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JIslamic Finance in a nutshell

Strong fundamentals of Islamic Finance

Raymon Krawczykowski,
Alain Verbeken

Despite the financial crisis, the funda-
mentals of the Islamic Finance sector
have remained strong. Today, it is esti-
mated that Islamic Finance represents a
rather small but growing segment of

-the global finance industry of 1% to 2%
of the worldwide financial assets. Ho-
wever the appetite for Shariah com-
pliant investments is increasing. What is
this sector about? What are these pro-
ducts? And is there a role for Luxem-
bourg in this sector?

Islamic Finance is a subtle mix of Shariah
(Islamic Law) and finance, whose aim is to
address the desire of Muslims to invest
their funds in line with the principles of
their faith. The main differences between
Islamic Finance and conventional finance
consist in the restrictions that investors
should observe in order to conciliate their
belief with their utility, and the use of Sha-
nah compliant agreements to achieve this

goSahnnah refers to Islamic Law, based on
the Qur'an, the Sunnah (the sayings and
actions of the Prophet Mohammed
(PBOH)), and ljtihad (the result of indivi-
dual or collective effort or collective juridi-
cal analysis. It is very important to unders-
tand that Shariah does neither have a static
nor a uniform set of mlerpmnuons, as dif-
ferent Islamic schools exist, Islamic scho-
Iars have differing opinions on a number of
jects, and the interp i can

subject to change or completion. Though
there are initiatives to harmonize certain in-
terpretations, Shariah compliance still lar-
gely depends on the Shariah board’s posi-
tion.

What are the
main restrictions?

An Islamic bank or institution will indeed
appoint such board consisting of Shariah
scholars, which need to approve the invest-

ment products as Shariah liant, and to

=
E
&
&
3
£

Raymond Krawczykowski, author of this study

monitor the institution’s ongoing Shariah
compliance.

Riba: this concept refers to the general
prohibition of interest in return for the len-
der’s waiting on his money, and the pro)-ubl-
tion of excess compensation without consi-
deration. Capital in Islamic Finance does
have a cost, but this cost is based on profit
and loss shanng arrangements or negotia-
ted prices for sale and lease transactions.
The restriction of Riba e.g. implies that in-
vestments in shares of conventional banks
are prohibited, as are in highly
geared con:]ll.)ames lg: general. "

certain products and industries such as
gambling, alcohol, pork, pornography and
weapons.To provide a taste of the main pro-
ducts and a few
examples:

Islamic
bank accounts
Islamic banks cannot offer conventional in-

terest bearing accounts or products. What
can be oﬂ'ered are, for example:

Gharar: ition of ity or
uncemmty For example, buymg a car the

rice of which is to be specified in the future
is not allowed based on Gharar. Based on
Gharar, investments in derivatives are also
generally prohibited.

Haram: the prohibition on investment in

, close to current ac-
counts whereby the bank is safekeeping
the money without remuneration for the
client. A g to certain scholars, the
bank may offer a  non-contractual gift if the

client agrees that the bank may invest the
deposit.

——

* Investment accounts, which can be re-
tricted (asset allocation is contractually de-
termined) or unrestricted (bank may place
the money in any Shariah compham pro-
duct). The
the bank and the chcnt is a Mudamba

nby one or more lgames pmv:dc caplul
(the Rab al Mal; in this case, the client) and
another party does not provide capital bul

* account receivables/total assets less
than 45 per cent.

A number of Islamic indexes was already
created, such as the Dow Jones Islamic
Market Index and FTSE Global Islamic In-
dex. These are extremely useful but one
should bear in mind that they apply finan-
cial screens which are not necessarily the
same as the ones mentioned above.

lslamnc ﬁnancmg agreemems

has the role of i (
Mudarib; in this case, the bank) in cx-
change for a share of the profits. Under a
Mudaraba, the Rab al Mal share in the pro-
fits and are to the losses; the Mura-
dib shares in the profits and is only ex
to losses up to his time and efforts, un!
case of negllgence

The funds dep d on i ac-

bviously not be provided
thmugh convcnv.lonal interest beanng pro-

chase these goods. The bank will then, in
practice through an agent, buy the good at’
spot from a supplier, against immediate
payment of the supplier. The bank enters
into a Murabaha agreement with the chent

against a price at spo( plus
coffee beans can be delivered m.; the

client, and he will pay back the bank in ins-
talments. The cost of the capital, based on
all features of the transaction, is the margin
of the bank.
Islamic investment certificates - Sukuk:
Often called Islamic bonds, Sukuk are in

ducts, but is provided based on a range of
specifi

ic Shariah agr
such as Murabaha (a kind of instal
dit sale, with mark-up), diminishing Mm
haraka (a declining b

rulit¥ i certificates. Contrary to

cre- bondholders, Sukuk holders indeed partici;
pate in the owncnhxp of the issuer, Sukuk

hip right of the under-

lpn (Iuse) Istisn'a (forward sale of manu-

counts are not guaranteed as to their capital
and there is no fixed return. In practice, it is
considered by the regulator in certain coun-
tries that banks are under “some kind of
obligation” to maintain the capital and pay
out a steady return (e.g. Qatar), or that fai-
I\n'e to do so would be considered as bad

(e hrein). In certain
countries unrestrict

goods or constructed property)
and Salam (forwan:l sale of commodities).
Without going into technical details, an
example can illustrate the principles:
* Murabaha to the purchase order: ap-
plied to the banking sector, a client wish

lymgmets Sukuk holders do not only par-
ticipate in the profits of the underlying, but
are also exposed to the losses. The mecha-
nics for setting up and issuing Sukuk are
quite similar to securitization. There are va-
rious types of Sukuk dependmg on the un-
derlyi tract: M ba Sukuk, Musha-

to finance the purchase of eg. 50 tons of cof-
fee beans will communicate the specifica-
tion of the goods to the Islamic Bank, and
make a binding promise to the bank to pur-

are not permitted by the supervisor (e.g.
Saudi Arabia).

Investments
in qualifying shares

- Screening: In order to screen suitable
equity investments, a double screen is ap-
plied:

* an industry screen, whereby certain sec-
tors are per se excluded: conventional ban-
king and insurance, alcohol and pork pro-
ducers, distributors and stores, defense and
munitions, gambling (casino’s, lottery,
bookmakers), and adult enlertmnmenl
Particular is paid to
which may derive a subslamial part of their
turnover from selling alcohol or pork meat
(e.g. hotels, airlines, sup -
kets).

* a financial screen: the majority of Isla-
mic scholars currently accepts that invest-
ments in cgunics which passed the first test
can be made if the following ratios are res-

pected:

* total debt/capitalization less than 33 per
cent;

* interest income/total revenues less than
five per cent;

raka Suku.k Salam Sukuk, ljara Sukuk, Is-
tisn'a Sukuk, which all can be quoted (ex-
cept Salam Sukuk)‘
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Schedule 1: Example of Murabaha to the purchase order

o E. Delivery of goods
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Cash flows
———=— Flow of goods
Sharfah arrangements

Schedule 2: Capital protected investment fund
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Luxembourg was one of the pioneers re-
garding quotation of Sukuk and new issues
of Sukuk are regularly quoted on the
Lnxemhnurg stock exchange. Islamic in-
vestment funds

The Shariah investment fund sector is de-
veloping rapidly, with Mudaraba agree-
ments as most widespread agreements for
structuring Shariah compliant funds. Inves-
tors provide capital (without being involved
as an active partner of the operating busi-
ness), and a mudarib has the role of fund
manager. Profits or losses must be shared
between the investors and the mudarib ac-
cording to a pmdzﬁncd formula.

Shariah compliant investment funds can
invest in a wide range of sectors such as
transferable securities, real estate, private
equity, infrastructure, but the investments
must obviously be Shariah permissible.

It is not impossible to structure capital-
protected investment funds, but these
would typically:

* Invest most of the funds into fixed-term
Murabaha (cost-plus sales)

The invested amount plus realized margin
on the Murabaha ensures that the fund is in
practice able to return the capital, but with
no formal guarantee;

* Invest the remaining funds into Arbun,
a down-payment on a basket of Shariah
compliant shares, which are delivered on a
forward date for a pre-determined conside-
ration. Arbun is more or less similar to op-
tions, but contrary to options, the down
payment must be part of the total purchase
price (it is not a premiumy). It is this compo-
nent that may pmwdc the extra return of
the fund if Arbun is exercised and under-
lying shares are sold with a profit. If the pur-
chase is not carried out, the down payment
is lost for the investor.

Luxembourg’s
opportunities
It is clear that Luxembourg has a role to

play in the Islamic Finance sector in parti-
cularasanimp to Europe for

inbound investments, and as one of Ih:ém
mary fund locations in the world. I di-
tion to the technical expertise of Luxem-

bourg local service providers and adaptabi-
lity of the legal and tax framework to com-
plex Shariah compliant arrangements,
Luxembourg has a number of investment
vehicles to host these transactions. SIF and
SICAR are obvious vehicles to accommo-
date acquisitions and holding of Shariah
compliant assets.

But unregulated entities such as so-called
Soparfi offer tremendous flexibility as well.
Hence, Middle Eastern based Shariah
funds may also successfully use Luxem-
bourg as an intermediate holding coun
for structuring their investments in a tax ef
ficient way. Finally, we should praise the ex-
ceptional efforts of the Luxembourg legisla-
tor who entered into an impressive number
of double taxation agreements with Middle

tern countries / countries with an im-
portant Muslim population (e.g. Morocco,
Tunisia, Indonesia, Malaysia; pending trea-
ties with Bahrain, Kuwait, Lebanon, Pakis-
tan, Qatar, Syria, UAE).

Austausch der Urkunden zum Doppelbesteuerungsabkommen zwischen Luxemburg und Bahrain



