assets are ships, aircraft, cars, fleets, railcars, and satellites. The group doesn’t accept any assets that are depreciable for less than five years or any perishable assets. Also, all assets must be insured to qualify as collateral.

				Keeping market risk in check

				Market risk incurs because of adverse movements in benchmark rates, foreign exchange rates, and commodity and equity prices that may influence the economic value of assets. Here, I explain each category of market risk.

				Interest/margin risk

				In conventional finance, the equivalent to margin risk is interest risk; conventional institutions can be affected by adverse changes in the absolute interest rate. For example, if a bond holder has a bond with a 7-percent fixed interest rate and the market interest rate increases to 10 percent, the bond holder can’t take advantage of the interest rate increase. (The bond holder faces an opportunity cost.)

				Islamic financial firms avoid interest risk because they can’t participate in interest-based transactions. Here’s how their equivalent risk — called margin risk — works: Islamic financial instruments, such as those based on murabaha contracts, operate based on markup. Murabaha is a deferred-payment contract in which the customer buys an asset at cost plus a profit margin. The Islamic firm has to decide on the appropriate profit margin that allows it to earn money while remaining competitive in the market.

				[image: remember.eps]	In conventional finance, firms rely on industry benchmarks when making decisions about pricing for profit margins. Islamic financial institutions have lacked the benefit of benchmarks designed with their specific industry sector in mind. (In late 2011, the Islamic Interbank Benchmark Rate [IIBR] was launched, but as of this writing it’s in an initial growth phase.) Firms often use the LIBOR (the London Interbank Offered Rate) or other conventional benchmarks to price their products.

				Adverse changes in the benchmark rate create risk for Islamic firms. If the benchmark rate increases, for example, the firm loses the opportunity (on its existing contracts) to benefit from such increases. Again, the risk here is an opportunity cost.

				Forex risk

				Movements in exchange rates can have adverse effects on investment values that are based in foreign currency. This risk is common for both conventional and Islamic financial firms. Here are examples of how this risk plays out in an Islamic institution that’s involved in international transactions.

				[image: check.png] Spot currency transactions: The bank and another party agree to buy one currency and sell another at a specific price on an agreed-upon date (such as two days later). If the currency rates change between the agreement date and the date of the actual transaction, the bank may lose money (or it may profit instead).

				[image: check.png] International remittance in foreign currency: If an Islamic institution pays for services offered by a provider in another country, and it agrees to pay in the foreign currency, it faces the risk of a shift in currency value.

						For example, say an Islamic bank in the United Kingdom agrees to pay a U.S. company for certain services, and the exchange rate is £1 = U.S. $2 when the bank and the company sign the contract. If the pound depreciates during the contract period and the rate at the time of payment is  £1 = U.S. $1.60, the bank loses money because it must pay more pounds to fulfill its contractual obligation.

				[image: check.png] Murabaha transactions: If a bank supports transactions, such as those based on murabaha contracts, in which the bank accepts receivables in foreign currency, it risks its actual income value due to changes in currency exchange rates.

						For example, say an Islamic bank in the United States has a murabaha contract with a European company. If the U.S. dollar appreciates against the euro, the real receivable amount for the bank decreases at the time of payment.

				Commodity price risk

				The risk to financial institutions with regards to commodities is related to forward contracts, in which the institution pays in advance for a product delivered at a later date. In conventional finance, commodity risk may arise if goods purchased based on forward contracts can’t be sold at higher prices because of market conditions. As I discuss in Chapter 10, Islamic finance offers an alternative forward contract called salam. The difference between the conventional and Islamic product is that the Islamic contract requires full payment for the product upfront. Conventional products allow either full or partial payment to be made in advance.

				[image: remember.eps]	Conventional firms use hedging techniques to mitigate this risk. In Islamic finance, the risk can be mitigated by using parallel salam contracts: When the Islamic institution enters a contract to purchase goods, it simultaneously enters a contract with a buyer for those goods. In this setup, the firm makes full payment to the seller or manufacturer for the goods to be available in the future. After the goods are delivered, the already-contracted buyer purchases them.

				This hedging technique isn’t without its issues. For instance, suppose the seller fails to fulfill his commitment and can’t deliver the goods: The Islamic institution is on the hook with the buyer and has to purchase equivalent goods in the market, possibly at a higher price than it paid to the original seller. So again, the firm is exposed to risk.

				Lessening liquidity risk

				Conventional and Islamic financial firms both have to deal frequently with liquidity risk. Basically, financial institutions perform a balancing act with their liquid assets — cash and any assets that can be quickly turned into cash. If a firm has too few liquid assets, it runs the risk of not being able to meet its obligations when they’re due. If it has too many liquid assets, it loses the opportunity to earn profits on them.

				[image: remember.eps]	The two most important fund providers for Islamic banks are current (checking) account holders and investment account holders. A current account holder may demand the return of his funds at any time. The investment account holder may be obligated to keep funds in the institution for a certain period of time, but he expects to receive those funds back (plus investment profits) at the end of the contract period. Liquidity risks may arise for an Islamic bank if the largest portion of its deposits sits in current accounts and short-term investment savings accounts.

				Another factor to consider is that not all customers in Islamic firms are motivated to deposit their money because of sharia compliance; some may just like the firm’s higher returns or socially responsible investments. These customers may create liquidity problems if they’re attracted by new higher rates from other firms or find other products that meet their expectations regarding socially responsible investing.

				Similarly, depositors who demand sharia-compliant financial services may jump ship if they have reason to believe the Islamic firm isn’t meeting this requirement. For example, if another, more conservative Islamic bank suggests that its products are more compliant, the first bank may find itself facing a series of withdrawals.

				Other factors that affect liquidity risk include credit risk (which I discuss earlier in this chapter), a mismatch between a firm’s assets and liabilities, and factors outside the firm’s control, such as national economic problems or political unrest.

				Mitigation tools that Islamic firms can use to minimize liquidity risk fall into two broad categories. Basically, instruments are designed to handle either regular or irregular demand of liquidity.

				Covering regular demand

				Regular demand — requests for funds to be returned to current account holders and investment account holders — is somewhat predictable. An Islamic bank keeps liquidity reserves in its central bank to meet regular demand (and also to fulfill any regulatory requirements that exist). The Islamic bank receives no interest from the central bank for this reserve; the contract between the two entities is based on qard hasan (an interest-free loan) or wadia (a deposit for purposes of safekeeping).

				In addition, the firm can establish controls over its investment deposits that help it forecast cash inflows and outflows. (Penalizing in a sharia-compliant way for early withdrawal from an investment contract is one such control.)

				Finally, an Islamic firm that is part of a financial group or has a parent company has contracts in place with those entities so that they can assist the firm with meeting regular demand for liquidity.

				Dealing with irregular demand

				Not surprisingly, irregular demand for liquidity is unpredictable, so the risk is more difficult to mitigate. To avoid problems from unexpected demands, a firm may utilize the Islamic interbank money market; but as of this writing, that resource isn’t yet well developed. A better contingency plan may involve the firm selling its financial instrument holdings.

				In some cases, an Islamic firm may need to arrange a loan from another company in its group or its parent company to handle irregular demand for liquidity. If that’s not possible, it may need to secure a loan from its shareholders.

				[image: remember.eps]	Requesting emergency funds from the central bank or asking for a government bailout are the options of last resort. These avenues severely impact the  reputation of the firm in question.

				Managing operational risk

				Operational risk refers to adverse effects (including potential losses) in a business because of failures in internal controls, technology, or people, or as a result of the regulatory or legal environment. (As I explain in Chapter 15, internal controls are policies and procedures adopted within an organization to protect its property and assets and to make its accounting system more accurate and reliable.)

				Although all businesses face operational risk, financial institutions deal with more regulations than most and therefore face increased risk of failure to comply. In addition, Islamic financial institutions must ensure that their operations are sharia-compliant or else risk losing their customers’ loyalty.

				Here are some examples of operational risk that are specific to the Islamic finance industry:

				[image: check.png] Maintaining multiple contracts: Islamic financial instruments are formulated based on many Islamic contracts. A single transaction between an Islamic firm and customer may involve many legal documents. For example, a bank and customer enter an istisna (project financing) contract for a new office building. The contract states that the bank is the constructor for the client and will deliver the property by a certain date. But the bank itself doesn’t build anything. Therefore, it subcontracts to a construction company. If the subcontracted company fails to build the property, the bank is exposed to legal risk.

						Other contract-related operational risk occurs because the Islamic finance industry is so new in many countries. When a country develops new regulations, the rules may involve taxation that applies to existing contracts (which were signed before the firm knew about this taxation). Such rules may be less favorable to Islamic firms than conventional firms simply because the conventional firms dominate the financial landscape.

				[image: check.png] Lacking consistent best practices and benchmarks: Islamic financial  institutions are operating in a young industry. Best practices and industry benchmarks are still being developed, so firms face the risk of making less-than-ideal decisions in some instances because of a lack of proven guidelines.

				[image: check.png] Requiring unique information systems: The information technology (IT) system in an Islamic financial firm must differ from those in a conventional firm because of the nature of its business. The Islamic firm needs an IT system that helps it ensure sharia compliance and allows it to be competitive. For example, the system must be able to calculate the zakat amount for investments (see Chapter 14) and comply with Islamic finance industry standards such as those set by the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) or the Islamic Financial Standards Board (IFSB). (Zakat, or charitable giving by the wealthy, is one of the pillars of Islam; flip to Chapter 2.)

				[image: check.png] Operating within the broader legal environment: Like conventional financial institutions, Islamic firms are regulated by their respective governments. But Islamic institutions often face stricter regulatory review of new products because that review includes the factor of sharia compliance. In other words, regulators consider sharia compliance when determining whether a product can move to market, and they may reject products based on compliance concerns.

				[image: check.png] Demanding different skills from employees: Islamic financial firms need personnel — senior managers, sharia advisors, operational managers, risk managers, and product innovators — who are well-versed in the specifics  of Islamic finance. Without them, the firm can’t innovate and meet the growing needs of its quickly expanding population of customers and prospects.

				As I explain in Chapter 15, a firm’s senior managers and board of directors are responsible for developing proper internal controls to mitigate operational risk. For personnel-related operational risks, these internal controls must include the segregation of duties and responsibilities, the development of recruitment policies to suit the firm’s hiring needs, and a reporting structure that promotes efficiency and transparency.

				Rising above reputation risk

				Reputation risk refers to the declining corporate image of any financial institution, conventional or Islamic. If an entity doesn’t properly manage such a decline, the end result is bankruptcy. That’s because reputation risk can easily trigger liquidity, market, credit, and operational risk.

				A decline in reputation may occur because of a weak corporate governance structure or failures within the business operation. In the case of an Islamic institution, poor sharia governance could be to blame; I discuss the specific risk factor of sharia noncompliance in the upcoming section “Avoiding sharia noncompliance risk.”

				[image: remember.eps]	A failing reputation for one financial firm may create a ripple effect. Customers who question one bank’s reputation may start to question the reputations of others. Especially in the Islamic financial industry, because it is so young, such a failure runs the risk of influencing public opinion about the entire Islamic financial sector.

				Financial firms of all kinds can take the following steps to mitigate  reputation risk:

				[image: check.png] Create a strong, accountable, and transparent corporate structure (see Chapter 15).

				[image: check.png] Define a well-structured corporate strategy with a long-term vision,  mission, and goals.

				Islamic firms can also establish a strong sharia governance body featuring qualified scholars (see Chapter 16).

				Dealing with Risks Unique  to Islamic Finance

				To create value for their participants, senior management and boards of directors at Islamic financial institutions must take necessary steps to manage their unique risks. The following sections discuss risks that Islamic financial institutions face but that conventional financial firms don’t, including equity investment risk, displaced commercial risk, rate of return risk, and sharia noncompliance risk.

				Examining equity investment risk

				Islamic financial firms offer instruments based on equity investments. The two contracts generally used for these instruments are mudaraba (partnership) and musharaka (joint venture partnership). Equity investment risk arises because of a potential decrease in the fair value of the equity position held by the Islamic firm.

				A firm’s equity participation can range from direct investment in projects or joint venture businesses to indirect sharia-compliant investment, such as in stocks. If the firm faces a decline in the value of its equity position, it can lose any potential return on its investments and may even lose its invested capital. This situation can trigger additional problems, such as credit risk and liquidity risk.

				The Islamic firm can try to reduce equity risk by analyzing certain key factors, including the following, before entering a contract:

				[image: check.png] The background and business plan of the managing partner or management team

				[image: check.png] The projected legal and economic environment in which the project will take place

				In addition, the firm must continue to monitor the investment after the contract is signed to avoid information asymmetry with its partner(s).

				Coping with displaced commercial risk

				Islamic financial institutions don’t provide fixed returns in exchange for their customers’ deposits or investments. Instead, people who provide funds expect to share profits and losses with the firm.

				[image: remember.eps]	The shared-risk-and-reward scenario is nice in theory, but in practice, investors expect returns! If they don’t get them, they may move their money to other financial institutions. This becomes more likely as more Islamic banks and other firms enter the marketplace and sharia-compliant customers’ options increase.

				As a result, Islamic firms face displaced commercial risk; they’re forced to pay returns to fund providers even if the underlying assets don’t earn profits. The financial institution must smooth out what may otherwise be a bumpy road for depositors and investors.

				Here’s how an Islamic institution can deal with this risk:

				[image: check.png] It gives up a portion of its own profit and/or waives its fee from an investment, project, or asset so it can funnel that money into customer returns.

				[image: check.png] It creates a fund called a profit equalization reserve by setting aside a percentage of previous years’ profits to use when investment returns dip too low (see Chapter 15 for information on this technique).

				[image: check.png] It creates another fund called an investment risk reserve (again, funded by a portion of previous years’ profits) that allows the firm to recover investment losses in a given year (described in Chapter 15).

				[image: check.png] It makes every effort to ensure that its investments are solid and poised to offer maximum returns.

				Facing rate of return risk

				Rate of return risk arises because of unexpected changes in the market rate of return, which adversely affect a firm’s earnings. In a conventional financial institution, returns are fixed; both the firm and fund providers know in advance what their returns will be. In Islamic firms, returns are uncertain and investors share both profits and losses with the institution.

				[image: remember.eps]	Even though investors in Islamic products understand the risks of products that are based on profit and loss sharing, they may react negatively — and possibly pull out their funds — if a firm’s returns are lower than market benchmark rates. When market benchmarks increase, an Islamic institution feels pressure to provide more returns than its asset earnings alone may merit. If the firm fails to respond to the market rate increase, that failure may lead to liquidity risk (because customers may withdraw funds too rapidly). If it responds to the market pressure, it creates displaced commercial risk and must take the steps outlined in the preceding section.

				Avoiding sharia noncompliance risk

				Sharia compliance is the reason Islamic financial institutions exist. If a firm isn’t adhering to sharia principles and guidelines, the impact can be severe. If one or more Islamic scholars indicate that an Islamic firm is veering away from compliance, its reputation will sink. (Flip to Chapter 16 for info on the folks who rule on sharia compliance.)

				Very briefly, here’s what compliance with sharia principles looks like:

				[image: check.png] Complying with minimum requirements from the start: An Islamic firm must do a few key things to distinguish itself from a conventional financial institution: avoid interest, gambling, and speculation; steer clear of investing in prohibited industries; and include a sharia board in its corporate governance structure.

				[image: check.png] Keeping transactions and operations in compliance: Even if a firm starts out in compliance, its internal controls must ensure that transactions and operations are analyzed on an ongoing basis. A sharia board is responsible for conducting regular sharia audits to look for any possible noncompliance that may undermine the firm’s reputation.

				[image: check.png] Developing compliant products: Every product developed by an Islamic financial institution must go through the institution’s sharia board for approval. When internal approval is secured, the product goes to outside regulators, who also consider its sharia compliance and may reject it if they have compliance concerns. The firm’s internal controls must outline this process carefully so that any product sent to regulators for consideration is, without a doubt, sharia-compliant.

				[image: remember.eps]		Islamic scholars make their decisions based on their interpretations of source materials (see Chapter 6), and interpretations differ. A firm’s internal sharia board may approve a new product only to have regulators reject it. Conversely, a firm’s sharia board may reject a product idea that is later approved by another institution. In these situations, a company’s stakeholders may ask for additional confirmation regarding a product’s sharia-compliance. This product development risk is unique to the Islamic finance industry.

				Tapping into industry guidelines

				The Islamic Financial Services Board (IFSB) is an international standard-setting organization for Islamic financial institutions. It issues principles and standards in corporate governance, risk management, and capital adequacy. If you plan to pursue a career related to Islamic finance, I encourage you to get familiar with all IFSB principles. (Check out Chapter 15 for details on this group.) To read specifically about risk management, check out the 2005 publication available online at www.ifsb.org/standard/ifsb1.pdf.

				In addition, the Basel Committee on Banking Supervision (BCBS) is an international banking committee established to provide cooperation among, and improved supervision of, banks worldwide. This committee formulates standards and guidelines on best practices for banks around the globe. Although not all its standards apply to the specific needs of Islamic institutions, some do (because some of the risks for conventional and Islamic financial institutions are the same). If you want to find out more about the work of BCBS, visit www.bis.org/bcbs.

			


		

	
		
			
				
				
					Part VI

					Islamic Insurance: Takaful
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					In this part . . .

					The principles of Islam prohibit many conventional insurance products because they involve elements of risk, speculation, and gambling. Therefore, for more than 1,400 years, an alternative called takaful has existed for Muslims. In this part, I explain how takaful differs from conventional insurance and how large the Islamic industry is. I then introduce you to specific takaful products as well as retakaful, which is the Islamic equivalent of reinsurance or company-to-company insurance.

				

			

		

	
		
			
				Chapter 18

				Takaful: Exploring the Fundamentals of Islamic Insurance

				In This Chapter

				[image: arrow] Realizing why Muslims avoid conventional insurance products

				[image: arrow] Recognizing the principles, features, and structures of takaful

				[image: arrow] Considering the origins and growth of the Islamic insurance industry

				Whether you’re a student or a retiree, a businessman or an investor, you face financial risks every day. You may go on vacation and  come back to find that your house has been stripped of your most valuable possessions — or that your luggage somehow didn’t make the return trip. You may start a business with a solid plan and then watch the global economy nosedive, taking with it your ability to make your loan payments, keep up with utility bills, and pay your staff. You may crash your car, smash your finger, or lose your wedding ring. I can go on and on, but I sense your blood pressure rising already!

				A broad spectrum of conventional insurance products is available to mitigate whatever fiscal risks take your blood pressure into unsafe territory. However, for Muslims, such products are generally off-limits because they involve transactions or activities that sharia (Islamic law) prohibits.

				Your Muslim neighbor or co-worker is like you: He doesn’t want to lie awake at night sweating and fretting about what will happen if his house is robbed or his new business venture doesn’t succeed. He wants the comfort of knowing that his life won’t fall apart if a certain risk turns into reality.

				For that person and for the entire Muslim community — plus anyone else who’s interested, too — a new spectrum of insurance products has emerged in recent decades. These products, referred to collectively as takaful, are based on principles, features, and structures that set them apart from conventional insurance. In this chapter, I offer a big-picture overview of what takaful are all about. (Be sure to check out Chapter 19 for a detailed rundown of the most common takaful products.)

				Appreciating the Need for Takaful

				You may wonder why takaful are necessary. What’s wrong with the insurance products offered by State Farm, Allstate, Liberty Mutual, and the rest?

				[image: remember.eps]	First, let me clarify that the issue is not that insurance products reduce risk. Years ago, before takaful appeared on the market, many people in the Muslim community believed that trying to reduce risk went against Islam. Their perception was that because every worldly action comes from Allah’s will, people shouldn’t try to reduce or avoid the results of those actions.

				However, although Islam does prohibit attempting to avoid risk altogether,  it doesn’t prohibit reducing risk. Consider this story from a book of hadith (sayings attributed to the Prophet Muhammad [pbuh]) called Al-Tirmidhi.

				One day Prophet Muhammad (pbuh) noticed a bedouin (a desert dweller) leaving his camel without tying it, and he asked the bedouin, “Why don’t you tie down your camel?” The bedouin answered, “I put my trust in Allah.” The Prophet then said, “Tie your camel first, then put your trust in Allah.”

				This story clearly indicates that everybody should take care to reduce personal risk. And if Muslims aren’t forbidden from trying to reduce risk, what’s the rub with conventional insurance? The elements of uncertainty (gharar), gambling (maysir), and interest (riba) make conventional insurance products prohibited risk-sharing instruments for Muslims.

				Lacking certainty

				Conventional insurance is a contract between the insurer and the insured, but this contract doesn’t explicitly describe its outcome for either the insurer or the insured. And sharia doesn’t allow the sale of contracts that are based on uncertainty. The conventional insurer has the assurance of receiving a premium each month but faces uncertainty regarding when and whether the insured will make a claim. Likewise, the insured may or may not incur losses or damages to prompt a claim.

				In addition, when an insurance claim does occur, neither party knows in advance how much may be paid to the insured (or even whether the insurer will pay a cent). The insurer considers many variables when documenting an insurance claim, so predicting what the outcome may be for either party is impossible. The bottom line: Islamic scholars agree that conventional insurance contracts are based on uncertainty, which means they aren’t sharia-compliant.

				Gambling with premiums

				Going hand-in-hand with uncertainty is the fact that conventional insurance has characteristics of gambling. The conventional insurer receives huge amounts of money from the insured in the form of premium payments. Will the insurer be able to hold onto that money? Or will some sort of disaster strike (tornado, wildfire, flood . . . pick a weather event) that results in the insurer paying out every dime of the premiums and then some? When few claims are filed, the insurer wins (and the insured lose their premiums). When loads of claims are filed, the insured get some payback for their premiums (and the insurer may be in trouble).

				[image: controversy_religion.eps]	Some people argue that conventional insurance isn’t the same as gambling because gambling is a speculative risk (made based on a conscious decision) and insurance covers pure risk (events that are out of someone’s control). Further distinguishing the two is that a gambler may win or lose, whereas someone carrying insurance doesn’t ever really win; the insured always lose but at least get their loss (or part of it) covered. That said, most Islamic scholars don’t split these hairs. They generally agree that conventional insurance products involve gambling and aren’t sharia-compliant.

				Collecting interest

				Another reason that Islamic law prohibits conventional insurance products is that their transactions involve interest. Interest generally comes into play in two ways:

				[image: check.png] Insurance companies need to make sure they can pay their customers’ potential future claims, so they rarely let the premiums they collect sit in a cash account. Instead, they invest the premiums in interest-bearing fixed income instruments such as conventional bonds.

				[image: check.png] If the insured files a substantial claim, she may receive an amount from the insurer that totals more than the premiums she has paid. Most Islamic scholars consider any excess amount paid by a conventional insurer to be interest.

						Keep in mind that someone who purchases a takaful product can also receive an amount that exceeds the total contributions she pays in. In that case, the excess amount is not considered interest. The difference is not just semantics; the difference lies in the structure of a takaful fund and the transfer of risk (which is quite distinct from a conventional insurance product). These are topics I explain in this chapter. For now, just know that someone participating in a takaful product can receive a payout that exceeds what she has paid in.

				Exploring Takaful

				Not long ago, scholars involved in developing the Islamic banking system (see Chapter 3) also recognized the need for Islamic insurance. The origins of takaful products are actually ancient, but the modern Islamic insurance system started in earnest only in the late 1970s. (See the later section “Examining the Evolution of Takaful” for an overview of how and when the modern Islamic insurance system emerged.)

				The word takaful comes from the Arabic root kafala, which means “guarantee” or “mutually guaranteeing.” Although many people (myself included) may refer to takaful as Islamic insurance, the term more accurately indicates a mutual or joint guarantee.

				Theoretically, a takaful is a common pool of funds that members contribute to in order to share a certain risk and to help each other (not to make a profit). In the real world of commercial practice, this definition may be tweaked to accommodate various takaful structures. I discuss those structures in this section, but first I explain other big-picture aspects of takaful: the principles that support it, the people involved, and the features that define a takaful product. In doing so, I also draw some clear lines between takaful and conventional insurance products so you can see how they differ.

				Grasping the principles behind takaful

				Takaful is a form of mutual insurance based on the principles of cooperative risk sharing, mutual responsibility, mutual protection, and solidarity among groups of participants. Each takaful model (structure) may combine these principles in different ways, but a takaful product always is rooted in these four.

				Cooperative risk sharing

				One of the main principles of takaful is cooperative risk sharing. A takaful participant contributes to the money pool and receives help from that pool (by the funds coming from other members) when a risk becomes a reality.

				[image: remember.eps]	In conventional insurance, risk is transferred from one party to another. By taking out an insurance policy, an individual essentially is asking the insurance company to accept the complete risk (in exchange for accepting an ongoing premium from the insured). But with takaful, the risk is shared among the members of the fund: If an event occurs that causes harm or damage to one member, all members bear the brunt of that event and contribute to overcoming it. Takaful members cooperate based on equality, solidarity, social responsibility, and honesty.

				Although a conventional insurance policyholder pays ongoing premiums, a takaful participant makes ongoing contributions — considered gifts or donations for sharia purposes (for takaful contracts) — to the takaful fund pool. The amount of the contribution differs depending on the type of coverage a participant needs and how long he needs coverage.

				Takaful participants are entitled to share any surplus that may exist in the pool at the end of the financial year. Similarly, the takaful participants need to make additional contributions to cover deficits in the fund (in theory, at least; takaful companies rarely ask participants to make deficit contributions). I explain surplus and deficit situations in the later section “Identifying the parties involved.”

				Mutual responsibility

				The purpose of takaful is not (or, at least, not only) for participants to make a profit. Instead, takaful are based on mutual assistance among members; each member in the fund is responsible for alleviating the misfortunes of the other members. The member of a takaful fund shares the risks of all other members. Put another way, every member’s risks become the mutual responsibility of all other members.

				For example, consider two individuals who each contribute to a property takaful product. One person may own a commercial property and need the coverage in case that building is damaged or destroyed. The other person may seek coverage for his home. When they agree to participate in the fund, both the commercial building and the residence become the mutual responsibility of both participants.

				Mutual protection

				Another important principle of takaful is mutual protection among the members of the fund. Each member participates in protecting all the other members against loss or damage. This principle has been practiced at least since the time of the Prophet Muhammad (pbuh). In the later section “Examining the Evolution of Takaful,” I describe how ancient tribes created a blood money system that offered such protection to every tribe member.

				Solidarity among participants

				Any time you willingly participate in a group, you likely experience some solidarity with the other members. People who choose to contribute to a takaful fund share common interests (the desire to protect themselves and all other members from harm deriving from loss or damages) and common responsibilities (sharing the risks involved with the fund and the responsibility of alleviating other members’ misfortunes).

				Identifying the parties involved

				The following groups and individuals are directly involved with the business of takaful:

				[image: check.png] Stockholders (shareholders): Stockholders are the owners of a takaful business enterprise — the folks who provide the capital to start the business. A takaful company, like any other company, requires management and incurs administrative, marketing, and other operating expenses. The stockholders cover such expenses at the time of startup and (as needed) for the life of the fund.

						In exchange for their investments, stockholders are paid explicit fees on an ongoing basis. (Policyholders may pay fees to cover this ongoing fund expense.) In addition, stockholders receive a cut of the company’s profits on an ongoing basis. So even though (in theory) takaful funds don’t exist for the purpose of making a profit, for practical reasons a fund certainly tries to make a profit (so it can reward its investors).

				[image: check.png] Takaful operator: Although stockholders set up the takaful company and provide the upfront cash, a limited liability company called a takaful operator actually manages the fund. Takaful operators are financial institutions, and they have expenses related to staffing, administration, marketing, and so on.

						The difference between a takaful operator and a conventional insurance company lies in the business model. In conventional insurance, members or policyholders don’t participate in an insurance fund, so an insurance company’s primary jobs are to invest premiums, investigate claims, determine appropriate payouts, and — above all else — maximize profits. In contrast, the takaful operator’s primary job is to manage the policyholders’ fund.

				[image: check.png] Policyholders (takaful fund contributors): These people make contributions (referred to as gifts) to the fund’s pool of money and mutually share the risk inherent in the fund. Keep in mind that even though the contributions are considered gifts or donations, they aren’t optional. If someone wants to participate in a takaful fund, these contributions are mandatory.

						A policyholder has the right to receive a share of any fund surplus that exists at the end of the financial year. The company determines that surplus amount (if any) after paying all its expenses (including any pol-icyholder claims) and distributing profits to the stockholders. Then the takaful operator exempts or lowers the amount of contributions from the policyholders in the following period or year. After a year during which relatively few claims are made against the takaful fund, a surplus is likely to exist, so policyholders can expect their fund contributions to be lower the following year. After a year during which many claims are made, policyholders likely will owe their full contribution amounts the following year.

				[image: remember.eps]		As I note earlier in this chapter, although policyholders theoretically need to pay more to the pool when a fund runs a deficit in a given year, most takaful funds don’t actually require that. Instead, if a deficit occurs, the fund’s stockholders (not its policyholders) alleviate the deficit by offering the fund an interest-free loan (based on a qard hasan contract). The following year, the company is expected to pay back this loan and deduct the amount from any surplus it has in that financial year. If the takaful fund runs deficits for two or more years in a row, participants should expect their contribution amounts to increase in subsequent years.

				[image: check.png] Sharia board: A takaful company must have a sharia board (a group of Islamic scholars dedicated to determining compliance with Islamic law) that supervises its operations. The sharia board makes sure the company is making sharia-compliant investments, approves new products, and determines whether the business activities are sharia-compliant. Flip to Chapter 16 for details on sharia boards.

				Noting key features of takaful

				In addition to the four principles of takaful I discuss earlier, takaful have other key features that set them apart from conventional insurance products:

				[image: check.png] The takaful company exists for reasons other than to profit its stockholders. In conventional insurance, the insurance company exists to maximize its profits; that’s the primary goal. The insurance company belongs to the shareholders, and they’re the sole owners of any profits generated by policyholder premiums.

						Takaful is based on a different model. As I note earlier in this chapter, in theory, profit isn’t the goal of a takaful fund at all. (In reality, making a profit is helpful because it serves as part of the stockholders’ reward for investment.) Instead, the focus of a takaful fund is squarely on helping its members share their risks, thereby potentially reducing the risk facing any one individual member.

				[image: check.png] Takaful stockholders are paid fees in addition to a share of profits. Just like the shareholders in conventional insurance companies, takaful stockholders expect to be rewarded for their investments. Investors in conventional insurance companies receive dividends (whose amounts are unknown until the company’s profits are determined for a given financial quarter); takaful stockholders are paid an explicit fee from the fund in addition to getting a share of any profit. This explicit fee covers the setup costs as well as the operating expenses and investment-related expenses that the stockholders provide on an ongoing basis.

				[image: check.png] Takaful companies must make sharia-compliant investments. The funds in a takaful company need to be invested in sharia-compliant ways. I devote Part IV to a thorough discussion of sharia-compliant investment options, including equity funds and sukuk (the Islamic alternative to conventional bonds).

				[image: check.png] Takaful companies are governed by a sharia board. As I explain in the preceding section, a takaful company (like all other Islamic financial institutions) must have a sharia board that supervises company operations and approves new product developments.

				Here are the most significant ways in which takaful products, unlike conventional insurance, achieve sharia compliance:

				[image: check.png] Contributions by policyholders are considered gifts, not premiums. These gifts are used by the takaful fund to help members who need assistance.

				[image: check.png] Policyholders join the pool and cooperate among themselves for their common good.

				[image: check.png] Policyholders don’t financially benefit from other policyholders’ money. They benefit by recouping expenses related to loss or damage but not by pocketing cash that comes from other policyholders’ contributions.

				[image: check.png] When a takaful company invests any of the funds it collects from its policyholders, it selects only sharia-compliant investment vehicles.

				[image: check.png] The entire takaful operation takes place without the involvement of interest. Stockholders don’t receive interest payments for their investments, and the company doesn’t accrue interest on its investments.

				Introducing takaful structures

				The basic takaful structure involves pooling the contributions offered by policyholders and sharing the funds among those contributors when needs arise. In practice — at least in the commercial world — a pure takaful structure doesn’t exist; policyholders don’t just magically gather together and volunteer their money to start a fund.

				Instead, takaful products are usually built on one of three structures that use two primary Islamic contracts as their foundation. In Chapter 19, I offer a detailed look at these commonly used takaful structures (including figures that help you visualize the flow of money and risk). Here, I briefly introduce them:

				[image: check.png] Principal-agent relationship (wakala) model: In this takaful structure, a limited liability company represents its policyholders in order to manage their funds. (The policyholder is considered the principal, and the takaful operator is the agent or wakil.)

				[image: check.png] Partnership (mudaraba) model: Here, the takaful policyholders act as the investing or silent partner (rab al mal), and the takaful operator is the working partner (mudarib).

				[image: check.png] Combination of principal-agent and partnership (combined) model: Both the wakala and mudaraba contracts are used for two different sets of activities: managing the takaful fund and investing the takaful fund. In this scenario, the takaful operator acts as both the agent (wakil) and the fund manager (mudarib) for the fund. The takaful operator manages the fund based on the wakala contract and invests the fund based on the mudaraba contract. This method is the one most frequently used by modern takaful companies.

				Table 18-1 gives you a snapshot of the key differences between takaful and conventional insurance.

				Table 18-1	Contrasting Conventional and Islamic Insurance

				
					
						
								
								
								Conventional Insurance

							
								
								Takaful

							
						

						
								
								Contract on which the product is based 

							
								
								A basic sales contract is in play. The insurance company is the seller, and the insured is the buyer.

							
								
								The contract used (wakala, mudaraba, or a combination of the two) depends on the model of takaful that the company selects.

							
						

						
								
								Transfer of risk (who’s responsible for policyholder risk)

							
								
								Risk transfers between the policyholders and company. The insurance company provides protection risk to its policyholders in exchange for an insurance premium. No relationship exists among the policyholders or between the company and a policyholder.

							
								
								Risk is shared among the policyholders. The takaful pool, not the company itself, provides protection for policyholders. The company just manages the business. Each policyholder shares all other policyholders’ risks.

							
						

						
								
								Nature of  company  investments

							
								
								The investment of premiums is unrestricted.

							
								
								The company makes  only sharia-compliant investments.

							
						

						
								
								Who gets the surplus

							
								
								The entire surplus belongs to the company and is distributed among stockholders.

							
								
								A portion of the surplus must be shared among the policyholders.

							
						

						
								
								Who is responsible for excess liability

							
								
								The insurer needs to pay from its own assets and from owners’ equity to cover excess liability.

							
								
								In theory, the policyholders must pay any excess liability. (In reality, stockholders usually make an interest-free loan to the company to cover this expense.)

							
						

					
				

				Examining the Evolution of Takaful

				The birth of takaful goes back to the early days of Islam (which I discuss in Chapter 3). During the lifetime of the Prophet Muhammad (pbuh), the people of Mecca (Makkah) and Medina (Madinah) in what is now Saudi Arabia practiced a mutual insurance system called aqila. Here’s how the system worked: If a person from one tribe killed a person from a different tribe, the killer’s tribe was on the hook to pay blood money to the deceased person’s family. All tribe members were expected to contribute to the aqila system, so it was essentially a fund pool that paid blood money when someone was killed.

				Following the timeline of takaful

				Here are some highlights from the short history of Islamic insurance:

				[image: check.png] 1979: The first Islamic insurance company — the Islamic Insurance Company of Sudan — was set up by Faisal Islamic Bank in Sudan.

				[image: check.png] 1979 to 1980: The Islamic Arab Insurance Company was set up in Saudi Arabia.

				[image: check.png] 1983: The Saudi Takaful and Retakaful Company was established in the Bahamas. Also, the Islamic Takaful Company was established in Luxembourg.

				[image: check.png] 1984: Malaysia approved the Takaful Act, which spelled out laws governing the conduct of takaful businesses in Malaysia, the operations of international takaful businesses, and so on.

				[image: check.png] 1985: Malaysia’s first takaful company — Takaful Malaysia Berhad — was established. Also, takaful was approved by the Grand Council of Islamic Scholars in Mecca, Saudi Arabia, as  an Islamic alternative to conventional insurance.

				[image: check.png] 1995: Syarikat Takaful was established in Singapore, and the Islamic Insurance Company was established in Qatar.

				[image: check.png] 1999: Trinidad and Tobago established the Takaful T&T Friendly Society — the first takaful company on the American continent. Also, Amana Takaful became the first Islamic insurance company established in a non-Muslim country of South Asia (Sri Lanka).

				[image: check.png] 2000: BIMB Institute of Research and Training drew up a code of ethics for takaful operators in consultation with the Bank Nagera Malaysia and takaful operators in Malaysia. 

				[image: check.png] 2002: Lebanon’s first takaful company, Al Aman Takaful, was started.

				[image: check.png] 2003: The first Islamic insurance company in Pakistan, the Pak-Kuwait Takaful Company Ltd., was established.

				[image: check.png] 2004: The Bahrain Monetary Agency published a consultation paper on proposed rules to regulate the takaful industry. The proposed rules dealt with business conduct, the valuation of assets and liabilities, the segregation of shareholder and policyholder funds, and more.

				[image: check.png] 2006: AIG, one of the leading insurance providers in the United States, established a takaful company called AIG Takaful Enaya headquartered in Bahrain.



				Scholars believe that the core concept of modern takaful was first introduced by merchants who traded among the Persian Gulf, Asia, and South Asia in the ninth century. The concept they introduced was that groups of people would pool their funds and agree to share the risk of misfortunes such as robberies and natural disasters. However, no record indicates that takaful existed between the 9th century and the birth of modern takaful in the 20th century.

				[image: remember.eps]	Modern takaful emerged because Muslim scholars actively sought an alternative to conventional insurance, which isn’t sharia-compliant. These scholars were witnessing and/or participating in the development of modern Islamic banking, and the insurance question was a logical one to consider.

				From the beginning of the 20th century through the end of the 1970s, Islamic high authorities made periodic religious decisions that opened the door to the possibility of an Islamic insurance industry. Starting in the late 1970s, the industry as it exists today began to emerge. See the nearby “Following the timeline of takaful” sidebar for details on this evolution.

				Eyeing the Future Growth  of the Takaful Industry

				Takaful is still in its infant stage and occupies a niche market, but it’s the fastest-growing sector of the global insurance industry. One reason is that most countries require auto insurance coverage of some kind, and many nations (but not all) accept motor takaful as well as conventional auto insurance. Another reason is simply that various takaful products (which I detail in Chapter 19) have become available as sharia-compliant alternatives to conventional insurance.

				The current takaful market is concentrated in Malaysia and the Middle East. An estimated 130 takaful companies are in business worldwide, and almost half of them are concentrated in the Gulf Cooperation Council (GCC) nations of Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates.

				Between 2004 and 2007, the takaful industry grew on average 25 percent per year. (The conventional insurance industry grew 10.2 percent per year during that time frame.) Worldwide in 2007, $1.7 billion in contributions were paid to takaful funds. According to A.M. Best’s Takaful Review published in 2011, that amount may reach $7 billion worldwide by 2015.

				[image: remember.eps]	Despite such a rosy outlook for the industry, takaful operators are facing challenges presented by their higher costs (compared with those incurred by conventional insurers) because of their lower economies of scale. However, takaful companies have an important competitive advantage: customer loyalty, which is built on takaful’s sharia compliance.

				As I outline in Chapter 4 and Chapter 20, the worldwide Muslim population is huge and growing rapidly. Plus, 60 percent of the global Muslim population is under 25 years old. If these young people buy into the value of participating in takaful funds, the takaful industry will soar.

				The Western market is virtually untapped when it comes to takaful. Especially in Europe, where the Muslim population is quite substantial, the potential for takaful companies seems enormous. And even in Muslim countries such as Pakistan, Bangladesh, Indonesia, and Egypt, the takaful industry is so new that its potential has only begun to be explored.

			

		

	
		
			
				Chapter 19

				Takaful and Retakaful Products, Structures, and Governance

				In This Chapter

				[image: arrow] Getting a taste of general and family takaful products

				[image: arrow] Identifying takaful contract structures

				[image: arrow] Introducing the retakaful industry

				[image: arrow] Heeding the governance of the sharia board

				As I explain in Chapter 18, Islamic scholars don’t accept conventional insurance as being sharia-compliant because it involves prohibited elements of uncertainty, gambling, and interest. Therefore, a fairly new world of commercial insurance products has emerged to satisfy consumers seeking sharia compliance.

				If you travel through Malaysia or a country in the Gulf Cooperation Council (Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, or United Arab Emirates), you’ll likely see billboards with messages such as “Share your risk in a sharia-compliant way” or “Save for your family in a sharia-compliant way.” Such ads promote Islamic insurance products called takaful that exist to decrease risks related to everything from travel and retirement to international trading.

				Takaful companies are gaining a meaningful global market share in the insurance industry by offering a diverse range of risk-management products. Takaful products are typically categorized into two types: general takaful and family takaful. I describe examples of each in this chapter and give you the scoop on reinsurance products called retakaful. I also touch on the role of sharia boards in the takaful industry.

				Checking Out General Takaful Products

				The conventional insurance industry offers lots of products that protect items of value, such as homes, cars, and business inventory. General takaful products serve a similar purpose: They protect against the risk that your valuable items may be stolen, damaged, or destroyed. In other words, these products help you replace or repair the stuff you’d have a hard time replacing or repairing on your own.

				Takaful operators develop general takaful products to bear the loss of, or damage to, a policyholder’s assets in a sharia-compliant manner. General takaful are short-term policies, typically renewed annually.

				[image: remember.eps]	All the takaful products I describe in this chapter have conventional insurance counterparts that provide similar coverage but use a different product structure that relies on a different transfer of risk. As I explain in Chapter 18, takaful products of all kinds function with policyholder contributions (gifts) to a pooled takaful fund. If any policyholder suffers a loss — for general takaful, a loss of or damage to assets — the other policyholders (through their contributions) are responsible for covering the member affected by the misfortune, and their fund pool covers the loss or damage.

				Two major groups of general takaful exist: individual and business takaful. I examine each in the following sections.

				Individual general takaful products

				Individual general takaful products bear costs related to the repair or replacement of an individual’s takaful-covered assets in a sharia-compliant manner. The takaful products offered may cover assets ranging from luggage to cars to homes — and even someone’s health. (Hence, medical insurance is considered an individual general takaful product.) I examine these four examples here so you can get a sense of what the most common takaful products entail.

				Traveler’s takaful

				Travel insurance is fairly easy to understand — and essential for people who make frequent trips (such as those conducting international business) and folks traveling a long distance from home. Traveler’s takaful products allow policyholders to contribute to a fund that offers them coverage in case they lose their passports, their luggage, or other property (such as jewelry, cellphones, or laptops) while on the road. It kicks in to offset costs associated with delayed baggage as well.

				In addition, traveler’s takaful covers costs when someone experiences a medical emergency far from home. Trip cancellation costs are also covered as are costs related to personal accidents and personal liability toward a third party.

				Motor takaful

				Motor (auto) insurance is compulsory in the majority of countries across the globe: If you don’t have motor insurance, you aren’t allowed to drive. But for Muslim drivers, conventional insurance products pose a problem because they aren’t sharia-compliant. Therefore, motor vehicle takaful products play a crucial role in the Islamic insurance market: They help sharia-compliant Muslims get the insurance coverage the law requires without compromising consumers’ adherence to the Islamic faith. Most takaful companies provide motor takaful products. (See Chapter 18 for details about why conventional insurance plans aren’t sharia-compliant.)

				Here’s how it works: Policyholders contribute to a motor takaful fund and agree via contract to help each other in cases of loss or damage to participants’ vehicles and other damages that may result from an auto accident. When the takaful policy reaches maturity (at the end of a year, for example), participants are entitled to a share of any surplus that remains in the takaful fund. The fund participants and takaful operator share the surplus based on a pre-agreed ratio. See the “Sharing surplus” sidebar for an example of how a policyholder may figure his share.

				[image: realworldexample.eps]	What exactly is covered by a motor takaful product? Generally, a takaful operator offers coverage that compares with that offered by conventional insurance companies. Take the example of the motor takaful offered by Abu Dhabi National Takaful Company in United Arab Emirates. If you participate in its products, here’s the coverage you can get:

				[image: check.png] Loss or damage to the vehicle: If you wreck or roll your car or if it’s stolen, catches on fire, or is otherwise damaged by the “malicious act of any third party,” you’re covered.

				[image: check.png] Third-party liability: If your vehicle is involved in a collision that kills or hurts passengers in another car (or bystanders), you’re covered. The takaful fund also pays for damage to property owned by a third party (someone other than you and the other driver).

				[image: check.png] Additional coverage: If you get a flat tire, need a tow or roadside assistance, have a dead battery that needs a jump, or run out of gas, the takaful covers the expenses related to getting the help you need. You can also purchase coverage that gives you, your family members, and/or your employees personal accident benefits. Policies that cover your emergency medical expenses and/or replacement of any personal items in your car that are stolen or destroyed in a fire are also available.

				[image: remember.eps]	Motor takaful participation is accepted as legal insurance coverage in many nations, including some non-Muslim nations, as an alternative to conventional auto insurance. As long as a takaful operator is registered as an insurance company in a particular nation, its coverage is accepted as valid insurance there. For example, motor takaful coverage is available and valid in Indonesia, Kenya, Malaysia, Pakistan, Qatar, Saudi Arabia, Sri Lanka, and United Arab Emirates. Takaful companies have not yet made significant inroads in Western nations, but I expect them to move into Western markets in the near future.

				Sharing surplus

				To figure out how surplus funds are shared among takaful contributors, say that Mr. A’s motor takaful contribution for a given year is $500, and his agreement states that the surplus-sharing ratio between participants and the takaful operator is 40:60. In this particular year, imagine that policyholders contributed a total of $500,000 to the fund and made only $350,000 worth of claims. That leaves a surplus of $150,000.

				The surplus-sharing ratio for participants is calculated by first dividing 150,000 (the surplus) by 500,000 (the total contributions in the fund) to get 30 percent:

						150,000 ÷ 500,000 = 30 percent

				This number indicates that the surplus represents 30 percent of the total contributions. The participants receive 40 percent of the surplus amount (based on the agreed 40:60 ratio). Therefore, for an individual participant to calculate how much to expect back, he multiplies his 40-percent cut by the 30-percent surplus:

						40 percent × 30 percent = 12 percent

				Mr. A’s share of the surplus equals 12 percent of his total contributions, a total of $60:

						$500 × 12 percent = $60

				Please note that this equation reflects what occurs in a very simple mudaraba contract. The calculation may differ as it’s applied to other contracts. (Check out Chapter 10 for info on mudaraba contracts.) However, this same general process is used to calculate the amount of surplus any policyholder is entitled to for a general takaful product.



				House owner or householder takaful

				The house owner or householder takaful provides coverage for residential buildings and household contents (such as furniture, clothing, home computers, and so on). This product is the Islamic alternative to conventional homeowners and renters insurance.

				[image: realworldexample.eps]	What kind of coverage can you expect from this type of policy? Many options are available that offer a spectrum of coverage. For example, you can shop for a takaful product that specifically covers damage to or loss of assets or cash because of a home burglary. Or you can look for a broader policy that covers a range of risks, such as the Home Takaful Plan offered by SABB Takaful in Saudi Arabia. Participating in this plan allows you to get coverage for the following:

				[image: check.png] Loss of or damage to the building and its contents: If your home is damaged by fire, a storm, a vehicle, someone else’s “malicious acts” (including burglary), or “other perils” (that aren’t self-inflicted), you’re covered.

				[image: check.png] Loss of rental income and expenses related to finding new accommodations: If you’re renting the home to other people and lose rental income because of the types of perils listed in the previous bullet, you’re covered. If you live in the home and need to move out for a while because it’s so badly damaged, the plan covers that expense as well.

				[image: check.png] Loss or damages when moving: Your possessions are covered when you’re moving.

				[image: check.png] Domestic helper coverage: If you have someone working in your home and that person gets hurt or dies at your home, the takaful covers your expenses related to this situation.

				[image: check.png] Third-party claims: You can purchase coverage that comes into play when someone visiting your home has an accident that results in injury.

				Medical takaful

				Are you surprised that health insurance is included in the category of general takaful? Think of it this way: Your health is perhaps your most important asset. Medical takaful products help you protect this asset against damage or loss by helping you pay to see doctors, get medications, and pursue other medical treatment when necessary.

				For people who live in parts of the world where federal or state governments don’t provide healthcare benefits, medical insurance is crucial. Anyone who doesn’t have it faces enormous risk related to the costs of seeking treatment in cases of serious injury or illness. Medical takaful products generally cover expenses related to illnesses, accidents, and chronic health conditions. Maternity, optical, and dental expenses are often covered as well. Many takaful operators offer medical takaful funds.

				Business general takaful products

				Owners tend to invest huge amounts of their savings in a business. They need to protect their investments against the risk of unpredictable events, such as a customer slipping and falling on a retail shop floor or a factory worker suffering an accident during a product manufacturing process. As with conventional business insurance products, takaful operators may offer customized products for business owners. In this section, I introduce you to a handful of the most common business takaful products.

				Liability takaful

				Takaful operators, in the footsteps of their conventional insurance counterparts, have developed many liability-related business products to protect the assets of business owners. Such products protect a business organization whenever any of its stakeholders — employees, customers, or owners — or the general public incurs damage or loss related to the business’s activities.

				Following are some of the liability takaful available in the Islamic insurance industry:

				[image: check.png] Employer’s liability takaful: This type of product protects an employer when one of its employees incurs an injury, contracts a disease, or dies due to the employee’s own negligence on the job. If a business owner purchases this type of takaful, he reduces his risk of losing large sums of money (or even the entire business operation) because of an employee’s negligence.

				[image: check.png] Workers’ compensation takaful: A companion product to the employer’s liability takaful is the workers’ compensation takaful. Whether due to their own negligence or to factors out of their control, employees run the risk of accident, illness, or even death on the job — no matter what type of work environment they’re in. This type of product, purchased by the business owner, covers employee expenses related to such incidents.

				[image: check.png] Public liability takaful: This type of takaful provides a company with coverage against legal liability to the general public for harm caused by the negligence of the company’s employees or owners or by a defect in the company’s machines or properties. For example, if the business owners fail to maintain a sidewalk in front of the facility and someone trips and falls, or if employee negligence leads to pollutants being released into the public water supply, this type of product comes into play.

				[image: check.png] Professional indemnity (malpractice) takaful: Clients can sue professionals such as lawyers, doctors, architects, and engineers for losses and damages related to the professionals’ negligence while performing their duties. If a doctor’s patient dies, for example, and the patient’s family believes that doctor negligence is at fault, that doctor may face a very serious and substantial malpractice lawsuit.

				Marine and aviation takaful

				Separate from liability takaful, another type of business general takaful product is the marine and aviation takaful. This type of takaful plan covers the loss or damage of cargo in transit — goods transported by land, air, or sea. For any company that transports its products internationally (or even over a significant distance within its country’s borders), this kind of asset coverage is a must.

				Engineering business takaful plan

				This type of takaful plan provides coverage for risks and liabilities in the construction industry. It protects against the loss of or damage to projects under construction, including buildings, bridges, and roads. For example, an engineering business takaful product may cover expenses related to problems with a contractor’s plant, electronic equipment, the deterioration of stock, and machinery breakdowns.

				General accident takaful

				This broad takaful category provides coverage for commercial entities against any risk that’s caused by human action. For example, this category includes takaful for the following scenarios:

				[image: check.png] Burglary takaful: This product provides coverage for any damage to, or loss of, assets or cash because of burglary (to a retail business, for example).

				[image: check.png] Event cancellation: Canceling an event creates many expenses for the event organizer, such as lost revenue from ticket sales, cancellation charges, and sponsorship expenses. (Consider how much money a concert organizer can lose if the headline performer comes down with pneumonia the day before the show, for example.) This takaful coverage helps to protect against such expenses.

				[image: check.png] Money plan: This takaful product provides protection for money in transit and money on premises, such as money that’s locked in a safe or placed in a cash register.

				Exploring Family Takaful Products

				Conventional life insurance provides financial help to the insured family in case of death, and conventional disability insurance covers expenses when someone faces the consequences of a serious illness or accident that impedes her ability to work and function as normal. However, these conventional insurance contracts are based on speculation (maysir) and uncertainty (gharar), which are prohibited per Islam. (After all, who can predict the date of the insured’s death or whether a tragic accident will cause long-term injury?) This means that a customer seeking sharia compliance needs an alternative type of product. (See Chapter 18 for details about why conventional insurance plans aren’t sharia-compliant.)

				The Islamic alternative to conventional life and disability insurance is family takaful products. These plans are basically savings or investment products that have maturity dates and are designed to fulfill the future needs of the policyholders. Family takaful products provide benefits to the insured family when tragedy strikes, and the policyholder also enjoys the returns from a long-term savings investment.

				Applying participants’ contributions

				The participants or policyholders in a family takaful fund enter into a long-term, defined-period contract with the takaful operator. As in the conventional system, participants select the most suitable plan (including the length of contract) according to their needs.

				[image: realworldexample.eps]	Consider a family takaful plan offered by SABB Takaful in Saudi Arabia. Its plan ranges in length from 5 to 30 years and is offered to people between the ages of 18 and 65, with the stipulation that the insured (the policyholder) can’t be older than 75 when the plan matures.

				Participants in a family takaful product make contributions (referred to as gifts) to the fund. Most of the contributions go to a part of the fund called the participants’ special account (PSA), which supports fund participants who need help. Any participant who becomes seriously ill or has a disabling accident before the plan’s maturity date can receive assistance from the fund, and the family of a participant who dies before the maturity date also receives assistance. If few participants experience such misfortunes, the surplus funds are shared between participants and the takaful operator based on the takaful model the company follows. (I describe takaful models in the upcoming section “Understanding Takaful Structures.”)

				[image: remember.eps]	Although most of the participants’ contributions go into the PSA, a portion of their money is simultaneously funneled into a savings or investment account, often called a participants’ account (PA), and invested in sharia-compliant products. The profit or loss from such investments is shared according to a ratio that the policyholders and the takaful operator agree on at the time of the contract. Therefore, although a family takaful product serves the crucial purpose of mitigating risk related to a personal tragedy, it also promotes savings and investment for the family’s long-term benefit.

				Assisting policyholders

				Family takaful policyholders stand to benefit in different ways depending on whether they stay healthy or experience disability or death prior to the plan’s maturity date. If a participant stays healthy throughout the course of the takaful contract, she doesn’t receive any direct assistance from the PSA. Instead, her participation benefit derives from any surplus in the PSA (because she is entitled to a portion of that surplus) as well as any profits generated by investments in the PA.

				If the participant becomes disabled due to illness or accident during the contract period, she may receive funds directly from the PSA to cover her expenses. In this case, she still shares in any profits generated by investments in the PA, but she doesn’t receive a share of any PSA surplus (because she has already benefited from that fund).

				If a family takaful policyholder dies during the course of the contract, the policyholder’s beneficiaries receive the accumulated sum in the PA plus any profit available from the investments from the beginning of the contract through the due date before the death. From the PSA account, the policyholder’s beneficiaries are entitled to the amount covered by the specific takaful product.

				Exploring family takaful products

				The most common types of family takaful products available on the market fall into the categories individual and group. Check them out in the following sections.

				Individual family takaful

				Many individual family takaful products are savings takaful plans: products that are custom designed to meet the specific financial goals of the customer while offering protection against misfortunes. The customer may choose a product that helps him save toward a home purchase, for example, or for an upcoming marriage. Here are other specific types of savings takaful plans:

				[image: check.png] Education takaful: This type of plan encourages savings for the future educational needs of the participant’s children. At the same time, it offers a protection component: If the participant becomes disabled or dies during the course of the takaful contract, the takaful company contributes funds for the remainder of the contract period so the savings goals are met.

				[image: check.png] Hajj and Umra takaful: Some takaful companies offer protective coverage and savings plans for customers going on Hajj or Umra (pilgrimages to Islamic holy sites in Mecca). Such plans protect participants against any accidents that occur during the ritual period.

				[image: check.png] Investment takaful: Although all family takaful products have an investment component, investment takaful products are more aggressively focused on investment than other takaful options. Each participant can determine how much of his contribution is funneled into the pool of protective funds (in case of death or disability) and into the investment account. Participants can also choose among a variety of maturity dates. All investments made by a takaful operator in the effort to generate profit for participants are sharia-compliant.

				[image: check.png] Retirement takaful plan: Like the investment takaful plan, the goal of this product is to offer both a protection against misfortune and a sharia-compliant means of investing. The key difference between an investment takaful and retirement takaful is generally the length of contract; for most people, a retirement takaful plan involves a long-term contract with a maturity that coincides with the participant’s planned retirement date.

				Group family takaful

				These takaful plans are designed to cover a group of people in a company, club, or association. Takaful companies sell group takaful products to business owners and association boards of directors, for example, and they require a minimum number of participants.

				[image: remember.eps]	Why are such plans classified as family takaful and not grouped with the business takaful products I describe earlier in this chapter? They’re life insurance products, like the other family takaful funds, which protect individuals and families against risks associated with death and disability. This version is simply designed with the employees of a certain business or the members of a certain club or association in mind. If your employer offers life and/or disability insurance as one of your employment benefits, you’ve got a conventional insurance product that’s equivalent to group family takaful.

				Understanding Takaful Structures

				In Chapter 18, I touch on how takaful products are generally structured. All have a few universal elements and managerial aspects. For starters, a takaful fund is basically a pool of money that participants create to help each other. But such funds can’t survive if a country’s regulations don’t allow for a cooperative legal form of business organization or for companies that lack share capital (capital stock).

				Therefore, for practical reasons, takaful operators (which are usually limited liability companies and may be Islamic banks) exist to manage these pools of funds. And shareholders exist to support a fund’s startup and ongoing administrative expenses. I describe the functions of takaful operators and shareholders in Chapter 18.

				[image: remember.eps]	Each takaful company must keep its participants’ contributions separate from its shareholder funds; the two sources of money can’t be mixed. Therefore, each takaful operator manages two separate funds:

				[image: check.png] The takaful fund: This fund is the participants’ (policyholders’) money. In the case of family takaful products, this fund is divided into two separate accounts, the PSA and the PA, which I cover in the earlier section “Applying participants’ contributions.”

				[image: check.png] The shareholders fund: Also called the operating fund, this account holds the seed money (the paid-up capital) provided by the company’s shareholders. The shareholder fund pays startup administrative expenses, and remaining capital is invested. Any profits from those investments go back into this fund. In addition, takaful participants pay ongoing management fees that are placed in the shareholders fund to support continuing administrative expenses.

						Shareholders are rewarded for their investment with explicit fees that are paid out of this fund periodically. In addition, when a takaful fund earns investment profits, shareholders may receive a share of those profits.

				[image: remember.eps]	An important point to keep in mind is that any takaful fund (regardless of its particular structure) that experiences a deficit during its operation requires underwriting or capital backing; otherwise, the fund can become insolvent. As I note in Chapter 18, the participants are theoretically responsible for covering a deficit. But in the real world, takaful shareholders underwrite the funds when deficits exist. They do so by giving the fund a qard hasan (interest-free loan). Later, when the deficit disappears and a surplus accrues, the shareholders deduct the loan amount from fund surpluses.

				In the following sections, I describe the three structures most commonly used to create takaful products — the wakala, mudaraba, and combination models — so you can see how funds flow into and out of the takaful product and how that product is managed by the takaful operator.

				Wakala model: The principal-agent  relationship

				In Islam, wakala is a contract in which one entity works as an agent for another. In the case of a wakala-based takaful product, the takaful operator works as an agent on behalf of the takaful participants, who are called the principals. (The operator, or agent, is the wakil.)

				The takaful operator manages the fund and receives a pre-agreed percentage of the participants’ fund or fixed fee; this management fee is called a wakala fee. In addition, the takaful operator may charge a performance-based fee, which is its incentive to manage the fund as well as possible. The takaful operator determines what fee(s) to charge after consulting with the sharia board. Any fees it collects are placed in the shareholders fund and are used to reward the shareholders as well. 

				Figure 19-1 illustrates the wakala model. Note that any surplus that the takaful fund or the sharia-compliant investments generate goes back to the participant contributions. (In other words, participant contributions in the subsequent year will be lower, so participants benefit from surpluses.)

					

				
					Figure 19-1: The wakala model at work in a takaful fund.

				

					[image: 9780470430699-fg1901.eps]

				Mudaraba model: Partnership

				Mudaraba is an Islamic contract based on a financial partnership in which one party (an investor) gives money to another (a fund manager) for the purpose of investing it in a business or economic activity. The investor puts up all the capital, and the fund manager provides expertise and knowledge to help the activity be successful. Both parties share the profits based on an agreed-upon ratio, but only the investor can lose the initial capital if the activity isn’t successful.

				When a takaful product is based on this contract, the shareholders of the takaful company share the profit of the fund with the policyholders. The pol-icyholders are the investing partner (silent partner), called the rab al mal. The takaful company (the takaful operator and shareholders) is the working partner or fund manager, called the mudarib. The takaful company isn’t liable for any loss (unless the loss stems from the company’s own negligence or misconduct). Instead, the participants’ fund bears the loss. (The participants stand to lose money; the company stands to lose the value of its time and efforts.) The takaful company receives a percentage of the fund’s surplus (if one exists) and a percentage of any profit from investments made by the fund.

				[image: controversy_religion.eps]	This model has been criticized by Islamic scholars who say that any surpluses in the participants fund belong to the policyholders and should be used as a reserve. Also, takaful companies share only the profit and not the financial loss of the fund, which isn’t in the best interests of the policyholders. Another concern is that takaful operators may try to increase the fund surpluses so that they can have more shares in those surpluses, which runs contrary to the core takaful concept of mutual assistance among policyholders.

				Figure 19-2 illustrates the mudaraba model as it applies to takaful. Note that the key difference between Figure 19-1 and Figure 19-2 is that a portion of the surpluses from both the takaful fund and the sharia-compliant investments goes into the shareholders fund in a mudaraba-based takaful. The wakala contract rewards shareholders with only a management fee and possibly an incentive fee.

					

				
					Figure 19-2: The  mudaraba model of takaful.

				

					[image: 9780470430699-fg1902.eps]

				Combination model: Principal-agent  relationship and partnership

				This structure is the most widely used in the takaful industry and alleviates most criticisms leveled against the pure mudaraba model. Here’s how the combination model works:

				[image: check.png] Using the wakala contract, the takaful company acts as the agent for the fund management and receives a fee for underwriting the fund.

				[image: check.png] Using the mudaraba contract, the takaful company acts as the fund manager for managing investments and shares the profit for the investment of the takaful fund.

				Note that the company doesn’t receive any portion of a surplus in the participants fund in the combination takaful structure. Figure 19-3 illustrates the flow of money in this model.

					

				
					Figure 19-3:  The combination takaful model.

				

					[image: 9780470430699-fg1903.eps]

				Waqf this way: Eyeing a localized takaful model

				Some country-specific takaful fund structures exist, such as the waqf model used in South Africa and Pakistan. In this model, part of the shareholder fund is donated to create a trust called the waqf fund. The waqf fund is considered to be a takaful fund and is registered as a charitable organization under local law. The policyholder fund is maintained under this fund, and the takaful operator manages it as a regular takaful fund (using the combination model).

				Differentiating the waqf model from the others I discuss in this chapter is that the charitable organization (managed by the takaful operator) maintains the policyholder fund in the waqf setup. The reason for creating a separate entity is that, according to the sharia scholars in Pakistan, policyholders make their contributions as donations to the fund, so the fund qualifies as a charitable organization.



				Getting Familiar with Retakaful (Reinsurance)

				In the conventional insurance industry, an insurance company reduces its risk of paying large claims by insuring a portion of its risk with another insurance company. The third party is called a reinsurer, and it helps the insurance company in situations involving natural disasters, widespread fires, riots, and other major events that significantly affect many policyholders at once. Retakaful is the Islamic alternative to the reinsurance industry, and I explain it in this section.

				Gauging the necessity of retakaful

				In a nutshell, a takaful company pays premiums to a retakaful company so the retakaful company assumes a portion of the takaful company’s risks. Why is retakaful important? In reality, a takaful company can’t bear the whole risk of covering its participants’ claims. If disaster strikes, the takaful fund may be depleted quickly and become insolvent, in which case everyone — the participants, the shareholders, and the takaful operator — loses.

				[image: remember.eps]	By splitting the risk with a retakaful company, the takaful operator is much better able to manage the company through periods of high claims. Therefore, retakaful ensures the stability of takaful companies and the entire industry.

				Seeing how retakaful works

				Retakaful operates the same way that takaful does. The only difference is that participants (policyholders) of regular takaful products are individuals, businesses, and other commercial organizations. In a retakaful contract, participants (policyholders) are various takaful companies, and the fund operator is the retakaful company. Of course, retakaful companies need to operate according to sharia law and must make any investments or hedges accordingly.

				The takaful operator and the retakaful operator sign the retakaful contract. The original policyholders of the takaful products aren’t directly involved in the retakaful contracts (even though the retakaful premiums are paid using a portion of the takaful policyholders’ fund).

				If a takaful operator faces insolvency because of unexpected claims by its participants, the retakaful operator provides a qard hasan (interest-free loan) to cover the liability. The loan amount must be paid in subsequent years or is deducted from any retakaful surplus belonging to the takaful operator in the following year.

				The contributions or premiums collected by the retakaful company from the takaful operators are invested based on the wakala, mudaraba, or wakala-mudaraba combined contract (see the earlier “Understanding Takaful Structures” section), and profits and fees are shared between the takaful and retakaful companies based on the specific contract agreement.

				Spotting some of the players  in the retakaful industry

				Like the rest of the Islamic finance industry, the retakaful industry is relatively new when compared to conventional insurance; retakaful came into existence only in the late 1970s.

				[image: controversy_religion.eps]
				Examining Islamic opinions about conventional reinsurance

				
				Two schools of thought exist among Islamic scholars regarding the permissibility of reinsuring in the conventional insurance industry:

				[image: check.png] One opinion states that takaful companies can reinsure in the conventional insurance industry based on necessity and dire need when not enough retakaful operators are available to sufficiently fulfill the needs of takaful companies.

				[image: check.png] The second opinion prohibits conventional reinsurance in all circumstances because the reinsurance is based on uncertainty, gambling, and interest. Scholars in this camp argue that because the Muslim community has survived for centuries without conventional reinsurance, no necessity or dire need can exist that justifies working with the conventional reinsurance industry.



				Retakaful operators take two business forms: They exist either as independent companies or as windows (arms or divisions) of conventional reinsurance companies. Currently, more than two dozen dedicated retakaful operators are in operation, as well as six retakaful windows. The first independent retakaful operators to set up shop were these:

				[image: check.png] 1979: Sudan National Reinsurance Company

				[image: check.png] 1983: Sheikhan Takaful Company in Sudan

				[image: check.png] 1985: Islamic Insurance and Reinsurance Company in Bahrain and Saudi Arabia

				[image: check.png] 1985: BEST RE in Tunisia

				Other independent retakaful operators now do business from the Bahamas, Egypt, Iran, Kuwait, Malaysia, Saudi Arabia, Singapore, and United Arab Emirates.

				The following conventional reinsurance companies provide retakaful window facilities:

				[image: check.png] Mitsui Sumitomo (headquartered in Tokyo, Japan)

				[image: check.png] Swiss Re (headquartered in London, England)

				[image: check.png] Kuwait Re (headquartered in Kuwait City)

				[image: check.png] Hannover Re (headquartered in Hannover, Germany)

				[image: check.png] Trust Re (headquartered in Bahrain)

				[image: check.png] Labuan Re (headquartered in Malaysia)

				Noting the Role of the Sharia  Board in Takaful Companies

				Like all other Islamic financial entities, takaful companies need a sharia board’s supervision to make sure they comply with Islamic principles. Each takaful company has its own sharia board, which offers governance and oversight in the following ways:

				[image: check.png] Product development: The sharia board is responsible for making sure that the company develops any new takaful product according to sharia principles. Therefore, every general or family takaful product that a company wants to introduce to its market must first get a stamp of approval from the company’s sharia board.

				[image: check.png] Operation supervision: Although the takaful operator takes care of the company’s daily business, the sharia board supervises the whole operation to make sure it’s being run according to sharia principles. For example

					•	When the company is being established, the sharia board must make sure that its structural development is sharia-compliant. The board may determine, for instance, that a company based solely on the mudaraba contract isn’t structurally compliant, so it steers the company toward a wakala or combination model instead. (You can read about these structures in “Understanding Takaful Structures” earlier in this chapter.)

					•	The sharia board verifies that the company’s transactions are sharia-compliant. As I describe in Chapter 18, a takaful company may invest some of its policyholders’ funds in order to generate profit both to support administrative costs and to benefit policyholders and investors. The sharia board ensures that all investments are made in sharia-compliant companies, funds, and sukuk (Islamic bonds) so that the takaful company doesn’t derive any profit from prohibited industries or from interest payments.

					•	As I explain in the earlier section “Getting Familiar with Retakaful (Reinsurance),” takaful companies pay premiums to retakaful companies (or, sometimes, to conventional reinsurance companies) to share the risk of a catastrophic event that leads to mass claims that may bankrupt the takaful fund. The sharia board decides whether to contract with a retakaful company or a conventional reinsurance company, depending on the board’s opinion regarding the conventional industry.

					•	The sharia board is responsible for ensuring that the board of directors receives reports about the company’s operations and sharia compliance on a regular basis and that such reports make it into the company’s annual report.

			

			
			
		

	
		
			
				
				
					Part VII

					The Part of Tens

					
					
						
							[image: 9780470430699-pp0701.eps]
						

					

				

					In this part . . .

					Here, I offer two short chapters with easy-to-digest tidbits about Islamic finance. First, I point out ten reasons that I think Westerners should know more about the Islamic finance industry. Then I point out ten economic benefits of adhering to Islamic law.

				

			

		

	
		
			
				Chapter 20

				Ten Reasons the West Should Pay Attention to Islamic Finance

				In This Chapter

				[image: arrow] Predicting tremendous growth

				[image: arrow] Recognizing existing demand for sharia-compliant products

				[image: arrow] Gaining familiarity as Western institutions join the industry ranks

				I congratulate you for holding this book in your hands. Some Westerners see the word Islamic and run away as fast as they can. My purpose in writing this book was to boost understanding among Western audiences not only of Islamic finance concepts and products but also of sharia principles and how they govern decisions (including economic decisions) Muslims make. With even a very basic knowledge of these concepts and principles, you can set yourself apart from the pack in a financial industry poised for growth.

				This chapter offers ten good ways that your efforts in reading this book can reap long-term dividends — and why you should share your newfound knowledge with others who are working in (or planning to work in) the financial industry.

				Islamic and Conventional  Finance Can Coexist

				Since the tragedy of September 11, 2001, distrust of Islam, sharia law, and Muslims in general has become the norm in some U.S. communities. The media has a habit of playing into people’s fears by running stories about interpretations of sharia law that lead to honor killings, suicide bombings, and other violence.

				If you’ve read any other chapters in this book, you may already realize that the sharia code of conduct doesn’t, in and of itself, advocate such violence. Instead, the primary focus of sharia is the promotion of social justice. As with other belief systems, interpretations of source material differ. And the people who act on the most radical interpretations tend to be the most newsworthy.

				A financial industry built on sharia compliance doesn’t threaten the Western world or seek to undermine conventional financial structures. Instead, it recognizes that for some people, especially (but not exclusively) Muslims, traditional banking, investment, and insurance products don’t fit the bill. Such products violate a code of conduct by which many Muslims strive to live, and so demand exists for new financial products that meet those folks’ needs.

				A vibrant Islamic finance industry can and will exist in the future alongside its conventional counterpart. In fact, the Islamic financial industry will thrive in part because its conventional counterpart recognizes its value and makes an effort to participate in its success.

				The Industry Is Poised for Growth

				When I was born, the modern Islamic financial industry was still quite new. Since then, the industry has grown up and out to encompass new products, involve new markets, and attract many new customers. I expect the industry to mature in my lifetime, which means substantial growth will continue for many years to come.

				As I note in Chapter 4, the global asset value of the Islamic finance industry in 2011 was estimated to be $1 trillion. By 2016, some experts project that amount to be $5 trillion — a huge increase. Predictions about the growth of Islamic finance institutions and instruments vary. Some say to expect 10 or 15 percent growth each year in the coming decade; others anticipate 30 percent growth per year or even more. Although the numbers differ, almost all industry experts are bullish about the Islamic financial industry’s outlook.

				The Gulf Is Rich in Oil (and Cash)

				A key factor influencing the optimistic perspective on the Islamic finance industry is the wealth concentrated in the countries of the Gulf Cooperation Council (GCC) — Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates. Almost half of the world’s oil and gas reserves are in the Gulf region, and although many governments are actively seeking to reduce their dependence on oil and gas, large-scale alternative energy projects will take time to develop. Meanwhile, oil and gas are energy mainstays.

				Some of the world’s wealthiest countries and individuals are looking for sharia-compliant products in which to invest. A 2012 Trade Arabia article about the economic outlook for the GCC notes that while the U.S. economy tries to recover and Europe continues to struggle with its debt crises, GCC nations are liquid and well-capitalized. In fact, the article notes that determining how to safely invest extra funds in an uncertain economy is an obstacle for the region. As more sharia-compliant products emerge to fulfill customer objectives (including returns and liquidity), more Gulf wealth — more global money, period — will funnel into Islamic financial products.

				The Muslim Population Is Large  and Growing Quickly

				From just 2008 to 2010, the global Muslim population grew from approximately 1.3 billion to 1.6 billion; that’s an increase of about 300 million people in just two years. And some people predict that it will jump another 35 percent by 2030 — nearly twice as fast as the non-Muslim population — to account for more than a quarter of the projected world population. If a reasonable number of those people seek out sharia-compliant financial products, the Islamic financial industry will soon be in high demand.

				Although much of the growth will occur in the Asia-Pacific region, the West will see part of it as well. Projections in Europe, for example, indicate that the Muslim population will reach 58 million by 2030 (it was 44 million in 2010). In the United States, the population was 2.6 million in 2010 and is projected to reach 6.2 million by 2030.

				Muslim Customers Want and Need Sharia-Compliant Products

				Muslim population statistics represent real people who are a captive market of the Islamic finance industry — people with religious beliefs that drive them toward sharia-compliant products. I cover sharia compliance in detail throughout this book; basically, it means adherence to certain restrictions of Islam. For example, Muslims are prohibited from participating in interest-based transactions, gambling, creating or consuming products made from pork, supporting the creation of weapons of mass destruction, and more. Just this abbreviated list of prohibitions offers an idea of why sharia-compliant Muslims can’t put their money into conventional banks or purchase conventional investment instruments.

				Muslims want and need financial products that offer the same types of rewards everyone seeks (such as security for their savings and rewards for their investments) without compromising their moral code. The global financial industry is paying attention to population projections and preparing to meet the needs of its future customers.

				Non-Muslim Investors Notice, Too

				When capital markets get as rocky as they have been since 2007, investors look to reduce risk while still earning a profit. Although no one can predict the future volatility or stability of Western markets, the lessons of 2007 and 2008 will stick with investors for quite some time. When products enter the market that offer the potential for increased portfolio diversification and reduced risk, customers take note.

				Islamic investment products are very different from conventional equity and bond funds. (For a conventional investor, this diversity may be attractive.) As I explain in Part IV, Islamic investments are based on business contracts that increase transparency and reduce speculation so that all contract partners (including investors) know what to expect and what risks are involved. In addition, screening equities for sharia compliance includes looking closely at companies’ financial ratios to eliminate those that, say, carry too much debt.

				The end result of such diligence on the part of Islamic fund developers is that sharia-compliant investment products often involve less risk than their conventional counterparts. (Note that I say less risk; sharia compliance doesn’t eliminate risk.) For this reason — and because knowledge of the industry itself is growing, especially among the world’s wealthiest investors — I believe that Islamic financial products will attract even greater numbers of non-Muslim customers in the future.

				Socially Responsible  Investing Is Thriving

				Sharia law promotes social justice, and sharia-compliant investments are a subset of a larger trend: socially responsible investing (SRI). As I note in Chapter 11, SRI is a broad term that refers to making investment choices in support of companies whose activities mesh with your values.

				Investors who seek out SRI must do their homework before making decisions about where to place their money. SRI requires transparency from investment funds because investors don’t want to unknowingly support industries they oppose. Therefore, fund managers must consistently screen companies to determine whether (in their core business or any subsidiary business) the companies participate in activities the investors want to avoid. In other words, socially responsible investors look for fund managers to do exactly what Islamic fund managers already do.

				According to The Forum for Sustainable and Responsible Investment (ussif.org), in 2010 more than $3 trillion in total assets (including $1 out of every $8 of professionally managed U.S. investments) were being sustainably and responsibly managed. As public knowledge of Islamic investments grows, I anticipate that investors (including non-Muslims) who are already seeking out socially responsible funds will increasingly find that sharia-compliant funds meet some of their investment needs.

				Western Indexers and Rating  Agencies Are in the Mix

				The emergence of Islamic indexes is a huge industry development (see Chapter 12). The first player in the Islamic indexing field was none other than Dow Jones Indexes, and it has been joined by Standard & Poor’s, FTSE, and MSCI. The result is that Western investors have access to benchmarks that track the performance of the Islamic finance industry in ways that are familiar and build confidence.

				Similarly, Western investors who consider purchasing sukuk, the Islamic alternative to conventional bonds, can now compare sukuk by using the ratings systems so familiar to bondholders (see Chapter 13). The Dow Jones Sukuk Index, created in 2006, was the first of its kind. And Standard & Poor’s, Moody’s, and Fitch now all rate sukuk products by using the same ratings systems they use for conventional bonds. Familiarity with these agencies and the tools they use to communicate the strength and risk of bond products gives Western investors confidence and comfort, which will undoubtedly lead to greater participation in the Islamic capital markets.

				London Is Leading the Charge

				Just as having Dow Jones Indexes and Standard & Poor’s involved in the Islamic capital markets may comfort Western investors, so may the knowledge that one of the world’s largest centers of Islamic finance is London, England. With about two dozen British banks providing Islamic finance services, managing approximately $19 billion in assets as of 2011, the nation’s Islamic finance sector ranks ninth in the world. A natural extension of this market’s size is that more education outlets offer Islamic finance training in Britain than anywhere else.

				Certainly, many more Muslims live in Europe than in the U.S., so the captive market for Islamic financial products there is much larger. But Western financial professionals as a whole can’t ignore the size and growth of London’s Islamic banking sector. Britain’s role as an industry leader demonstrates how effectively Islamic and conventional financial systems can coexist and support each other. And I think London’s example will influence other Western nations to develop their own Islamic banking industries.

				Globalization Is Here

				In the past, most companies could build a solid business just by serving or distributing products to a local, regional, or national customer base. These days, companies of all sizes can easily seek customers across the globe, and doing so has become a matter of survival. Western financial firms certainly recognize the need to tap into global markets, and technology makes it simple to transfer assets quickly among institutions thousands of miles apart.

				The financial institutions that succeed in the new economy will be global entities that meet the needs of customers in every major market; many of those customers will be Muslims seeking sharia-compliant products. Governments that recognize this fact and want their financial sectors to thrive will alter their monetary policies to accommodate Islamic financial practices.

				This process is already underway in some Western countries, including the United Kingdom, France, Germany, Luxembourg, and Russia. No matter how many misconceptions about sharia proliferate, businesspeople understand market share. It’s only a matter of time until the sheer size of the Islamic financial market prompts regulatory changes in other Western nations. (See Chapter 4 for regulatory and tax barriers to Islamic finance.)

			

		

	
		
			
				Chapter 21

				Ten Economic Benefits of Following Islamic Principles

				In This Chapter

				[image: arrow] Considering the needs of rich and poor alike

				[image: arrow] Avoiding issues that have compromised conventional markets

				[image: arrow] Encouraging thoughtful, responsible financial decisions

				Lest you think that the Islamic financial industry exists only to fulfill religious obligations for the world’s Muslims, I devote this chapter to an overview of crucial ways in which Islamic principles have the potential to strengthen economies. I say potential here because the industry is so young. The concepts in this chapter are largely theoretical at this point; only time will tell how the industry’s potential economic impact plays out in reality.

				[image: tip.eps]	I bring up some big concepts here, and I have a small amount of space to discuss them. If economics is your thing, I encourage you to look for additional resources that delve more deeply. You’re likely to find mostly articles at this point, but I expect that the bookshelves will soon become more populated with tomes about Islamic economics.

				Reducing Economic Disparity

				A key difference between conventional and Islamic financial markets is that the former primarily benefit the rich, while the latter are designed to promote sharing of both wealth and risk among rich and poor. Keep in mind that Islam does not prohibit accumulating wealth. It does, however, promote awareness of — and shared responsibility for — the hardships experienced by the poor. (One of the five pillars [obligatory acts] of Islam is zakat, or giving a portion of your wealth to charity. See Chapter 2 for more.)

				Think about the way conventional investment products work: The higher the risk involved in an investment, the more you stand to gain. Only someone who can afford to risk money — and potentially lose money — can participate in investments that carry the highest potential rewards. Someone who lives from paycheck to paycheck or has only modest savings can’t afford to risk losing money, so he likely doesn’t participate in such products.

				In the years leading up to the 2008 financial crisis in the U.S., for example, those who made money from the risky, debt-backed securities that ultimately threatened the strength of the entire economy were mostly people and institutions that were wealthy to begin with; they used their money to generate more money. The results of their gamble weren’t pretty for anyone.

				[image: remember.eps]	In addition to the accumulation of profit, Islamic financial products promote altruistic goals such as reducing economic disparity and promoting economic activity and social responsibility. Islamic investment products, for example, are built on contracts that involve shared risk among all partners, so the people who need money (to manufacture a product, for example) share both risk and profits with the people who supply money (the investors). Takaful (Islamic insurance) products, which I explain in Part VI, also aim to reduce economic disparity by requiring shared risk among all participants as well as offering shared rewards (when surplus funds go back to the participants).

				Greater implementation of Islamic principles in the financial markets can result in investments that benefit people at all points on the wealth spectrum. The potential rewards of such movement — regionally, nationally, and globally — are substantial and may include less violence and greater stability.

				Inviting More People into the Markets

				When considering how Islamic financial products can encourage greater market participation, several key issues come into play:

				[image: check.png] Having a captive market: The captive market for products based on Islamic principles is composed of people who want to adhere to the tenets of their religion and, therefore, abstain from putting money into conventional financial products, which are not sharia-compliant. The Muslim population is growing quickly; by 2030, the world will be home to approximately 2.2 billion Muslims. As these people gain easier access to financial products ranging from Islamic checking accounts to Islamic mutual funds, their participation in these financial markets will grow.

				[image: remember.eps]		Keep in mind that Islamic financial products are attractive to non-Muslims as well as Muslims. Anyone searching for socially responsible investments is likely to find sharia-compliant products that fit the bill.

				[image: check.png] Benefiting all classes: As I note in the preceding section, rich and poor alike stand to benefit from participating in products based on Islamic principles. In the conventional market, someone lacking wealth is likely participating as a borrower (whose interest payments support the accumulation of greater wealth for the lender). In contrast, anyone with access to Islamic financial products has the potential opportunity to enter a partnership with one or more investors in an economic venture. If that person brings valuable knowledge or skills to the venture, she can seek partners with funds to support her activities, and all parties may share any wealth that accumulates (and share the risk of potential loss).

				[image: check.png] Keeping credit scores in perspective: A lousy credit history doesn’t automatically slam the door to participation in Islamic financial products as it does in the conventional system, where a person’s credit-worthiness is often pivotal in decisions about whether to extend credit or a loan. In contrast, an institution offering Islamic financial products considers additional criteria when determining a person’s qualification to participate in an investment or other contract. In fact, the project’s standing in terms of sharia compliance and potential profitability is the primary factor; the customer’s financial qualification is secondary.

				Promoting Simplicity and Transparency

				I would never argue that Islamic financial products are simplistic; they aren’t. In this book, I illustrate basic models of financial products based on Islamic contracts so you can see how various players may interact with each other (and profit from the given venture). In real life, the model of a given financial product may look more complex than the description I offer because more than one contract and/or multiple parties may be involved.

				However, I would argue that products based on Islamic principles will never become as complex and difficult to understand as some of the products that investors gamble on in the conventional markets. Here’s why:

				[image: check.png] They start with stricter contracts. Islamic financial products are always based on sharia-compliant contracts (such as mudaraba, ijara, or salam) that are spelled out in literature given to the investor or participant and are required to involve little to no uncertainty.

				[image: check.png] They focus on assets. Products developed based on Islamic principles always center on real assets — not speculations. That doesn’t mean investors or participants actually hold the assets in their hands, but it does mean that they know what their money is being used to purchase.

				[image: check.png] They rely on scholars for guidance. A sharia board supervises every Islamic financial institution to ensure that the products offered by the institution comply with Islamic principles. A sharia board rejects any product that heads into territory so complex that an investor can’t determine the nature of the contract being used or the asset being purchased. In other words, the sharia board ensures that the Islamic firm promotes only products that are both compliant and transparent.

				[image: check.png] They follow strict standards. As I explain in Chapter 3, the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) promotes accounting and auditing standards that guide the transactions and reporting practices of Islamic financial institutions. Also, the Islamic Financial Services Board (IFSB) sets standards of organizational governance, transparency, and prudence. Together, these two organizations help ensure that Islamic financial institutions identify, manage, and disclose risks related to their products.

				Connecting Financial Markets  and Economic Activity

				In a conventional market, people who have money and people who need money almost always interact with each other as lenders and borrowers. The lenders (think of credit card companies, for example) often have no idea how the borrowers are spending the money, and that information is irrelevant to them; the lender is concerned only with being paid the interest owed for the loan or line of credit (in addition to the principal).

				People and institutions who participate in Islamic financial products interact as buyers and sellers or as partners in a transaction rather than as lenders and borrowers. This is true even when one of the participants is a bank or a large investment firm.

				[image: remember.eps]	This distinction is crucial because it means that individuals and institutions that invest in Islamic financial products use their money to support specific economic transactions. The contracts they sign spell out what the money is being used to buy (for example, materials that a manufacturer needs to make a certain product; a commodity that will later be sold for profit; or partial ownership in an asset via a sukuk, or Islamic bond). Their investments facilitate real economic activity, which means that investors can have a direct effect on their local, regional, or national economy by supporting activity that promotes manufacturing, encourages homeownership, and more.

				Linking Savings and Investment

				When you put your paycheck into a conventional bank savings account, your bank promises to keep that money safe and to pay you a set amount of interest. You likely have no concern that the bank will lose your money, and you probably give little thought to how the bank uses your money. You certainly don’t look at your conventional savings account in the same way you do your investment funds.

				But if you put money into an Islamic savings account, you’re putting it into an investment vehicle. As I explain in Chapters 7 and 9, an Islamic bank doesn’t guarantee a set rate of return on your savings. Therefore, you’re aware from the moment you sign the contract with the bank that it plans to actively invest your money (in sharia-compliant ways) in the effort to earn profit that it then will share with you. Your savings account is, essentially, a type of investment account (although it likely carries less risk than many other investment vehicles).

				Why does this distinction matter? The West has a love/hate relationship with the concept of saving money. If consumers don’t save enough, economists lament the weakness that accompanies an economy built on the accumulation of debt. If consumers save too much, economists worry that the economy will stagnate because savings is money that’s not circulating in the real economy.

				Islamic savings vehicles illustrate the concept of connecting the financial markets more closely to real economic activity. If you save money through a product in the Islamic finance system, you don’t isolate that money from economic activity the way a conventional savings account seems to do. You don’t get a guaranteed return in the Islamic account (which some people would argue is a real drawback), but as long as your bank does its job well, you benefit from profits derived from transactions that support economic transactions in the real world — not transactions that occur only on paper and only use money to make money, which is prohibited under Islamic law.

				Avoiding Economic Bubbles  (And Bursts)

				By encouraging simplicity and transparency and tightening the link between financial markets and economy activity, Islamic finance reduces the potential for investment markets to swing to unsustainable highs and crash down to devastating lows. When investors know what their money is being used for, chances are higher that those investors understand the value of the business, project, commodity, or other asset they’re investing in. And chances are lower that they’ll buy into hype and pay inflated prices for those investments.

				A paper written by Jakhongir Imamnazarov and presented at the 2011 Changing Europe Summer School argues that the Islamic financial industry has an inherent “anti-crisis code” that eliminates economic bubbles. Among his evidence, the author points to the 25-percent increase of the value of assets held within the Islamic financial industry from 2007 to 2008, when much of the world was battling the worst of the financial crisis.

				An element of this “anti-crisis code” is the financial screening process Islamic investment funds employ before determining whether a company is sharia-compliant. I describe this screening process in Chapter 12; its first step involves filtering out companies that carry too much debt in comparison to their total market capitalization. In other words, a company that’s too greatly leveraged is shut out of the Islamic investment market altogether. Although some people may argue that this exclusion harms the investor (who loses the opportunity to invest in such a company), it serves a vital function by protecting the investor from bubbles — based on a company’s hypervaluation — that almost inevitably burst.

				Spurring Economic Development

				Most conventional financial institutions have one goal above all others: to maximize profit. An institution exists because of, and for the benefit of, its shareholders. Any of its other initiatives, including those to promote community and economic development, are tangential. In fact, governments often legislate a minimum level of institutional commitment to community and economic development because it may not otherwise occur.

				Islamic financial institutions certainly aim to make profit; if they didn’t, they wouldn’t stay in business. However, the profit motive is tightly linked with other responsibilities that affect more than just shareholders. To be profitable, an Islamic institution must respect and develop strong partnerships with its customers (bank depositors, fund investors, sukuk holders, and so on). It must screen and select investments based on their compliance with sharia law as well as potential for growth and success. The bank must provide ways for money to move from the wealthy to the poor, from those seeking to fulfill the obligation of zakat to those seeking resources build a better life.

				[image: remember.eps]	In other words, an Islamic financial institution is inherently committed to community and economic development; it has a broader spectrum of responsibilities than its conventional counterparts. An Islamic bank or fund generates profits through economic investment. Its profits and its partners’ profits result from economic success stories.

				Encouraging Longer-Term Investment

				Investors in conventional markets often make decisions based on the desire for quick returns. They try to predict the next hot industry and jump in and out at just the right times to turn a quick profit. The buy-and-hold investment philosophy seems downright quaint in an environment where people can make inexpensive online trades any hour of the day or night. Unfortunately, quick decisions aren’t always profitable, and pinpointing the next hot industry is hard. A lot of money gets wasted this way, and investors learn the hard way (if they ever learn at all) that buying and holding maybe isn’t so silly.

				The Islamic approach to investment encourages a slower, more thoughtful decision-making process. After all, an Islamic investor seeks to make socially responsible choices — to avoid investment in companies that cause harm to people or the environment. Weeding out such companies is the first step in a screening process that every Islamic fund uses. The next step — eliminating companies whose financial practices are too risky — goes a long way toward reducing risk and creating greater investment stability. Intensive screenings, reduced risk, greater stability, socially responsible investment selections . . . this is not the stuff of quick action or (usually) quick returns. Investors following Islamic principles tend to follow a path that encourages more thoughtful selections and longer-term commitments.

				Reducing the Impact of Harmful Products and Practices

				Sharia law prohibits engaging in any transactions that support certain industries or activities that are considered harmful (to people or to the environment). For example, Muslims can’t eat pork, drink alcohol, watch pornography, or gamble. Sharia prohibits financial transactions that involve interest, speculation, or gambling, which is why Muslims can’t use most conventional financial products and must look instead to the Islamic financial industry. The list of prohibitions also includes weapons of mass destruction, cloning, and more.

				By creating banking and investment products that are sharia-compliant, Islamic institutions offer Muslims opportunities to participate in the financial markets without compromising their religious principles. In addition, they also attempt to reduce the economic and societal costs associated with the harmful, prohibited products and activities.

				[image: realworldexample.eps]	Consider two examples: By discouraging investment in alcohol production and distribution, Islamic financial products discourage alcohol’s availability and consumption, thereby promoting improved public health. By restricting investment in the production of weapons of mass destruction, Islamic financial products discourage these weapons’ use during wartime, which helps protect civilians from the threat of widespread death and destruction. These investment decisions reflect the Islamic commitment to promoting strong, stable societies and healthy economies.

				Striving for Greater Stability

				The benefits I put forth in the preceding sections all lead up to this one: Globally, people are longing for greater economic stability. After years of crises and economic gloom and doom in so many countries, people want positive change. They recognize that something is inherently flawed in the conventional financial system that has let them down, and they want a system that’s more just, transparent, responsible, and sturdy.

				I certainly don’t claim that following the principles of Islamic finance can solve every economic crisis or prevent future economic instability. But I do believe that the fundamental principles I discuss in this chapter and this book serve as a positive example when considering what financial reform can look like. By treating money as a medium of exchange rather than an entity with value in and of itself; by viewing profit as just one of many reasons to engage in investment activity; by serving all people in a community and not just the wealthy; by putting dollars squarely behind real economic activities that create real jobs and real products . . . by these means and more, Islamic finance promotes the type of responsibility that people everywhere are craving from their financial institutions.

			

		

	
		
			
				Appendix

				Glossary

				Accounting & Auditing Organization for Islamic Financial Institutions (AAOIFI): An independent, not-for-profit organization supported by governments, central banks, and financial institutions that ensures that all the participants in the Islamic finance industry conform to certain sets of rules and regulations.

				agency functions: Commercial bank activities in which a bank acts as an agent for a customer. These tasks include collecting and paying checks, buying stocks and bonds, and corresponding on behalf of the customer.

				Allah: Preferred reference among Muslims for the one true God. The word doesn’t have a gender or a plural form, making it the preferred term for even non-Arabic-speaking Muslims.

				amana: A trust deposit. The amana contract is similar to the wadia contract except that the amana trustee isn’t allowed to use the asset given for safekeeping. The trustee is held liable if he is found to be negligent with the asset’s safekeeping. See also wadia

				’aqd: Arabic term for contract, which is a transaction between two or more parties regarding a particular matter. Per Islamic commercial law, a valid contract must include six specific elements to take place: offerer, offeree, offer, acceptance, subject matter, and consideration.

				audit committee: Members of a bank’s (or any other corporation’s) board of directors who supply information to the board regarding the bank’s financial reporting, disclosures, and risks.

				Bank of International Settlements (BIS): An association of government central banks, which interacts with the Islamic Financial Services Board (IFSB).

				batil: Arabic term for invalid or void contract.

				bay’ al dayn: The sale of debt. One of the most controversial Islamic financial products, bay’ al dayn allows a creditor to sell a debt to a third party, and it’s practiced in the secondary market for sukuk. Some sharia boards allow for this product, and some don’t.

				bay’ al-muajil: A deferred payment sale in which a bank buys something on a customer’s behalf and then sells it to the customer, who makes installment payments. The bank makes a predetermined profit agreed upon by both parties.

				bay bithaman ajil: A deferred payment sale in which the parties agree upon a price that includes a profit for the seller.

				bilateral commercial contract: A commercial contract between two commercial banks in which each party promises to perform an action in exchange for the other party’s action.

				branch Islamic bank: A dedicated channel for sharia-compliant products offered through a conventional financial institution.

				captive market: For Islamic finance, the people who seek out sharia-compliant products because of their religion and culture.

				central bank: A government-established entity that regulates a nation’s money supply, interest rates, and private and government banks. It sets monetary policy for the country and serves as a lender of last resort to banks that have liquidity problems.

				compliance: In commercial banks, the pursuit of proper conduct so bank operations and customer service can continue without interruption. Islamic banks add an organizational layer to ensure compliance with sharia as well as all other industry regulations and internal controls.

				consecutive musharaka: A standard musharaka contract, in which each partner can keep its share in the partnership consecutively until the very end of the joint venture, project, or business. See also musharaka or musharakah

				credit risk: Negative results in a bank’s or other lender’s financial standing because a debtor or obligator defaults.

				current account: A checking account. In Islamic banks, money given by a depositor to a current account is considered a loan without expectation of any profit return. The depositor loans the bank money solely for the purpose of safeguarding, usually as part of a wadia or qard hasan contract.

				declining balance musharaka: A musharaka contract in which one partner is allowed to buy the other partner’s share of equity step by step until it buys the whole equity of the other partner. See also musharaka or musharakah

				demand account: A checking account.

				dual banking system: A financial system in which both conventional and Islamic banks are operating, such as in Bahrain, Malaysia, and United Arab Emirates.

				family takaful: The Islamic alternative to conventional life and disability insurance. These plans are savings or investment products that have maturity dates and are designed to fulfill the future needs of the policyholders. See also takaful

				fasid: Voidable contract.

				financial screening: The process of determining whether an equity asset is sharia-compliant by considering a company’s financials (including how much debt the company carries). If a company fails the financial screening, it can’t be included in an Islamic investment fund or other investment product.

				fiqh-ul-muamalat: Islamic business law.

				five pillars of Islam: The foundational beliefs and obligatory acts of Muslims. The first pillar is the belief that there is one God (Allah), and Allah’s final prophet was Muhammad (pbuh). The second pillar is the action of five daily prayers. The third pillar is zakat: giving to and caring for the needy. The fourth pillar is self-purification through fasting (such as during the holy month of Ramadan.) The fifth pillar is Hajj, which is pilgrimage to the holy city of Mecca (in Saudi Arabia); an able-bodied Muslim must make this pilgrimage at least once in his or her lifetime.

				forward contract: A contract based on the execution of a sale on a future date at the current market price.

				fully-fledged Islamic bank: A bank that operates as an independent organization whose sole purpose is to provide sharia-compliant products.

				general takaful: Takaful products that bear the loss of, or damage to, the policyholder’s assets. See also takaful

				gharar: Speculative transactions, which are generally prohibited under sharia. Islamic financial institutions are prohibited from taking part in sales, investments, or other transactions that involve excessive risk or uncertainties (though the definition of excessive is a topic of much debate among sharia boards). See also maysir

				Gulf Cooperation Council (GCC): A political and economic union of Arab states bordering the Persian Gulf: Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates.

				hadith: The commands, actions, and speech ascribed to the Prophet Muhammad (pbuh), which have been written down and collected through the centuries and are a source of study for sharia scholars who are charged with interpreting Islamic law.

				hiba: A gift. A customer with a qard hasan loan may choose to offer the bank a gift upon repayment of the loan. Likewise, a bank may at its own discretion offer a customer whose money is only being safeguarded by the bank a gift based on the profitability of that customer’s deposited amount.

				hiwala: A type of bilateral Islamic contract in which debt is transferred from one debtor to another. After the debt is transferred to the second debtor, the first debtor is free from her obligation.

				house owner or householder takaful: An Islamic insurance product that provides coverage for residential buildings and household contents (such as furniture, clothing, home computers, and so on). This product is the Islamic alternative to conventional homeowners and renters insurance. See also takaful

				ijab: Arabic term for offer, which (along with acceptance) is a mandatory element of an Islamic contract. See also qabul

				ijara or ijarah: A lease or rental contract in which one party pays a fixed price for the use of an item over a fixed period of time while the ownership rights and all the liabilities remain with the owner. These contracts are often used to allow someone to lease a car, home, or office building. (Specific ijara contracts may ensure that the lessee assumes ownership of the item in question at the end of a lease period.) 

				ijma: Consensus of jurists regarding an issue according to sharia.

				ijtihad: The interpretation of Islamic law. Sharia scholars practice ijtihad (the root of which, jihad, literally means struggle) through vigorous efforts to study and understand the Quran and sunnah.

				index: Generally, a group of companies that serves as a benchmark against which to judge the performance of the rest of the equity market in a country or a region of the world.

				individual takaful: Islamic insurance products that bear costs related to the repair or replacement of an individual’s assets in a sharia-compliant manner. See also takaful

				industry screening: The process of determining whether an equity asset is sharia-compliant by considering the type of business conducted. Companies that create any product prohibited by sharia (such as pork or pornography) or conduct any prohibited transactions (such as those involving speculation) are screened out. If a company fails the industry screening, it can’t be included in an Islamic investment fund or other investment product.

				internal controls: Policies and procedures adopted within an organization to protect its property and assets.

				International Accounting Standards Board (IASB): One of the most recognized international accounting standards organizations, which interacts with the Accounting & Auditing Organization for Islamic Financial Institutions (AAOIFI).

				Islam: The religion of Muslims, who follow both the word of Allah as presented in the Quran and the example set by the Prophet Muhammad (pbuh), who lived from 570–632. The law of Islam, which governs Muslim conduct in all aspects of life, is called sharia.

				Islamic Development Bank (IDB): An international Islamic bank that opened in Saudi Arabia in 1975. The establishment of IDB gave the Islamic finance industry its first international presence and paved the way for the opening of similar banks in other nations.

				Islamic finance: A financial system that operates according to Islamic law.

				Islamic Financial Services Board (IFSB): An international organization that aims to develop a transparent and regulated Islamic finance services industry by introducing new, sharia-compliant prudential standards. It issues principles and standards in corporate governance, risk management, and capital adequacy.

				istihsan: Arabic term for juristic preference, which is considered by Muslims to be a minor source of Islamic law.

				istisab: Arabic term for presumption of continuity, which is considered by Muslims to be a minor source of Islamic law.

				istisna: A deferred delivery contract that comes into play in financing construction projects. The buyer can pay for the item (all at once or in installments) in advance of receiving it. After the manufacturer begins the item’s production, the contract can’t be canceled. Both parties know exactly what the item will be; no uncertainty can exist.

				kafala or kafalah: A guaranteed contract in which a third party accepts an existing obligation and becomes responsible for fulfilling someone’s liability. Islamic banks use kafala contracts to issue guarantees for their business customers.

				letter of credit: A document that provides a financial guarantee. When a bank issues a letter of credit (most often to facilitate international trade activities), it provides a written promise to the exporter/seller that the importer/buyer has sufficient funds to make the purchase.

				liquidity risk: Negative effects caused by a bank’s inability to meet its  obligations.

				maqasid al-sharia: Objectives of Islamic law. Maqasid theory explains the different paradigms for Islamic law objectives and describes the evolution of Islamic law, thoughts of various scholars, and more.

				market capitalization: The total value of all stocks of a corporation.

				market risk: The very real possibility that the value of a security or group of securities can drop on any given day. For banks, market risk represents the negative results that can occur because of foreign exchange and interest rate changes, among other factors.

				mawqoof: The Arabic word for suspended (as in a suspended contract).

				maysir: Gambling, or betting on uncertainties, with the intention of making a profit. Maysir is closely related to gharar, and both are prohibited by Islamic law. See also gharar

				mudaraba or mudarabah: A contract based on a financial partnership in which one party (an investor) gives money to another (a fund manager) for the purpose of investing it in a business or economic activity. The investor puts up all the capital, and the fund manager provides expertise and knowledge to help the activity be successful. Both parties share the profits based on an agreed-upon ratio, but only the investor can lose the initial capital if the activity isn’t successful.

				mudaraba muqayyadah: Restricted mudaraba. A type of mudaraba contract in which the investor specifies a particular business or project where the investment funds are to be used; the working partner shouldn’t use the funds for any other business or project. See also mudaraba or mudarabah

				mudarib: A fund manager. This party brings expertise and knowledge to the table in a mudaraba contract. See also mudaraba or mudarabah

				murabaha or murabahah: A cost plus contract used to finance working capital and assets and to secure letters of credit. Both parties in the contract agree to a sales price that includes a profit for the seller or financer; the profit must be clearly indicated when the agreement is formed. Until the money is paid back (in a one-time payment or over time in deferred installments), the bank owns whatever item is being financed.

				musharaka or musharakah: A joint venture contract. All parties invest capital upfront, and all share profit and loss based on an agreed-upon ratio. One party (such as a bank) may be a nonworking investor, meaning that another party (the working partner) would be compensated in the profit ratio for time and expertise contributed to the venture.

				muwaada: A bilateral promise that occurs when two parties perform two separate unilateral promises on the same subject or service. See also wa’d

				nafiz: The Arabic word for enforceable (as in an enforceable contract).

				negotiable Islamic debt certificate (NIDC): An Islamic debt instrument based on the Islamic contract of deferred payment sales. An Islamic bank issues this certificate to a customer as evidence of the debt that the bank owes to the customer.

				obligator: For sukuk, the government or corporation that is going to benefit from the bond issuance.

				operational risk: Negative results to a bank’s performance because of employee or management negligence.

				pbuh: Acronym for peace be upon him. Islamic tradition calls for this phrase to follow each reference to the name of a prophet, such as the Prophet Muhammad (pbuh).

				primary markets: Financial markets that deal with new issues of financial instruments such as stocks, bonds, and options.

				qabul: Arabic term for acceptance, which (along with offer) is a mandatory element of an Islamic contract. See also ijab

				qard hasan or qard al hasan: Interest-free loans; the only type of loans that Islamic banks offer. These loans are given to people in need with an expectation that only the principal will be repaid. Islamic banks offer qard hasan loans to fulfill part of their social responsibility. Current account depositors may also place funds into an Islamic bank based on a qard hasan contract (so the depositor is the lender and the bank is the loan recipient).

				qimar: Arabic term for any game of chance in modern gambling.

				qiyas: An analogical approach used by Islamic scholars to determine sharia compliance on emerging issues.

				Quran or Koran: The religious text that is the basis of Islam; considered by Muslims to be the word of Allah.

				rab al mal: An investor. This person brings capital to the table in a mudaraba contract. See also mudaraba or mudarabah

				rahn: A collateral or pledge contract in which a property is pledged against an obligation.

				retakaful: The Islamic alternative to the reinsurance industry. In retakaful, a takaful company pays another insurer to take on some or all of its liabilities for claims that emerge from its contracts. This way, if a significant number of claims are made in a short period of time, the takaful operator reduces its risk of becoming insolvent. See also takaful

				reverse murabaha: See tawarruq or tawruq

				riba: The Arabic word for interest or usury. Riba is prohibited under Islamic law.

				riba al-fadl: The excess money that arises during an exchange of homogenous commodities in unequal quantities or qualities. Islamic law prohibits this exchange and orders that traders must exchange like for like.

				riba al-nasibah: Riba based on money lending; the lender and borrower agree upfront on a fixed amount of money to be paid as a reward for the money lent. Islamic law prohibits such transactions.

				salam: An Islamic investment contract in which payment is made in full, upfront, for an asset to be delivered on a specific date in the future. This contract can be used to finance any type of sharia-compliant asset. The buyer must know exactly what he is getting (no uncertainty can exist).

				savings takaful plans: Islamic insurance products that are custom designed to meet the specific financial goals of the customer while offering protection against misfortunes. See also takaful

				secondary markets: Aftermarkets where previously issued financial instruments (such as stocks, bonds, and options) are traded.

				shaih: Valid contract.

				sharia or shariah: The Arabic word for path or way; used to refer to Islamic law. Sharia is considered Allah’s law, though interpretations of its primary sources — the Quran and the actions of the Prophet Muhammad (pbuh) — may differ. Sharia governs all aspects of a Muslim’s life — from business and justice to prayer, pilgrimages, and lifestyle decisions.

				sharia boards: Religious boards, steeped in knowledge of Islam, that use such knowledge to determine whether products offered by financial institutions comply with Islamic principles. (If the products don’t comply, they aren’t offered.) These boards also supervise day-to-day operations of Islamic institutions to ensure compliance with Islamic principles.

				sharia governance: A critical element of corporate governance for Islamic institutions that refers to any organizational arrangements and policies through which the firm ensures that it’s sharia-compliant.

				socially responsible investing (SRI): A term that refers to making investment choices in support of companies whose activities mesh with a certain set of values and avoiding those that don’t.

				Special Purpose Vehicle (SPV): For sukuk, the middleman between the obligator and the investors. The SPV is a separate legal entity created to transfer ownership of the asset, project, or business on which the sukuk are based (because transferring the ownership directly to the individual sukuk holders is impossible). An SPV takes legal ownership of the assets and manages them. See also sukuk; obligator

				subsidiary Islamic bank: An Islamic bank formed by an existing conventional financial institution as a separate legal entity. It’s managed independently from the parent company but adheres to the parent company’s strategies.

				sukuk: The Islamic alternative to bonds, which are used to transfer money between an investor and a government or company that needs money for projects and asset acquisitions. A sukuk certificate describes ownership or interest in an asset or pool of assets. The sukuk gives the holder the proportionate beneficial ownership of that asset along with the associated risk and potential return of cash flow.

				sunnah: The Arabic word for habit. In Islam, this term refers to the overall tradition of the Prophet Muhammad (pbuh) — his every teaching, including his lifestyle and mannerisms. Muslims revere the Prophet as the best example of sharia in action.

				takaful: This Arabic word translates to guaranteeing each other. Takaful is the Islamic alternative to conventional insurance. Takaful products involve a mutual risk-sharing arrangement among multiple parties based on the principles of cooperation, social solidarity, and mutual indemnification of members.

				takaful operator: A limited liability company (funded by shareholders) that manages a takaful fund. See also takaful

				tawarruq or tawruq: A (somewhat controversial) reverse murabaha contract that allows a buyer to purchase an item with deferred payments. The buyer immediately sells the item in order to get money to pay for it. See also murabaha or murabahah

				time deposit: A certificate of deposit or savings account with a fixed term.

				underwriter: For sukuk, a large financial institution (a bank, insurer, or investment house) that conducts the bond issuance. The underwriter offers insurance to the sukuk issuer that it will purchase any bonds that investors don’t buy. See also sukuk

				unilateral commercial contract: A commercial banking contract in which one bank promises to pay another bank for a transaction.

				urf: This Arabic word means to know and refers to making decisions based on a society’s customs and practices (as long as those customs and practices don’t go against anything explicit in the Quran and sunnah). Muslims consider urf to be among the minor sources of Islamic law.

				wa’d: A unilateral promise, meaning that one party binds itself to perform (or not perform) a function in the future.

				wadia or wadiah: A contract between a bank and a customer for purposes of keeping the customer’s money safe. In practice, it’s the Islamic version of a checking account that pays no interest. The account holder’s deposit is guaranteed, and he’s allowed to withdraw the money without any limitations.

				wakala or wakalah: A contract in which one entity works as an agent for another. In the effort to manage its liquidity, for example, one bank deposits funds in another bank, and the second bank invests them in a sharia-compliant manner.

				wakil: An agent who acts on someone else’s behalf in a wakala contract. See also wakala or wakalah

				window Islamic bank model: A setup in which a conventional financial institution carries out Islamic financial activities by assuring its clients that Islamic operations are segregated from the conventional services. This model is used by conventional banks that haven’t converted solely to Islamic financial services.

				zakat: A religious obligation or tax (one of the five pillars of Islam) that requires wealthy Muslims to give a share of their riches to the needy.
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“Hello—forget the company’s financials, look at
the CEO’s Facebook page under ‘25 Things the
SEC Doesn’t Know About Me.””
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“Fundamental analysis, you can
about a company before investing in it. Even a
bridal gown compangy.”
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