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COMMENT 

With the growing reahsation of the 
importance of interest-free financing, 
Muslims continue to seek alternatives 
that adhere to Islamic concepts. But 
Shariah-compliant products have 
posed challenges for governments 
who have been used to working with a 
conventional taxation structures; 
which often impact on the transaction 
cost of Shariah-compliant products, 
thus hindering their growth. A firm 
support from authorities, particularly 
in the West, is required to resolve such 
issues and UK is a notable case where 
the government is supportive of the 
development of Islamic financial serv
ices. 

With the emergence of Islamic finance 
in the international financial arena in 
the last three decades, and the role of 
London in the development of various 
Shariah-compliant structures for both 
UK and non-UK companies, there is 
increasing debate about the implica
tion of the tax treatment of these stmc-
tures. I f the taxation of such structures 
is not levelled with the conventional 
ones, of course, it w i l l stifle the inno
vation and growth of the Islamic 
financial sector. 

Interest-based home finance products 
do not comply with Islamic law, but 
Islamic law can accommodate con
tracts to facilitate house purchases. 
Initially, the Islamic mortgages were 
offered in the UK, based on the 
Murabahah and Ijara instruments. 
Murabahah products - where an insti
tution buys and re-sells the home to 
the consumer, accepting payment of 
the price over a lengthy period; Ijara 
home financing products - where the 
institution combines a sale with rent
ing the un-owned share of the proper
ty to the consumer meeting the same 

purpose as a 'regular' mortgage prod
uct whilst also complying with Islamic 
principles. 

The Murabaha product was first 
offered in the U K by the Islamic 
Investment Banking Unit of the 
United Bank of Kuwait (now Ahl i 
United Bank) in 1997 as the A l Manzil 
Home Purchase Plans, however with 
some drawbacks. The Ijara plan fol
lowed in 1999. Prospective Muslim 
homeowners complained that it was 
more expensive than conventional 
mortgages, as under the Murabaha 
Plan, the bank purchases the property 
(the original purchase price) from the 
vendor on behalf of the potential 
buyer, then sells the property to the 
potential buyer at a slightly higher 
price "The Murabaha sale price" 
(incorporating the bank's profit on the 
deal). The U K tax authorities levied 
stamp duty on the higher Murabaha 
sale price rather than on the lower 
original purchase price. This was 
obviously an extra burden on the 
Muslim buyer, who was in effect, 
being penalised by the U K tax author
ities. On the other hand, under the 
Ijara product, stamp duty was payable 
twice, once when the bank purchased 
the property and again under the trans
fer of title which gave ownership to 
the customer at the end of the transac
tion. 

These plans were devised to create 
ways acceptable from a Shariah point 
for the Muslim buyer, to finance the 
purchase of his/her home. With these 
problems of the added cost, the market 
was becoming very uncompetitive for 
Islamic mortgages, the effect of which 
was that majority of Muslims in the 
U K were not able to afford the prod
ucts. There are encouraging signs 

from the U K Government to resolve 
this taxation issue of Shariah-com-
plaint instruments, introducing legis
lation in relation to taxation as well as 
regulation to ensure a level playing 
field for Islamic finance products 
while at the same time enabling the 
consumer to make informed choices 
and offering valuable consumer pro
tection. This move was first initiated 
in the Finance Act 2003 for Ijara home 
purchasing plans with the abolishing 
of the double stamp duty. Finance Act 
2004, 2005 and 2006 have further 
extended the support for the balanced 
tax treatment of various Shariah-com
pliant stmctures under the 'alternative 
finance arrangements'. 

As the number of Institutions offering 
Islamic financial services in the U K 
increases, more and more innovative 
Shariah-compliant products wi l l be 
developed and with it new issues on 
the tax treatment of these products 
w i l l arise. With the support already 
being extended by the U K tax and reg
ulatory authorities in the development 
of Islamic financial services, these 
new issues are also likely to be 
resolved. London w i l l keep playing its 
leading role in the development of a 
successful and vibrant Islamic finan
cial services industry, not only in the 
West but also globally. At the same 
dme, to become part of the main
stream financial system, institutions 
offering Islamic products and services 
in the U K would need to ensure that 
they are fully able to exploit the 
opportunities offered by this con
ducive environment to meet the needs 
of the Muslim retail market customers 
and compete with conventional mar
ket products while maintaining a com
petitive edge in quality banking, and 
customer service. 
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ISLAMIC FINANCE 

UK TAXATION OF ISLAMIC FINANCE: 
WHERE ARE WE NOW? 
By Mohammed Amin 

This article is based upon the presentation given by Mohammed Amin 
on 25 July 2006. 

Section 1 - Introduction and Overview of Conventional 
Finance 

In conventional finance, the key distinction is between debt 
and equity. 

With debt there are fixed returns (or variable returns linked 
to market interest rates) to the person who is providing the 
finance but that person has no upside participation in the 
results of the commercial venture. The lender and borrower 
agree a price for the finance, e.g. 6% pa, and agree the 
repayment terms. After that, the lender is relatively indiffer
ent to the commercial results of the business, provided that 
there is no risk of the business becoming insolvent so that the 
loan and related interest cannot be repaid. A typical contract 
for conventional debt finance would be a bank loan or a cor
porate bond that can be traded on the market. 

With equity finance, the financier is essentially buying a 
stake in the business with unlimited upside participation. 
The better that business does, the greater is the return that the 
financier achieves. Conversely i f the business does badly, 
the financier may make no returns and also be unable to 
recover the initial investment. Typical ways of providing 
equity finance are a share in a partnership or becoming an 
ordinary share holder in a company. 

There are of course many hybrid financial arrangements that 
have some of the characteristics of debt and some of the 
characteristics of equity. However, it is easier to focus on the 
two logical extremes as a precursor to considering the tax 
treatment of finance costs. Tax law has always treated equi
ty finance and debt finance differently. The cost of debt 
finance is considered a cost to the business and is tax 
deductible. Conversely the rewards achieved by a provider 
of equity finance are not deductible to the paying business; 
they are the investor's participation in the profits of the busi

ness. Accordingly, it would be attractive to disguise some
thing that was economically equity finance in the form of 
debt, to obtain tax relief There are a number of different tax 
rules designed to prevent this, of which probably the most 
important in this context is found in ICTA 1988 
s.209(2)(e)(iii). This states that any interest paid on "securi
ties under which the consideration given by the company for 
the use of the principal secured is to any extent dependent on 
the results of the company's business or any part of it" is a 
distribution, which means that it is not tax deductible. 
Instead it is treated as i f it were a dividend payment to an 
equity provider. 

In passing, ICTA 1988 s.212 stipulates that the above provi
sion does not apply i f the interest is paid to another compa
ny within the charge to corporation tax. This rule was 
brought in about 25 years ago to prevent loss-making com
panies that were unconcerned about tax deductions for 
finance costs borrowing from UK banks under profit partic
ipating loans. Otherwise, interest on such loans treated as a 
dividend would be tax free to the bank. The need for both 
S.209 and s.212 indicates the commercial complexities that 
the tax system must cope with. 

Section 2 - Islamic Finance - Typical Structures 

This section covers some specific structures that are used for 
Islamic finance, before considering how they are treated for 
tax purposes. 

Murabaha 
Murabaha is used for two basic purposes. It can be used 
where a customer wants to acquire something for use in its 
business, and needs finance to achieve that, or it can be used 
as a way of obtaining finance in the form of cash. I f the cus
tomer wants a machine, for example, the bank wil l buy that 
machine for, say, £100 and sell it to the customer for a price 
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Murabaha Diagram 1 

Sale for 
immediate 
payment 

100 

Sale for deferred 
payment 

110 
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Mudaraba Diagram 2 

Cash investment 

Agreed share of profits 
Investor bears losses 

Manages Profits 

Wakala Diagram 3 

Share of profits 

Cash 
investment 

Manages as agent 
for investor 

Share of profits 

of £110, payable at some point in the 
future. The customer obtains immedi
ate use of a machine worth £100, and 
has an obligation to pay £110 in, say, 
two years time. The extra £10 that the 
customer pays is clearly, in economic 
terms, the cost of the finance. 
Conversely, i f the customer actually 
wants cash, what the bank will do is buy 
something that can be sold very easily 
afterwards and with little difference 
between the bid/offer (buy/sell) prices. 
A typical example would be a quantity 
of copper bought in a commodity mar
ket. The bank buys the copper, imme
diately paying £100 for it, and transfers 
ownership to the customer at a price of 
£110 payable in, say, two years time. 
The customer can then immediately sell 
the copper for a price of about £100. 
This give the customer cash equal to 
what the bank has laid out, £100, and an 
obligation to pay the bank £110 in two 
years time. Again, the extra £10 is the 
cost of the finance. 

Mudaraba 
Mudaraba essentially involves an 
investor providing cash to another per
son, called a Mudarib, who wil l invest 
that money in a commercial venture, 
with the Mudarib managing that com
mercial venture. The deal is that i f there 
are losses in the venture, the investor 
has to bear the losses. This is, I under
stand, one of the requirements for 
Shariah compliance. I f there are profits 
in the venture, as expected, those profits 
are shared between the Mudarib and the 
investor on an agreed basis. 

Wakala 
In Wakala, again cash is going from the 
investor and ending up in a commercial 
venture with the profits of the commer
cial venture being shared between the 
investor and the Wakil in agreed pro
portions. The key difference between 
Wakala and Mudaraba is the legal rela
tionship. When UK tax law (discussed 
below) was modified in 2005 to accom

modate Islamic Finance, it was assumed 
that in Mudaraba the Mudarib actually 
receives the cash investment and 
becomes legally indebted to the investor 
so that the legal form of the contract is 

essentially that of a deposit. Conversely 
in Wakala, the UK tax law changes in 
2006 (also discussed below) envisage 
that the Wakil is legally acting as an 
agent, so the money never becomes the 
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Musharaka Diagram 4 

Diminishing Musharaka Diagram 5 
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Wakil's property. That distinction wi l l 
matter in the event of the intermediary 
Mudarib's or Wakil's insolvency. In a 
Mudaraba contract, i f a bank has taken 
what is a deposit at law and then 
becomes insolvent, the investor is limit
ed to claiming in the bank's insolvency 
along with its other creditors. 
Conversely, with a Wakala contract, i f 
the agent bank becomes insolvent, the 
investor has a direct legal claim on the 
underlying commercial venture. 

Musharaka 
In Musharaka, one has two or more 
investors, here A and B, contributing 
towards a commercial venture and 
agreeing to share profits and losses in 
particular proportions. This structure is 
almost exactly the same as a conven
tional Westem partnership. 

Diminishing Musharaka 
Diminishing Musharaka is used mostly 
when one party, here called the eventu
al owner, wants to buy an asset but can
not afford to pay for all of it. In the dia
gram, on day one the bank buys 75% of 
the asset, for example a building, while 
the eventual owner buys 25%. Under 
the contract the eventual owner has 
immediate rights to sole occupation. 
The eventual owner pays rent to the 
bank on the 75% of the property that he 
doesn't own. Then, over the life of the 
arrangement, as well as paying the rent, 
the eventual owner will make addition
al payments to the bank to purchase 
additional slices of the asset. This is 
often used for people buying houses for 
owner occupation instead of a conven
tional mortgage. 

Sukuk 
Sukuk is an arrangement that has been 
devised over the last decade or so as a 
way for Islamic organisations to issue 
an instrument similar to a tradable 
Westem bond, while still being Shariah 
compliant. Typically the owner of an 
asset wil l want to use this asset to raise 

finance. As a first step, the owner sells 
this asset to a special purpose vehicle 
(SPV) set up specifically for this pur
pose - hence the name. The SPV could 
be a company which is part of the same 

group as the original owner, or a com
pany owned by a bank or perhaps a 
company owned by a charity as is com
monly the case in Westem securitisa-
tion. The SPV raises cash to pay for the 
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stamp duty land tax (SDLT) Diagram 7 

Rent 

Later sale of property 

Sale of 
property 

asset by selling participation certifi
cates, called Sukuk, to outside 
investors. For the period set out in the 
Sukuk arrangements, the SPV rents the 
asset back to the original owner The 
rent which the SPV receives is used to 
make periodical payments to the 
investors on the Sukuk bonds. Those 
payments to the investors are not inter
est. Instead what the Sukuk contract 
will specify that all of the commercial 
profits of the SPV will be paid out to the 
owners of these participation certifi
cates. Eventually, at the end, when the 
Sukuk certificates are due to be repaid, 
the owner will buy the asset back from 
the SPV. The SPV uses the proceeds to 
redeem the participation certificates. 

Section 3 - UK Tax Treatment Prior 
to New Legislation 

With each structure, the key tax ques
tion is: does the customer have a tax 
deductible cost? 

In some cases, the customer may do. 
For example, in Diminishing 
Musharaka, the eventual owner is pay
ing rent for the use of that part of the 
asset which he does not own. In other 
cases, the tax analysis is more problem
atical. For example, in the Mudaraba 
contract, the Mudarib is making pay
ments to the investor which are actually 
a share of the profits of the commercial 
venture; that looks like a profit-linked 
distribution. 

Similarly, with the Murabaha contract, 
does the customer have a financing 
cost, or a non-deductible loss on the 
purchase and sale of goods outside the 
course of a trade? I f a foreign investor is 
involved, does the structure create a 
taxable presence in the UK? For exam
ple does Wakala, with a UK-based 
Wakil carrying out a commercial ven
ture on behalf of a foreign investor, give 
rise to a branch or agency in the UK 
with the foreign investor being taxable? 

I f so, the result would be very 
unfavourable compared with a foreign 
person simply lending money to a UK 
bank, since foreigners earning bank 
interest in the UK are generally not 
taxable. 

Section 4 - New Tax Law: Finance 
Acts 2005 and 2006 

New tax law was first introduced in 
Finance Act 2005 to facilitate Islamic 
finance, and amended in Finance Act 
2006 to increase the range of Islamic 
finance structures covered. One of the 
key principles underlying the legislation 
is that the Government cannot sensibly 
legislate for different religions: one can
not have one set of tax laws that apply 
to Muslims, a different tax law for 
Christians and a different tax law for 
Jews. 

Instead, FA 2005 introduced some new 
tax law which applies to certain types of 
transactions i f certain tests are met. It 
applies to all transacfions of that type, 
regardless of who is carrying them out, 
and regardless i f it is intended to fall 
within the Shariah or not. You don't 
have to look at Shariah; you just have to 
look at the tax law. There are some key 
concepts in the tax law, with some new 
vocabulary describing "alternative 
finance arrangements" which give rise 
to two types of commercial return: 

"Alternative Finance Return" and 
"Profit Share Return." These are pre
cisely designated in the statute. 

The legislation only operates where one 
of the parties to the contract is a finan
cial insfitufion as defined. I f neither 
party is a financial institution, these 
rules do not apply - even i f one meets 
all the other tests. The definition of 
financial institution has five categories. 

1. A bank, as defined by the Income 
and Corporation Taxes Act 1988 
S.840A. 

2. A building society, as defined by the 
Building Societies Act 1986. 

3. A person licensed under Part 3, 
Consumer Credit Act 1974, to carry on 
consumer credit business or consumer 
hire business. 

4. A person authorised outside of the 
UK to received deposits from the pub
lic. UK taxpayers may find themselves 
engaging in Islamic Finance transac
tions with foreign Islamic Finance 
organisations. Unless the foreign 
organisation falls within this defini
tion, the new tax law will not apply. 

5. A wholly owned subsidiary of a bank 
or building society also counts as a 
financial institution. The legislation is 
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very precise: the subsidiary has to be 
wholly owned. If there is even one 
share of that subsidiary owned outside 
the banking group, say by a private 
individual, that subsidiary will not 
count as a financial institution. 

As a further quahfication, the new tax 
treatment only applies to a commercial 
return which equates, in substance, to 
the return on an investment of money at 
interest. As it is designed to mirror the 
tax treatment of conventional finance, it 
is limited to transactions which are pro
viding finance economically equivalent 
to debt, and does not apply to some
thing which is economically in the 
nature of an equity participation. 

I f all of the definitions of the tax law are 
met, then the customer's expense is 
treated, for all tax purposes, in exactly 
the same way that interest would be 
treated. The law is very careful to avoid 
saying that the item is interest. 
Similarly the financial institution is 
treated exactly as i f it were paying or 
receiving interest. In the case of foreign 
investors the activities of the financial 
institution, either as an agent, (Wakil), 
or as a borrower, (Mudarib), wi l l not 
cause the foreign investor to have a UK 
taxable presence. 

Section 5 - Applying the New Tax 
Law to Islamic Finance Structures 

One can directly map some of the 
Islamic finance structures outlined 
above to the rules set out in the tax leg
islation. Alternative Finance Return, 
when legislated in FA 2005, only 
applied to contracts which followed the 
Murabaha model described above. In 
FA 2006, it has been extended to some
thing called Diminishing Shared 
Ownership in the legislation. This is 
explained above as Diminishing 
Musharaka. Profit Share Return when 
legislated in FA 2005 only applied to a 
Mudaraba contract with a deposit and 

payments on that deposit deriving from 
the profits of a commercial venture. In 
FA 2006 it has been extended to a 
Wakala contract with an agency 
arrangement. Note that the tax law 
(unlike some of the explanatory materi
als published by the Government) never 
uses terms such as Mudaraba or 
Wakala. It only uses the definitions of 
the transactions as set out in the tax leg
islation. 

(a) Murabaha 

Direct Tax Implications 
The precision of the law can be illustrated 
by looking in more detail at the mles 
goveming Murabaha set out in FA 2005. 

The law refers to two parties, X and Y. 
Using the same language; assume that Y 
is a customer who wants some goods, 
either for use in its own business or to 
sell them immediately to raise cash. X 
sells those goods to Y. For the new rules 
to apply, one of X or Y must be a finan
cial institution. I f Y is a financial insti
tution, and X is not, then X has to sell 
these goods immediately on purchase. 
I f X has owned these goods for a period 
of time, the contract falls outside this 
new tax law. 

Conversely, i f X is a financial institu
tion, it doesn't have to sell immediately; 
it could have owned the goods for a 
period of time. However, in the case of 
a non-immediate sale, the law then 
requires that X must have bought the 
goods for the purposes of sale under a 
contract within these definitions. 

The problem this can create is illustrat
ed by considering a car dealer wholly 
owned by a bank so that it qualifies as a 
financial institution. I f X is such a car 
dealership selling to Y under a 
Murabaha contract a car that X already 
has in its trading stock, does the con
tract fall within these new rules? 
Reading the legislation, it doesn't. The 

reason is that when the car dealership 
bought the car, it bought it to sell it to 
anybody - whether that buyer was a nor
mal retail customer paying cash, or a 
person like Y, wanting to buy under a 
Murabaha contract. 

(b) Murabaha 

'VAT implications 

The UK hasn't changed VAT law to fit 
in with the Alternative Finance 
Arrangements legislation, because it is 
constrained by the European Union 
treaties, in particular the Sixth Directive 
that sets out how VAT is intended to 
operate throughout the EU. 

There are discussions underway at EU 
level to see i f the Sixth Directive can be 
modified for Islamic finance. Pending 
any change, one looks at a Murabaha 
contract for VAT purposes and analyses 
it in the same way as would have 
applied prior to FA 2005. 

X starts by buying some goods. I f those 
goods are in the UK and they are goods 
of a type subject to VAT; that gives rise 
to input VAT for X, which X may or 
may not be able to recover. The sale 
from X to Y again is a taxable sale, with 
VAT that Y may or may not be able to 
recover. The application of VAT may 
not always be undesirable. For exam
ple, i f Y is a fully-taxable person, then 
Y can recover the VAT. Conversely, i f 
X is a bank buying these goods for the 
express purpose of reselling them, then 
it should be able to recover the VAT on 
the cost of the goods. Furthermore, the 
taxable activity that the bank is now 
carrying on might help it to recover 
some of the VAT on its other overheads. 

(c) Diminishing Musharaka 
Again, the legislation in the Finance Act 
2006 is very precise. The financial insti
tution can share in any losses on the 
asset. I f the bank couldn't share in any 
losses on the asset, then this contract 
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would probably fail to be Shariah com
pliant and nobody would ever use it. 

However, FA 2006 states that the bank 
cannot participate in increases in the 
value of the asset. This could become a 
problem. While there are some 
Diminishing Musharaka contracts that 
are based upon the original purchase 
price, there is also a move by some 
organisations to have a contract which 
allows the financial institution to partic
ipate in the growth of the asset. This is 
regarded by them as perhaps being 
slightly better from a Shariah perspec
tive. Unfortunately such a contract does 
not satisfy these new tax rules. One can 
do a sale and lease back. The law does
n't say that the asset has to be bought 
from a third party, it could be sold by 
the eventual owner to the bank with the 
eventual owner then paying rent and 
gradually buying back the property. 
That is economically equivalent to tak
ing out a mortgage on a property one 
already owns. 

(d) Wakala 
As previously mendoned, the tax law 
requires that the investor's profit share 
must equate in substance to the return 
on an investment of money at interest. 
I f the commercial venture is actually 
one with higher risks and higher 
retums, for example cotton trading, then 
the payments from this commercial 
venture will not fall within the new 
rules, because they fail to equate to the 
investment money at interest. 

Section 6 - Stamp duty land tax 
( s o m 

The changes in FA 2005 and FA 2006 
were needed to give certainty of treat

ment for income tax and corporation tax 
purposes. However, transaction taxes 
can also have a greater impact on 
Islamic Finance than on conventional 
finance. 

One example is SDLT, where a specific 
relief was therefore legislated in 2003 
when SDLT itself came in. Diagram 7 
illustrates a Financial Institution (FI) 
financing a property purchase, perhaps 
using the Diminishing Musharaka con
tract discussed above. The vendor could 
be a third party or it could actually be 
the person renting that property and 
afterwards buying it in stages, the even-
mal owner. 

Stamp Duty Land Tax (SDLT) 
Without special relief there would be 
two SDLT charges: one when the finan
cial institution buys the property and 
another when the eventual owner buys 
the property from the financial institu
tion. There could also be SDLT on the 
lease to occupy the property. 
Conversely, with a conventional mort
gage, SDLT only gets paid once when 
the property is first acquired under the 
mortgage. There is no further SDLT 
when the mortgage is repaid.This relief 
from SDLT was originally only avail
able where the person renting or buying 
the property was an individual. 

In Finance Act 2006, the relief was 
widened because it was recognised that 
Muslims not only wanted to use this 
approach for the acquisition of personal 
residential property but also to acquire 
property for their businesses in a 
Shariah-compliant way and such a busi
ness might well be conducted by a com
pany. Now this rehef is available for 
any person who is renting and buying, 

whether an individual, a partnership, or 
a company. 

The definition of a financial institution 
for this SDLT relief is narrower than for 
the alternative finance arrangements in 
Finance Act 2005. The Consumer 
Credit Act licence qualification is 
absent in the SDLT legislation. Perhaps 
more importantly, the foreign autho
rised deposit taker qualification is also 
absent. This difference may not arise 
from deliberate policy, but simply from 
the SDLT legislation being older than 
the FA 2005 rules. However, unless the 
law is changed, a foreign insdtution that 
does not qualify as a bank under UK tax 
law cannot carry out Islamic mortgage 
transactions in the UK without a double 
SDLT charge. 

Conversely, to illustrate the differences 
in the legislation, the SDLT rules permit 
the financial institution to participate in 
an increase in the value of the property, 
because there is no express prohibition, 
unlike the FA 2006 rules dealing with 
diminishing shared ownership. 

Section 7 - Conclusion 

When Gordon Brown spoke at the 
Muslim Council of Britain's Islamic 
Finance and Trade Conference earlier 
this year, he confirmed the 
Government's aspiration to have 
London as the pre-eminent centre for 
Islamic Finance outside the Muslim 
world. 

Accordingly, I expect UK legislation to 
continue to be adapted to facilitate 
Islamic Finance, both for the structures 
discussed above and for others that may 
be developed in future years. 

Mohammed Amin MA FCA AMCT CTA (Fellow) is a tax partner in PricewaterhoiiseCoopers LLP and leads their UK 
Islamic Finance Taxation Network. 
mohammed.amin@uk.pwc.com; 
www.pwc.com: 
http://pwc. blogs. com/mohammed_amin 
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NEWS 

LORD MAYOR HOSTS RAMADAN RECEPTION IN 
THE CITY OF LONDON 

In a first for the City of London, the 
Lord Mayor of the City of London 
hosted a reception on Friday 29 
September 2006 to marli the Holy 
month of Ramadan. The reception 
was organised by the Muslim Council 
of Britain and sponsored and support
ed by HSBC Amanah, Cartech pic, 
the Islamic Bank of Britain and the 
international law firm Simmons & 
Simmons. 

The reception took place in the presti
gious Mansion House in London, the 
official residence of the Lord Mayor, 
situated in the heart of London's 
financial district. Magrib Evening 
Prayer was also held after the break
ing of fast. This is the first ever 
Muslim breaking of the fast ("Iftar") 
at such a venue. City professionals, 
business leaders, diplomats, parlia
mentarians, judiciary, community 
leaders and businessmen were among 
the 200 guests who attended the spe
cial event. 

The gathering at Mansion House was 
evidence not only of a growing 
Muslim presence in Britain's capital 
and financial centre but also under
lined the capital's cultural diversity 
and aspirations to become the Westem 
centre of Islamic banking. London is 
already positioned for such a role with 
nearly ten percent of its population 
being Muslims and an increasing 
number of them now working as 
bankers, financiers and in other jobs 
in the City financial centre. HSBC 

Amanah, Islamic Bank of Britain, 
Lloyds TSB Bank, European Islamic 
Investment Bank, A l Ahl i Bank of 
Kuwait, Bristol & West Building 
Society are among the financial insti
tutions offering Shariah-compliant 
retail and investment banking prod
ucts and services to the Muslim citi
zens. 

The event was a further recognition of 
parficipafion and contribution of 
Muslim cifizens in the British Society. 
In the Islamic Finance and Trade 
Conference 2006 held in June this 
year; inaugurated by the U K 
Chancellor of the Exchequer, The Rt. 
Hon. Gordon Brown MP; also organ
ised by the Musl im Council of 
Britain; it was shown that Brifish 
Muslims offer the country significant 
opportunities in an emerging market 
and in global trade. 

Lord Mayor David Brewer said: "The 
City of London is at the centre of a 
global world of financial services -
and one of its strengths is that the hun
dreds of thousands of skilled people 
who work here and in Canary Wharf 
come from a wide variety of back
grounds, countries and cultures. 
Indeed London is now a world centre 
in the growing field of Islamic 
finance. Although we are fiercely 
competitive when it comes to busi
ness. City workers treat each other 
with genuine respect. A l l religions 
and all cultures are welcome here -
and this Friday is a great opportunity 

to recognise the role of those col
leagues who practise Islam. The City 
is a living example of globalisation at 
its best: many people from widely dif
ferent backgrounds working togeth
er." 

Dr. Muhammad Abdul Bari, Secretary 
General of Muslim Council of Britain 
said, "The event tonight also seek to 
recognise the significant but unsung 
contribution of Muslims to Britain's 
economy. As witnessed by the crowd 
gathered here, Muslims are represent
ed in a whole array of professions, 
from the public sector to accounting, 
law, banking, consultancy and other 
professional services. Their participa
tion in the City and in the wider econ
omy demonstrates that integration is 
indeed possible and not as difficuh as 
thomy a prospect as many would like 
us to believe. 

Diversity is one of our city's greatest 
strengths. It is my firm belief that 
London, more than any other capital 
city, exudes confidence in its diversi
ty and pride in the contribution of its 
many varied communities to the 
British economy. Indeed diversity is 
something that should be celebrated. 
The British economy has much to 
gain from the contributions of its 
composite communities, as witnessed 
by increasing growth in the Islamic 
financial services sector London is 
now a leading centre and the bench
mark for Islamic finance in the 
world". 
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ISLAMIC BANKING 

WHAT MOTIVATE MALAYSIANS TO DEPOSIT 
THEIR FUNDS IN ISLAMIC BANKS? 
By M. ShabriAbd. Majid & Rosylin Mohd.Yusof 

Since tlie 1950s, Islamic banking has emerged as a new real
ity in the international financial scene. Its philosophies and 
principles are however, not new, having been outlined in the 
Holy Qur'an and the Sunnah of Prophet Muhammad SAW 
more than 1,400 years ago. The emergence of Islamic bank
ing is often related to the revival of Islam and the desire of 
Muslims to live all aspects of their live in accordance with 
the teachings of Islam. 

Basically, the idea of Islamic banking emerged in Pakistan in 
the 1950s. Subsequently, an Egyptian bank, Mit al-Ghamr, 
and the Lembaga Urusan Tabung Haji of Malaysia took it up 
in 1963 and 1969, respectively. The first Islamic bank that 
was institutionalised as a modern and full-fledged bank was 
the Dubai Islamic Bank in 1975. In Malaysia, Bank Islam 
Malaysia Berhad (BIMB), started its operations as 
Malaysia's first Islamic bank on July 1st 1983, its establish
ment was primarily to cater for the financial needs of 
Muslims in the country and to further extend its services to 
the whole population at large. Set up with an initial autho
rised capital of RM600 million and a paid-up of RM 79.9 
million, the bank has gradually increased its authorised and 
paid-up capital to RM 2 billion and RM 563 million respec
tively, to accommodate the growth of its assets and to better 
position itself in meeting future expansion and growth. 

As the second full-fledged Islamic bank in Malaysia, Bank 
Muamalat Malaysia Berhad (BMMB) started its operations 
on October 1, 1999 with combined assets and liabilities 
brought over from the Islamic banking windows of the then 
Bank Bumiputra Malaysia Berhad, Bank of Commerce (M) 
Berhad and BBMB Kewangan. BMMB is operating under 
the Islamic Banking Act 1983, is envisaged to play its role in 
providing Shari'ah-compliant banking products and services. 
Islamic financial institutions around the globe tend to adopt 
almost similar functions to that of conventional banking, that 
is, acting as intermediaries between depositors and users of 
fund. 

The Islamic banking system in Malaysia, which forms the 
backbone of Islamic financial system, plays a vital role in 
mobilising deposits and financing facilities to customers in 
enhancing stronger growth of the economy. This has led 
Islamic banks in Malaysia to have a promising ftiture. Their 
perfonuance has been significantly growing. For example, 
within 7 years (1998-2005), Islamic banks have increased 
their counters from 80 to 351 (Table 1). In addition, the per
centage of financing to deposit ratio of Islamic banks also 
comparable to other banks and finance companies (Table 2). 

According to Ahmad and Ahmad (2004) the total deposits 
and financing of Islamic banking grew from RM2.2billion 
and R M l . l billion in 1993 to RM47.1 billion and RM 43.7 
billion by December 2003. Its market share as represented 
by the percentage of loans over the total loans of the bank
ing system has increased from 0.3% in 1984 to 9.7% in 
2003. These figures may indicate that the Islamic banks have 
successfully expanded their operafions by attracting more 
customers. With the greater amount of funds deposited and 
loans and advances extended to customers, it is interesting to 
analyse the motive of the customer to deposits funds in 
Islamic Banks. What are the factors motivating people to 
deposit their funds in Islamic banks? Are the customers of 
Islamic banks motivated by profit to deposit their money in 
the banks? Or the customers deal with Islamic banks most 
likely because of religious consideration? In other words, is 
it true that the Islamic banks' customers in Malaysia are not 
at all motivated by income generated from interest (riba) as 
propagated by our Islamic scholars? 

This paper explores factors influencing people's decision 
towards depositing their funds in the Malaysian Islamic 
banks. Here we focus on two main variables,' namely the 
market interest rate and the rate of return on saving deposit 
in commercial banks which operates Islamic banking trans
actions. By using advanced econometric techniques such as 
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ISLAMIC BANKING 

Table 1: Number of Branches / Islamic Banking Scheme (SPI) Coutitets 

As at end 

1998 1999 2000 2001 2002 2003 2004 2005 

Islamic banks 80 120 122 122 128 132 136 351 

Commercial banks 

I'uU-fledged branch 7 6 7 8 8 13 16 16 

SPI counters 1,553 1,366 1338 1335 1335 1410 1661 1465 

Finance companies 

full-fledged br;inch 3 9 2 2 2 7 1 1 

SPI counters 823 '̂35 745 730 730 646 216 32 

Merchant banks 

SPI counters 6 6 4 - 0 - 9 
Source: Bank Ncgara Malavsia (2005). 
•6-months endingjunc 2005 

cointegration, error correction model, 
vector error correction model, variance 
decomposition, and lastly impulse 
response, the short run and long run 
dynamics between interest rate, rate of 
return and amount of savings deposited 
in Islamic banks in Malaysia are inves
tigated for the period of 1994-2004 
(monthly data). 

The paper finds that rate of return is 
positively related to the savings deposit
ed, while interest rate and savings 
deposits are found to be negatively 
related. Our finding is not consistent 
with the previous research by Haron 
and Shanmugam (1995). They found 
that the rate of return on investment 
deposits in Bank Islam Malaysia 
Berhad and the amount of funds 
deposited are negatively related. 
However, our finding echo the findings 
of Haron and Norafifah (2000) which 
provide evidence that people are guided 
by profit motive. Once the interest rate 
increases, customers tend to transfer 
fiinds from Islamic bank to convention
al bank and when the rate of return of 
Islamic bank increases, they wil l switch 
back to the Islamic banks. Based on the 
error correction models' analysis, we 

find that the interest rate and the rate of 
return are very significant in predicting 
the saving deposit. In other words, to 
attract more depositors, interest rate and 
rate of return play an important role. 
Additionally, we find that the savings 
deposit is more affected by the interest 
rate, or in other words, interest rate is 
found to be more significant in deter
mining the amount of savings deposited 
in the Islamic banking scheme. This 
result supports the findings by Haron 
and Norafifah (2000) where interest rate 
is the significant variable in determin
ing the deposit in Islamic bank. Our 
findings also support the finding by 
Gerrard and Cunningham (1997) in 
Singapore where non-Muslims wi l l 
withdraw their fund where interest rate 
is higher than rate of return in Islamic 
banks. 

Based on an impulse response analysis, 
we find that interest rate has a positive 
relationship with the saving deposit dur
ing the first 2 or 3 months, but in the 
long run interest rate has a negative 
relationship. This implies that when 
interest rate is increasing, saving 
deposit in Islamic bank is decreasing. 
Interest rate also has negative correla

tion with the rate of return in the long 
run. In the short run interest rate can 
influence positively or negatively 
towards rate of retum, however in the 
long run interest rate and rate of retum 
seem to be negatively related 

Despite the success of the Islamic 
Banking System in Malaysia, the 
empirical evidence suggests that inter
est remains to be a significant variable 
in determining people to deposit in 
Islamic bank. Most of the customers of 
Islamic banks are profit motivated/ori
ented and not Shari'ah motivated. Our 
findings are in line with Haron (1993). 
Based on his survey, Haron (1993) doc
umented that 40 % Malays choose 
Islamic bank because of religious con
sideration, while 60 % of them choose 
Islamic banks because of other factors 
(e.g., fast transaction, service quality, 
staff politeness, and other service excel
lences). In addition, in her survey in 
Indonesia, Mulyani (1998) found that 
people there choose Islamic bank is not 
so much because of religious and prof
it-sharing consideration. These indicate 
that Islamic bank is still the second 
choice for Muslims to deal with. 
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Table 2: Financing Deposit Ratio (%) 

As at end 

1998 1999 2000 2001 2002 2003 2004 2005* 

Islamic banks 90.3 51,9 56.8 52.6 55.8 55.5 55.0 61.5 

(Commercial banks .S2.3 46.5 53.5 55.6 71.2 84.2 97.6 101.3 

Finance companies 78.7 98.8 94.4 99.3 110.5 143.6 114.6 77.1 

Merchant hanks 69.4 194.0 88.7 114.6 117.5 91.7 .51.9 76.6 

Source: Bank Negara Malaysia (200.5). 
'6-months ending June 2005 

Based on our findings, we recommends 
that the government, the Shari'ah super
visory councils. Islamic banks and other 
relevant authorities to further promote 
that people should be governed by 
Shari'ah motive rather than profit 
motive when depositing funds in the 
Islamic banks. 

Specifically, Islamic banks should 
enhance its promoting efforts to tell the 
bank customers not to place their funds 
solely on profit motive but more impor
tantly to get the blessings of Allah SWT. 
Muslims should be well-informed that 
the purpose of Islamic banks is not sim
ply to provide banking services to cus
tomers, it is also to enable the Muslim 
community to conduct its financial 
affairs in accordance with the Shari'ah. 

The business model for Islamic banks is 
not one of pure "profit maximisation". 
An Islamic bank which is unprofitable 
and steadily going out of business is 
still an Islamic bank provided that it 
adheres to its overriding strategic objec
tive of conducting all its operations in 
accordance with the Shari'ah - it may 
not be a very good bank, but its creden
tials as an Islamic bank remain undi

minished. The significance of this lies 
in the danger that managers and share
holders wi l l be prepared to accept lower 
performance from their Islamic banks -
the attitude might be that financial per
formance is secondary to the impor
tance of adhering to the Shari'ah. 
Islamic bank should be made as the first 
choice by their Muslim customers, not 
otherwise. 

As a Muslim we have to be aware that 
Islam urges its ummah to enter Islam in 
a comprehensive (kaffah) manner. Allah 
says "udkhulu fil silmi kaffah" (enter 
Islam comprehensively). This implies 
that any Muslim activities should be 
done be in harmony with Shari'ah injuc-
tions. I f they would like to deposit 
money in the banks, then they have to 
choose banks which activities are free 
from riba, gharar, and injustice. 

Moving forward. Islamic banks and 
other banks that are involved in the 
Islamic banking scheme should also 
enhance their efforts to improve effi
ciencies in order to remain competitive. 
Many studies documented that Islamic 
banks are less efficient than their con
ventional counterparts (Omar et al.. 

2006; and Mokhtar et al., 2006). It is 
important to note that, as highlighted by 
Haron and Norafifah (2000), the inter
est rate wi l l continue to have an influ
ence on the operations of the Islamic 
banks as long as this thought remains in 
the mind of the management. Although 
there are some empirical evidences 
which suggest that people patronising in 
Islamic banks are very much motivated 
by profit, there are other studies which 
suggest otherwise. For instance Haron 
and Norafifah (2000) assert that in 
Kuwait, although Kuwait Finance 
House did not distribute profit to the 
depositors, there were no significant 
massive withdrawals of funds from the 
bank. 

Similarly, in Sudan, although the 
Islamic banks did not reward the depos
itors, the major portion of the funds 
comes from this source. InshaAUah, 
with increasing efficiency and promo-
fion of Islamic awareness, the Islamic 
banks in Malaysia may prove to be not 
only viable institutions but also able to 
be more competitive. Otherwise, 
Islamic banks wil l be starved of capital 
and wi l l be marginalised. 

Dr. M. Shabri Abd. Majid and Dr Rosylin Mohd. Yusof are Assistant Professors at the Department of Economics, KENMS, 
International Islamic University Malaysia. 
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ISLAMIC REAL ESTATE 

SHARIAH COMPLIANT REAL ESTATE FINANCE 
By Habib Ullah 

Senior Associate in the Finance Group at Taylor Wessing, specialising in acquisition 
finance, property finance and Islamic finance. 

Traditionally, Islamic funds have not been able to borrow 
money from conventional banks as the giving and taking of 
interest is not permitted under Islamic law or, as otherwise 
known, Shariah law - the framework within which public 
and private aspect of the lives of Muslims are regulated. 
This has acted as a constraint on the ability of Islamic funds 
to grow and has hindered the development of the market for 
Islamic funds. It has also prohibited observant Muslims 
from having an opportunity to invest their wealth in westem 
countries. For example, in the past, wealthy individuals or 
Islamic funds wishing to acquire commercial real estate in 
western countries would seek to finance such acquisidons 
without bank debt using cash reserves. 

However, with an increased awareness of Islamic issues and 
a desire to tap into the wealth available in the oil-rich states 
in the Middle East, there has recently been a rapid develop
ment of Islamic products enfranchising the large number of 
observant Muslims throughout the world. The growth in 
Islamic finance in the last few years have seen a vast num
ber of Islamic funds in the UK and the US invesdng in real 
estate using Shariah compliant structures. These structures 
have allowed Islamic funds to have access to conventional 
bank debt thereby allowing them to maximise their equity 
and share the risk. 

Basic Ijara Lease Structure 
The majority of the real estate transactions in these jurisdic-
fions have used the Ijara structure. This is a well-known 
structure to most people in the Islamic finance world and has 
been approved by Islamic scholars. It is imperative that a 
structure be given approval by a recognised Islamic scholar 
for it to be marketed to the investors in the Islamic world. 
Below is a brief summary of a very simple financing involv
ing the use of the Ijara structure: 

(a) The Islamic fund (the "Fund") will set up a special pur
pose vehicle in which it wil l hold the entire issued share cap
ital (the "Project Company"). Simultaneously with this, a 
separate company will be set up which will not be connect
ed in any way to the Project Company (the "Funding 
Company"). The Funding Company will be the borrower for 
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the puiposes of bank debt provided by a conventional bank 
to facilitate this transaction. The shares in the Funding 
Company shall be owned by a special purpose trust vehicle 
(likely to be incoiporated offshore and possibly in the 
Cayman Islands), the beneficiaries of which are likely to be 
charitable. It is important to ensure that there is no connec
tion between the Funding Company and the Project 
Company for the purposes of both Shariah compliance and 
tax mitigation. 

(b) The Funding Company wil l purchase the property which 
wil l be part funded by bank debt. Under normal circum
stances, i f the bank is willing to finance the purchase of the 
property on the assumption of a 60% loan to value lending 
ratio, then i f the property is being purchased for 
£10,000,000, the bank wil l lend £6,000,000. It is important 
to ensure that the property also complies with Shariah law 
and, therefore, a brewery or a casino are probably not appro
priate products for an Islamic fund! 

(c) The balance of the purchase price and the bank debt 
being invested, being the "equity", wil l be invested by the 
Fund. In the example used above, this amount of equity wil l 
be £4,000,000. The mechanism by which the Fund wil l 
invest the "equity" wil l be through the entry by the Project 
Company and the Funding Company into the Ijara lease. At 
the fime of the acquisition of the property by the Funding 
Company, or immediately thereafter, the Funding Company 
shall grant the Ijara lease to the Project Company. 

For the grant of the Ijara lease, the Project Company shall 
pay a premium to the Funding Company, being equivalent to 
the balance of the purchase price and the amount of the bank 
debt. As the "equity" is invested through this premium, it is 
structurally subordinated and there is no need for any form 
of subordination document requiring the Project Company 
and the bank to enter into a direct contractual relationship, 
which would result in the transaction not being Shariah compliant. 

(d) The Funding Company wil l grant the normal security to 
the bank it would be expected to grant in a normal financing, 
which would usually involve the granting of a debenture. 
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containing a legal mortgage over the 
property and fixed and floating security 
over the remainder of its assets. The 
owner of the shares in the Funding 
Company may also be required to grant 
a charge over its shares in the Funding 
Company. From the bank's perspective, 
they are lending conventional debt and 
obtaining the same protections as they 
would normally expect to receive, 
although the "equity" is subordinated in 
a different way. 

(e) The Ijara lease wil l override any 
existing occupational lease and any 
occupational rent wil l be paid by the 
occupational tenant to the Project 
Company. Effectively, the Project 
Company wil l be the landlord under the 
end occupational lease and wil l manage 
and receive the rental payments under 
the occupational lease from the occupa
tional tenant. 

(f) Under the terms of the Ijara lease, 
the Project Company wil l be under an 
obligation to pay rent to the Funding 
Company. The rent payable by the 
Project Company to the Funding 
Company in each quarter under the Ijara 
lease wil l be equivalent to the amount 
payable on each interest payment date 
to the bank by the Funding Company 
under the bank facility. This amount 
shall include all interest payable and 
any amortisation and can vary in accor
dance with changes in interest rates. On 
receipt of these rental payments under 
the Ijara lease by the Funding Company, 
the Funding Company shall use such 
monies to service the bank facility. 
Effectively, the Project Company, 
which is a Shariah compliant vehicle, 
wi l l service the loan (through the 
Funding Company) by paying "rent" 
instead of interest. 

(g) Any amounts retained by the Project 
Company having made the rental pay
ments under the Ijara lease shall be used 
by the Project Company to pay to the 

Fund. Effectively, any margin between 
the occupational rent received by the 
Project Company over the Ijara rent 
paid by the Project Company is retained 
by the Project Company and represents 
the retum on "equity" invested by the 
Fund in respect of the premium paid 
under the Ijara lease. 

(h) It is important to realise that the 
transaction is effectively split into two 
halves as set out in diagram 1. The 
Project Company on the right hand side 
has no bank dealings and is effectively 
Shariah compliant. The Funding 
Company has bank dealings and is not 
Shariah compliant. It is important that 
both sides are unconnected in terms of 
corporate ownership as this wil l taint 
the Fund's ability to avoid any connec
tion to the bank. The only connectivity 
between the Shariah complaint side and 
the non-Shariah complaint side is the 
Ijara lease. 

Ijara Structure - Default Scenarios 
(a) In order for the structure to be 
Shariah compliant, the Project 
Company is not allowed to enter into 
any direct contractual relationship with 
the bank which has granted the facility 
to the Funding Company. Therefore, 
although the Project Company has an 
interest in the property through the 
grant of the Ijara lease, the bank wi l l not 
have any security over this lease and 
indeed shall not receive any security 
from the Project Company. However, it 
wi l l take security from the Funding 
Company and its rights over the 
Property. 

(b) In order for the bank to be comfort
able that it can enforce the security and 
not be subject to the Ijara lease, there 
wil l be events of default contained with
in the Ijara lease which wi l l mirror the 
events of default under the bank facility 
agreement. The effect of this is that i f 
an event of default occurs under the 
bank facility, the bank can collapse the 

Ijara lease and wil l be able to enforce 
against the Funding Company and the 
property and wil l not have to concern 
itself with the overriding Ijara lease. 
However, there remains an ongoing 
obligation upon the Funding Company 
to pay any surplus amounts realised on 
the sale of the property to the Project 
Company after repayment of the bank 
debt and any costs. 

(c) The bank may be concemed that the 
Project Company may seek to enforce 
any rights of relief from forefeiture it 
may have under the Ijara lease and 
therefore prevent the collapsing of the 
Ijara lease and thereby frustrating the 
intentions of the bank. As mentioned 
above, the Project Company must not 
grant any security to the bank as there 
must not be any direct contractual nexus 
between them. One way the bank can 
prevent the Project Company exercising 
its rights of relief from forfeiture is by 
requiring the Project Company to grant 
a debenture containing fixed and float
ing security over its assets to the 
Funding Company as security for its lia
bilities and obligations under the Ijara 
lease. Under the terms of the security 
given by the Bortower, the bank wil l 
obtain an assignment of the debenture 
granted by the Project Company to the 
Funding Company and, effectively, in 
the case of an enforcement, the bank 
can enforce the rights the Funding 
Company has against the Project 
Company under this debenture and can 
collapse the Ijara lease and exercise its 
rights in an unfettered manner. 

(d) The right of the Funding Company 
to terminate the Ijara lease, i f there is an 
event of default, is subject to the grant 
of an option to purchase the property 
granted to the Project Company. 
Therefore, i f an event of default occurs, 
the Project Company has a right to pur
chase the property at a fixed price, 
being the amount of the bank debt. I f 
the Project Company does not exercise 
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its right to buy the property within the 
period available to it, the Ijara lease wil l 
collapse and the bank can sell the prop
erty. 

ijara Structure - Disposal 
I f the Fund chooses to dispose of a 
property, it can achieve this by the 
Project Company exercising its right to 
buy the property which wil l be con
tained within the Ijara documentation. 
The right to purchase the property con
tained within the Ijara documentation 
will be for a fixed price and wil l be suf
ficient to repay the Funding Company's 
debt to the bank. Once the right to buy 
is exercised, there is a contract for the 
Project Company to purchase the free
hold title from the Funding Company. 
The Project Company, in turn, will con
tract to sell the property to a purchaser, 
with completion taking place by way of 
sub-sale with a direct transfer by the 
Funding Company to the purchaser. 

The Ijara agreement and structure wil l 
come to an end at this point. The reason 
why it is essential that the Project 
Company has the right to acquire the 
property for the amount of the bank 
debt is to ensure that any net profit after 
a sale wil l , effecfively, accrue to the 
Project Company and will be attributed 
to the Fund. This is important as the 
Project Company and the Funding 
Company are not connected entities so 
it would be difficult for any profit aris
ing in favour of the Funding Company, 
which accrues on a sale by way of cap
ital appreciation, to be passed through 
to the Project Company. 

Tax and Land Registry Clianges 
Stamp Duty Land Tax, which came into 
force on 1 December 2003, meant that 
the land transaction which comprises 
the Ijara lease (or agreement for lease) 
must be stamped. Failure to do so 
meant interest and severe penalties. 
Further, leases (but not agreements for 
lease) for a term of seven years or more 
now have to be registered at H M Land 
Registry. Whilst it is not an offence to 
fail to register such a lease (and there
fore any bank need not be concemed), 
the parties to the lease may find that the 
lease was void for non-registration. 
This effectively meant that Islamic 
funds had a double SDLT "hit" as they 
had to pay SDLT on the purchase of the 
property and SDLT on the grant of the 
Ijara lease. 

As a consequence of this, a stmcture 
that has been used in place of the Ijara 
stmcture is the Musharaka stracture or 
joint venture arrangement. In essence, 
the Musharaka or joint venture agree
ment replaces the Ijara lease between 
the Project Company and the Funding 
Company and provides a connectivity 
between these two companies. 

Under the terms of the joint venture 
agreement, the Project Company 
invests the "equity" by entering into the 
Musharaka agreement, however, does 
not obtain a property interest in the 
property such as the Ijara lease and 
therefore the rent continues to accrue in 
favour of the Funding Company. 
Therefore, the Funding Company 
receives the rent from occupational ten
ant which is much more favourable 

from the Bank's perspective after the 
recent Spectrum case. Under the terms 
of the Musaraka agreement, any surplus 
rent after the Funding Company has 
serviced its bank debt are paid to the 
Project Company as a return on its 
"equity" investment. Similarly, there is 
no put or call arrangement as in the Ijara 
stmcture but simply an agreement that 
on the sale of a property any surplus 
cash wi l l be paid to the Project 
Company to repay the equity invest
ment and to ensure that any capital 
appreciation accrues for the benefit of 
the Project Company to pay to the 
Fund. 

In certain jurisdictions, such as 
Germany, where the Ijara structure does 
not work or has unfavourable tax conse
quences, a usufruct stmcture can be 
used, which works in a very similar way 
to the Ijara structure. Whilst the 
Musharaka stmcture has obvious bene
fits, the Ijara stmcture continues to be 
the favoured stmcture for most funds 
and the Finance Act 2006, which has 
recently been granted Royal Assent, 
includes a provision extending the 
reliefs currently available to individuals 
who purchase land and buildings using 
alterative financing stmctures. 

This is intended to mitigate against the 
double stamp duty hit mentioned above 
by the use of the Ijara lease stmcture. 
With a high demand by Islamic 
investors to find Shariah compliant 
stmctures to allow them to invest their 
money, it is only a matter of time before 
new and innovative methods are 
devised to develop this exciting market. 

A version of Ms article originally appeared in Butterworth's Journal of International Banking and Financial Law in October 
2006. This publication is intended for general guidance only and no responsibility is accepted by Taylor Wessing for any errors 
or omissions, and should not be relied upon to replace professional advice on specific matters. 
Taylor Wessing is a full service law firm in the United Kingdom offering a powerful source of legal support for commercial 
organisations doing business in Europe. Taylor Wessing's Islamic Finance Group includes lawyers from a number of different 
disciplines including finance, projects and commercial property. The Group includes both Muslim and non-Muslims and the 
healthy exchange of ideas within the group allows them to propose and structure practical "Shari'ah " compliant solutions for 
use in the modern world. Web address: http://www.taylorwessing.com 
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n t i - M o n e y L a u n d e r i n g F o r u m 
tive strategies to risk-proof your organisation from money laundering for compliance, reputation 

isiness growth i | 

Taj Lands End, Mumbai 

22nd & 23rd January 2007 

Featuring case study and expert 
presentations by: 

A r u n G o y a l Director 
F lU- lnd ia 

R a v i c h a n d r a n CGM-lntegrated Surveillance Department 
SEBI 

D r S a n j a y C h o u g u l e General Manager & Head-
Compliance 
ICICI B a n k 

S u b r a t a K u m a r S i n h a Vice President-Operations and 
Money Laundering Reporting Officer 
UTI B a n k 

R o b b y A A b r a h a m Director & Head-Compliance and 
Ethics (India) 
A m e r i c a n E x p r e s s B a n k 

P a u l O ' H a r a Vice President Regional A M I , Compliance 
Asia 

JP M o r g a n C h a s e B a n k , H o n g K o n g 

A r u n K e n d a l l Executive Officer 

A s i a Pac i f i c G r o u p o n M o n e y L a u n d e r i n g ( A P G ) 
S y d n e y 
Dr V i s h n u K a n h e r e Partner 
K a n h e r e C o n s u l t a n t s P v t L t d . 

Supporting Publication 

"Money is the most important subject intellectual 
persons can investigate and reflect upon. It is so 
important that our present civilization may collapse 
unless it is widely understood and its defects 
remedied very soon." 

Robert H, Hemphill, Federal Reserve Bank of Atlanta 

EITective AML compliance is ti'ie key to smooth business operations. The strategy is to 
implement the best AML regime in your organisation, vs/hich leads to enhancement of 
reputation, customer confidence and further business grov/th. 

Attend this informative event and gain practical 
insights into: 

• G a i n i n g insight into the latest developments in Anti-Money Eaundering 
policies of the Government 

• U n d e r s t a n d i n g the global ramifications of A M L and its effect on 
domestic operations 

• E s t a b l i s h i n g the best practices in combating AML 

• K n o w i n g how to establish K Y C -Know your customer and K Y C C - K n o w 
your customer's customer 

• T r a i n i n g and sensitising staff to deal v\/ith the growing menace 

• D i s c o v e r the technology advancement that facilitates identification of 
suspicious transactions and stages alert in the system 

• E s t a b l i s h sound business practices for reputation enhancement and 
further growth in business by equipping the company against AML 

• D i a g n o s e your risk management initiatives and benchmark against 
market leaders 

• B u i l t , develop and implement an effective and efficient A M L strategy 

• B e e x p o s e d to great opportunity of corporate publicity, networking 
and establishing potential business collaboration 

' E a r l y Bird & Group Discounts 
Ask about our savings 



Taj Land's End, Mumbai 

23rd & 24th November 2006 

"What w€ have to do . . . is to 
find a waij to celebrate our 
diversity and debate our 
differences without fracturing 
our communities.*' 

Hillary Rodham Clihton 

Bancassurance is ail about tiie symbiotic partnership, synergy and the nght attitude 
for a meaningful engagement 

Kunnel Prem Executive Director - Eife 
IRDA 

P C James Executive Director ~ Non Life 
IRDA 

Suresh Pai Executive Vice President 
Indusind Bank 

Sonu Bhasin SVP & Head Of Wealth Management 
UTI Bank 

Harpreet Singh Head - Branch Banking & Wealth Management 
Centurion Bank Of Punjab 

Dr Joseph Eby Ruin Executive Vice President, Chief Risk Officer 
RHB Bank, Malaysia 

D Krishnamurthy General Manager - Bancassurance 
Bank Of India 

Vineet Patni Assistant Vice President - Bancassurance 
Mashreq Bank, Dubai, UAE 

Baiachander S Sekhar Head Product 
American Express Bank 

Rahul Bhagat Head Retail Banking 
HDFC Bank 

Suhail Kazmi Country Head - Private Wealth Management & 
Global Indian Banking 
YES Bank 

Fresh insights into the intricacies of Bancassurance 

Discover hovi/ bancassurance is ever changing at the regional level and learn from 
their experiences 

' Understand the impact of bancassurance on the life insurance and pensions sector 

' Review the operational, marketing and distribution strategies of the leading 
bancassurance players 

' Reveals how the leading bancassurance companies are tackling the challenges 
through in-depth case studies 

' Maps out the proliferating product innovations from traditional and new players 

' Analyses the diverging distribution channels: from bank branch networks to call 
centres, websites and supermarkets. 

• Forecasts bancassurance market developments for the coming years 

Endorser IVledia Partner 

ISewftrizoi 

Online Media Partner Supporting Publication 

CI«>L 
M*K»JG - YOUR ADVANTAGE ' E a r l y Bird & Group Discounts 

Ask about our savings 

e i i a n s 



B O O K REVIEW 

STRATEGIC PLANNING AND IMPLEMENTATION 
FOR ISLAMIC ORGANIZATIONS 
By Dr. Rafik Issa Beekun 

In 'Strategic Planning and 
Implementation for Islamic 
Organizations', Dr. Beekun shares over 
two decades of teaching, research, and 
strategic thinking with Islamic organi
sations globally. He describes the step-
by-step process of strategic planning 
and implementation, and asserts that 
these must be complemented synergisti-
cally by leadership, structure, culture, 
ethics, and Tawakkul (trusting in Allah) 
to produce tangible, sustainable resuhs. 
Examples from actual Islamic organisa
tions and business are included, as well 
as ready-to-use worksheets for those 
engaged in the process of developing 
and executing strategic and operational 
plans. This book would be an important 
reading for Muslim organisations. 

The author says that strategic manage
ment asks three basic questions: Where 
are we going? Where could we be 
going? How do we get there? According 
to the author, strategic management 
deals with the organisation's behaviour 
within its external market, and its inter
nal roles, processes, structures and deci
sions in order to enable the organisation 
to function at its peak within that exter
nal environment. Strategic management 
involves both formulating a strategic or 
operational plan which is considered 
relatively easy, and implementation 
strategy of a plan which is more 
demanding and challenging with only 
30% on average of any strategic plans 
being implemented. The author's view 
is that "a typical Islamic organisation 
rarely transitions to implementation. It 

often forgets that strategic thinking 
needs to be built into everything it does. 
In each of its actions and activities, you 
or your organisation need to be strategi
cally aware and ask how this action or 
activity relates to your overall strategy 
and how it brings you closer to our ulti
mate aim: serving the Creator". 

The author's pronouncement is that 
"The Shari'ah clearly describes the effi
cient and effective conduct of Islamic 
for-profit organisations as being encom
passed within the concept of ihsan 
(excellence). When Islamic organisa
tions seek to incorporate Islamic values 
in their modus operandi, 
they resort to the Shari'ah's 
guidelines. However, the 
Shari'ah does not enunciate 
operationally how an 
organisation is to achieve 
sustainable competitive 
advantage in a highly turbu
lent, hypercompetitive 
environment". The author 
draws a distinction in busi
ness strategy between the 
principles of shar'i (i.e. the 
rational and empirical - an 
aspect of dunya (the world) 
relating to the mundane 
where man applies reason 
and experience to run his 
daily business) and tabi' 
(i.e. Allah's command). 
According to the author, 
there is a saying that 
"organisations don't plan to 
fail, they just fail to plan". 

Many Islamic organisations and busi
nesses are known for their lack of plan
ning and their inconsistent, short-term 
focus. Were they to examine closely 
Prophet Muhammad's sirah (the study 
of the life of the Prophet), they would 
realise that he understood and used 
strategy throughout his life. Having 
taught, researched, and consulted in 
strategy for almost two decades, the 
strategic planning and implementation 
process described here can be used in 
the context of any Islamic organisation, 
whether it is for-profit or not-for-profit, 
a business, an Islamic centre, or a 
mosque. While this book specifically 

Strategic Planning 
and Implementation 

for Islamic Organizations 

Ralik Issa Beekun 

I n t e r n a t i o n a l I n s t i t u t e of I s l a m i c T h o u g h t 
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targets Islamic organisations, namely 
any organisation run by Muslims in 
accordance with Islamic principles. 
Rafik Beekun has also used the materi
al in this book to help out people of 
other faith-based communities in their 
own strategic planning. Good work to 
serve the Creator and to help fellow 
human beings should be as effective as 
possible. 

Chapter 1 discusses what is strategic 
management? Chapters 2 to 7 deals 
with pre-planning, SWOT analysis, 
developing vision and mission state
ments, identifying and prioritising 
goals, gap analysis and crafting strate
gies. Chapters 8, 9 and 10 deal with 
developing measurable objectives, 
operational plans and contingency 
plans. Chapter I I , 12 and 13 deals with 
implementing the strategy plan in rela
tion to leadership profile, structure and 
culture. Chapter 14 deals with perform
ance evaluation and review. Chapter 15 
touches briefly on the cyclical process 
beginning with strategy and implemen
tation, then moving onto gathering data 
for the next year's cycle. 

In chapter 16 on Strategy and Ethics the 
author asserts that the Islamic Financial 
System demands that the individual and 
their organsation's followers or employ
ees be just, trustworthy, and benevolent; 
seek to achieve excellence, and accept 
responsibility for their own actions; 
doing so with the right intention, with 
the realisation that work is indeed an act 
of worship, and that individuals are 
designing and implementing a strategy 
that wil l earn them success not just in 
this life but also in the Hereafter thus 
fulfilling their responsibility as His 
trustee on Earth. 

The author further asserts that Muslim 
leaders cannot escape their responsibili
ty and accountability by simply adher
ing to ethical standards to comply with 
conventional laws and reguladon. He 
says "Leaders of Islamic organisations 
must deal with several relevant criteria 
while engaging in strategic planning 
and implementation: justice and bal-

When Islamic organisations 
see to incorporate Islamic 
values in their modus 
operandi, they resort to the 
Shari'ah's guidelines. 
However, the Shari'ah does 
not enunciate operationally 
how an organisation is to 
achieve sustainable compet
itive advantage in a highly 
turbulent, hypercompetitive 
environment". The author 
draws a distinction in busi
ness strategy between the 
principles of shar'i (i.e. the 
rational and empirical - an 
aspect of dunya (the world) 
relating to the mundane 
where man applies reason 
and experience to run his 
daily business) and tabi' (i.e. 
Allah's command). 

ance, trust and benevolence". "Islamic 
organisation's strategy is not truly ethi
cal unless it can pass the deeper and 
more demanding moral scrutiny 
required of you by the Islamic ethical 
system. One may escape the law of the 
land, but not Allah's omniscience and 
jusfice." 

In the last chapter (17) on Tawakkul 
(trusting in Allah) the author points out 
that " Although trust and reliance on 
Allah are one of the most importance 
causes of successes in this life, they do 
not negate strategic planning, working, 
and striving for sustenance in this life". 

Rushdi Siddiqui, Global Director, Dow 
Jones Islamic Market Index Group, has 
commented that "In this book, Dr 
Beekun raises very important, coura
geous, and much needed issues for 
mosque. Islamic centres, and Islamic 
financial institutions, and suggests 
alternatives. Change management is a 
vital part of any well-run organisation 
operating in a dynamic environment. 
His perspective explains this turbulent 
process and offers interesting insights". 

Rafiuddin Shikoh, Editor of 
DinarStandard.com says, "Dr. Beekun 
provides the specific approaches and 
action plans that the world's leading 
corporations and non-profit organisa
tions use today. This book puts these 
professional strategies in the context of 
an Islamic organisation, and provides 
easy-to-implement frameworks and 
worksheets. A "must-read" for all 
Islamic organizations". 

Dr. Richard R Reed, MBA, 
Management and IT consultant UK, has 
described the book as "a very good 
fusion between westem strategic man
agement thinking and Islam. It includes 
numerous practical planning tools for 
the formulation and implementation 
phases. Muslim involved in manage
ment and wish to raise their level of 
management thinking and practice 
should consider purchasing this impor
tant and fairly unique reference source". 

The book is published by The International School of Islamic Thought in 2006 ISBN 1-56564-064-0 ' 
Dr Rafik Beekun, professor of management and strategy at the University of Nevada, has published in many academic jour
nals. He is the author of Islamic Business Ethics, the co-author of Leadership: An Islamic Perspective, and has conducted 
training workshops for upper management executives and Islamic workers. Currently, he is president of the Association of 
Muslim Social Scientists. 
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Islamic Finance 
alburaq 
Shariah compliant financial services 

aiburaq - Shariah compliant property finance 

• Looking to buy or refinance your home? 
We offer amongst the most competitive and flexible 
terms in the UK Islamic mortgage market. 

•Difficulty proving income? 
alburaq self-certification products allow you 
to certify your own income. 

«Want to buy-to-let? 
alburaq buy-to-let allows you to purchase 
a residential property as an investment. 
You may purchase up to 10 properties ^ 
in addition to your own home 

Highly competitive terms offered. 
Call the alburaq hotline now on 0800 587 88 66 or email on info@alburaq.co.uk 

ABC International Bank pic • www.alburaq.co.uk 

ABC International Bank pic is authorised and regulated by the Financial Services Authority 
A member of the Arab Banking Corporation group headquartered in Bahrain alburaq is the brand name under which Shariah compliant products are provided 

Your home is at risk if you do not keep up monthly payments due under your Lease and Diminishing Ownership Agreement | All terms subject to change 



Global banking standards within the framework of Shariah. 
At HSBC Amanah we believe that integrity is essential for relationships to f lour ish. Integrity is the guiding 

principle by which we develop all our products and services, always combin ing our international 
award-winning banking services wi th the f inancial principles of Shariah. As part of one of the wor ld 's largest 
financial services organizations, HSBC Amanah is uniquely posit ioned to provide a comprehensive range of 

Islamic financial solutions. Behind each solut ion lies a dedicated team of highly quali f ied professionals 
and a Shariah Supervisory Committee comprised of wor ld renowned Islamic scholars. 

With HSBC Amanah, helping you manage your f inances according to the principles of Shariah 
isn't just a privi lege, it's an Amanah. 

^ www.hsbcamanah.com 

Issued by HSBC Bank Middle Eas, Limiled. 
These products and services are offered only in jurisdictions where and when they may be la>\'fiilly offered 
by HSBC Bank pic, The Saudi British Bank. HSBC Bank Middle East Limiled, The Hong Kong and Shanghai Banking 
Corporation Limiled HSBC Bank Malaysia Berhad, HSBC Bank AS, HSBC Bank US.4 National Association. HSBC France, 
Trinkaus & Burkhardt KGoA , HSBC Bank Brasil S.A. - Banco Multiph and the material on these pages is not intended 

for use by persons located in or resident in jurisdictions which restrict the distribution of this material by us. Islamic Financial Solutions 


