Profit Special

alling it a boom doesn’t quite

capture it all. An explosion in

demand? Slightly better, but

it still misses half the story.
In fact, the kind of interest Islamic fi-
nance — one of the fastest-rising stars
in global finance - is generating right
now almost defies description.

Never before has doing business
the Islamic way found a more willing
global audience, with countries from
Europe to Asia rushing to roll out the
welcome mat. You might think that
with the world’s second-largest Mus-
lim population — 150 million — India
would be a natural market for this
kind of finance.

You’d be wrong. Even as many parts
of the world have been smitten by Is-
lamic finance, Indian financial insti-
tutions have maintained a detached
demeanour, refusing to get caught up
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Islamic finance has captured the

imagination of many countries around
the world. Indian institutions, however,
remain uncertain about striding into

this market

Indira Vergis

in all the excitement. It’s not as if busi-
nesses here don’t care; in fact, most
experts acknowledge the potential
is undeniable. “There is great poten-
tial for Islamic finance in India,” says
Ashraf Mohammadi, managing direc-
tor of Idafa Investments, one of few Is-
lamic brokerages around.

So why then do we not have a thriv-
ing trade in Islamic finance?

“Given the
regulatory regime,
products such

as equity-based
mutual funds and
PMS schemes can
do well in India”

Dr Shariq Nisar,
CEO, Bearys Amanah India

Probe a little deeper and you realise
why: “Companies don’t want to be
seen as attracting investments from a
particular community,” says Dr Shariq
Nisar, CEO, Bearys Amanah, an Islam-
ic finance consultancy in Bangalore.

That means that even if companies
want to pursue this rapidly growing
segment, they’re wary of admitting it.
Their principal fear: they’ll be brand-
ed ‘communal’. “It requires a certain
amount of courage to say you have an
Islamic finance business,” adds Ida-
fa’s Mohammadi. As experts wrangle
over whether embracing Islamic fi-
nance could dilute India’s secular im-
age, the industry continues to amass
more converts around the globe.

Brimming with potential
So what exactly is Islamic finance? Is-
lamic finance, which can be clubbed

in the category of faith-based invest-
ing, is based on Islamic principles and
jurisprudence (Shariah). The basic
prohibitions are on earning interest,
speculation, contractual uncertainty
and transactions that are overly ad-
vantageous to one party at the expense
of another. It also forbids any participa-
tion in weapons, pork, gambling, por-
nography and alcohol businesses (See
box: Shariah Fundamentals).

Estimates about how much it manag-
es in assets vary from around $500 bil-
lion to a wildly optimistic $900 billion.
That’s still an infant business com-
pared to conventional finance which
manages trillions of dollars in assets,
but it’s growing at around 15-20 per
cent a year — far higher than conven-
tional finance.

The money fuelling this growth
comes primarily from investors in the

oil-rich Middle East. With oil prices
roaring past $100 a barrel, many coun-
triesintheregion are flooded with cash.
Their predominantly Muslim popula-
tions are now driving demand for all
sorts of Shariah-compliant products,
from housing loans to structured prod-
ucts and even Islamic hedge funds.
It has also sparked a similar reaction
from Muslim communities in Europe
and Asia. Add the fact that Muslims
account for a fifth of the world’s popu-
lation (most of them living in quickly
developing, oil-rich economies) and it’s
easy to see why most experts believe
that Islamic finance is here to stay.

Already, some studies suggest that
20 per cent of Muslim investors would
now choose an Islamic financial prod-
uct over a conventional product. “We
believe that Islamic banks will account
for 35-40 per cent of total savings of
the Muslim population in the next 15
years,” says Faisal Hasan, head of re-
search at Kuwait-based Global Finance
House (GFH).

How much money are we talking
about here? Well, Ernst and Young es-
timates that Muslims around the world
hold about $1.6 trillion in assets of all
kinds, a figure the consultancy fore-
casts will rise to $2.7 trillion by 2010.

That kind of money has most finan-
cial institutions fighting each other off
to grab a toehold in this highly lucra-
tive market. You can see it from the
numbers: today, there are more than
470 full-fledged Islamic institutions
around the world, up from 250-plus
seen in 2005, according to the General
Council for Islamic Banks and Finan-
cial Institutions. Even several of the
world’s leading banks — HSBC, Stan-
dard Chartered, Citigroup, Deutsche
Bank to name a few — have Islamic di-
visions now.

“In most Muslim countries, Islamic
banking is outgrowing conventional
banking,” says Nabeel Shoaib, Dubai-
based global head of HSBC Amanabh,
the Islamic division of the bank.

Loaded with cash, a lot of these insti-
tutions are scouring the globe for suit-
able opportunities for investment. For
capital-starved India, these investors
can be a useful resource to draw on - if
we choose to.

Many experts believe enthusiasm for
investing in Indian projects and equi-
ties already runs high among Islamic
financial institutions. So far, attempts
have been made only in fits and starts
for attracting their money. The Kotak
group and UTI Asset Management
each have an offshore Islamic equity
fund which invests primarily in In-
dian equities and are targeted at Mid-

SHARIAH
FUNDAMENTALS

~&The basic Shariah prohibitions are
on the earning (or payment) of
interest, speculation, contractual
uncertainty and transactions which
are overly advantageous to one
party at the expense of another.

~&Shariah also prohibits any partici-
pation in weapons, pork, gambling,
pornography and alcohol-related-
businesses.

~&The industry has several Shariah-
compliant structures to meet the
needs of businesses and investors.
These structures deliver results
similar to those achieved via con-
ventional financing transactions,
say experts.

—~&Some Islamic financing techniques
include ljara (based on the leasing
of an asset); Musharaka (equity in-
vestment/profit and loss sharing);
Istisna (production/construction
financing); and Salam (forward
financing).

~&The most high-profile Islamic
instruments have been the sukuk.
Sukuk are asset-based, Shariah-
compliant trust certificates. The
closest conventional finance
instruments to them are bonds.
But unlike bonds, holding a sukuk
confers a beneficial interest to the
holder (the investor holds a pro-
portional ownership of the under-
lying asset) as well as the income it
generates. The sukuk-holder also
assumes all rights and obligations
for the maintenance of the asset.
A conventional bond-holder on
the other hand, is only entitled to
receive interest.

dle East investors. Recently, Reliance
Money launched an Islamic portfolio
management service for investors in
India and overseas.

It still adds up to very little, given
that many other countries are pushing
ahead more vigorously in their efforts
to become Islamic finance hubs.
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WORLD CITIES VYING TO BE THE NEXT BIG ISLAMIC FINANCE HUB
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~&Bahrain’s capital is widely ac-

knowledged to be the home of
Islamic finance, with its origins
going back to the 1970s. Recent
plans incude the launch of a new
$11 billion Islamic investment
bank in 2009. Private equity will
finance $2bn and the rest will be
raised through a mammoth IPO.

NOTHING SO
RELIGIOUS ABOUTIT

~&The rules, especially the financial

ones, guiding Islamic equity in-
vesting, are arguably similar rules
followed by conventional inves-
tors with a conservative attitude
to risk. Shariah rules forbid inves-
tors from investing in companies
that have more than 33 per cent of
its market capitalisation in debt,
cash or interest-bearing securities
while accounts receivable cannot
be over 49 per cent.

~&This means banks are excluded

but energy firms, with low debt,
typically have a big weightage. It
does limit the universe of invest-
ment-worthy stocks but as experts
point out, it also means lower risk.
(For allist of Shariah-compliant
stocks in India, turn to page 79).
Most value investors, by the way,
are conservative in their attitude
to risk. Legendary investors such
as Warren Buffett are also known
to look at metrics like debt ratios.
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~&The UAE’s most financially savvy
city is currently one of the big-
gest markets for sukuk sales. It
recently announced plans to cre-
ate a $10 billion investment firm
to invest across the region, Africa
and Asia. About 15 per cent of the
UAE ‘s banking assets are Islamic,
growing at 39 per cent a year.

The UKisavery good example ofthat.
Untroubled by doubt about whether
it’s doing the right thing, London, one
ofthe world’s top financial centres, was
among the first off the bloc outside the
Middle East to introduce regulations
allowing for easier Shariah transac-
tions. It already boasts five Islamic
banks: four investment banks and a
retail bank. Itis now being held up as a
role model for the rest of Europe to fol-
low. (The UK’s Muslim population, by
the way, is only about 2 million - less
than 3 per cent of its total population.)

It’s the same story across Asia as
well: from Japan to Malaysia, cities are
burnishing their Islamic finance cre-
dentials. The gung-ho mood suggests
there will be room for everyone to
grow. “We feel
the industry
has such huge
potential that
we will need 3-
4 Islamic hubs

“Nobody
wants to pay
a premium to
be a part of an
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in the future; Islamic fund”

says GFH’s

Hasan. Mark Smyth,
managing director,

Indeed’ from Failaka Advisors
banks and fi-
nancial markets

to corporate
boardrooms, everyone’s experiencing
the march of Islamic finance.

Early this year, one of the Europe’s
biggest headline-making stories in-
volved the majority stake sale of
British luxury car marque Aston Mar-
tin to a consortium led by Kuwaiti Is-
lamic firm Investment Dar. Another
interesting fact: Caribou Coffee, Amer-
ica’s largest speciality coffee chain
after Starbucks, also has a Bahrain-
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HONG KONG

~&Hong Kong comes late to the
game but the launch of the Hang
Seng Islamic China Index Fund
signals an important start. Hong
Kong's airport operator also aims
to issue the city’s first Islamic bond
in the third quarter, and is cur-
rently in the process of sorting out
tax issues with the government.

based Islamic private equity owner.

Sukuk surge
One of the most high-profile business
financing/investment instruments

in the Shariah business has been the
sukuk or Islamic bonds. In the Mid-
dle East for instance, a lot of project
financing is taking place through su-
kuk sales. Experts say the market
for sukuk has been sizzling in recent
years, leaping by nearly 70 per cent
every year.

According to the Islamic Finance In-
formation Service, global volumes of
sukuk rose by 73 per cent in 2007 to
$47.1 billion. Malaysia and the Gulf
Co-operation Council - Oman, Kuwait,
Bahrain, Saudi Arabia, Qatar and the
UAE - account for more
than three-fourths of all
bonds outstanding.

They’re highly sought
after by Muslims seek-
ing investments that
comply with their beliefs
and by non-Muslims as
well seeking exposure
to booming Gulf econo-
mies. So high is the pop-
ularity of these bonds
that even the UK, Thai-
land and Japan have announced that
they will issue sovereign sukuks soon,
as part of attempts to cosy up to their
Islamic clients.

Even businesses are latching on. Jap-
anese car giant Toyota, for instance,
saysitis mulling an Islamic bond to ex-
pand business in Malaysia; it’s already
received permission from regulatory
authorities to raise up to one million
Malaysian ringgit ($312 million).
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LONDON

~&Britain is set to become the first

Western nation to issue bonds

in line with Shariah law. The
government is changing the rules
to allow sukuk bonds to be issued,
traded in the same way as
corporate bonds to encourage
more of them to be issued

in London.

No wonder then, that the global su-
kuk market is tipped to hit $200 billion
by 2010. But even sukuks don’t seem
to be enough to soak up all the money
sloshing around the Middle East. So
now investors are shopping abroad,
especially in Asia.

That’s encouraged several cities
across the region to dress up and pres-
ent themselves as the hottest shop-
ping destination (See box: World Cities
Vying to be the Next Big Islamic Hub).
Kuala Lumpur is already a star attrac-
tion, while Singapore and Hong Kong
have also surged into contention as
possible Islamic fund magnets. In-
donesia - home to ten per cent of the
world’s Muslims - surprisingly, has
been rather slow to don its Islamic
badge, only recently passing a long-
awaited Shariah finance law.

Innovation in motion

It’s not just soaring demand that is
responsible for the high-spirited state
of Islamic finance today: credit must
also be given to financial product
suppliers and their creative burst of
energy which has engendered several
innovations.

“Financial institutions have come up
with a wide range of products, making
the switch easier from conventional
to Islamic finance,” says Dr Humayon
Dar, CEO at London-based consultan-
cy BMB Islamic and an internationally
renowned Islamic finance expert.

“The innovation has primarily origi-
nated from western institutions, which
now offer a wide range of structured
products, from those that can replicate
a swap deal to call and put options.”

But aren’t such products forbidden

SINGAPORE

~&The city-state has more than
$1.32 bn in Shariah-compliant
property funds and 500 million
dollars of Islamic insurance funds,
at the end of last year. Last month
saw the launch of the Daiwa FTSE
Shariah Japan 100 exchange-trad-
ed fund to track Japanese-listed
Shariah-compliant companies.

“The innovation has
primarily originated
from western
institutions, which
now offer a wide
range of structured
products”

Dr Humayon Dar, CEO, BMB
Islamic Group

:
under Islamic law? Dr Dar disagrees,
saying that’s a common misconcep-
tion. Products like these can be de-

signed in such a way that they adhere
to Shariah rules, he says.

KUALA LUMPUR

& The Malaysian Islamic financial
sector is already seen as one of
the most progressive and attrac-
tive in the world. Its Islamic bank-
ing assets are estimated to be
worth $30.9 billion; Islamic insur-
ance assets worth $1.7 bn; and an
active money market chanelling
about RM40 billion every month.

He believes that for Islamic fi-
nance to thrive, it must come up with
good alternatives to conventional
products. His reasoning is simple: “All
Islamic financial institutions operate
in conventional environments. If an
Islamic bank comes up with a product
that has a completely different risk-re-
turn profile, there is a possibility of a
risk-return arbitrage in the short run.
“In a competitive environment, how-
ever, other players will soon adjust.
In the end, there will always be a com-
parison between the two. If a currency
swap is available with Citibank, for in-
stance, then a similar structure should
be available with an Islamic bank.”

CASINQ
DRIVING CHANGE: James Bond’s favourite car marque, : R \f!ﬁ-. |_|

Aston Martin, is owned by a Kuwaiti investment firm
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RULES FOR EQUITY INVESTING THE SHARIAH WAY KEEPING THE FAITH

<& The main business of the
company is not in violation of
Shariah. Therefore, it is not per-
missible to acquire the shares of
companies providing finan-
cial services on interest like
conventional banks, insurance
companies. Also, companies
manufacturing, selling or offer-
ing liquors, pork, haram meat,
or involved in gambling, night
club activities, pornography etc.
are not allowed.

& [f the main business of the
companies is halal but they
deposit surplus amounts in an
interest-bearing account or
borrow money on interest, the
share-holder must express his
disapproval against such deal-
ings, preferably by raising his
voice against such activities in
the annual general meeting of
the company.

& If some income from interest-
bearing accounts is included in
the income of the company, the
proportion of such income in
the dividend paid to the share-
holder must be given charity,
and must not be retained by
him. For example, if 5% of the
whole income of a company has
come out of interest-bearing

deposits, 5% of the dividend
must be given in charity.

<& The shares of a company are
negotiable only if the company
owns some non-liquid assets.
If all the assets of a company
are in liquid form, the share
represents money only and
the money cannot be traded in
except at par.

~®What should be the exact pro-
portion of non-liquid assets of
a company for the negotiability
of its shares?
Some scholars are of the view
that the ratio of non-liquid
assets must be 51% at the
least. Some other scholars have
opined that even if the non-
liquid asset of a company are
33%, its shares can be treated
as negotiable. The third view
is based on the Hanafi juris-
prudence. The principle of the
Hanafi school is that whenever
an asset is a mixture of a liquid
and non-liquid assets, it can be
negotiable irrespective of the
proportion of its liquid part.
However, this principle is sub-
ject to two conditions:
First, the non-liquid part of the
mixture must not be in a neg-
ligible quantity. It means that

it should be in a considerable
proportion. Second, the price
of the mixture should be more
than the price of the liquid
amount contained therein. For
example, if a share of $100 rep-
resents $75, plus some fixed as-
sets the price of the share must
be more than $75. In this case, if
the price of the share is fixed as
$105, it will mean that $75 is in
exchange of $75 owned by the
share and the rest of $30 is in
exchange of the fixed asset.
Conversely, if the price of that
share is fixed as $70, it will not
be allowed, because the $75
owned by the share are in this
case against an amount which
is less than $75. This kind of
exchange falls within the defini-
tion of “riba” or interest and is
not allowed. Subject to these
conditions, the purchase and
sale of shares is permissible in
Shariah.

Abridged from An Introduction
to Islamic Finance by Mufti
Muhammad Taqi Usmani, chair-
man of the Shariah Standard
Council, the Accounting and
Auditing Organisation for Islamic
Financial Institutions (AAOIFI).

Islamic equity funds have shown mixed returns

Name Institution Cur

AIA Dana Dinamik Fund American Int’l Assurance | MYR N/A 13.48
Al Dar-World Equities Pictet Asset Mgmt usD 27.70 89.58
Al Huda Islamic Fund Al Ahlia Investment KWD 6.66 6.44
Al Khair Global Equity Fund Bank Aljazira usbD 19.21 8.43
Al Taiyebat Saudi Equities Fund Bank Aljazira SAR 130.16 . 121.25
Al-Nukhba Asia Equity Fund Al Tawfeek usD 6.06 106.73
AlAhli Asia Pacific Trading Equity NCB Capital usbD 247 109.43
AlAhli Europe Trading Equity Fund NCB Capital usbD 327 127.25
AlAhli Global Trading Equity Fund NCB Capital usbD 285.8 86.40
AlAhli Saudi Trading Equity Fund NCB Capital SAR 3312 369.79
AlAhli Small Cap Trading NCB Capital usbD 104.2 94.53
AlAhli US Trading Equity Fund NCB Capital usD 32.35 63.65
Alfanar Europe Ltd. Permal Investment usbD 177.00 22.80

Alfanar US Capital Value Permal Investment usbD 21.00 10.40
Alfanar US Large Cap Permal Investment usbD 28.00 38.53
Amana Growth Fund Saturna Capital Corp uUsD 676.8 20.74
Amana Income Fund Saturna Capital Corp usb 350.3 19.22
Amlttikal Amlnvestment Mgmt MYR 162.00 52.71
Azzad Ethical Income Fund Azzad Asset Mgmt Inc usbD 6.00 7.50
Azzad Ethical Mid Cap Azzad Asset Mgmt Inc usbD 3.00 9.78
Citi Islamic Global Equity Portfolio A | Citi Islamic Portfolios SA | USD 8.47 12.71
Citi Islamic Global Equity Portfolio B | Citi Islamic Portfolios SA | USD N/A 13.56
CMS Islamic Fund CMS Trust Mgmt MYR 40.03 149.07
Hegira Global Equity Fund Wellington Management | USD 34.19 11.11
Mendaki Global Fund DBS Asset Mgmt SGD 3.05 542

Oasis Crescent Equity Fund

Qasis Crescent Global Equity Fund Crescent Global usD 256.52 | 152.93
Prudential Dana Al-Ilham Prudential Fund MYR 56.70 14341
Prudential Dana Al-Islah Prudential Fund MYR 19.68 46.82
Public Ittikal Fund Public Mutual MYR 1518 167.15
Riyad Equity Fund 2 Riyad Bank SAR 4035 357.56
Riyad Global Equity Fund Riyad Bank usbD 4823  114.56
Sut Ethical Growth Fund Singapore Unit Trusts SGD 7.18 248
Sut Ethical Value Fund Singapore Unit Trusts SGD 8.93 2.86

UBS (Lux) Islamic Global Equities

Source: Failaka Advisors

Oasis Group Holdings ZAR 3737 29.50

UBS Islamic Fund Mgmt | USD 34.70 85.54

Returns for selected funds in existence for more 5 years as on June 6, 2008

Assets | 5-yr (%)
(mn) returns

Building Equity

It’s an accepted fact that the main pur-
veyors of Islamic finance so far have
been banks and other financial institu-

tions. Stocks had not exactly captured
the hearts of Muslim investors (equi-
ty investing was seen as akin to gam-
bling), but that is gradually changing.

Some reports suggest that just about
$20 billion is invested in Islamic eq-
uity funds. Islamic funds research or-
ganisation Failaka Advisors estimates
that there are about 320 equity and
balanced funds around the world right
now; including other funds that invest
in the money markets, real estate and
private equity, it could be 600, it adds.

In a bid to encourage Muslim in-
vestors to view equities as an ac-
ceptable investment, international
ratings agencies such as Dow Jones
and Standard and Poor’s have creat-
ed a clutch of Islamic indices, cover-
ing thousands of Shariah-compliant
stocks across individual countries and
regions. Assets worth billions of dol-
lars are already benchmarked to these
indices, say both agencies.

Each Shariah index typically covers
about 60 per cent of the market cap of
the parent index - the S&P 500 Sha-
riah index, for instance, contains 276
stocks.

Equity investing Shariah style re-
quires complying with rigorous
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screening procedures, according to ex-
perts (See box: Rules for Investing the
Shariah way).

“While the investing universe is
smaller, the compensation is much
lower risk,” says Adam Ibrahim, CEO
of South Africa-based Oasis Asset Man-
agement, one of
the top-ranked
fund houses

L 2 “While the
in the Islamic  jjyesting universe
world. One of ssmaller, the

the house’s top
funds, the $256
million Qasis

compensation is
much lower risk”

Crescent Global  Adam lbrahim,
3 CEO, Oasis Asset
Equity Fund, has Management

jumped by a lit-
tle more than 150
per cent over the
past five yars. (this year, it is up 8.5 per
cent, even as most global markets have
slumped).

One reason for the lower risk, experts
say, is that Shariah stock screens of-
ten flash danger signals of a flailing
company much before conventional
screens do. “Companies like Enron,

Worldcom, Tyco etc.,, were removed
from out Islamic indexes before or
near bankruptcy levels were reached,”
says Rushdi Siddiqui, global director,
Dow Jones Islamic Markets Indexes.

That kind of stock screening cast
Islamic equity funds in a favourable
lightlast year, as they
steered clear of the
credit crunch hur-
ricane that ripped
through the US fi-
nancial sector.

But this doesn’t
happen all the time.
“The returns show a
mixedperformance,”
says Mark Smyth,

-
London-based man-

aging director of

Failaka Advisors. “While Islamic
funds may have outperformed their
conventional peers in 2007, there were
other years when they posted similar
returns. At other times, they even went
the other way.”

A cross-section of global Islamic
funds that have existed for the past

five years show that returns vary wide-
ly: from a piddly 2.5 per cent to a stellar
369 per cent. Last year, the best per-
forming fund was the Amanah GCC
fund by the Saudi British Bank which
handed in an 83 per cent gain to inves-
tors, according to Failaka Advisors.

Do good returns really matter for
faith-based investors? “Of course they
do,” retorts Smyth. “Nobody wants
to pay a premium to be part of an
Islamic fund.”

Several Islamic fund houses —includ-
ing Oasis — have recently expressed in-
terest in investing in Indian equities.
While offshore funds do invest in In-
dia, allowing such funds within may
up the country’s chances to catch up
with some of the action in this seg-
ment. “Given the regulatory regime,
products such as equity-based mutual
funds and PMS schemes can do well in
India,” says Beary’s Nisar.

That potential prompted S&P to
launch an Islamic index for India in
February. “We believe that demand
does exist though it may have re-
mained latent due to lack of adequate
products and screening tools,” says
Alka Banerjee, vice president for glob-
al equities in S&P’s index services
division. The best part is, our stock
markets don’t even have to try too hard
to be Shariah-compliant. “By absolute
numbers, we are far ahead of any coun-
try in the world,” says Beary’s Nisar.
From the 6,000-odd BSE stocks, about
4,200 are considered sound by Islamic
standards. By the size of Shariah-com-
plaint stocks, we're the largest market
after Malaysia as well.

Spreading global appeal

The fact that we have so many stocks
that comply with Islamic law without
even consciously trying shows the
promise of growth definitely exists in
this sphere. But that should not come
as a surprise, since some rules about
Islamic equity investing can be de-
scribed as simply following prudent
financial principles (See box: Nothing
so religious about it). “Islamic invest-
ing is as much about following pru-
dent financial principles as it is about
religion,” says Zafar Sareshwala, CEO,
Parsoli Corporation, a Mumbai-based
broking house that has its own Islamic
equity index.

The fact that even the non-Muslim
world is sitting up and taking notice of
Islamic finance suggests its rapidly ris-
ing appeal. As Beary’s Nisar says, “Is-
lamic finance may have its origins in
Islamic countries, but the option and
its benefits are not restricted to Mus-
lims alone.”

Indeed, that says it all.00
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