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Overview of the Capital Markets
• The capital market plays a very important role in the development of a
nation.
• In many ways, capital markets are at the heart of a nation’s financial
system.
• Economists often divide the overall economy into two sectors, the real
sector and the financial sector.
• While the real sector of the economy produces the nation’s output of
goods and services, the financial sector plays the vital role of providing the
financing needed to fund this productive capacity.
• This, it does by mobilizing the savings of surplus units and channelling
then to productive units that need the funds.
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Capital Markets and The Financial And
Real Sectors .
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The Key Components Of A Typical Capital
Market.
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ISLAMIC CAPITAL MARKETS:
UNDERLYING PHILOSOPHY, CONTRACTS,
INSTRUMENT DESIGN AND REQUISITES.

Introduction
• Islamic finance is rooted in the Shariah.
• The Shariah which translates into “the way” or “path” are a
set of rules designed to transform faith of believers into daily
life of Muslims.
• The Shariah emanates from Aqidah, which is the core set of
rules between man and creator.
• The Aqidah is the basis of Islamic Ideology.
• At a basic level, there are three key components of Islamic
ideology, these being, Tauhid, Nubuuwa and Maad.
• Tauhid refers to the oneness of god.
• Nubuuwa to the concept of prophethood.
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Introduction
• Ma’ad refers to ones inevitable return to Allah (SWT) for final
judgment.
• The primary sources of the Shariah are the Quran and sunnah.
• Sunnah refers to practices of the prophet (SAW).
• Both the Quran and Sunnah form, the main, body or thrust of
the Shariah.
• Secondary sources of the Shariah are possible.
• The two common secondary sources are Ijma and Qiyas.
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Introduction
Ijma refers to consensus among Shariah scholars.
• Qiyas
refers to analogical reasoning or drawing
similarities/inferences from earlier situations – usually
prophetic times.
• A third possible source is Maslaha or public benefit.
• While the secondary sources give the Shariah the dynamism
and the adaptability needed to always remain relevant, they
have been the source for differences among Shariah scholars.
• Differences emanate largely from differences in interpretation
in particular Qiyas based rulings.
• Furthermore, interpretation of the Shariah has evolved along
the lines of Madhahib.
•
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Introduction
•

The Madhabs being;
• Hanafi
• Maliki
• Shafi’e and
• Hambali

•

Since each Madhab taken root in different geographic regions cultural
settings and social systems, interpretations and inferences may be coloured
by local values.
The Shariah being comprehensive and all encompassing relates to both the
spiritual (ibadah) and socio-economic aspects of Muslim life.
Accordingly, Shariah is often categorized into two broad categories; matters
relating to ibadah and matters relating to muamalat or transactions.

•

•
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Introduction
•

While the former is sourced exclusively from the Quran and
have no room for differences arising from scholastic
interpretation, the latter, Fiqh Muamlat is open for
interpretation and therefore to differences in opinion.

•

Much of Islamic Finance Economics and Islamic Banking
/Capital Markets are governed by the rules of Fiqh Muamalat.
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Fig.1- The Islamic Ideology and the Shariah
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Underlying Themes & Fundamentals of Fiqh
Muamalat
Given Islamic ideology and the Shariah, there are important
implications for economics and finance.
• First, Islam points to how economic systems should be
organized with regards to individuals and institutions.
• Second, it lays out the rules for economic functions such as
production, trading / exchange and distribution.
• Finally, the Shariah provides for the types of contracts that can
enable the undertaking of real sector activities.
•

•

There are certain common threads or underlying fundamentals
that run through all Shariah compliant business activities and
contracts.
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Underlying Themes & Fundamentals of Fiqh
Muamalat
•

1) Every activity of an economic agent must have roots in the
Aqidah, i.e one is answerable for all his actions/transactions

•

2) As opposed to the “Economic Man”, the Shariah sees Man
as a subset of society with obligations to his fellow mankind
and creator.

•

3) While the pursuit of profit and enterprise is not denied,
societal needs are paramount – thus the compulsion of Zakat.
Spiritual and moral values are just as important as material
possessions.
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Underlying Themes & Fundamentals of Fiqh
Muamalat
•

4) Justice and equity must prevail in all circumstances.
Transparency and mutual consent is compulsory.
All
contracts/transactions are required to have a ‘Balance’ or
equivalence in the rights and obligations of the contracting
parties.

•

5) Transactions should be real asset based and must have a
beneficial outcome (Maslahah). Transactions that do not
benefit the greater society or brings harm should be avoided,
even if the transacting parties privately gain.
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Underlying Themes & Fundamentals of Fiqh
Muamalat
• 6) Return to Capital should be based on risk sharing and ex
post not fixed ex-ante.
• 7) While the Shariah recognizes and provides protection for
property rights of individuals, it also emphasizes one’s
obligations to society at large and the economic environment.
• Rights, according to the Shariah come with obligations.

16

Requirements for Islamic Capital Market
Instruments/Transactions
•

At a primary level, all financial instruments and transactions
must be free from at least the following five items:
• Riba
usury/interest
• Rishwah corruption
• Gharar
unnecessary/excessive risk
• Maisyir gambling/speculation
• Jahl
profiting from others’ ignorance
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Shariah Based Contracts For Financial
Transactions
•

Given the underlying fundamentals and the above prohibitions,
there are a number of generic contracts that could be the basis
for Shariah compliant transactions. The following is a brief
description of each according to the International Islamic
Financial Standards Board (IFSB).
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Islamic Financial Contracts / Transactions
Ijārah

An Ijārah contract refers to an agreement made by IFI (Islamic
Financial Institution) to lease to a customer an asset specified by
the customer for an agreed period against specified installments of
lease rental. An Ijārah contract commences with a promise to lease
that is binding on the part of the potential lessee prior to entering
the Ijārah contract.

Ijārah

An Ijārah Muntahiyah Bittamlīk or operational Ijarah which its
contract coupled with a promise of ownership of the asset to lessee
at the end of lease period, if fulfilled all its obligations. And often
ijarah contract leads to a binding promised lease to the potential
lessee. After own the potential asset which leased by IIFS after
Ijarah contract is established.

Muntahiyah
Bittamlīk
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Islamic Financial Contracts / Transactions
Istisnā

An Istisnā` contract refers to an agreement to sell to a customer a
non-existent asset, which is to be manufactured or built according to
the buyer’s specifications and is to be delivered on a specified future
date at a predetermined selling price.

Murābahah

A Murābahah contract refers to a sale contract whereby the IIFS sell to
a customer at an agreed profit margin plus cost (selling price), a
specified kind of asset that is already in their possession. Should
disclose the cost and the profit.

Muḍārabah

A Muḍārabah is a partnership contract in profit between the capital
provider and a skilled entrepreneur through contribution whereby the
capital provider would contribute capital to an enterprise or activity,
which is to be managed, by the entrepreneur as the Muḍārib (or
labour provider). Profits generated by that enterprise or activity are
shared in accordance with the percentage specified in the Muḍārabah
agreement whilst losses are to borne solely by the capital provider
unless the losses are due to the Muḍārib’s misconduct, negligence or
20
breach of contracted terms.

Islamic Financial Contracts / Transactions
Mushārakah

A Mushārakah is a contract between the IIFS and a customer to contribute
capital to an enterprise, whether existing or new, or to ownership of a real
estate or moveable asset, either on a temporary or permanent basis. Profits
generated by that enterprise or real estate/asset are shared in accordance
with percentage specified in Mushārakah agreement whilst losses are shared
in proportion to each partner’s share of capital.

Mushārakah
Mutanaqisah

Diminishing Mushārakah is a form of partnership in which one of the partner
promises or agreement to buy the equity share of the other partner
gradually until the title to the equity is completely transferred to the buying
partner. The transaction starts with the formation of a partnership, after
which buying and selling of the other partner’s equity take place at market
value or the price agreed upon at the time of entering into the contract. The
distribution of profit and bearing the loss as shares of equity, and could be
disparity in profit base on the declining share of the institution.

(Diminishing
Mushārakah)

Musāwamah

A sale of commodity with agreement on selling price without reference by
the seller to either costs or asking price.
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Islamic Financial Contracts / Transactions
Mushārakah

A Mushārakah is a contract between the IIFS and a customer to contribute
capital to an enterprise, whether existing or new, or to ownership of a real
estate or moveable asset, either on a temporary or permanent basis. Profits
generated by that enterprise or real estate/asset are shared in accordance with
percentage specified in Mushārakah agreement whilst losses are shared in
proportion to each partner’s share of capital.

Mushārakah
Mutanaqisah

Diminishing Mushārakah is a form of partnership in which one of the partner
promises or agreement to buy the equity share of the other partner gradually
until the title to the equity is completely transferred to the buying partner. The
transaction starts with the formation of a partnership, after which buying and
selling of the other partner’s equity take place at market value or the price
agreed upon at the time of entering into the contract. The distribution of profit
and bearing the loss as shares of equity, and could be disparity in profit base
on the declining share of the institution.

(Diminishing
Mushārakah)

Musāwamah

A sale of commodity with agreement on selling price without reference by the

seller to either costs or asking price.
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Islamic Financial Contracts / Transactions
Parallel Istisnā

A Parallel Istisnā` is contract where a third party will be manufacturing
for the IIFS a specified kind of asset, which corresponds to the
specification of the Istisnā` contract.

Parallel Salam

A Parallel Salam is a parallel Salam contract with a third party
acquiring, from the IIFS, a specified kind of commodity, which

corresponds to that of the commodity specified in the Salam contract,
and sets a specific date consistent with the schedule without link
between the contracts.
Rahn

Rahn is a pledge to ensure that the borrower pay the creditor. The
creditor is entitled to sell or custody the commodity or property to
meet its debt in the event of default
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Islamic Financial Contracts / Transactions
Salam

A Salam contract refers to an agreement to purchase, at a
predetermined price, a specified kind of commodity not available with
the seller, which is to be delivered on a specified future date in a
specified quantity and quality. The IIFS as the buyers make full payment
of the purchase price upon execution of a Salam contract. The
commodity may or may not be traded over the counter or on an
exchange.

Bai Al

Bai Al Bithaman Ajil is a deferred sale contract. The IFI purchases an
asset at a spot price and resells to customer and a price that includes a
profit markup. The customer repays the IFI in periodic installments over
an agreed future period.

Bithaman Ajil
Takāful

Takāful is derived from an Arabic word which means that solidarity,
whereby a group of participants agree among themselves to support
one another jointly against a specified loss. In a Takāful arrangement,
the participants contribute a sum of money as tabarru’ (donation) into
a common fund, which will be used for mutual assistance of the
members against specified loss or damage.
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Islamic Financial Contracts / Transactions
Wadī`ah

An amount deposited whereby the depositor is guaranteeing
the borrower or the institution open its current account to
restore his/her fund in full.

Wakālah

An agency contract where the Takāful participants (as
principal) appoint the Takāful operator (as agent) to carry out
the underwriting and investment activities on their behalf.
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Prohibition of Riba and Time Value of Money
•

While Islam prohibits riba, it does not mean that the concept of Time Value
of Money (TVM) has no relevance to Islamic finance. As a concept, TVM has
many uses in conventional finance. The principles of TVM are used in
evaluating cash flows, investment appraisal and financial decision making.
As any student of corporate finance knows, the discount rate used in TVM
computations is much more than merely an interest rate. It is typically the
cost-of-capital which includes the cost of equity, premiums for different kinds
of risk the opportunity cost etc. since of all of these factors would still be
relevant even in an interest free Islamic system TVM will not be irrelevant to
Islamic finance. Furthermore, while the Quran prohibits the charging or
paying of interest, it allows for trading on a deferred basis. There are
several Shariah compliant contracts that allow for a mark-up on deferred
payment. For example, Murabaha, Bai Bithaman Ajil and Bay Muajjal
contracts. Many Fuqaha argue that the implication of verse 275 of Surah Al
Baqarah is that while interest based lending/borrowing is prohibited, debt
creating financing is permissible and recognized in Shariah.
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International Regulatory Institutions for Islamic
Finance
1.

2.
3.

4.
5.
6.
7.

The International Islamic Fiqh Academy – Jeddah (IIFA)
The Islamic Financial Services Board (IFSB)
Accounting and Auditing Organization for Islamic Financial
Institutions (AAOIFI)
The International Islamic Financial Market (IIFM)
The Islamic International Rating Agency (IIRA)
The Malaysia International Islamic Financial Centre (MIFC)
The International Shariah Research Academy for Islamic
Finance (ISRA)
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The Islamic Interbank
Money Market

Money Market
• An appendage of the banking system.
• Enables banks to manage their inherent liquidity mismatch.
• Involves short maturing contracts /instruments .
• Short end of yield is derived from money market trading.

• Conduit/platform for monetary policy execution – esp.
liquidity operations.
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The Islamic Interbank Money Market (IIMM)
•

Malaysia’s Islamic Interbank Money Market (IIMM) was established in January
1994.

•

Until then the Islamic banking sector had to rely on a single instrument, the
Government Investment Certificate (GIC) to manage liquidity. (there was no
secondary market for the instrument)

•

The GIC has now been replaced by the GII (Government Investment Issues).

•

GIC arrangement inadequate for rapid take - off of Islamic Banking

•

In “designing” an Islamic monetary market, BNM had no existing workable
model to follow.

•

Thus, the IIMM was created using a conventional money markets’ template.
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The Islamic Interbank Money Market (IIMM)
Following the structure of conventional money markets, the IIMM had
three components.
Interbank Deposit
Islamic
Interbank
Money
Market
(IIMM)

1

2

3

Islamic Money
Market Instruments
Islamic Cheque
Clearing System
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IIMM within the Banking / Insurance System
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Three components of IIMM

1. The Islamic Interbank Market
Mudarabah Interbank Investment Scheme (MII)

2. The Islamic Interbank Cheque Clearing System (IICCS)
3. Islamic money market instruments
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Islamic Money Market Instruments
•
•
•
•
•
•
•
•

Islamic Banker’s Acceptances (BAs)
Negotiable Islamic Instruments of Deposit (NIIDs)
Malaysian Islamic Treasury Bills
Mudarabah based bonds
Ijarah based Sukuks
Islamic Accepted Bills (IABs)
GII under the Bai Al-Inah
Commodity Murabaha
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Pricing of Islamic Money Market Instruments
• The pricing of these instruments by and large follows the
conventional logic of discounting.
• The key difference being that, whereas the prevailing interest
rate of appropriate tenor is used in conventional pricing, the
profit-rate or mark-up rate is used in discounting Islamic
papers.

35

Pricing MII in Interbank Transactions
•

The formula used in determining the (price) profit amount due to the provider of
funds (investing bank) is as follows;
X =

•

Where;
• X
• P
• t
• r

Prt (K)
36500

…………… Eq. (1)

= Ringgit (RM) amount to be paid to investing bank
= Face value / principal amount of investment
= Tenor in days of investment
= Gross profit rate before distribution declared by receiving bank on one
year investments
= Profit sharing ratio.

•

K

•

Note: the 36500 in the denominator is 365 days X 100. Thus, in the numerator the
percent ‘r’ will be entered as a whole number and not as decimal.
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Risks in Money Market
•
•
•
•

Counterparty Risk
Liquidity Risk
Regulatory Risk
Interest Rate Risk

• Additionally for IIMMs :
• Accounting Risks
• Shariah Risk
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IIMM and Dual Banking; Issues of Risk
• Interest rate risk is relevant to an IIMM
• Interest Rate Risk is probably the most critical where money
market instruments are concerned.

• Interest rate risk manifests itself in several ways. The three
key forms being;
• Prepayment risk
• Reinvestment risk
• Repricing risk
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Sukuks

Introduction
•Sukuk, which is plural for sakk, refers to an investment
certificate. It could also mean a trustee certificate.
•Sakk has been used extensively by Muslims in the Middle-Ages
as papers denoting financial obligations from commercial
activities.
•Sukuks are perhaps the most successful and most visible Islamic
finance product.
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Introduction
•Sukuk, which is plural for sakk, refers to an investment
certificate. It could also mean a trustee certificate.

•Sakk has been used extensively by Muslims in the Middle-Ages
as papers denoting financial obligations from commercial
activities.
•Sukuks are perhaps the most successful and most visible Islamic
finance product.
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Introduction
•Malaysia which is currently the world’s largest originator of
Sukuks, has been the product’s main supporter/champion.
•Being a fund-raising product, Sukuks have often been referred
to as “Islamic bonds” and subjected to comparison with
conventional bonds.
•While the objective of a Sukuk issuance may be the same as
that of a bond, i.e. to raise financing, there are many differences.
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Introduction
• To begin with, one has to keep in-mind that there is no such a
thing as “debt” financing in Islamic finance the only debt
there is in Islam, is Qard-ul-hassan, which is a benevolent
loan. That is, one which does not have a compulsion on
repayment.
• Thus, while Sukuks are intended to raise external financing
just like bonds, their operational, legal and regulatory
frameworks are vastly different. We will address some of
these differences later.
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Global Sukuk Issuance 2000 to 2011 in
US$ (Billions)
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Sukuk Issuance By Country- 2011
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Global Sukuk by Contract Type (2011)
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Underlying Fundamentals
for Sukuks

Introduction
•

As an Islamic finance product, there are certain underlying sharia principles
that Sukuks must comply with, these are;
i.

Funds raised through Sukuk issuance must be used in halal (syariah
compliant) activities.

ii.

Funds raised may be used to finance needed tangible assets.
Specificity of assets is important, since Sukuks unlike bonds cannot
be used to fund general financial needs of the issuer.

iii.

Income received by sukuk holders (investor) must be derived from
the cash flows generated by the underlying.
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Introduction

•

iv.

Sukuk-holders have a right to the ownership of the underlying asset
and its cash-flows. (hybrid-equity)

v.

Clear and transparent specification of rights and obligations of all
parties to the transaction, in particular the originator (mudarib) and
Sukuk holders.

vi.

As with all other Islamic finance instruments, there should be no
fixity in returns.

Given the above ground rules, it is easy to see why Sukuks would have a
risk-return profile very different from that of conventional bonds.
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What Assets Qualify as Underlying Assets for
A Sukuk?
•

According to the Fiqh Academy (Jeddah) in its ruling No. 5,
1998 on Sukuk underlying, it ruled that:
a.

Any ‘halal’ asset or collection of assets can be the
underlying for a note or Sukuk.

b.

Such Sukuks can be sold provided that the underlying
assets consists mainly of tangible physical assets with a
minimal if any part of it being cash and/or interpersonal
debts.
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Underlying Islamic Contracts for Sukuks.
•

Theoretically, a Sukuk can be based on any shariah based contract.

•

A Sukuk based on more than one contract is also acceptable.

•

In Malaysia, Sukuk can be based on any of the following contracts;
a.
Bai Bithaman Ajil )BBA)
b. Bai Inah (sale with immediate purchase)
c.
Bai Salam
d. Ijarah (lease)
e. Murabahah
f.
Mudharabah
g.
Musyarakah
h. Istisna
–
and others,
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Underlying Islamic Contracts for Sukuks.
•

Of these contracts, Sukuks based on the Musyarakah principle appear to be
the most popular in Malaysia. This is followed by Ijarah and Mudarabah.

•

BBA based Sukuks which were popular in the early years have paled given
the controversy surrounding its acceptance.

•

Globally, it appears that Ijarah based may be the most popular. This global
acceptance of the Ijarah Sukuk may be due to the fact that fits the
requirements for a tangible underlying asset which is clearly identifiable,
has “fixed” timely payments and cash flows that are binding on the issuer.
[Ijarah with lease payments based on a floating reference is possible].

•

The popularity of Ijarah Sukuks is reflected in the fact that just about all
sovereign Sukuk Ijarah have been oversubscribed. In many cases,
oversubscription by several fold.
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Sukuk Type, Underlying Contracts and Cash Flow characteristics
Underlying contract

Originator (Mudarib)

Investor (sukuk
holder)

Interim cash-flows (to Cash-flow at maturity
sukuk holders)

Ijarah (lease)

Leasee of asset. Pays
lease payments

Lessor

Periodic Lease
Payments

At maturity from sale of asset

Wakalah (Principalagent relationship)

Agent undertaking
investment in
underlying asset

Principal Owner of
invested asset

Cash Flows generated
by investment

Dependent on type of invested asset
and/or economic life of project. No
fixed return.

Bai Bithaman Ajil (sale Purchaser of
based on deferred
underlying asset
payments)
Mudaraba
Mudarib (entrepreneur
in need of financing)

Owner/seller of
underlying asset

Payment of purchase
price in installments

May and may not have a final balloon
payment

Rab-ul-Mal (provide
capital)

Periodic cash flows
from asset as
determined by PSR

Unlikely. Final payment could simply
be the last periodic payment given tenor
of Mudaraba contract

Salam
Seller of
(Contract for goods to be commodity/goods
delivered later – forward) which will be
delivered later

Purchaser of
commodity/goods
which will be
delivered later

Proceeds from sale of Usually the largest cash flows occur at
goods received – if
maturity when delivery occurs. Cash
there will be delivering flow is from sale proceeds
in the interim

Istisna

Financier for asset
under construction
Financier of asset

Payments from
Mudarib if any
Periodic payments
received from Mudarib
representing price of
asset plus mark up

Murabaha

Purchaser of asset
under construction
Purchaser of asset

Profit from sale of completed asset
Unlikely. Final payment could simply
be the last periodic payment of
contract
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Sukuk Structures
While the underlying contractual framework may be different, most sukuks
appear to have the following structural framework when it comes to
issuance.
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Sukuk Structures
In order to have the required underlying sale/purchase of Islamic financing
modes, companies issuing sukuks typically have a Special Purpose Vehicle
(SPV). For example, suppose a company wants to finance the use of an asset,
it can do so by means of issuing a Sukuk Al Ijarah. The company would first
establish a bankruptcy remote SPV. The SPV issues the sukuks to investors
and uses the proceeds to buy the asset from the vendor / manufacturer. The
SPV then “leases” the asset to the company in return for periodic lease
payments. The lease payments received from the company are passed thru
to investors as their returns on the sukuk.
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Sukuk - Players
• The key players would be as follows:
o
o
o
o
o
o
o
o
o

Originator/Mudarib (could be govt-sovereign or corporate)
Regulator (SC in Malaysia)
Credit Enhancer (Govt for GLCs, third party for others)
Trustee – (to manage and administer the SPV)
Vendor/Manufacturer (of asset/machinery that is the object of
financing)
Rating Agency (to rate and monitor the Sukuk)
Investment Bank – (structures, Sukuks, compliance, prospectus and
bring to market)
Shariah Advisors (at the investment bank level and at the regulators)
Sukuk Investor
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Sukuk Vs Bonds
Item

Bond

Sukuk Risks

Sukuk

Tenor

Short, Medium and Long
Term

Short and Med-Term (≤5
yrs)

Financing Category

Debt

No debt but ownership of
specific asset and its cash
flows

Underlying

Not necessary, unless
collateralized

Necessary underlying
asset, usually tangible
asset

Claim

Fixed in time, and
amount

Ownership claim on
specific asset and its
cash- flows

Pricing

Depends on rating, yield
environment and demand
(book-building)

Use of indicative yieldsbenchmarked on
reference rates

Total Returns

Fixed income
(known/predetermined
cash flows)

No guarantee in returns

Funding Purpose

Unrestricted

Restricted for use in
Shariah compliant assets,
in a predetermined
57
manner.

Pricing of Sukuks
The value of a financial asset/instrument is equal to the present
value of cash flows generated from the asset.
• The basic logic of pricing an asset in finance can be described as
follows:
• Where they are offsetting cash flows, value will depend on the
net cash flow. (i.e. all positive cash-flows add to value whereas
negative ones reduce value).
• Where there are multiple cash-flows each cash flow should be
valued individually and aggregated to arrive at the overall value
of the asset/instrument.
•
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Pricing of Sukuks
•

Where a component cash flow is based on a Contingent Claims
Analysis (CCA), probabilities could be used to determine
‘expected’ cash flows.

•

Where an asset has one or more embedded options, the
options must be identified and valued individually.

•

Where an asset is based on another underlying asset, value is
derived by valuing cash flows generated by underlying asset.
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The Islamic Equities
Market

The Islamic Equities Market
•

Going by the Shariah, equity financing would be the preferred
financing/investing technique.

•

Equity financing has no fixity of return.

•

Returns that are tied to the earnings of the underlying business.

•

A risk-profile not detached from that of the business.

•

Thus, equity financing is very much profit and loss sharing with all the
business risks thrown in.

•

Investment in a stock resembles the provision of Mudarabah financing.
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The Islamic Equities Market
•

However, not all stocks listed in an exchange may be acceptable
from a shariah viewpoint.

•

The need for a shariah evaluation of stocks and the
identification of shariah compliant stock has led to the
development of shariah filters, shariah indices, shariah
compliant ETFs (Exchange Traded Funds) and an entire industry
of Islamic Mutual Funds.

•

All these have meant that there is an Islamic Equities Market
operating in parallel with the conventional equity market.
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Components of an Islamic Equities Market
• What would constitute an Islamic Equities Market?
–
–
–
–
–

Stocks would be the basic component.
Islamic ETFs (Exchange Trade Funds)
Islamic REITs (Real Estate Investment Trusts)
Islamic Mutual Funds
Others like Islamic Private Equity Funds, Islamic Structured
Products etc.
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An Islamic Equities Market
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Screening of Stocks for Shariah Compliance
•

Malaysia was the first Muslim country with a conventional stock market to
have come up with a formal evaluation for shariah compliant stocks and a
shariah stock index.

•

Following this in 1999, Dow-Jones, the US based publisher of the Wall
Street Journal and financial information provider, designed the Dow-Jones
Islamic World Market Index (DJIWM).The DJIWM is a global index of
shariah compliant stocks.

•

In determining whether a stock is a shariah compliant a screening
procedure is used.
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Shariah Screening of Stocks in Malaysia
• Shariah screening of listed stocks in Malaysia are based on parameters
established by the Securities Commissions’, Shariah Advisory Council
(SAC).
• The SAC was established by the Securities Commission (SC) in 1996.
• The SAC’s screening process as with the DJIWM begins with looks at two
broad categories:
– i) The line of business or core business of the underlying company.
– ii) The company’s finances.
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Shariah Screening of Stocks in Malaysia
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Shariah Screening of Stocks in Malaysia
• In examining the line of business; a stock will be deemed ineligible for
further filtering if the company’s main line of business is a prohibited
activity. For example;
– If its operations are based on riba (interest) such as activities of
conventional financial institutions like commercial banks, merchant
banks etc.
– Operations involving gambling
– Activities involving the manufacture and/or sale of haram (forbidden)
products such as liquor, pork or meat not slaughtered according to
Islam.
– Activities containing an element of gharar (uncertainty), such as
conventional insurance.
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Shariah Screening of Stocks in Malaysia


While it is easy to identify and eliminate companies involved in obviously
haram activities the challenge lies in evaluating companies that have
‘mixed’ activities.



The SAC applies several additional criteria for such companies; these being;


The core activity must not be one that is forbidden (the four criteria above). In
addition, the haram element must be very small relative to the main line of
business



The public perception or image of the company must be good.



The core activities of the company have importance and maslahah (benefit in
general), the haram element besides being small involves matters such as
‘umum balwa’ (common plight), ‘uruf’ (custom) and involves the rights of the
non-muslim community which is accepted by Islam.
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Shariah Screening of Stocks in Malaysia
• While the above criteria are all subjective, in order to translate these
subjective criteria into actionable filters, the SAC uses a two phase
analysis/screening procedure. These being;
– Phase One :Quantitative Method
– Phase Two : Qualitative Method
• Phase One: Quantitative Method
– In phase one, the objective is to compute the percentage contribution
of non permissible activities to the company’s income and profit
before tax. The income and profit before tax would be for the latest
fiscal year as shown in the company’s Profit & Loss or Income
Statement.
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Shariah Screening of Stocks in Malaysia


The computation of percentage is carried out as follows:


Step 1



Step 2



Step 3

: Determine the earnings (Total Income/Revenue) and
Profit before tax of the company.
: Identify and measure the income/earnings and profit
before tax from the non permissible activities.
: Determine the percentages as follows:

(i) Earnings from non-halal activities

X 100

Total Earnings of Firm

(ii)



PBT from non-halal activities

X 100

PBT all activities of firm




Step 4

: Compare the percentage earnings and PBT with the two
threshold level marks.
(see below)
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The SAC has determined two threshold level marks. These are:
 A 5% threshold level mark.
 Companies whose earnings and/or profit before tax from non permissible
activities is more than 5% will have their stocks excluded from the list of
shariah compliant stocks.
 But what do we do in cases where the non permissible activities cannot be
identified and its contribution to earnings and profits are therefore not
measurable. The classic case that is often cited as an example of this, would be
that of hotels and resorts.


A 25% threshold level mark for “image”.
 For example, suppose a conglomerate involved in halal activities, has a hotel
subsidiary. The hotel industry has a perception problem, if the earnings/profits
before tax of the hotel subsidiary is less than 25% of the conglomerate’s
earnings or PBT than the conglomerate’s stock would be deemed shariah
compliant. If however, the contribution is more than 25% than the shares will
be excluded.
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Stock Screening for the
Dow Jones Islamic Index
• The stock screening procedure used by Dow Jones for its Islamic Index is
more elaborate and tighter than that of Malaysia’s SAC. As is the case
with the Malaysian criteria, there are two broad categories, the nature of
the business and financial aspects.
• The Dow Jones criteria involves both financial statements, especially the
Balance Sheet.
• Dow Jones begins with an initial step that involves eliminating stocks of all
companies involved in an exhaustive list of activities. These are industries
related to alcohol, liquor, pork related, conventional financial services
(banking, insurance, merchant banking etc), hotels, entertainment
(including cinema, music etc), tobacco, defense, weapons manufacturing
etc. While this first step is qualitative, the second step involves the
quantitative analysis of the firm’s financial ratios.
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Stock Screening for the
Dow Jones Islamic Index
 This numerical analysis is really aimed at two things,
 identify firms with “excessive” leverage in the capital structure and;
 identify firms with unacceptable levels of interest income. This is
generally done by applying the following three key ratios.
(i) Debt to Trailing Twelve Month Average Market Capitalization
Debt to TTMAMC
Computed as: =

Total Interest Bearing Debt
12 months Average Market Cap

X 100

Threshold: 33%

Thus, any firm with a Debt to TTMAMC exceeding 33% will be
excluded. The rationale being that such a firm is paying a substantial
portion of its earning as interest on its debts.
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Islamic Mutual Funds
• A mutual fund or unit trusts is simply an investment scheme that pools
funds from numerous individual or institutional investors.
• The pool of funds are invested typically in stocks, bonds and cash/money
market instruments.
• An investor wishing to participate with a mutual fund would do so by
purchasing units offered by the mutual fund.
• In Malaysia, as with most developed markets, a single pricing mechanism
is used. The quoted NAV therefore reflects both the fund’s net assets and
other built-in charges.
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Islamic Mutual Funds
 Advantages of investing via a mutual fund are:
 Instant diversification
 Professional management of funds
 Liquidity risk is low
 Transparency in pricing
 Range of products to match needed risk profile

 There are different categories/types of mutual funds. These categories are
based on the investment objective and risk profile of the fund. The typical
types are;
 Growth fund
 Value fund
 Balanced fund
 Risk trade off
 return
 Income/yield fund
Risk trade off
return
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Islamic Mutual Funds
• An Islamic Mutual Fund or Islamic Unit Trust is built on the
same template as a conventional mutual fund. The
operational mechanisms are the same but the investment
philosophy differs.

• Islamic mutual fund would invest only in non-riba and shariah
compliant investments.
• To ensure that only shariah compliant assets are being
invested in, each fund management company would have a
shariah committee provides oversight and conducts periodic
shariah audits.
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Contracts Underlying Islamic Mutual
Funds/Unit Trusts
 Every Islamic financial transaction or instrument must be guided by an
underlying shariah based contract. Thus, Islamic Mutual Funds typically
use one of the following three contractual arrangements;
(i) Mudaraba
 The investor is the Rab-ul-mal while the Mutual Fund Manager is the
Mudarib. The Mudarib uses the invested funds to invest according to
the agreed mandate and to the best of his efforts. He is entitled to a
share of the profits but the Rab-ul-mal bears the losses if any.
(ii) Musharaka
 All investors are participants or partners.
(the fund management company) will
investment. The managers, in addition
profits earned are also eligible to a
compensation for their efforts.

However, only some partners
be entitled to manage the
to a predetermined share of
portion of the revenue as

78

Contracts Underlying Islamic Mutual
Funds/Unit Trusts
Wakala
In this contract, the fund manager is the ‘agent’ of the
investor, who is the principal. The agent acts on behalf of the
principals to invest the funds to the best of his efforts. In
exchange for his efforts and expertise, the fund manager
receives a fixed fee. To minimize the agency problems that
could arise in this principal-agent relationship, an additional
performance based fee for the agent is a common feature.
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Islamic REITs
• A Real Estate Investment Trust (REIT) is a listed entity which invests mainly
in real estate or property related investments. Its shares are listed and
traded like any other listed stock. The value of the share depends on the
REITs’ net Asset Value (NAV).
• From a corporate taxation viewpoint, a REIT is a very different entity from
other businesses.
• REITs receive preferential tax treatment, for example in many countries
REITs are taxed at just 10% rather than the corporate tax rate which would
be substantially higher.
• In Malaysia, investors receiving dividends from REITs have a withholding
tax of only 15% as opposed to 28%, which is the corporate tax rate.
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Islamic REITs
• Malaysian REITs get a tax waiver on retained earnings
provided they distribute at least 90% of their income as
dividends.
• As a result of the high dividend payout, investors who need to
receive regular income would gravitate to REITs.
• The basic idea in REITs, as in the case of stocks is to provide
divisibility in ownership.
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Types of REITs
•

In developed countries there are typically three types of REITs.
– An Equity REIT; This is the standard type of REIT as described above. It invests in
properties and provides a return to its shareholders from the rental and lease
payments it receives.
– Mortgage Finance REITs; This type of REIT does not necessarily hold properties,
rather it invests in financial instruments such as CMOs (Collateralized Mortgage
Obligations) or debt instruments where the collateral is real estate.
– Hybrid REITs; These are REITs that take on the features of the above two; i.e. Equity
REITs and Mortgage REITs. Hybrid REITs may invest in both properties and
mortgage instruments.

•

In the case of Malaysia and most Muslim countries, the listed REITs are
generally the first type, that is Equity REITs.
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Why invest in REITs
•
•
•

REITs have been popular in many countries including Muslim one.
Their popularity stems from the many advantages of investing in REITs.
Among the key advantages are;
• A relativity steady income stream from dividends.
• Preferential tax treatment of dividends paid out by REITs. (smaller
withholding tax)
• Ability to participate in real-estate and property investment even with a
small amount of funds.
• Being tradeable like any listed share, investment in REITs have low
liquidity risk.
• Capital gains in additional to dividend income is possible.
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Islamic REITs
•

An Islamic REIT is simply a Real Estate Investment Trust that is governed by
shariah principles.

•

Like an Islamic Mutual Fund, an Islamic REIT has to have its own Shariah
Advisory Committee whose job will be to ensure that the REITs’ activities
are in line with shariah requirements.

•

There are three main areas within which a REITs activities would fall.
•
•
•

i) Investing and managing property.
ii) Ensuring the assets are appropriately insured.
Iii)Investing and managing the rental and other income received.
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Islamic Equity Indices
•

Equity indices can be broad-based, like the Wilshire 5000, Nikkei 225, S&P 500 or
even Bursa Malaysia’s EMAS Index or narrow sector specific ones.
•
•
•

Measure of the market or sector’s performance.
A benchmark to evaluate performance of funds and fund managers.
A potential underlying asset for derivatives and structured products. For
example, as the underlying asset for Stock Index Futures and/or Index Options
etc.

•

With the advent of Islamic Mutual Funds, the need for Islamic Equity indices is
obvious. Accordingly, a number of Islamic indices have been introduced.

•

The world’s largest index providers, institutions such as Dow Jones, Financial Times,
Standard & Poor (S&P) and Morgan Stanley have all introduced indices based on
Islamic equities.
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Islamic Equity Indices
•

Dow Jones Islamic and Conventional Equity Indexes
Islamic Index

•

•

Conventional

 DJIM Asia/Pacific

 DJ Asia/Pacific

 DJIM China Offshore

 DJ China Offshore 50

 DJIM India

 DJ India Total Market

 DJIM Indonesia

 DJ Indonesia

 DJIM Malaysia

 DJ Malaysia

 DJIM South Korea

 DJ South Korea

In the case of Malaysia, aside from Dow Jones which computes the DJIM
Malaysia index, Bursa Malaysia has two Islamic indices.
These are the FTSE-Bursa Malaysia Emas Shariah Index and the FTSE Bursa
Malaysia Hijrah Shariah Index.
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End

Thank You
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