
)slamic Finance In a nutshell

Strong fundamentals of Islamic Finance
chase these goods. The bank will then. in
practice through an agen~ buy the good .t
spot (rom a supplier, against immediate
payment of the supplier. The bank enters
IOto a Murabaha agreement with the client
against a price al spot plus. margin. The
colfee beans can be delivered directly to the
c1ien~and he will pay back the bank in ins­
talments. The cost of II1e capital, based on
all fealures of the transaction, is the margin
of the bank.

Islamic [nYCStment certificates - Su1cuk:
Often called Islamic bonds. Su1cuk .... in

reality investment certificateS. Contrary to
bondholders, Suku1c holders indoed portici,
pate in II1e ownership of the issuer, Sukuk
...presenl an ownership righl of the under­
Iymg assets, Su1cu1c holders do not only par­
ticipate in the profits of lI1e underlying. but
.....Iso exposed to the losses_ The mecha­
nics for setting up and issuing Sukuk are:
quite similar to securitization. There: are va­
rious types or Sukuk, depending on the un­
derlying ontracl: Mudaraba Sukuk, Musha­
taka Suku1c. salam Sukuk. ljara Sukuk, Is­tim·. Suku1c, which all can be quoted (ex­
cept salam Sukuk).

To be continued page 35
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• account receivables/total assets less

th~nn~~~~ :~~-lamic indexes was already
~atcd, such as thc Dow Jones Islamic
Ma.rketlndex and FTSE Globallsl.mie In­
dex. These .... extremely useful but one
should bear in mind thaI they .pply finan­
cial screens which are not necessarily the
same 8$ the ones mentioned above.

Islamic financing agreements
Financing can obviously not be provided

through convmtionaJ interest bearing pro­
duets, but is provided based on • range of
specific Shariah compliant agreements,
such as Murabaha (a kind of instalment cre­
dit sale. with marlt-up). diminishing Mus­
ha.-aka (a declining balance partnership).
ljara (Iease),lstisn'. (forwanl sale of manu­
factured goods or consuueted propenYl
and Salam (forwanl 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 wishing
to [uumce the purehase ofeg. 50 tons of cof­
fee beans will communicate the specifica­
tion of the goods to the IsI.mic Bank, and
make a binding promise to the bank to pur-

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

• an industry screen, whereby certain sec­
tors arc per se excluded: conventional ban­
king and insurance, alcohol and pork pro·
ducers, distributors and stores. defense Gnd
munitions, gambling (tusino's, lottery,
bookmakers), and adult enterwillment.
Particular attention is paid to companies
which may derive a ubstuntinl part of their
turnover from selling ~alcohol or pork meat
(e.g. hotels, restaurants, uirlincs, supcml(lr~
kclS).

• a financial screen: the majority of Isla·
mic scholars currently accepts that invest·
ments in equities 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 lhan
five per cent;

Investments
in qualifying shares

• Investment accounts, which can be re·
mcted (asset allocation is contractually de­
termined) or unrestricted (bank may place
the money in any ShariBb compliant pro-

~uect~e.':.dd"J:r~'i:~m:n~':=~
agreement; a partnc1'$hip agreement whe­
reby one or more parties provide capital
(the Rob al Mal; in lI1is case. II1e client) and
another pony does not provide capital but
has the role of investment manager (the
Mudarib; in this case. the bank) in ex­
change for. share of the profits. Under a
Mudaraba, the Rob al Malsba... in the pro­
fits and are exposed to the losses; the Mura­
dib shares in the profits and is only exposed
to losses up to his time and clIons, unless in
case of negligence.

The funds deposited on investment ac­
counts are not guaranteed as to their capital
and there is no fixed return. In practice. it is
considered by the regulator in cenain coun·
tries that banks are under "some kind of
obligation- to mainl.ain the capitol and pay
OUI a steady return (e.g. Qat.r). or thaI fai­
lure to do so would be considered as bad

::~tri~:'=J~i~~~tl~c:~it~
.... not pemtitled by Ihe supervisor (e.g.
saudi Arabia).

I

j
Islamic banks cannot orfer conventional in­
terest bearing accounts or products. What
can be orrered arc, for example:

• Amanah accounts, close to current ac­
counts, whereby the bank is S3fckeeping
the money without remuneration for the
client. According to certain scholars, the
bank may offer. non-contractual gift if the
client agrees lhat Lhe bank may invest the
deposit.

Islamic
bank accounts

certain products and industries such as
gambling, alcohol, pork, pornography and
weapons.To provide a taste orthe main pro­
ducts and Investments, a few common
examples:

monitor the institution's ongoing Shariah
compliance.

Riba: this concept relers to the general
prohibition of interest in return for the Icn­
der's waiting on his money, and the prohibi­
tion of excess compensation without consi­
deration. capital in Islamic Finance does
have a cost, but this cost is based on profit
and loss sharing arrangements or negotia.
led 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 investments in highly
geared companies in general.

Gharar: the prohibition of ambiguity or
uncertainty. For example, buying a car the
price or 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
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An Islamic bank or institution will indeed
~ppoint such board consisting of Shariah
scholars, which need to approve the invest·
ment products as Shariah compliant, and to

Islamic Finance is a subtle mix of Shariah
(Islamic Law) and finance, whose aim is to
address lI1e desi... of Muslims to invest
their funds in line with the principles of
their faith. The main diffe...nces between
Islamic Finance and conventional finance
consist in the restrictions that investors
should observe in order to conciliate their
belief with lI1eir utility••nd the use of Sha­
nah compliant agreements to achieve this
goal.

Shariah refers to Islamic Law, based on
the Qur'.n. the Sunn.h (the sayings and
actions of the Prophet Mohammed
(PBOH». and Ijtihad (lI1e result of indivi­
dual or collective effort or collective juridi­
cal analysis. It is very importanllo unders­
tand that Shariah does neither have a slatic
nor a unironn set of interpretations, as dif­
ferent Islamic schools eXist, Islamic scho­

.Iars have diflering opinions on 8 number of
subjects, and the Interpretations can be
subject to change or completion. Though
there are initiatives to hannonize ccrtain in­
terpretations, Sharlah compliance still lar­
gely depends on the Shari.h board's posi­
tion.

What are the
main restrictions?
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Despite the financial crisis. the funda·
mentals of the Islamic Finance sector
have remained strong. Today, It Is est,­
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 Shatiah 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?



Schedule 1: Example of Murabaha to the purchase order
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Cash flows

~U~U~~n::..'tior':~'i~~~easW":r1ed~fl:.""Jdt
,ion 10 the lethnical expertise of L.uxem-

~u~:f::':~~l=~:=rl<"':~~~:
plex Shariah compliant .mmgernent',
L"""mbou'll ha1 a number 01 in"",unen,
""hides 10 hOSl these lrartSllcbons. SIF and
SICAR are obvio... ""hicles to accommo,
dale acqui';tions and holdi"ll of Shariah
compliantllooe\S

But unregulaled entities such as w-called
Soplltfi off~r tremendous !lexIbilily a, well
Hence. Middle Eastern b.ued Shanah
runds may also ,u~ly use l..I=m,

~~:ri~nt'hili~~~~~~~'::~
=;.:i~~~I~.h:=~U:I~.i=:
lOr who en'ered into an imp.....i.., number
of double taxation >veements with Middle
~m countries I counlries with an im,
portant Muslim popnlation (<'-II. Morocro,
Thrum. Indon..... Malays,a, pendmg ......,
ties WIth Bah"'in. Kuwail, ~banon. Pakis·
lan, Qalar, Syria, UAE).

luxembourg's
opportunities

The invested amOUnt plus ..alaed ma'llin
on the Mwal>aho <,,,,uretlha, 'he fund i, in
practice abl<' to return the capitol. bu' with

n':.~=S:::~=~ing fund$ inlO Art,"n.
a down-paymenl on a buket of Shariah
complianl shares, which are tleli..,red On a
10"""'" dale for • pre-delermined con.ide­
""ion. Arbun i. more or less similar to <>p­
bon., bul cont",'Y 10 options, the down
pa1""':"t m"'tbe patt oflbe tQtaI.pu",~
pnce (ll i' nOla premium). It" lh" compo­
nentthal may provide the extra retwn of
,he fund il Arbun is exercised and under·
lyingSharetare sold with a profit. Iflhe pur­
c~ is nOC carried ou" the """'" paymenl
is 10$1 forlh. investor.

I, i, clear that l..I=mboura has a role l~
play ln the Wamic I~nance X<:1Or in part>­
cnIorru an important ga'eway 10 Europe for
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l..I=mbou'll was one of lhe pioneers reo

go"'ing qUOllu;on of Sukuk and new issues
of Sukuk are regularly quoted on lhe
L"".mbou'll $lOCk .,change, 1,lamic In­
_en' fund,

The Shari.ah investmen,lund seclor i, de'
..,Ioping ",pidly. wilh Mudalllba 'W"'"
menlS a, most widespread 'W""m<nl$ lor

~~~~&S:;:a~~7~~,n~~~di~~i:i
as on aeli.., pIItt...r Of lhe operau"ll bust­
ness), and a mudarib hru lhe role of fund
manager. i'l'061' Or I,...... mU$l be 'hored
l>etw«n the investors ond the mudarib ae­
cordiOJ 10 a prede6ned formula

in~~:t'inh a~S~~~~~~"':~~hrn~
uan,sle",ble securilies, ....1 ..ute, private
eqUity, inlrastnlClure. bUl lhe ,nvestmenlS
must obviou'lJo be ShaNh permi..ible.

It io n01 imp<)$$ible to SlnoClure capilal­
prolected investment lunds, bu' these
would lypically:

• Invest most oflhe fund. inlo flXed·term
Murabaha (cost-plu, sales) uansactions

B Purchase at soot
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O. sale at spot plus margin
I

Shariah arrangements
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Flow of goods

E. Oelivery of good~

Schedule 2: Capital protected investment fund

AuSti>Us<;h de< Urkunden zu-m DoppelbeSl1l<Jerungsabkommen zwischen Luxemburg uod §<oh..in

I
,~


